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LETTER FROM THE EDITOR
oreign economic aid, which has never been without some detractors, has been subjected to a sustained barrage of criticism in recent years. Its foes have raised questions not only about whether official development assistance (ODA) was as
efficient in helping the countries receiving the aid as it should have been but also whether aid actually left recipient countries worse off than they would have been without it. Aid's supporters have presented detailed defenses and counterarguments
but have had trouble rallying public opinion to their side during a period of budgetary austerity in donor countries and in the
absence of active geopolitical competition between superpowers.
In view of the current controversy over aid, it is useful to present some highlights of recent research done at the World Bank on
the impact of ODA. In this issue's lead article, Craig Burnside and David Dollar examine how successful ODA provided during
1970-93 to a broad sample of countries was in enabling them to increase their economic growth rates and reduce the incidence of
poverty. By comparing the experiences of aid recipients that have different policies, the authors formulate some pointers that
could help to guide both donor and recipient countries onto the road to effective aid and keep them there.
Two other articles examine capital market challenges facing developing countries. An article by the staff of the IMF's Research
Department discusses the flip side of the beneficial effects of capital inflows: that is, recipients of such flows become vulnerable to
sudden shifts in market sentiment, which may result in destabilizing capital outflows and speculative currency attacks, as have
been seen recently in several East Asian countries. This article discusses ways in which a country can improve its ability to avoid
or bounce back from such attacks. Marcel Cassard and David Folkerts-Landau's article on managing the risks of sovereign debt
looks at how developing countries can cope more effectively with market turbulence by adopting a strategy designed to minimize
the currency, interest rate, and maturity risks associated with their external debts.
In his article, Professor Stephen S. Golub of Swarthmore College examines the topical and controversial issue of international
labor standards. Carefully evaluating the arguments made by both sides in the debate, he suggests a pragmatic middle course
designed to balance the interests of industrial and developing countries.
In "The IMF Monetary Model: A Hardy Perennial," that model's principal author and longtime director of the IMF's Research
Department, Jacques J. Polak, discusses how this widely used model was devised, how it has been applied and modified over time,
what its limitations are, and how the IMF has modified its methods of evaluating member countries' economies in the light of
changing economic and financial conditions.

F

Our New Editor
Ian S. McDonald is the new Editor-in-Chief of Finance &
Development. A UK national, Mr. McDonald was previously
Chief Editor and Chief of the Editorial Division in the IMF's
External Relations Department. Prior to his service with the
IMF, he was Washington Correspondent for The Times of
London, an editorial writer for The Glasgow Herald, and a
Fellow of the World Press Institute of St. Paul, Minnesota.
He has M.A. degrees from Oxford University, England, and
The George Washington University, Washington, D.C.
Mr. McDonald replaces Mrs. Claire Liuksila, who has been
appointed Chief of the Country Data Review Division in the
IMF's Statistics Department.
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Aid Spurs Growth—

in a Sound Policy Environment
CRAIG BURNSIDE AND DAVID DOLLAR

Foreign aid to developing countries has been criticized as
wasteful and even counterproductive. Careful examination of the
recent experience with foreign aid shows, however, that it can be
an effective investment when a recipient country's economic
policies are sound before aid is provided.

F

OREIGN AID accelerates growth and poverty reduction
in developing countries that pursue sound economic
policies. It has had no measurable effect in countries
with poor policies. These are the main findings of our
study (see the end of this article). By "sound policies," we mean
measures that have been shown in a wide range of studies to promote growth: open trade regimes, fiscal discipline, and avoidance of
high inflation.
These results imply that aid would be more effective overall if it
were well targeted to poor countries with sound policies. We examined the allocation of official development assistance (ODA) during
1970-93. About two-thirds of ODA is bilateral. Since the allocation of
bilateral assistance has been influenced by strategic and political facrs, countries with poor policies and those with sound policies
received this aid in equal amounts. In contrast, multilateral
aid—including that provided by the World Bank's affiliate, the
International Development Association (IDA)—favored countries with sound policies in this period.
The last question we take up in our study is whether the
amounts of aid that countries receive affect their policies.
Conservative critics of aid argue that large amounts of such
financing encourage poor policies. We found no systematic evince of this. There are some well-known examples of countries
that have received large amounts of money and persisted with

Craig Burnside
a Canadian national, is an Economist in the
World Bank's Development Research Group.
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poor policies for decades (as Zambia did
until its recent reforms), but there are just
as many countries that have received large
amounts of aid and implemented sound
policies (for example, Ghana) or that have
received virtually no aid and persisted with
poor policies (for example, Myanmar and
Nigeria).
The academic literature on policy formulation generally finds that foreign aid
plays, at most, a supporting role. Countries' policies are determined largely by
domestic social and political factors. Once
a society has generated a thorough reform
program, foreign aid can play an important supporting role through advice, training, and financial assistance.
If we want to get the maximum impact
on growth and poverty reduction, then
financial assistance should be directed to
low-income countries that have successfully
put sound policies into place. Countries
with poor policies should be encouraged to
reform, and providing them with advice,
workshops, and training may have a high
payoff. It is wasteful, however, to put significant financial resources into countries with
poor policies.

Aid and growth
Other studies have looked at the relationship between aid and growth and have generally found no evidence that more aid
leads to higher growth. What is different
about our study is that we distinguish
among countries on the basis of their economic policies. There have been a range of
studies in the 1990s that have identified
policies that promote long-run growth:
open trade regimes, fiscal discipline, and
avoidance of high inflation. We form an
index of these three measures. For example, consistently good performers would be
Botswana or Indonesia, and poor performers would be Tanzania or Zambia before
1993. Our analysis has been conducted
both across countries and over time. Bolivia
and Ghana are examples of countries that
had very poor policies in the early 1980s
and then quite sound policies during
1990-93.
For our study, we assembled data on
56 developing countries over 24 years
(1970-93). Our results are particularly
strong for the 41 low-income countries in
the sample. (Middle-income countries such
as Brazil or Mexico have received very
small amounts of ODA, and it is hard to
find any measurable effect of this aid on
their growth.) When we focused on lowincome countries with good economic policies, we found that those receiving large

Chart 1

Per capita GDP growth in low-income
countries with good policies
(growth per annum)

Source: Craig Bumside and David Dollar, 1997, Aid, Policies,
and Growth, World Bank Working Paper No. 1777 (Washington).

amounts of aid grew faster than those
receiving small amounts of aid: 3.5 percent
per capita growth per year compared with
2.0 percent (Chart 1).
Among developing countries, 2.0 percent
per capita growth is a good performance.
Sound policies are, in and of themselves,
good for growth. But what is new in our
findings is that the sound-policies, high-aid
group grew at 3.5 percent per capita. If we
look at the developing countries with poor
policies, though, we find virtually no per
capita growth for either those receiving
small amounts of aid or those receiving
large amounts. It is the fact that some countries have received large amounts of aid for
decades and yet have shown no growth that
has given aid a bad reputation. What has
often been missed by observers, however, is
that there are aid recipients with sound
policies and that this group of countries has
fared very well. Examples of countries in
our sample that have received large
amounts of aid and had good economic
policies in the early 1990s are Bolivia, El
Salvador, Ghana, Honduras, and Mali.
There are, of course, influences other
than policies and aid on a country's growth.
In our study, we use a series of growth
regressions in an effort to control for these
other influences. We also adjust for the fact
that some aid is a response to serious, but
temporary difficulties in countries. If, for
example, a country is given more aid
because a typhoon has wiped out part of its
rice crop, the data will seem to indicate a
high level of aid associated with poor
growth. There are, however, ways to adjust
statistically for such temporary fluctuations in aid receipts. The finding that aid

affects growth in a sound policy environment but not in a poor one holds true in
all instances, once adjustments are made
to take such temporary influences into
account. Our statistical work has provided
a rough estimate of the magnitude of the
effect: 1 percent of GDP in the aid a country
receives increases the growth rate of a
good policy performer by 0.4 percentage
points, thus implying a rate of return on
aid of about 30 percent.
The central objective of ODA is not
growth per se, but poverty reduction. We
repeated this analysis with an important
social indicator—infant mortality—and
found an analogous result: in a sound policy environment, an increase of 1 percent of
GDP in aid leads to a reduction in infant
mortality of 0.9 percent. In a poor policy
environment, aid has no effect on infant
mortality.
These findings are very intuitive. On the
one hand, in a highly distorted policy environment, there are weak incentives for, and
low efficiency of, investment. There is no
reason to think that pouring money into
such an environment would lead to satisfactory outcomes. On the other hand, if poor
countries stabilize their macroeconomic situations and liberalize their trade, they can
create a sound environment for investment
and growth. Our results show that these
policies will produce improved results even
without an increase in a country's receipts
of aid. However, growth and poverty reduction occur significantly faster in countries
to which aid is increased. When a country
such as Mali reforms, it is still constrained
by its own poverty and by the reluctance of
private investors. In such a situation, aid
can be used to make investments in human
resources and infrastructure that have high
returns. Furthermore, increasing inflows of
foreign aid, in and of themselves, increase
the confidence of private investors in a
country's economy. Our preliminary followup results show that in a sound policy environment, aid attracts private investment,
whereas in a poor policy environment, it
displaces private investment.

Allocation of aid
If aid is to have the maximum impact on
growth and poverty reduction, it should be
given to poor countries with sound policies.
In an effort to evaluate recent experience
with aid, our study looked at how ODA was
allocated during 1970-93, distinguishing
between bilateral and multilateral aid. We
found, consistent with other studies, that
the provision of bilateral aid is influenced
by political and strategic considerations.
Finance & Development / December 1997
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The influence of political considerations
cancels any tendency for bilateral aid to be
given to countries with sound policies.
For countries with a given income level,
poor policy performers and good policy
performers received equal amounts of
bilateral aid (Chart 2). For the allocation of
multilateral aid, political and strategic considerations did not exert a significant influence. Multilateral aid has favored sound
policy environments (Chart 3). For a lowermiddle-income country, aid received by the
typical good performer was 50 percent
higher than that received by the typical
poor performer. However, at very low
levels of income, the difference between
amounts of aid provided to countries with
sound policies and to those with poor policies has been minor.
Because the majority of ODA is bilateral,
if we add bilateral and multilateral assis
tance and examine the allocation of total
assistance, we find that there has been
very little relationship between the distribution of aid and the quality of countries'
policies. In the Cold War period, much
assistance was driven by strategic considerations. Although it may have achieved its
donors' strategic goals (a question beyond
the scope of our study), we now know that
the aid that went to countries with poor
policies promoted neither growth nor
poverty reduction. Thus, the end of the
Cold War has created an opportunity
to make ODA more effective overall by
strengthening the link between the provision of assistance and the soundness of
recipient countries' policies.

Aid and policy reform
The final question we take up is whether
the amounts of aid countries receive affect
their policies. In testimony before the
US Senate Foreign Relations Committee,
Nicholas Eberstadt of the American Enterprise Institute asserted that "Enormous
and steady flows of concessional external
finance from developed countries have permitted Third World governments to pursue
'development' policies that have been
wasteful, ill-conceived, unproductive—or
even positively destructive." This is a very
strong statement, implying that aid actually makes people worse off by causing bad
policies. We wanted to see if there was systematic evidence for this.
The first thing that we found is that
there are clear examples that might lead
one to believe the above statement. In
Zambia, for example, the index of trade, fiscal, and monetary policies got almost continually worse (up through 1993) while aid
6

Chart 2

Allocation of bilateral aid, 1970-93
(share of aid in real GDP)

Source: Craig Burnside and David Dollar, 1997, Aid, Policies,
and Growth, World Bank Working Paper No. 1777 (Washington).

Chart 3

Allocation of multilateral aid, 1970-93
(share of aid in real GDP)

Source: Craig Burnside and David Dollar, 1997, Aid, Policies,
and Growth, World Bank Working Paper No. 1777 (Washington).

flows rose higher and higher (Chart 4). This
correlation does not, in and of itself, prove
anything, but it would be consistent with
the argument that aid permitted the maintenance of policies that were bad for th
people of Zambia.
For each Zambia, however, there is a
Ghana. Ghana received very little aid dur
ing the period it had poor policies, but
donor support has been strong since it reformed (Chart 5). Case studies of Ghana
generally find that foreign financing has
helped consolidate a good reform program,
although there have been some recent policy slippages.
The academic literature on policy reform
in developing countries finds that the relationship between aid and reform is complex
and not necessarily the same across countries. There are countries such as Vietnam
that initiated serious reform after aid (in
Vietnam's case, Soviet aid) declined. But
Myanmar and Nigeria are counterexamples

of countries in which aid has virtually
stopped but no serious reforms have
ensued.
What our study finds is consistent with
the academic literature: there is no systematic relationship between the amount of aid
that countries get and policy reform (or the
lack of it). It is not true, as a general proposition, that large amounts of aid lead to
poor policies, nor does the absence of aid
promote sound policies.
We conclude that policy reform is
largely driven by domestic social and political forces. Multilateral organizations can
provide useful policy advice and exposure
to other countries' experience. Once the
quality of a developing country's policies
has reached a certain level, financial aid
has a high return, and providing it should
increase the probability that reforms will
persist by strengthening the benefits the
country will receive in terms of economic
growth and poverty reduction.
Our study is not primarily about adjustment lending, but has implications for it.
The impetus for reform has to come from
countries themselves, and there is no point
in doing adjustment lending in an unreceptive environment. That one-third of World
Bank adjustment loans have failed suggests that it has not been sufficiently selective in providing them. Where countries
have developed good reform programs,
adjustment loans can be a useful vehicle for
providing financing. For the money to earn
a high return, the quality of the borrowing
country's policies must be good. When
decisions are made about the provision and
structuring of adjustment loans, more
weight should be placed on demonstrated
reform and less on promises that are to be
fulfilled after loans have been provided.

Conclusions
Aid can be a powerful tool for promoting
growth and reducing poverty. To do this
effectively, it should be given to countries
that are already helping themselves by
putting growth-enhancing policies into
place. In the Cold War period, donors—and
bilateral donors in particular—did not do
this effectively. The aid that went to countries with poor policies was wasted,
although it could have helped growth and
poverty reduction in countries with sound
policy environments.
To have a sense of the magnitude of this
inefficiency, we conducted a hypothetical
reallocation of aid by eliminating the influence of donors' strategic interests and doubling the weight placed on policy This
reallocation in effect took some aid away

Finance & Development / December 1997
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Chart 5

Chart 4

Zambia: aid and policy

Source: Craig Bumside and David Dollar, 1997, Aid, Policies, and Growth, World Bank Working Paper No. 1777 (Washington).
1
1 . 0 = average developing country policy.

from the group of countries in our sample
having poor policies and gave it to the
group with sound policies. The estimated
impact of this reallocation would be to
increase the growth rate of the developing
countries in our sample by one-third. Thus,
there is the potential to do significant good
by allocating aid more efficiently.
A final point worth noting is that there
has been a worldwide trend toward economic liberalization in the 1990s. Hence,
there are many low-income countries with
sound policies today. Ethiopia, India, and

There are a number of
reasons for the decline in
aid. The end of the Cold
War has reduced aid's
strategic role, and fiscal
problems in most of the
developed countries have
also contributed to the
cuts. But a third reason is
a certain disenchantment
with foreign aid fueled
by notable failures. The
notable failures—aid to
Mobutu's Zaire is a good
example—are countries
with poor policies getting
large amounts of money.
The logical response to
these failures is to stop funding countries
with poor policies—not to stop providing
foreign aid altogether. It may be convenient
for some donor countries with fiscal problems to think1.0that aid does not work, but the
evidence is clear that aid can significantly
reduce poverty if it is managed wisely. F
| &D|

Ghana: aid and policy

Vietnam are three examples of countries
that have very low per capita incomes and
large populations, and that have made
important strides in policy reform in recent
years. The international climate for effective assistance is the best it has been in
decades. Ironically, at the same time, industrial countries are cutting back on their
assistance: in 1996, developed countries
gave the lowest share of their combined
GNPs in assistance (0.27 percent) since
comparable statistics on aid first became
available in 1950.

This article is based on the authors'paper, Aid,
Policies, and 0.0
Growth, World Bank Working
Paper No. 1777 (Washington, June 1997).
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privatization and capital market development, and how they support
and reinforce each other to promote economic growth. It examines
four types of privatization, including mass privatization, that are critical
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Capital Flow Sustainability and
Speculative Currency Attacks
IMF RESEARCH DEPARTMENT STAFF

Private capital flows to the developing world
reached a record $235 billion in 1996.
Increased access to global financial markets
has brought substantial benefits to many
countries but it has also made them vulnerable to sudden shifts in investor sentiment
and attacks on their currencies.

O

VER THE PAST few years, access to the international
financial markets has become easier for many developing
countries, which have enjoyed a surge in capital inflows.
These favorable market
conditions are due, in part, to structural changes in both developed and
developing countries and are therefore likely to be lasting. The growing
institutionalization of saving in the
mature economies (assets of pension
funds, insurance companies, and
mutual funds in the Organization for
Economic Cooperation and Development (OECD) countries reached
$20 trillion in 1994) and the quest for
international diversification of investment portfolios ensure that capital flows will not dry up in the
foreseeable future. And developing
countries that have successfully
implemented macroeconomic stabilization programs and structural
reforms will continue to attract these
flows.
This optimistic viewpoint needs
to be tempered, however. The terms
and conditions governing market
access could deteriorate suddenly,
should global monetary conditions
tighten in response to business
cycles in mature markets or if a
8
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financial disturbance, such as a sudden drop in equity prices, were
to provoke a large-scale redemption of mutual fund shares. Even if
capital flows are not reversed, inflexible exchange rate arrangements put certain developing countries—in particular, those perceived as having unsustainable macroeconomic policies and
structural weaknesses—at risk of being tested through speculative attacks on their currencies, as recent events have shown, and
of abruptly losing market access.

Speculative currency attacks
The rapid and continuing integration of emerging market countries into global financial markets during the 1990s has been
accompanied by several currency crises, most recently involving
the Thai baht and other Asian currencies, and the Czech koruna.
These events, like the Mexican peso crisis in late 1994, have raised
a host of questions about the nature of speculative currency
attacks, the appropriate defensive
policies, the degree of exchange
rate flexibility (including exit
strategies) that is appropriate in
the evolving international financial
environment, and the role of international financial support.
The same structural changes
that have improved the access of
emerging market countries to
international financial markets
and opened national financial markets to foreign investors have also
increased the potential intensity
and duration of speculative
attacks. For example, the growing
institutionalization of saving and
participation of institutional investors in international markets
that have boosted demand for
emerging market securities have
also led to the growth of highly
leveraged hedge funds and proprietary traders prepared to tolerate
significant risk in their search for
weaknesses in foreign exchange
arrangements. Institutional investors now have the capacity to take

©International Monetary Fund. Not for Redistribution

Box l

The mechanics of speculative attacks

While fixed exchange rate regimes have always been subject to speculative attacks, the greater
mobility of capital over the past five years—and the spectacular currency crises associated
with it—have led to a profound rethinking of possible central bank defenses. All immediate
defenses against attacks combine intervening in the foreign exchange market and controlling
the supply of domestic currency credit to short sellers.
• Bank covering operations for forward contract positions. Speculators attack a
currency through short sales, generally by selling it to a bank through long-dated (at least one
month) forward contracts. As standard practice, to balance the long domestic-currency position
that this transaction initiates, the counterparty bank will immediately sell the domestic currency spot for, say, dollars for the conventional two-day settlement. While the bank will have
balanced its currency mismatch, it still faces a maturity mismatch, which it typically closes
through a foreign exchange swap entailing a delivery of dollars for domestic currency spot and
a delivery of the currency for dollars 30 days forward.
• Forward intervention by the central bank. The central bank may be a customer in
the forward market. If its forward purchase of domestic currency matches a forward sale of
some other customer, its forward intervention will absorb the spot sales of its currency, making a
direct intervention in the spot market unnecessary By entering into a forward contract, the central bank implicitly supplies domestic currency credit directly to the short seller of its currency.
• Credit provision. In a currency crisis with the potential for a one-sided bet, few private
parties would be willing net suppliers of domestic credit. Nevertheless, to fuel a speculative
attack, the banking system must provide credit to the short sellers. If the central bank does not
supply the credit directly through forward intervention, the credit must come through either its
money market operations or its standing facilities. In either case, the currency provided by the
banking system is a pass-through of credit from the central bank, which must be the ultimate
counterparty in both legs of the position-balancing transactions of the banking system.
• Interest rate defense. A standard defense in a currency crisis is for the central bank to
raise interest rates to squeeze short sellers. Nevertheless, to the extent that it continues to lend,
the central bank partly finances the attack by providing funds at a ceiling interest rate, as the
demand for domestic credit increases. This defense is designed to make speculators' financing
costs higher than their anticipated capital gains in the event of a devaluation, which might force
an eventual closing of short positions.
• Controls on foreign exchange swaps. Unfortunately, the interest costs of a squeeze
are also imposed on agents that are short in the currency for commercial reasons and may thus
affect economic activity. To mitigate these costs, a central bank may charge differential interest
rates to identified speculators and concessionary rates to nonspeculators through credit controls. One way to do this is to identify as speculators foreign addresses that engage in foreign
exchange swaps with domestic banks and either ban such swaps or insist that heavy forward
discounts be imposed on the forward legs. Similarly, domestic banks may be forbidden from
providing on-balance-sheet overnight or longer-maturity credit to foreign addresses. Such controls generate a spread between onshore and offshore interest rates on domestic currency loans,
along with a strong incentive to circumvent the controls.

substantial short positions in a weak currency through spot, forward, and currency
options markets, and through the rapidly
growing markets in structured products
(leveraged debt or equity instruments with
payoffs tied to an exchange rate). Estimates
put the total assets of hedge funds, proprietary traders, and speculative mutual funds
at more than $100 billion; in undertaking
certain investments, these funds have leveraged their capital between five and ten
times. In this environment, countries need
to increase their intervention resources,
adopt more complex intervention strategies, and be more vigilant for shifts in
investor sentiment (Box 1).

Speculative currency attacks are not a
uniquely modern phenomenon. Historically,
they have occurred during periods characterized by high capital mobility and fixed
exchange rates—for example, the goldstandard era and the 1920s. Then, as now,
investors and lenders responded swiftly
and abruptly to bad news about political or
economic crises in a given country, launching speculative attacks on the country's
gold reserves.
The most vulnerable countries today, as
in the past, are those with little exchange
rate flexibility. While many countries have
found managed exchange rate arrangements useful as a means of providing a

nominal anchor for domestic price levels
or maintaining competitive external positions, such arrangements require a macroeconomic policy stance consistent with the
exchange rate regime and a financial
market structure sufficiently strong and
flexible to allow for an effective defense of
the exchange rate (Box 2). Market perceptions of inconsistencies or weakness in policies or financial structure can precipitate
speculative attacks. Recent empirical studies have determined that attacks (both
direct attacks and those that represent the
"contagion" effect of an attack on another
currency) are most likely to target the currencies of countries with certain characteristics: a highly overvalued real exchange
rate, a weak financial system and fiscal
position, and an external debt position with
a high proportion of short-term maturities.

Defenses
Typically, the first line of defense has
involved some form of sterilized intervention in the spot and/or forward foreign
exchange markets. When the intervention
takes place in the spot market, the reduction in the monetary base resulting from
central bank sales of foreign exchange is
offset through actions designed to increase
the supply of base money (e.g., central bank
purchases of government securities). While
intervention in the forward market does not
involve an immediate reduction in the monetary base, it involves an offsetting action
at the time the forward contract matures.
The ability to sustain a program of sterilized intervention is ultimately constrained
by the size of a country's foreign exchange
reserves and the resources the country can
obtain from other official institutions or by
borrowing in the international markets.
Because a speculative attack requires the
establishment of a net short position in
the domestic currency, countries have employed a number of tactics to raise the costs
of short positions. When sterilized intervention fails to stem capital outflows,
short-term interest rates are allowed to rise,
tightening conditions in financial markets
and making it more costly for speculators
to obtain a net short position by borrowing
domestic currency. Frequently, however, an
increase in short-term money market rates
is transmitted quickly to the rest of the
economy; it may therefore be difficult to
sustain for an extended period, especially if
there are weaknesses in either the financial
system or the nonfinancial sector.
When high short-term interest rates
impose an unacceptable burden on domestic residents, countries may "split" the
Finance & Development / December 1997
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Box 2

Resilient financial system is key to stability
in Hong Kong, China
Under the Sino-British Joint Declaration of 1984, Hong Kong reverted to Chinese sovereignty on
July 1,1997, becoming the Hong Kong Special Administrative Region governed by the Basic
Law of 1990. In monetary and financial affairs, the relationship between mainland China and
Hong Kong will follow the principle of "one country, two currencies, two monetary systems, and
two monetary authorities." Article 109 of the Basic Law protects the status of Hong Kong as an
international financial center. Article 110 ensures the independent formulation of monetary and
financial policies and of regulation and supervision by the government of the Kong Kong
Special Administrative Region. Article 111 stipulates that the legal tender will be the Hong
Kong dollar, backed by a 100 percent reserve fund. Article 112 states that no foreign exchange
controls will be applied. Article 113 specifies that the government of the Hong Kong Special
Administrative Region will manage the Exchange Fund, primarily to maintain the value of the
Hong Kong dollar.
Current market sentiment suggests that the transfer of sovereignty will not have any adverse
effects on the Hong Kong dollar over the medium term. This sentiment reflects the generally
positive assessment of the Hong Kong financial system and of the professional financial management practiced by the Hong Kong Monetary Authority.
The cornerstone of the financial system is the currency board linking the Hong Kong dollar
to the US dollar. The Hong Kong Monetary Authority has successfully defended this arrangement, most recently in the summer and autumn of 1997. The first line of defense of the linked
exchange rate is a large stock of reserves—$64 billion, or 40 percent of 1996 GDP— at the end
of April 1997. The second line of defense is the ability of the Hong Kong Monetary Authority to
raise short-term interest rates to make it expensive for speculators to obtain Hong Kong dollar
credit. The banking system is highly capitalized and liquid, with very low levels of nonperforming loans, and it can tolerate increases in short-term interest rates. In 1996, to ensure the robustness of the financial system, the Hong Kong Monetary Authority established a real-time, gross
settlement system and the Mortgage Corporation, which will help to isolate property finance
from fluctuations in short-term interest rates.
The People's Bank of China, which has reiterated its support for the present exchange rate
arrangements in Hong Kong, has stated that it is prepared to use its own foreign exchange
reserves to defend the Hong Kong dollar. The Hong Kong Monetary Authority has also established a swap facility with the People's Bank of China to provide liquidity to its reserves in the
event of an attack on the exchange rate, as it has with 10 other monetary authorities in the
region.

markets for domestic currency by requesting that domestic financial institutions not
lend to speculators. Foreign exchange
transactions associated with trade flows,
foreign direct investment, and equity
investments are usually excluded from
such restrictions. In essence, a two-tier system is created that prevents speculators
from getting domestic credit while allowing
nonspeculative domestic credit demand to
be satisfied at normal market rates.

The Thai baht
Most of these tactics were in evidence in
the recent attacks on the Thai baht.
Adverse economic news from Thailand,
combined with concerns that Japan would
raise interest rates, precipitated severe pressure on the baht starting on May 7, 1997.
For the first time since the Mexican crisis,
exchange rate pressures in one country
spilled over to a number of other emerging market currencies, including the
10

Indonesian rupiah, the Malaysian ringgit,
the Philippine peso, and the Czech koruna.
There were no notable immediate spillover
effects on Latin American currencies. The
countries whose currencies were adversely
affected by the run on the baht had a number of features in common with Thailand.
Indonesia, Malaysia, and the Philippines
had all been affected to varying degrees by
an economic slowdown in Asia. All had
current account deficits (smaller than
Thailand's, however) and most had accumulated debt rapidly during the 1990s.
Furthermore, all had experienced a rapid
appreciation of property prices, and their
financial sectors had large exposures to the
real estate sector. Conditions in the Czech
Republic were similar.
Fearing wider contagion, Asian central
banks coordinated their interventions in the
foreign exchange markets. Countries also
increased the cost of short-term credit.
Interbank overnight interest rates rose by

varying degrees and over differing time
spans across countries.
Thailand found it necessary to employ
selective capital controls aimed specifically
at reducing foreign speculators' access to
domestic currency credit while excluding
bona fide trade and investment transactions. Consequently, the sharpest increase
in interest rates was in offshore markets—
rates shot up to 1,300 percent, or more than
0.7 percent per day. In response to official
pressure, banks—the primary providers of
baht—refused to provide short-term credit
to speculators, segmenting the onshore and
offshore markets.
The Bank of Thailand made extensive
use of the forward foreign exchange market
as part of its intervention strategy. When
forward contracts came due, foreign sellers
of baht needed to supply baht in exchange
for dollars. Limitations on the availability
of baht credit forced speculators to square
positions through the spot market by selling dollars for baht, putting upward pressure on the exchange rate. Sales of baht for
dollars by speculators to nonresidents were
limited to the spot foreign exchange markets, adding to speculators' costs. Thailand
also controlled the supply of baht to speculators by restricting sales of foreign holdings of Thai stocks for baht on the Stock
Exchange of Thailand (SET) and requiring
that proceeds of sales be converted into dollars at the onshore rate. In essence, the
strategy was to corner the baht available to
nonresident speculators. Market sources
report that forward sellers of baht had
incurred losses of between $1 billion and
$1.5 billion as of the end of June 1997
because of increased financing costs.
In the absence of extensive liquidation of
baht positions by domestic residents,
Thailand was able to withstand the pressures on the baht by relying on extensive
application of selective capital controls
until early July. However, in spite of the segmentation of baht credit markets, onshore
interest rates remained high. In addition, attempts to arbitrage the differential between
onshore and offshore rates continued.
Finally, over the course of its intervention
in May, the Bank of Thailand had accumulated large short foreign exchange positions on its forward book, constraining its
ability to further intervene in the markets
to counteract leakages in capital and
exchange controls. On July 2, the Bank of
Thailand abandoned the baht's peg to its
traditional currency basket, and the baht
immediately depreciated sharply against
the US dollar. Pressures against the
Philippine peso and the Malaysian ringgit
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intensified. Bank Indonesia widened the
trading band for the rupiah on July 11,
which appeared to forestall a substantial
buildup in pressures, although the rupiah
depreciated nearly to the bottom of the new
band by July 21. In Eastern Europe, the
Czech koruna, which had been allowed to
float on May 26, depreciated further, and
the Polish zloty also fell. However, for these
two currencies, conditions in Eastern
Europe, including floods, may have played
a greater role than a contagion effect.
Similarly, the pressure on the South African
rand may have been due primarily to developments specific to South Africa, including
a negative credit risk report and declines in
gold prices. In Latin America, concerns about the deterioration of
Brazil's current account balance
coincided with downward movements in equity prices; the
Bovespa index dropped 15 percent
between July 11 and July 18. (Given
that stocks had soared more 90
percent in the first six months of
the year, some market participants
saw the decline as a necessary correction.) Concerns spread to other
Latin American equity markets,
particularly those in Argentina,
Chile, and Mexico—countries with
strong trade links to Brazil—but these
markets recovered quickly.

Taking a short position in a currency is like
short selling in any asset market where
investors expect prices to decline. Short selling of equities, however, entails not only the
costs of borrowing the equities but also the
risk that equity prices may actually rise. In
a general bear market for currencies created
by a slowing of capital inflows, the rigidity
of the exchange rate limits the downside
risks from shorting the currencies and may
thus intensify speculative pressures. In fact,
the more rigid the exchange rate, the
smaller the perceived downside risk
involved in shorting the currency.
The defenses adopted by central banks
may also have adversely influenced market

cation of financial markets, "leakages" will
force authorities to cast an ever-widening
net of administrative controls. In addition,
the expectation that a country is likely to
use capital controls during a crisis, thereby
restricting the ability of investors to adjust
their portfolio positions, could influence the
cost and availability of external funds during normal periods. Another possible line
of defense—the introduction of exchange
controls (restricting the ability of market
participants to exchange foreign for domestic currency)—could also have costly and
disruptive effects on trade and finance, as
well as on market confidence.
At times, because of the small size of
capital markets in developing
countries relative to the size of
capital flows, the latter have
caused substantial movements in
domestic asset prices. Consequently, some countries have
adopted or strengthened measures
to reduce volatility in asset markets and limit downside risks—for
example, restrictions on margin
purchases of securities and short
selling, prohibition of certain
derivative products, limitations on
foreign ownership, transactions
taxes, and direct government
intervention in equity and real estate markets. Such temporary prudential restrictions, if applied selectively and sparingly,
can be helpful in maintaining market
stability. However, movements of asset
prices in the face of changes in capital flows
are an important element of adjustment.
Restricting price movements can lead
to greater outflows as international investors attempt to reduce their exposures.
Furthermore, direct government intervention to prevent price declines can increase
moral hazard, because investors come to
expect the government to provide some
protection against large losses. A key policy objective should therefore be to increase
the resilience of the economy to reversals in
capital flows. F
| &D|

"Strong and consistent
macroeconomic, financial,
and structural policies are
the necessary conditions for
ensuring sustained
market access."

What can be done?
Although the record private capital flows
to emerging markets witnessed in 1996
were based on sound economic fundamentals, such flows are likely to be cyclical,
even if the integration of emerging markets
into the global financial system continues,
because they are driven by divergent
macroeconomic conditions in capitalimporting and capital-exporting countries.
Moreover, the pace of capital inflows and
outflows in individual countries will be
determined by political and economic developments and will thus be highly uneven.
Strong and consistent macroeconomic,
financial, and structural policies are the
necessary conditions for ensuring sustained market access.
While markets will offer improved terms
and conditions to those countries whose
economic performance is viewed as strong,
they may "discipline"—in the form of a sudden attack on a currency—countries with
perceived policy inconsistencies and structural weaknesses. A notable feature of the
currencies attacked in 1997 was their rigidity. These currencies were officially fixed or
had fluctuated within very narrow bands.

perceptions. For example, the sharp
increase in interest rates dictated by the
arithmetic of discrete devaluations over
short periods of time illustrated graphically
the high level to which interest rates need to
be raised to deter speculators from shorting
the currency. Moreover, as markets became
more persuaded of the likelihood of devaluation, interest rates continued to climb.
Market perceptions of the costs of the cumulative increase in interest rates on the
domestic corporate sector, real economic
activity, and particularly the soundness of
the domestic financial system seemed to
reinforce expectations of an eventual devaluation. It is notable that although reserves
declined in each country as its currency
came under pressure, they remained at relatively substantial levels. This suggests that
raising interest rates may have a greater
impact than reserve levels on market expectations of devaluation and on countries'
decisions as to whether or not to continue to
defend their currencies.
The adoption of selective capital controls
can be an effective means of limiting shortterm speculative pressure and may be justified when the attack is not warranted by
underlying fundamentals, but they soon
interfere with normal trade and finance.
Moreover, because of the growing sophisti-

This article was adapted from Chapter 4 of
International Capital Markets: Developments,
Prospects, and Key Policy Issues, World
Economic and Financial Surveys (Washington,
1997), which was prepared by an IMF Research
Department staff team led by David FolkertsLandau, Donald Mathieson, and Garry Schinasi.
The report reflects developments up to and
including July 1997.
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Sovereign Debt: Managing the Risks
MARCEL CASSARD AND DAVID FOLKERTS-LANDAU

Many developing countries
that have borrowed heavily in
foreign currencies are now
faced with an important policy challenge: how to manage
the currency, interest rate,
and maturity risks associated
with these debts.

currency debt of many developing countries makes them vulnerable to swings in
international exchange rates and interest
rates and, often, to speculative currency
attacks (see "Capital Flow Sustainability
and Speculative Currency Attacks" in this
issue). Indeed, prudent macroeconomic
policies have at times been compromised
by the fiscal consequences of losses associated with these exposures. What is needed
is a debt-management strategy and the
establishment of appropriate institutions to
implement such a strategy.

Risk exposure

G

REATER ACCESS to the international financial markets has
bestowed many benefits on developing countries, but it has also
exposed them to the vicissitudes of these
markets. In addition to the macroeconomic
challenges posed by large, potentially
volatile flows, the sizable external foreign

The exposure of developing countries to
currency risk can be broadly gauged by
the amount of external public debt they
have incurred. In 1996, the outstanding
stock of sovereign debt issued or guaranteed by developing countries amounted to
$1.5 trillion, or 25 percent of their total
GNP, and to 300 percent of their foreign

currency reserves. Roughly one-half of
their external debt was exposed to foreign
interest rate risk: one-fifth of this was short
term (maturities of less than one year), and
two-fifths of the remaining long-term debt
was at variable rates.
During the past two decades, a number
of emerging markets have been hurt by
adverse movements in exchange rates and
international interest rates. In the early
1980s, the debt-servicing burdens of some
countries in Africa, Southeast Asia, and
Latin America were severely affected by the
dollar's appreciation, a worldwide increase
in interest rates, and a decline in commodity prices. And several Asian countries saw
significant increases in their debt burdens
in the early 1990s because of their large,
unhedged exposures to Japanese yen. A
third of the increase in the dollar value of
Indonesia's external debt between 1993 and
1995, for example, was attributable to
cross-currency movements, particularly the
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steep appreciation of the yen. At the time,
37 percent of Indonesia's external debt was
denominated in yen, while about 90 percent
of its export revenues are denominated in
dollars. (The depreciation of the yen in 1996
offset some of the losses incurred by these
countries.)
The maturity profile of public debt contributes as much as the total volume of
the debt to a country's vulnerability to
external shocks, as the Mexican crisis
demonstrated. Mexico's public debt was
relatively low by Organization for
Economic Cooperation and Development
(OECD) standards--51 percent of
GDP, compared with an average of 71
percent for the OECD countries. The
Mexican crisis underscored the difficulty and cost of refinancing a substantial volume of foreign currency
debt maturing in turbulent foreign
exchange markets. The Mexican economy's vulnerability to a financial crisis
was exacerbated by the fact that
Mexico's foreign exchange reserves
totaled $6.3 billion at the end of 1994
and that tesobonos (short-term securities
indexed to the dollar) worth $29 billion
were due to mature in 1995.

nated in local currency. Second, it is
unlikely that the costs--in terms of output,
welfare, and reputation--that a developing
country may incur in the event of an
adverse external shock are fully taken into
account in emerging markets' external borrowing strategies. Although the likelihood
of crises is small, their potential disruption
to an economy is substantial. Indeed, a net
foreign exchange exposure exacerbates the
economic impact of external shocks and
limits the policy options available during a
financial crisis. For example, a country
with a large net foreign currency exposure

''The maturity profile
of public debt contributes
as much as the total
volume of the debt to a
country's vulnerability to
external shocks."

would have difficulty pursuing an expansionary monetary policy during a financial
crisis because it might cause a sharp
decline in the domestic currency. A depreciation of the currency would worsen the
Background
The large foreign currency exposure of country's indebtedness and risk profile and
emerging markets can be explained by a magnify the financial crisis. In the event of
number of factors, including low domestic a real exchange rate shock, a government
saving rates; the lack of domestic borrow- may be faced simultaneously with the escaing instruments; and the high proportion of lation of its external debt-servicing costs
official financing (multilateral and bilat- and a decline in the foreign currency value
eral), which tends to be denominated in of its revenues. In addition to the potential
donor countries' currencies. Governments capital losses that a government may incur
also issue debt in foreign currencies to sig- on its debt portfolio, its ability to access
nal their commitment to a policy of stable international markets to refinance its
exchange rates or prices; the credibility of maturing debt is likely to be hindered.
Furthermore, the lower cost of foreign
their policies is enhanced by raising the
cost of reneging on their commitments. currency debt vis-a-vis domestic currency
Alternatively, policymakers may signal a debt reflects not only the creditworthiness
commitment to stable prices by issuing of sovereign borrowers but also a presumption on the part of external creditors that
inflation-indexed bonds.
More recently, as emerging markets have their claims have implicit seniority over
regained access to international debt mar- domestic claims, because of a covenant
kets, the choice of currencies and maturity structure granting external creditors extenstructures of their external borrowings sive legal recourse. For example, crosshave often been driven by a desire to reap default clauses covering a wide array of
the immediate fiscal benefits of borrowing lenders and instruments may make it
impossible for a sovereign borrower to
in currencies with low coupon rates.
Such debt strategies underestimate the restructure obligations in the form of a
risks associated with unhedged foreign cur- single narrow but particularly pressing
rency borrowing for several reasons. First, instrument--such as short-term notes-the capacity of governments to generate that are falling due, without causing the
foreign currency revenues to repay their due dates of most other short- and longobligations is generally limited, as govern- term issues to be advanced. Even in the
ment assets consist predominantly of the absence of an agreement, creditors have
discounted value of future taxes denomi- extensive rights under existing statutes to

seek legal recourse in relevant jurisdictions.
Such a step could significantly impair trade
and financial flows involving debtor countries as well as their external debt.

Risk management

The risks associated with a large net currency exposure and the existence of deep
and liquid domestic capital markets are the
main reasons why the governments of most
industrial countries have limited their
issuance of foreign currency debt. Among
large advanced economies, Germany, Japan,
and the United States do not issue foreign
currency debt, while France and the
United Kingdom issue only a small
fraction of their debt in ecus. In
Canada, foreign currency debt represents about 3 percent of total public
debt (reflecting debt accumulated in
the past and debt issues to finance
foreign exchange reserves), and the
budget deficit is funded entirely in
domestic currency. In recent years, a
number of small advanced economies,
including Belgium, Denmark, and
New Zealand, have stopped issuing foreign
currency debt, except to replenish their foreign currency reserves. In Ireland, gross
foreign currency borrowing is limited to
the level of maturing foreign currency debt.
Spain and Sweden issue foreign currency
debt but hedge their currency risk through
swaps or swap options.
In developing countries, however, governments often need to access international
debt markets to offset a shortage of local
savings, lengthen the maturity of their
debt, diversify their interest rate risk exposure across various asset markets, accumulate foreign exchange reserves, or develop
benchmark instruments enabling domestic
private entities to issue abroad. When
derivative markets in the domestic currency are available, governments can
immediately hedge their foreign currency
borrowing, thereby limiting their exposure
to foreign exchange and interest rate movements. The foreign currency can be
swapped into the domestic currency, or,
when this is difficult, into a currency that is
closely correlated to the domestic currency
and for which liquid derivative markets
exist. Issuing currency-hedged foreign debt
would preclude a borrowing strategy targeted solely at reducing interest rates and
softening internal budget constraints.
As the international derivative markets
have grown in sophistication, the possibilities of hedging the risks associated with
borrowing in foreign currencies have
greatly expanded. Borrowers can respond
Finance & Development / December 1997
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to opportunities to exploit market niches
and expand their investor base without
incurring exchange rate risk. Similarly,
they can use the interest rate swap market
to manage the maturity structure of their
external debt. The amount that can be
hedged is limited, however, because counterparties are usually subject to a ceiling on
total exposure to any individual country.

Institutional framework
Management of the risks associated with
external exposures requires significant
technical expertise, sophisticated information technology, and strictly controlled
internal management procedures,
with disciplined enforcement of internal trading and exposure limits. These
requirements are difficult to satisfy in
the best of circumstances; they are
particularly difficult in emerging market countries. Some emerging markets
have found it hard to attract qualified
and experienced staff, build adequate
information and control systems,
and develop the administrative controls necessary to manage overall
exposures.
In the past few years, there has been a
heightened awareness among governments
of the importance of sovereign debt management, particularly in an environment of
increasingly mobile and volatile capital
flows and integrated international capital
markets. Several OECD countries and some
emerging markets have undertaken ambitious reforms. Three principles emerge
from their experiences. First, debt management should be shielded from political
interference to ensure transparency and
accountability. Second, debt management
should be entrusted to portfolio managers
with knowledge and experience in riskmanagement techniques, with the performance of these managers measured against
a set of criteria defined by the ministry of
finance. Finally, sufficient resources should
be allocated to hiring high-quality staff and
acquiring sophisticated support systems.
To achieve these objectives, a number
of countries, including Austria, Belgium,
Ireland, New Zealand, Portugal, and
Sweden, have concluded that it is necessary
to set up debt agencies with some autonomy from the political sphere and to establish benchmarks for the currency
composition and maturity structure of public debt, as well as limits on the amount of
debt that can be exposed to market risks.
Granting a debt agency a separate structure and autonomous status enables the
government to charge it with a clearly
14

defined objective and to organize it accordingly, without being hampered by either the
management structure or the pay scale of
the public sector. Typically, debt agencies
have been mandated to use modern riskmanagement techniques, hire experienced
portfolio managers, and provide incentives
for their staffs to lower borrowing costs.
In 1990, Ireland's government assigned
the department of finance's borrowing
and debt-management functions and the
central bank's domestic government bond
market operations to the National Treasury
Management Agency. The establishment of

"The most pressing issue
confronting governments is
the need to reform the
institutional arrangements
governing debt policy."
an autonomous debt agency was justified
on the grounds that the agency would be
given clearly defined performance objectives and a degree of independence from
other government objectives, and that the
concentration of resources and expertise
would result in better risk management and
lower debt-servicing costs. The agency's
main objective, defined with reference to a
low-risk, medium-term benchmark portfolio, is to fund maturing government debt
and annual borrowing requirements at a
lower cost than that of the benchmark portfolio while containing the volatility of
annual fiscal debt-service costs. The currency composition of the Irish foreign currency debt benchmark is not made public,
but deviations of the actual portfolio from
the benchmark tend to be small.
New Zealand's debt-management strategy has been implemented by the New
Zealand Debt Management Office since
debt-management policy became disentangled from monetary policy objectives in
1988. Although the debt management office
is located within the treasury, it is to some
degree independent of the rest of the government and has its own advisory board.
Its objective is "to identify a low risk portfolio of net liabilities consistent with the
government aversion to risk, having regard
for the expected costs of reducing risk, and
to transact in an efficient manner to achieve
and maintain that portfolio." To minimize

its net risk exposure, the debt management
office has gradually matched the duration
and currency profile of the government's
liabilities with those of its assets. As
most of the government's assets are denominated in New Zealand dollars, this strategy
entailed a gradual elimination of net
public foreign currency debt, completed in
September 1996, and a lengthening of the
maturities of domestic public debt.
Sweden's National Debt Office, which
was founded in the eighteenth century, was
moved from under the authority of the parliament to that of the ministry of finance in
1989. Its primary objective is to minimize the costs of borrowing within the
limits imposed by monetary policy
and to finance the day-to-day government budget deficit at the minimum
possible long-term cost. Its board
establishes separate benchmark portfolios for domestic and foreign currency debt and determines permitted
deviations from the benchmarks.
Within these broad guidelines, the
debt office manages the currency allocation, maturity structure, and market
risk of the debt portfolio.

Emerging markets
In the past two years, a small number of
emerging market countries have also
reformed their debt-management practices
and introduced benchmarks for their external debt. Colombia's Ministry of Finance
and Public Credit recently authorized a substantial increase in the staff responsible for
managing and hedging Colombia's external
debt portfolio, modernized its data systems, and consolidated the external borrowing strategies of the central government
and the parastatals. Particular attention
has been paid to attracting staff with the
appropriate knowledge and experience in
portfolio analysis, and to offering competitive remuneration to retain good staff. Most
important, the sovereign liability portfolio
is now managed with respect to a set of
low-risk benchmark parameters specifying
exchange rate, liquidity, and interest rate
risks. The benchmarks are based on structural economic factors and the government's risk tolerance. The restructured
portfolio will include a higher proportion of
dollar-denominated debt (80-85 percent
instead of the current 72 percent), in line
with the currency exposure of government
revenues, and a longer maturity profile of
external debt.
In early 1997, Hungary's Ministry of
Finance took over the cost of servicing
Hungary's net foreign debt. While the

Finance & Development / December 1997

©International Monetary Fund. Not for Redistribution

National Bank of Hungary will remain formally responsible for interest payments on,
and amortization of, the foreign loans
issued under its name, it will receive transfers from the ministry of finance broadly
equivalent to the cost of servicing that part
of external debt in excess of foreign
exchange reserves at the end of 1996.
Benchmarks for external debt management
have been established, and the currency
composition of external debt has been
aligned through hedging operations with
that of the currency basket to which the
national currency is pegged (70 percent
deutsche mark, 30 percent US dollars).
There is an emphasis on lengthening the
maturity of the debt and evenly spreading
debt redemptions to avoid a clustering of
debt maturities.
While some developing countries—
including Argentina, Mexico, South Africa,
and Turkey—are currently reviewing their
debt-management practices, others lack
a separate debt-management office, formulate their debt-management objectives in
general terms, and have not established
formal guidelines on the currency composition and the maturity structure of
public debt.

Need for a strategy
In a world of large and volatile capital
flows and integrated international capital
markets, the sound management of sovereign liabilities is an important element in
safeguarding a country's economic stability.
As a first step toward reducing their exposure to external shocks, countries should
aim to improve the management of their net
foreign exchange exposure. The choice of
the currency denomination of external debt
should not be driven by the level of nominal
interest rates—instead, borrowing costs
should be calculated on a hedged or riskadjusted basis. Lowering currency risk
does not preclude sovereigns from tapping
international markets to broaden their
investor bases, lengthen their maturity profiles, or develop benchmark debt instruments. Rather, it implies that unless
governments have access to foreign currency revenues, sovereign foreign currency
borrowing should, as far as possible, be
hedged against currency risks.
Limiting the currency risk exposure of
emerging markets' sovereign debt and
lengthening the maturity profile should be
viewed as a medium-term strategy and a
gradual process. The most pressing issue

confronting governments is the need to
reform the institutional arrangements governing debt policy, so that the technical
expertise and experience required to manage the risks of external debt competently
and transparently can be applied. Professionalism and accountability can best be
achieved when debt management is
assigned to an agency that is separate and
autonomous from the political process.
Within this framework, the ministry of
finance formulates and makes public the
strategy for debt management while the
debt office implements the strategy and
manages the daily risk exposure of the
sovereign portfolio. This type of arrangement signals to the financial markets and
the general public a country's commitment
to a transparent and accountable debtmanagement policy. F
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This article was adapted from a draft IMF
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The IMF Monetary Model
A Hardy Perennial
JACQUES J. POLAK

targets serving as "performance criteria"
for the release of successive amounts of
financial assistance or as "benchmarks"
that play a major role in the reviews of such
arrangements.

economies, for which constructing an
empirical model suitable for inferences
about policy choices and outcomes would
be a questionable undertaking. For program design as well as control, the IMF has
continued to need a simple model, with a
very limited number of standard variables,
subject to elaboration on an ad hoc basis.

was inevitable in view of the paucity of
basic economic data such as national
income in the early postwar years for many
of the Fund's member countries, the total
absence of econometric models to describe
their economies, and indeed, the probability
that this situation would not be remedied
for decades ahead. Hence the choice of a
model that needed as inputs only two sets
of statistics that were generally available—
banking data and trade data. Second, and
even more important, simplicity kept the
model focused on the key variable that governments could control—domestic credit
creation—that was seen as crucial to the
correction of the balance of payments problems for which IMF assistance had been
invoked.
The limitations on statistical data have
to a considerable extent subsided, but there
are still many IMF customers, both in the
developing world and among the transition

The model was designed to study the
effects on both income formation and the
balance of payments of the two most important exogenous variables (variables determined outside the model) operating on the
economies of the great majority of countries
in the early postwar period: autonomous
changes in exports and the creation of
domestic bank credit; or, in monetary terms,
foreign and domestic autonomous additions
to a country's money supply. To handle the
effects of these two variables required a
model that explicitly recognized a demandfor-money function. The evidence from
many countries suggested that the simplest
form of such a function—namely, assuming
that the demand for money is proportional
to income—would be a reasonable approximation. As a second behavioral equation,
the model contained a function for the
demand for imports. The full model
appears, in its simplest form, in the box.

The IMF monetary model has
been adapted to changing circumstances since its inception
over 40 years ago. The model's The case for a simple model
One key characteristic of the model is its
chief architect examines why
simplicity. There were two good reasons for
it still remains useful.
this. First, at the analytical level, simplicity The model

F

ROM THE DAY in 1947 when the
International Monetary Fund
opened its doors for business and
member countries came to it seeking credit to help them meet deficits in their
balances of payments, the IMF had to have
an understanding of the causes of such
deficits and, both qualitatively and quantitatively, of the policy measures necessary
to overcome them. Only then could it come
to a judgment on whether a country's policies would be sufficient to restore balance
and, if they were not, to insist on a
strengthened policy package as a condition
for IMF credit.
The model that the IMF introduced
in the 1950s to meet this need is still
very much alive today. IMF Stand-By
Arrangements and other financial support
continue to be designed around monetary

Jacques J. Polak,
a national of the Netherlands, was the Director of the IMF's Research Department from 1958 to 1979. He is considered to be the "founding father" of the
IMF monetary model Both within and outside the IMF, the model is usually referred to as the "Polak model."
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The dynamic character of this model
derives from the fact that it contains both
income and the change in income. Solving
the model gives us values for the variables
that are determined by the model, such as
income and the change in foreign reserves,
as weighted averages of the values for the
current and past years of exports, capital
inflows of the nonbank sector, and the
change in the domestic credit of the banking system.
We made a large effort to test the validity
of this proposition. For those interested
in the never-ending debate between
Keynesians and monetarists, it may come
as a surprise that the simple assumptions
of the model make it both Keynesian (a
multiplier model with a marginal propensity to spend of 1) and monetary (based on
a constant velocity of circulation). The
dynamic nature of the IMF model, in contrast to most of the academic monetary
models of the balance of payments, yields
not only the final equilibrium value of the
endogenous variables but also the time
path toward these values. It was essential
to be able to derive these short-term effects
if the model was to be used in analyzing
current policy problems and finding their
solutions.
The set of four equations in the model
constitutes the logical core of the IMF's programming exercise, which is known as
"financial programming." Since the early
1950s, it has been the centerpiece of the
analysis leading to IMF conditionality—
the policy actions that a borrowing country
must take to have access to IMF credit.

The model over time
Although the IMF has continued to use
essentially the same model as the foundation of its credit arrangements, these
arrangements themselves have continued
to broaden and deepen over the years.
Thus, the analytically neutral variable
"credit creation" was split into credit to the
private sector (usually to be encouraged)
and credit to the government sector (usually to be discouraged). In a further specification, the IMF moved toward advice on
specific types of taxes (with some taxes
judged more acceptable than others) and on
various types of expenditure, endorsing
social safety nets and education (especially
primary, but not necessarily tertiary, education) and frowning on military and other
nonproductive expenditures.
Beyond filling in with ever-increasing
precision the credit creation component of
its conditionality, it also added further
specifics of a nonmonetary character, rely-

ing on a wide spectrum of policy instruments, many of them in fields where the
World Bank was also active.
Many IMF-supported programs in recent
years have contained major policy understandings on structural adjustment, price
and trade liberalization, deregulation of the
labor market, privatization, and many other
policies. But, since none of these could conveniently be captured in econometric equations, no attempt was made to build them
into the model. Thus, while financial programming and the simple model underlying it continued to provide the packaging
for the IMF's lending arrangements, the
contents of the packages became increasingly complex over the years. Over time, a
number of changes to the model have been
considered, in particular with respect to the
exchange rate, medium-term growth, and
control over inflation.

The exchange rate. The design of the
model in the early postwar years reflected
two characteristics of the world economy at
that time: the par value regime of fixed
exchange rates and a dominant upward
trend in world demand. Balance of payments problems that brought countries to
seek the assistance of the IMF were typically due to bursts of excessive domestic
expansion and could usually be cured by
the introduction of financial restraint. If the

The IMF monetary model
The change in a country's money supply
(AMO) is proportional to the change in its
income (AY) by a factor k, which is the
inverse of the velocity of circulation of
money (Y/MO); thus, k = MO/Y.

The demand for imports (M) is a function of a country's income (Y), where m is
the country's marginal propensity to
import.

The change in the money supply (AMO)
is by definition equal to the change in a
country's foreign reserves (AR) plus the
change in the domestic credit of the banking system (AD).

The change in foreign reserves (AR) is by
definition equal to exports (X) minus
imports, plus net capital inflows of the nonbank sector (K).

expansion had festered long enough to
raise the domestic price level above that of
the rest of the world, there would be a need
for a compensating change in the par value.
And, in the limited number of countries
subject to chronic inflation, it might even be
necessary to include a regular dose of compensating depreciation in IMF-supported
programs. In an age when the world was
broadly on a full-employment path, there
was, unlike the situation in the 1930s, little
incentive for countries to resort to currency
depreciation to raise their real incomes,
quite apart from the fact that the IMF's
founding charter, its Articles of Agreement,
banned competitive depreciation.
As the par value system unraveled, provisions about the exchange rate became a
frequent component of IMF Stand-By
Arrangements. But this did not require a
radical change in the model. Exports
already entered the model as an exogenous
variable, and forecasting them, with or
without the exchange rate as one of the
determining variables, was in any event
performed outside the model. To the import
equation (determined within the model) an
exchange rate term could readily be added.
Effects on prices, output, government finance, and (if they could be ascertained) on
capital movements, had, of course, also to
be taken into account. Since, as noted, it is
in any event not feasible to design a complete set of structural equations for most of
the economies with which the IMF works,
the addition of the exchange rate as a variable merely had the effect of making the
process of iteration more laborious rather
than changing it in a fundamental way. It
also made it possible to address explicitly
two policy objectives: maintaining a healthy
balance of payments and the pursuit of full
use of the country's productive capacity.
To ensure that a country's exchange rate
would remain sufficiently competitive during the period of a Stand-By Arrangement,
the IMF normally includes in such an
arrangement a provision that a country
must hold a minimum level of net international assets to be able to draw successive
installments of its stand-by credit, the idea
being that the instrument by which countries would ensure the observation of this
limit would be the exchange rate. The
standard IMF conditionality thus evolved
toward the inclusion of a double monetary
prescription: setting a ceiling on the expansion of the domestic assets of the central,
bank to achieve an acceptable balance of
payments result (a flow concept) and a floor
under the central bank's holdings of net
foreign assets (a stock concept) to bring
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about a satisfactory level
reserves, and to ensure that
bank would not use excessive
to counter market pressures
depreciated exchange rate.

Medium-term

growth.

of foreign
the central
intervention
for a more

As

the

strongly expansionary trends that had
characterized the world economy in the
third quarter of the twentieth century came
to an end, the IMF and its members became
increasingly concerned about the impact of
IMF programs on the growth prospects of
the countries that needed to borrow under
them. Growth, in this context, meant two
different things, which were not always sufficiently distinguished in the policy discussions, namely: (i) the increase in real
GDP—especially after a country had experienced a negative shock—that could be
achieved with the country's existing productive capacity; and (ii) the increase
in output over the medium or long
term that could be achieved through
the growth of productive capacity.
I mentioned earlier the potential
impact of a change in the real exchange rate on capacity utilization.
With respect to the second dimension, it is curious that for their mediumterm macroeconomic projections both the
IMF and the World Bank continue to rely
on highly mechanical growth models of the
Harrod-Domar family, first developed in the
late 1940s. In these models there is no place
for what the two institutions themselves
consider the most important factors determining the growth of developing countries,
such as outward orientation, realistic
prices, privatization, reform of the financial
sector, and, in general, government attitudes toward the economy.
Rather than expanding its model, the
IMF has pursued the double objective of
stabilization with growth by appraising the
different items entering its existing model
on the basis of their potential contributions
to growth. The first step in this direction,
the introduction of a sub-ceiling on credit to
the government, served the purpose of
ensuring an adequate supply of credit to
the private sector. The further refinement
of the entries on both the taxation and the
expenditure sides of "net credit to the government," referred to earlier, reflected an
increasing desire on the part of the IMF
that the understandings reached with member countries on short-term stabilization
would, at the same time, contribute to
medium-term growth.

protection against deviations from the
program in the opposite direction.
Exceeding the foreign reserve target is
often followed by a larger increase in the
money supply than had been assumed in
the program. It is probably fair to say that
up to the 1970s, this possible outcome did
not cause much concern; it might rather be
seen as a welcome development that might
lead to early repayment of IMF credit. But
developments in the 1980s, and even more
strikingly in the 1990s, have shown how
such overperformance might also lead to
shockingly high inflation, both in countries
that had been afflicted by the 1980s debt
crisis and in many of the IMF's new members in Eastern Europe, the Baltics, and
the Commonwealth of Independent States
(CIS). In all these countries, controlling
inflation became the first order of business,

"The model that the IMF
introduced in the 1950s...
is still very much alive today

Inflation concerns. Limits on credit
creation can ensure a minimum balance of
payments outturn, but they do not provide
18

often ahead of dealing with potential balance of payments problems. The IMF thus
had to face the question of how this objective was to be integrated into its model.
Changes in three directions seemed to be
necessary:
• The flexibility of international capital
movements makes the treatment of that
variable as exogenous no longer tenable;
their dependence, at least in part, on both
the domestic interest rate and exchange
rate expectations would need to be allowed
for. Bearing in mind that an important component of international capital flows nowadays may be the outflow or the return flow
of domestic flight capital, this change in
the model alone would present a major
challenge.
• Allowance would have to be made for
the fact that the domestic interest rate,
which does not even appear in the simple
model, may be strongly affected by the size
of the government deficit, whether that
deficit is financed from the banking system
or in a nascent domestic capital market.
• The exchange rate would need to find
a place in the model, not only in terms of its
effect on trade flows but also with respect
to inflation expectations, since governments have to face the choice between two
possible exchange rate policies: a floating
rate to block the inflationary impact of an
oversupply of "money of foreign origin"; or
a fixed (or crawling) exchange rate to pro-

vide a psychological anchor to the price
level, even though that might cause a competitive disadvantage if there remained
some inertial inflation in the economy.
In a formal sense, it would not be particularly difficult to introduce these three
extensions into the model. But that would
be essentially useless unless it were also
possible to obtain some order of magnitude
of the coefficients for the variables in the
newly introduced equations. And that,
unfortunately, is not possible. In this setting, the IMF has had to forgo the comfort
of its old model and base its conditionality
on a set of ad hoc instruments that seemed
plausible in the circumstances.
With respect to government finance, the
IMF has found it necessary in recent years
to go behind ceilings on bank credit to the
government and introduce direct restrictions on government deficits. Even
if financed in a noninflationary way
in the domestic capital market, such
deficits crowd out investment by
the private sector. Indeed, in the
IMF's relations with many countries (Argentina, Pakistan, and
Russia, to name a few), agreed limits on the budget deficit as a percent of
GDP have become the most prominent feature of adjustment programs.
To stave off imported inflation caused by
an expansion in the money supply owing to
higher foreign inflows, the IMF has favored
a free (upward) float in many of the CIS
countries, taking comfort from the fact that
the currencies of many of these countries
were so deeply undervalued that a measure
of appreciation would not undermine their
competitiveness, in particular since they
were also experiencing a rapid increase in
labor productivity
While the prevention of excessive domestic credit creation and the targeting of a
desired increase in foreign reserves are relatively straightforward, the avoidance of an
excessive increase in the money supply
raises more questions. In the first place, the
normal effect of a successful stabilization
after a period of high inflation is an
increase in the demand for money. An
inflow of money from abroad to meet this
demand—and the corresponding overshooting of the foreign reserve target—are
entirely desirable, and to frustrate this
demand by either floating the exchange
rate or (with a fixed exchange rate) putting
a ceiling on the money supply would needlessly depress the economy, as Brazil found
out in 1994. Putting a ceiling on base
money (currency held outside banks plus
banks' claims on the central bank) would
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imply that the central bank would have to
engage in open-market sales of government
paper at high domestic interest rates,
which could be extremely costly. In addition, the resulting rise in domestic interest
rates could attract more money from
abroad, thus setting up a vicious circle.
Finding itself without much of a model
to go by, the IMF has in recent years tended
to adopt an "all risk" policy, furnishing
its arrangements with CIS countries and
with the Baltic states with a triple set of
keys: a ceiling on domestic credit, a floor
under net international assets, and an
indicative target for base money, in addition to using the occasions of periodic
Executive Board reviews under Stand-By
Arrangements to judge the need for additional action.
The exceptional situation in these countries may be expected to subside as and
when inflation comes down and the exchange rate stabilizes at something closer

to an equilibrium level. In that new situation, the concerns about inflation may to
some extent have abated, but concerns
about the payments position can no longer
be safely disregarded. Increasingly, then,
the CIS countries will find themselves in the
position where the prescription offered by
the simple version of the monetary model
suffices: a ceiling on net domestic credit to
protect the balance of payments, plus a
floor under foreign reserves to ensure that
governments do not overreach themselves
in defending the value of their currencies.
At some stage, confidence in the currency
and the banks, which is still painfully low
in these countries, will rise and the resulting increase in the demand for money will
pull in foreign reserves. When that occurs,
it will be possible to rejoice over the
increase in reserves without feeling qualms
about the rise in the money supply.
For an entirely different group of countries, however, namely those that are part of

a monetary union, the model would seem
definitely to have lost most, if not all, of its
applicability. In such countries there is no
meaningful concept of a national money
supply, and government finance, in particular the government's domestic borrowing
requirement, becomes the only way to influence the level of demand. The IMF has had
to figure this out in its dealings with the
African countries of the CFA franc area.
Perhaps it will some day get an opportunity to apply this knowledge in Europe if a
member of the future European Economic
and Monetary Union finds it necessary to
avail itself of the IMF's balance of payments support. F
| &D|

This article draws on the author's paper, The
IMF Monetary Model at Forty, IMF Working
Paper No. 97/49 (Washington, April 1997).
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GUEST ARTICLE

Are International
Labor Standards
Needed to Prevent
Social Dumping?
STEPHEN S. GOLUB

International labor standards
have become the newest point
of contention in trade disputes
between industrial and developing countries. Are they necessary or are they disguised
protectionism?

A

US PRESIDENTIAL task force
composed of apparel industry
representatives, unions, and human rights activists recently
agreed to codes of conduct for labor practices by multinational corporations; in
response to negative publicity, Nike, the
athletic shoe and apparel company, hired
former US ambassador to the United
Nations Andrew Young to conduct an independent investigation of its labor practices;
and the Federation of International Football
Associations announced it would not buy
soccer balls made with child labor. These
events point to a growing concern in

industrial countries about labor standards
in the developing world. But developing
countries have also expressed concern that
the industrial countries' new emphasis on
labor standards is just protectionism in
disguise.
In the first decades after World War II,
the developed countries (the North) took
dramatic steps toward trade liberalization
in the context of negotiations surrounding
the General Agreement on Tariffs and
Trade (GATT). At that time, most developing countries (the South) were pursuing
protectionist import-substitution policies
and calling for a new international economic order to redress the alleged unfairness of the international economic system,
while remaining, for the most part, on the
sidelines of GATT negotiations. More
recently, high unemployment rates in
Western Europe and stagnant wages of
unskilled workers in the United States have
contributed to a new ambivalence in
the developed countries about the benefits
of trade with developing countries. Many
fear that Northern wages and benefits are
being forced down by unfair competition
from countries with much lower labor costs—so-called social dumping.
Meanwhile, the experiences of the East
Asian miracle countries, along with the collapse of communism, have persuaded
much of the developing world and the
economies in transition to liberalize trade
and participate actively in the new World
Trade Organization (WTO), the GATT's
successor.

One manifestation of this ironic reversal
of positions is the emergence of international labor and environmental standards
as a major issue on the post-Uruguay
Round trade agenda. Labor unions and
human rights activists in developed countries argue that market access in the North
should be conditioned on raising labor standards in the South, to prevent social
dumping and a "race to the bottom"
in wages and benefits. Trade sanctions
imposed in response to violations of labor
standards are sometimes referred to as a
"social clause." Developing countries tend
to view such social clauses as disguised
protectionism and have fought vigorously
against initiatives by the United States and
other developed countries to give the WTO
a role in the area of labor standards.

Competition or human rights?
There are two main arguments—an "economic" one and a "moral" one—for the
international harmonization of labor standards. The economic argument suggests
that low wages and labor standards in
developing countries threaten the living
standards of workers in developed countries. The moral argument asserts that low
wages and labor standards violate the
human rights of workers in the developing
countries.
Various institutions and countries differ
in their precise formulations of international labor standards, but these generally
reflect both economic and moral concerns.
For example, consider the list of labor stan-

Stephen S. Golub,
a US national, is Professor of Economics at Swarthmore College, Swarthmore, Pennsylvania.
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dards applied in much US trade legislation:
• freedom of association;
• the right to organize and bargain
collectively;
• prohibition of forced or compulsory
labor;
• a minimum age for the employment
of children; and
• a guarantee of acceptable working conditions (possibly including a maximum
number of hours per week, a weekly rest
period, limits to work by young persons,
a minimum wage, minimum workplace
safety and health standards, and elimination of employment discrimination).
Such lists blend labor "rights," such as
freedom of association, with regulations on
working conditions and wages, which are
economic in nature. In this spirit, the
International Labor Organization (ILO) and
the Organization for Economic Cooperation
and Development (OECD) have moved to
identify core labor standards around which
an international consensus might be
obtained. The ILO and OECD core labor
standards are very similar to the first four
on the US list; the fifth is limited to the
elimination of employment discrimination.
Some commentators consequently claim
that a near consensus has been reached by
the major protagonists to focus solely on a
widely agreed set of core labor standards.
Although some progress has clearly been
made, this view may overstate the extent of
agreement. Of course, proponents of the
social clause will not usually admit openly
to any protectionist intent. But developing
countries remain deeply suspicious that
disguised protectionism motivates many of
the calls for compliance with core labor
standards, especially if the latter are to be
enforced with sanctions. Some unions and
human rights groups in the United States
continue to insist that conditions on wages
and benefits be attached to agreements
on labor standards. A recent US presidential task force on apparel industry labor
standards, for example, agreed on antiharassment and child labor provisions but
was deeply divided on the issues of minimum wages and work hours.
In practice, it is not always easy to separate the economic and moral aspects. For
example, the OECD's provision on child
labor calls for "elimination of exploitative
forms of child labor." Most parents care
about their children, and what appears to
be exploitative child employment may, in
fact, be merely a family's desperate
response to poverty. Limits on collective
bargaining may also be defensible at times.
In developing countries, unions often

tive labor market, Malaysia's relative unit
labor costs will be low in textiles and high
in machinery. If so, Malaysia will export
textiles and import machinery. Of course,
there are other determinants of comparative advantage besides sectoral labor proLabor costs
ductivity and labor costs. The important
According to classical Ricardian trade point is that both developed and developing
theory, international differences in labor countries benefit from specializing in what
costs do not preclude mutually beneficial each produces efficiently, regardless of the
trade. On the contrary, international trade overall level of labor costs.
theory suggests that the gains from trade
A key element in this argument is that if
increase with the economic diversity of low wages reflect low labor productivity,
partners. Fears that high-wage countries any advantage accruing from employing
are unable to compete with low-wage coun- low-wage labor is offset. Even if nominal
tries (the sweatshop labor argument) often wages are rigid (or, as is often alleged, artificonfuse the fundamental distinction be- cially repressed) exchange rate adjustments
tween comparative and absolute advan- could offset international differences in
tage. Classical trade theory teaches that costs. Empirical evidence confirms that
overall differences in productivity (absolute labor costs and labor productivity are
advantage) determine wages, while sector- related, although exchange rate movements
specific variations in productivity and costs and other macroeconomic shocks can
(comparative advantages) determine trade sometimes induce substantial short-run
patterns.
deviations. The chart shows average manuFor example, suppose wages and produc- facturing wages, labor productivity, and
tivity in Malaysia's manufacturing sector unit labor costs (the ratio of wages to proare both 10 percent of what they are in the ductivity) in 1990 for several emerging
United States but that the Malaysian/U economies relative to the United States.
productivity ratio is greater than 10 percent Productivity and wage levels are closely
in simple products such as textiles and less related--that is, international differences in
than 10 percent in sophisticated products unit labor costs are much smaller than diflike machinery. If skill-adjusted wages are ferences in wage rates suggest--in most
about the same in all industries in cases. In fact, calculations indicate that unit
Malaysia, as they should be in a competi- labor costs in several emerging economies
in 1990 were actually higher than those in
the United States--the productivity gap is
Developing country labor productivity, even bigger than the wage gap. There is
also evidence that wages and productivity
wages, and unit labor costs, relative to generally move together over time. For
the United States, 1990
example, Korea had the most rapid produc(United States = 1.0)
tivity growth and the highest wage growth.
The unfair standards argument often
focuses on fringe benefits and safety conditions, rather than wages, but it also confuses comparative and absolute advantage.
First, for a given level of labor costs, the
division between wages and fringe benefits
is largely irrelevant for international competitiveness, although it may not be a
matter of indifference to workers. Second,
wages are the most important component
of labor costs even in developed countries.
Third, mandating increases in fringe benefits, such as vacation and maternity leave,
may simply alter the composition of labor
Source: Author's calculations.
Wages here are for the manufacturing sector. They include
compensation and not its total size. Fourth,
fringe benefits received by workers (for example, maternity pay
even when they do affect labor costs, weak
and payment in kind) but exclude employer contributions to
social insurance funds, owing to lack of data for the developing
labor standards, like low wages, are likely
countries. To the extent that such employer contributions
account for a larger share of labor costs in the United States
to be a consequence of low productivity
than in most developing countries, US labor compensation is
and poverty, not an independent source of
understated, relative to compensation in those countries.
Any such understatement is limited, however, since employer
international comparative advantage. Ecocontributions account for only about 20 percent of US labor
nomic development, cultural differences, or
costs.
protect a tiny labor aristocracy to the detriment of the remainder of the work force.
The principle of nondiscrimination between men and women may not be
accepted in some societies.
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South than for the North, as measured by
its share in their respective GDPs.

difficult problem of child labor. It is indeed
deeply disturbing that young children in
developing countries toil under harsh
Human rights
conditions for low pay. But the earnings
Human rights activists believe that rais- of these children may be important to their
ing labor standards in developing countries families'--and their own--survival. Furwill benefit workers in these countries and ther, setting strict standards in a developthat some labor practices are morally intol- ing country's formal sector may consign
erable. To analyze these concerns, it is children to even more degrading and less
important to separate labor standards re- remunerative work in the informal sector.
Many developing countries do, in fact,
lating to conditions of work--such as minimum wages, health and safety benefits, have detailed labor standards, but these
hours, and, possibly, the minimum age of may cause more harm than good. In the
employment--from labor rights--such as North American Free Trade Agreement
bans on forced labor, harassment, and dis- (NAFTA) debate in the United States, it
was widely recognized that Mexico's legiscrimination.
Everyone agrees that improving living lated labor standards are, in fact, stronger
standards in the South is desirable. The than those of the United States and Canada,
question is how to achieve this. Attempting although enforcement of them is often
to mandate certain labor market processes, weak. Labor market regulations such as
such as the setting of minimum wages, minimum wages are often cited as a major
under conditions where they are inappro- contributor to the problem of economic
priate may not improve labor market out- dualism--the twin evils of excessively high
comes. Most developed country labor wages and high unemployment in urban
standards are simply not feasible for many areas--in developing countries.
developing countries. Consider again the
The pursuit of trade and labor market
policies conducive to high growth is far
more effective in raising incomes than
Developing and industrial country trade in manufactures
mandated
levels of wages and benefits.
(percent of developing country GDP)
Such growth-oriented labor market policies
Imports from
Exports to
Trade
need not follow a laissez faire approach.
balance
industrial countries
industrial countries
Government investments in education and
training, in particular, are likely to be beneBrazil
1970
0.3
2.8
-2.5
ficial. Loss of access to markets in the devel2.2
-1.1
1980
1.1
1.5
0.6
1990
2.2
oped world hamper the growth prospects of
3.1
-1.4
1995
1.7
developing countries and thereby retard the
upgrading of their labor standards. Trade
-1.2
3.8
1990
2.6
China
7.7
1.0
1995
8.8
sanctions are thus likely to be counterproductive as a means of encouraging improve1980
1.1
India
1.8
-0.7
ments in such standards.
2.2
2.1
-0.1
1990
0.5
1995
3.8
3.3
National labor market policies may at
times enhance both efficiency and equity by
5.0
-4.9
1970
0.1
Indonesia
remedying market failures. But why should
1980
-5.8
6.3
0.5
1990
4.8
8.5
-3.7
this problem not be left to each country to
1995
6.4
8.7
-2.2
decide for itself? One frequent argument is
that the nondemocratic political regimes in
9.8
-3.7
Korea
1970
6.1
1980
14.3
11.4
2.9
much of the South prevent the expression of
15.2
1990
11.6
3.5
the public's true preferences. Even if it is
1995
12.3
13.9
-1.6
accepted that a developing country is not
democratic, it does not follow that devel1970
13.6
-5.5
Malaysia
8.0
19.1
-9.8
1980
9.3
oped countries can legitimately impose
-12.2
1990
19.1
31.3
higher standards or that doing so will raise
1994
33.2
45.0
-11.8
welfare in developing countries. Instead, a
-3.4
Mexico
1970
0.8
4.3
more direct and effective method of expand1980
0.7
5.7
-5.1
ing the public's voice in setting standards
1990
3.7
-3.1
6.8
would
be to encourage the spread of democ1995
19.3
16.8
2.5
racy in the developing world.
-8.3
Thailand
1970
1.3
9.6
Finally, if the goal is to enhance the
-5.2
1980
4.2
9.4
welfare of the South, trade sanctions hardly
1990
10.7
17.3
-6.6
1995
12.8
21.9
-9.1
seem an appropriate and effective approach.
T.N. Srinivasan points out that the most
Sources: United Nations Trade Analysis and Reporting System trade database; IMF, International Financial Statistics.
effective way of raising standards for

other national preferences may give rise to
different choices about labor standards.
These national characteristics, along with
factor endowments and other more traditional forces, determine national comparative advantage. Low labor standards and
low wages both reflect the abundance of
unskilled labor and low productivity in
developing countries.
The volume of trade is also inconsistent
with fears about the competitiveness of
low-wage countries. The table shows trade
in manufactures with industrial countries
for some newly industrializing economies.
Exports of manufactures from developing
countries to the North have increased
rapidly, but the majority of these countries
continue to run trade deficits in manufactures, since their imports have grown
nearly as much as their exports. For many
of these developing countries, manufacturing trade with the industrial countries is
now quite large in relation to their national
outputs (Brazil and India are exceptions).
North-South trade in manufactures is, on
the whole, much more important for the
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workers in developing countries would be
to allow free international migration from
low- to high-standard countries, an argument rarely made by proponents of harmonizing labor standards. Even if immigration
is judged infeasible, direct income transfers,
which could be used to upgrade living standards in the South, would be both more consistent with a humanitarian motivation and
more economically efficient.
Some labor practices—most obviously
slavery and harassment of workers—are
almost universally regarded as unacceptable. However, as noted earlier, international
consensus on the treatment of unions, child
labor, and discrimination based on gender
may be impossible. Without a clear basis
for international agreement, enforcement of
international labor standards could degenerate into protectionism.
Another argument against harmonization of basic labor rights is the arbitrariness of focusing on labor rights to the
exclusion of other human rights problems,
such as lack of freedom of expression. The
focus on labor rights, rather than human
rights in general, suggests that economic
considerations, more than ethical concerns,
underlie some of the calls for harmonization of labor standards.

Policy issues
Regardless of the merits of the competitiveness and human rights arguments for
harmonizing labor standards, there is considerable popular support for them in the
United States and other developed countries, as indicated by a series of recent
agreements made by companies to voluntarily raise labor standards in their foreign
operations. Some such steps may be necessary to maintain the legitimacy of the
global trading system. Popular support for
open trade, especially with developing
countries, is likely to be more fragile than
for many other market relationships.

International agreements. The ILO,
founded in 1919, is responsible for establishing and monitoring international labor
standards. It has no power to impose trade
sanctions for violations of standards but
relies, instead, on voluntary compliance and
peer pressure. The ILO brings together
representatives of governments, labor organizations, and employers, and drafts conventions on labor standards subject to
ratification by member countries. There are
over 170 international labor conventions in
force, although the number of countries that
have ratified each convention varies considerably. Countries are bound to abide by any
conventions they have ratified and are

subject to regular supervision by the ILO.
The ILO is empowered to investigate complaints about a country's violations of a convention made either by the country's own
labor or employer organizations, or by another country. The ILO provides guidance
and technical advice while seeking a cooperative solution. The ILO's tripartite structure, experience, and large membership
make it well suited for consensus building.
The mandate of the International Trade
Organization (ITO), as enunciated in 1947
by the Havana Charter, called for countries
to take measures against "unfair labor conditions." But the ITO was never implemented. It was replaced by the less
ambitious GATT, which virtually ignored
the issue of labor standards, except for a
provision allowing countries to impose
trade barriers on goods produced with
prison labor. In recent years, greater pressure for enforcement of international labor
standards has emerged in the United States
and some European countries. Repeated
attempts to include violations of labor standards among the responsibilities of the new
WTO have been turned back in the face of
very strong opposition from developing
countries. It is clear that international
agreement on the use of trade sanctions for
enforcing adherence to labor standards is
out of the question at present.

Product labeling. As Richard Freeman has emphasized, consumers can set a
market price for labor standards through
organized boycotts or individual purchasing decisions. The main market failure is
consumers' lack of information about workplace conditions. Public or private organizations can fill this gap, and, indeed,
human rights organizations already do this.
Producers may be very responsive to such
concerns, since even moderate losses of
market share can strongly affect profitability. Moreover, firms show, through their
philanthropic contributions and some of
their advertising, that their public images
are important to them. They therefore have
an incentive to monitor themselves. Given
the danger of protectionist abuse of, and
lack of consensus on, trade sanctions, the
flexible and voluntary nature of product
labeling is an advantage.

Corporate codes of conduct. A complementary proposal, forcefully made by
Jagdish Bhagwati, is for multinational companies to adhere to the same labor standards abroad that they follow at home,
either unilaterally or through an OECD
code. Some developed country standards
that set minimum wages and working conditions are inappropriate for developing

countries. But in other cases, such as child
labor laws and worker safety, the case for
international codes of conduct is stronger.
While developed country standards may
impose costs based on a strictly economic
point of view, instituting codes of conduct
regarding basic labor rights provides offsetting benefits by responding to the perceived
moral problems posed by certain practices.
Efforts by both developing countries and
private firms to adhere to some of these
core standards are unlikely to impinge
severely on trade patterns. Developing
countries must weigh the increased support
for open markets in the North against the
costs of enforcing labor standards. The
South has a very high stake in maintaining
access to markets in the North and hence in
forestalling protectionist pressures.
Codes of conduct and product labeling
regarding basic labor rights and some particularly controversial workplace practices
are less intrusive ways of addressing the
calls for international harmonization than
trade sanctions. Compliance should be voluntary, but the importance for companies
of moral pressures and product images
should not be underestimated.
More fundamentally, Europe and North
America must seek more effective ways to
implement policies that improve labor market conditions for the poor and the
unskilled. International trade and technological change increase national income
and potential welfare, but the gains can be
highly skewed. These societies need to find
ways both to improve labor market flexibility and to ensure that the gains from structural change are broadly shared. Otherwise,
calls for protection are likely to increase.
[F&D|

This article is based on the author's International Labor Standards and International
Trade, IMF Working Paper 97/37 (Washington,
April 1997).
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WORLD ECONOMY IN TRANSITION

Explaining the Dividend Yield
in the United States
CHARLES F. KRAMER

Dividend yields on US stocks
have fallen to historic lows
during the past two years,
leading some to suggest that
the stock market may be
overvalued. Is a change in
the economic fundamentals
affecting US stock markets
largely responsible for this
decline, or have other influences been at work?

S

TOCK PRICES in the United States
have risen sharply over the past
two years, raising concerns about
"irrational exuberance" in the stock
market. US mutual funds (made up of
shares in a pool of stocks and roughly analogous to unit trusts) have experienced
record inflows of capital. Some have suggested that US stock prices may be overvalued, perhaps because of buying pressure
from mutual funds, and that there is a risk
of a correction in US stock prices. In view of
the many studies that have documented
linkages and spillovers of volatility among
international financial markets, this issue
has important implications for the capital
markets of other countries as well.
Part of the concern over the rapid rise in
US stock prices stems from the fact that
some traditional indicators of valuation

seem to imply that these prices are too
high. For example, dividend/price ratios (or
dividend yields) have fallen to historic lows
(see chart). However, the fact that prices are
high relative to current dividends may
reflect changes in economic fundamentals.
This article briefly describes highlights of
some research that suggests that changes
in economic variables—including mutual
fund flows—can help to explain the decline
in the dividend yield over the last few years.
It also argues that mutual fund flows have
been significantly affected by recent trends
in stockholding in the United States.
What kinds of fundamentals have important effects on the dividend yield? The basic
theory of financial economics tells us that
the dividend yield will vary over time because of changes in three types of fundamentals: expected dividends, investors'
tolerance for risk, and the amount of risk in
the stock market. That is, a low dividend
yield (high stock prices relative to current
dividends) could mean that high dividends
are expected in the future, or that investors,
viewed collectively, have a high tolerance
for risk, or that risk is low. These same fundamentals are reflected in a number of
macroeconomic variables. For example, the
macroeconomic forces that influence corporate profitability and earnings will also
probably influence expected dividends and
the dividend yield. Changes in attitudes
toward risk will likely be reflected in bond
prices (and hence in interest rates), as well
as in stock prices. Existing research on
financial markets exploits these facts and
suggests some variables that could measure these fundamentals:

• the slope of the yield curve (the difference between long-term and short-term
interest rates);
• the real interest rate;
• inflation; and
• the default premium (the difference
between yields on corporate bonds and
government bonds).
Also, the decline in the dividend yield has
coincided with record mutual fund inflows.
Therefore, it would be useful to know
whether these flows, as well as the other
variables, can help explain the decline in
the dividend yield.
A statistical model that includes these
five variables can be used to test whether
changes in them can explain the recent
decline in the dividend yield. When such a
model is fitted to the data for 1984-94, one
finds that each of the five variables helps to
explain the movements in the dividend
yield during that period. The model implies
that in the long run, a fall in the dividend
yield is consistent with
• lower inflation;
• a lower real interest rate;
• a flatter yield curve; and
• higher mutual fund inflows.
In contrast, there is only a weak long-run
relationship between the default premium
and the dividend yield.
It also turns out that this model does a
good job of predicting the decline in the dividend yield during January 1995-February
1997. The five variables together explain
about 80 percent of the decline in the dividend yield, and the 20 percent forecast
error is small enough to be accounted for
by chance (see table).

Charles F. Kramer,
a US national, is an Economist in the Capital Markets and Financial Studies Division of the IMF's Research Department. At the time this article was
written, he worked in the North American Division of the IMF's Western Hemisphere Department.
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Forecast attribution: January 1995-February 1997
Individual variables 1
Real

Percent contribution

2

Mutual

All

Yield

Default

interest

Inflation

fund

variables

curve

premium

rate

rate

inflows

80.3

7.2

1.8

11.8

-1.7

73.9

Source: International Monetary Fund, 1997, United States—Selected Issues, IMF Staff Country Report 97/97 (Washington).
1

Contributions do not add to the total because of random error in the forecast.

2

Percent of the actual change in the dividend yield that can be explained by the variables or variable.

One can also calculate how much each
variable contributes to the forecast of the
dividend yield. These contributions differ
substantially between variables. For example, the inflation rate makes a negative contribution (that is, it predicts that the
dividend yield should have increased); the
real interest rate explains about 12 percent
of the decline in the dividend yield; and
mutual fund flows explain about 74 percent
of the decline in the dividend yield. In fact,
taken together, the variables other than
mutual fund flows explain only about 12
percent of the decline in the dividend yield.
Clearly, then, mutual fund flows are the
most important single variable for explaining the decline in the dividend yield during
January 1995-February 1997. What accounts for the significance of mutual fund
flows? Some might argue that these mutual
fund flows are speculative, driven by unrealistic expectations of future stock returns,
so that this evidence is consistent with
"irrational exuberance" causing artificially
inflated stock prices. In fact, empirical
work cannot conclusively answer this question. The statistical significance of mutual
fund flows does not tell us anything about
whether they indicate shifts in fundamentals or speculation. However, a strong argument can be made that the recent rise in
mutual fund inflows reflects longer-term
fundamentals related to changes in the
portfolios held by US households.
Historically, holdings of US stocks have
been highly concentrated among a relatively small number of wealthy households.
In recent years, more households have come
to participate in the stock market, particularly through mutual funds. For example, in
1982, about 20 percent of US households
owned stocks, either directly or through
mutual funds; by 1992, the percentage had

risen to almost 30 percent. The inflow of
money into mutual funds might thus reflect
a shift in portfolio allocations by individual
investors, stemming from trends such as the
declining fees charged by mutual funds and
a rise in retirement saving by the babyboom generation. If these flows are the manifestation of such changes in fundamentals,
then the recent rise in stock prices and the
decline in dividend yields may represent a
shift to a different stock market equilibrium,

rather than a departure from equilibrium.
Indeed, some recent theoretical work in
finance predicts that broader asset ownership implies higher equilibrium asset prices.
Moreover, one of the prime puzzles in US
financial markets—the "equity premium
puzzle"—is that historical stock returns are
higher than formal equilibrium models predict. Thus, higher prices, and lower returns,
would be more consistent with models of
financial market equilibrium. Only time will
tell what future patterns of stockholding in
the United States, and their implications for
stock prices, will be. F
| &D|
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United States: stock prices, dividends, and mutual fund flows

Source: Wall Street Journal; Financial Times; Standard & Poor's, a division of McGraw-Hill; and the Investment
Company Institute.

Finance & Development / December 1997

©International Monetary Fund. Not for Redistribution

25

Productivity Growth in Canada and
The United States
RANIL SALGADO

Since 1973, the growth of real
output and productivity in
Canada and the United States
has slowed significantly.
Understanding this slowdown
is a vital concern for economists and policymakers in
assessing the capacity for noninflationary growth.

F

ROM 1961 to 1973, real GDP
grew at an average annual rate of
5.5 percent in Canada and 4.0 percent in the United States, while
labor productivity rose annually by 3.3 percent in Canada and 1.7 percent in the
United States. However, from 1973 to 1995,
the average annual growth rates of real
GDP and labor productivity declined to 2.6
percent and 1.1 percent, respectively, in
Canada, and 2.3 percent and 0.8 percent,
respectively, in the United States (see chart).
The slowdown of output growth is intimately related to the slowdown of labor productivity growth. Output growth comprises
the growth of the number of hours worked

and the growth of output per hour worked
(labor productivity). Although the annual
growth rate of number of hours worked
decreased from 2.2 percent in 1961-73 to
1.5 percent in 1973-95 in both Canada and
the United States, most of the slowdown in
real output growth can be attributed to
slower labor productivity growth.
Studies of the Canadian and US
economies have ascribed this slowdown to
several causes: a decline in the rate of capital accumulation, a shift of output and labor
away from the goods sector and toward the
services sector and industries with lower
productivity growth, a reduction in the benefits from increasing returns to scale, a lack

Ranil Salgado,
a Sri Lankan national, is an Economist in the IMF's Research Department. He was with the IMF's Western Hemisphere Department when this article
was written.
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rental prices. However, using the
of technological progress in several
Growth of output and productivity has slowed
cost of inputs to measure real outmature industries, and an increase
in Canada and the United States
put—which is how government outin the obsolescence of capital owing
put is generally measured—implies
to the regulatory environment and
that productivity growth is zero.
structural changes in the economy
Several economists have argued,
Input There are several ways to
however, that measured output and
handle the variety of inputs.
productivity growth may be biased
Productivity can be measured as
downward, particularly in the serlabor productivity, which is defined
vice industries, where output is
as output per employee or hour
often intangible and difficult to meaworked. In this case, labor (assumed
sure, and that the slowdown may
to be homogeneous) is the only
not be as large as suggested by the
input. Although this measure is reldata. The downward bias may have
atively easy to calculate and may be
increased over time as services outuseful for studying real wage or per
put (including government services)
capita income growth, it has a
has grown from approximately onemajor limitation: namely, it meahalf of GDP in the 1940s to twosures output per unit of labor
thirds of GDP in recent years, and as
instead of output per unit of all
the variety of services has increased.
inputs combined and thus misleadMoreover, in the United States, since
ingly includes the part of output
1993, income-based measures of outgrowth that is due to more efficient
put have grown more rapidly than
use of all inputs (including labor) or
product-based measures; the latter
to increased use of other productive
may therefore understate output and
inputs relative to labor. In other
productivity growth. Errors in meawords, labor productivity measured
suring productivity may, in fact,
in this way becomes a function not
explain the surprisingly strong
only of efficiency (which includes
Sources: Statistics Canada; and United States, Department of Commerce,
recent performance of the US econtechnology, and the organization
Bureau of Economic Analysis.
omy, in which inflation has declined
and management of the production
despite low levels of unemployment.
process) but also of inputs such as
An examination of the recent
land and other natural resources,
growth performance in Canada and the index that weights the physical units of out- and physical and human capital.
An alternative measure is total factor
United States across sectors and industries, put by their "real value"—that is, their marand an analysis of alternative measures of ket prices, adjusted for inflation. However, productivity (TFP), which, in principle,
productivity (including total factor produc- in a diverse modern economy, it is difficult takes all inputs into account. In general,
tivity) suggest that the reasons for slower to keep track of the prices of all products however, aggregate measures of TFP
growth are not identical in both countries. because of changes in product quality, prod- include only the contributions of labor and
Although a decline in the rate of capital uct innovation, and product and outlet sub- physical capital (although some measures
accumulation is a factor in both—but par- stitution. Therefore, various price indices of TFP include other factors, such as
ticularly in the United States—a major rea- are used to deflate nominal prices. The con- energy inputs). One problem in computing
son for the slowdown in Canada appears to sumer price index (CPI) and its compo- TFP has to do with the difficulty of measurbe diminishing benefits from increasing nents, for example, are used to deflate the ing inputs. Generally, labor is considered
returns to scale, particularly in manufac- final purchases of consumer goods and ser- homogeneous, while physical capital is valturing, whereas in the United States, a vices, which are a large component of GDP. ued at its deflated book or constant-dollar
major reason appears to be the rising share However, a number of economists, particu- replacement value. When labor is not differlarly in the United States, have argued that entiated by skill level, TFP measurements
of the services sector in total output.
the CPI and other price indices overstate implicitly include relative growth in
Measuring productivity
inflation because of the difficulty of track- human capital in estimates of productivity
Productivity is determined by the effi- ing prices, and that real output is therefore growth. When physical capital is valued
by deflating book or replacement values,
ciency with which resources are combined improperly measured.
to produce a given output; it is usually meaA second difficulty is presented by prod- biases from mismeasured price indices
sured by calculating the ratio of a weighted ucts that do not have market prices—for can creep into estimates of productivity.
index of outputs to a weighted index of example, goods and services produced by Furthermore, during a recession, if firms
inputs. In a simple economy with only one governments and nonprofit institutions, ser- do not adjust factors immediately (because
type of output and one type of input, pro- vices of owner-occupied dwellings, and of the fixed nature of capital, labor hoardductivity is the ratio of output to input. In goods produced for own consumption. In ing, or work effort effects), some of the
an economy with a variety of outputs and general, the prices for these products are change in productivity growth should
many different inputs, productivity can be computed based on the cost of their inputs be attributed to underemployed resources
measured in a number of ways.
or are imputed from prices of similar prod- (although this issue is of less concern
Output The usual way to handle the ucts. For example, services of owner-occu- when examining productivity growth over
heterogeneity of output is to construct an pied dwellings are valued at their estimated longer periods).
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contributed to faster labor productivity
growth (Table 2). In both countries, labor
(annual averages, in percent)
productivity and TFP growth rates were
higher in the goods sector than in the ser1961-92
1981-92
1973-92
Sectors
1973-81
1961-73
vices and government sectors, although the
1.11
3.34
1.88
1.14
1.13
Canada
figures may to some extent reflect the diffi2.94
1.70
4.90
1.81
1.55
Goods
culty of measuring productivity in the ser1.72
2.57
1.16
Services
1.20
1.18
vices
sector. (Because of the difficulty of
0.17
0.21
0.61
Government
0.15
1.30
interpreting changes in government pro0.89
1.74
United States
1.16
0.53
1.14
ductivity, this article focuses on the goods
2.52
1.41
2.22
1.73
Goods 3
-0.10
and services sectors, and the aggregate
0.57
0.89
0.70
1.82
1.13
Services
economy.) Furthermore, to the extent that
0.52
0.71
0.27
0.43
Government
0.38
services are the intermediate consumption
Sources: Statistics Canada; United States, Department of Commerce, Bureau of Economic Analysis; and author's estimates.
of the goods sector and services sector outAgriculture and related industries; fishing and trapping; logging and forestry; mining, quarrying, and oil wells; manufacturput is underestimated, some of the producing; construction; and other utilities.
Transportation and storage; communication; wholesale trade; retail trade; finance, insurance, and real estate; and commutivity gains in the services sector may be
nity, business, and personal services.
incorrectly measured as productivity gains
Agriculture, forestry, and fishing; mining; manufacturing; construction; and electricity, gas, and sanitary services.
Wholesale and retail trade; hotels and other lodging places; transportation; communication; finance, insurance, and real
for the goods sector.
estate; and community, social, business, and personal services.
The slowdown of labor productivity and
TFP growth in 1973-92, compared with
1961-73, was more severe in Canada than
in the United States. During the later
Table 2
period, however, labor productivity grew
Growth in total factor productivity1
faster in Canada than in the United States,
(annual averages, in percent)
thanks to higher investment rates, even
1973-92
1961-92
1981-92
1961-73
Sectors
1973-81
though TFP growth rates were generally
higher in the United States. The energy
0.24
0.43
2.69
1.31
Canada
0.58
price shocks of the 1970s and the ensuing
0.67
1.80
1.15
0.02
3.59
Goods
0.34
1.18
-0.03
0.86
2.50
Services
structural changes in the Canadian and US
0.12
Government
0.08
1.32
0.58
0.15
economies were partly responsible for the
slowdown after 1973. As the real price of
0.54
0.72
0.93
0.01
1.00
United States
0.72
1.42
0.99
Goods
2.13
-1.21
energy moved closer to its pre-1973 level
0.22
0.44
0.37
0.80
Services
0.10
during the 1980s and 1990s, however, labor
0.46
0.11
0.33
Government
0.32
0.66
productivity growth, particularly in Canada, did not rebound to its pre-1973 rate.
Sources: Statistics Canada; United States, Department of Commerce, Bureau of Economic Analysis; and author's estimates.
Using value-added output, net capital stock, and sectoral average income shares as weights on capital and labor.
One way to separate the effects of these
Agriculture and related industries; fishing and trapping; logging and forestry; mining, quarrying, and oil wells; manufacturshocks from those of other factors is to estiing; construction; and other utilities.
mate productivity growth subsequent to
Transportation and storage; communication; wholesale trade; retail trade; finance, insurance, and real estate; and community, business, and personal services.
the
1970s.
Agriculture, forestry, and fishing; mining; manufacturing; construction; and electricity, gas, and sanitary services.
During 1981-92, productivity growth
Wholesale and retail trade; hotels and other lodging places; transportation; communication; finance, insurance, and real
estate; and community, social, business, and personal services.
rates rose more in the United States than in
Canada. In fact, the United States experienced (slightly) higher aggregate labor proDetermining the appropriate weights for added output (gross output minus the pur- ductivity growth and higher aggregate
different inputs is also a problem. If chases of goods and services used in pro- TFP growth. The US economy's stronger
constant returns to scale and perfectly duction, sometimes referred to as recovery can be attributed almost entirely
competitive markets are assumed, the intermediate consumption). Generally, sec- to the performance of the goods sectors.
weights for these aggregate factors are toral labor productivity is computed using Although the productivity of the US ser
their shares in total factor payments. value-added output, while sectoral TFP vices sector has grown more slowly in
recent years than during the 1970s, the proEconometric tests cannot reject these two may be computed using either method.
ductivity of the goods sector grew faster
assumptions at the aggregate level in
during 1981-92 than during 1961-73. In
Canada and the United States. At the Productivity growth
sectoral level, however, the assumption of
Between 1961 and 1992, aggregate labor Canada, the recovery of the goods sector
constant returns to scale can be rejected productivity grew faster in Canada than was weaker, and it therefore only partially
in several industries. In particular, the in the United States (Table 1), in part offset the slowdown of growth in other
Canadian manufacturing sector shows evi- as a result of higher rates of capital sectors. Productivity growth in all Canadence of increasing returns to scale.
accumulation--during this period, invest- dian sectors, including goods, was lower in
Sectoral productivity. Productivity ment rates were substantially higher in 1981-92 than in 1961-73.
growth in a given sector can be computed Canada than in the United States. With relain several ways. Output can be measured as tively more capital, all other things being Reasons for the slowdown
gross output (the market value of all output equal, Canadian workers became more proTwo possible explanations for the slowfor an individual industry) or as value- ductive. Faster TFP growth in Canada also down in aggregate productivity growth
Table 1

Growth in labor productivity

1

2

4

1

2

3
4

2

3

4

5

1

2

3

4

5
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Table 3

Possible explanations for the slowdown in productivity growth
between 1961-73 and 1981-92
(in percentage points)

Canada
Labor
Total factor
productivity
productivity
Total slowdown
Due to capital accumulation
Due to intersectoral shifts
Of which: slow recovery of total
factor productivity growth in services

2.20
0.09
0.23
0.03

2.11

-0.01
0.03

United States
Labor
Total factor
productivity
productivity
0.58
0.51
0.53
0.30

0.07
0.34
0.30

Source: Author's estimates.
Note:... indicates not applicable.

emerge from this analysis: the intersectoral
shift of output and labor toward services
and a slowdown in capital accumulation
relative to labor force growth. The intersectoral shift toward services may have
slowed aggregate productivity growth for
two reasons: first, the services sector
had slower productivity growth rates than
the goods sector; and second, since the
1970s, measured productivity growth has
recovered more slowly in the services sector than in the goods sector. The energy
price shocks of the 1970s may explain part
of the slowdown after 1973 but do not
explain the lack of recovery in productivity
growth during the 1980s and 1990s, when
real energy prices declined to levels seen
before 1973.
The relative contribution of intersectoral
shifts to the slowdown can be estimated by
decomposing the slowdown in measured
productivity growth into the additional
growth that would have taken place if the
initial shares of the various sectors had
remained constant at their original levels
and the TFP growth rate of the services
sector during 1961-73 and 1981-92 had
declined only as much as the TFP growth
rate in the goods sector (or, in the United
States, where the TFP growth rate of the
goods sector actually increased, if the TFP
growth rate for the services sector had
recovered to 1961-73 levels). The impact of
the lagging recovery in services and the
lower productivity of the services sector
can be gauged by decomposing the slowdown in measured productivity growth
into the additional growth that would have
taken place had the initial shares of the
sectors remained constant at their original
levels and had the productivity of the services sector declined as suggested by the
data. The relative contribution of the
slowdown in the growth of the capital-tolabor ratio can be measured by calculating
the difference between labor productivity
and TFP growth.

These calculations show that intersectoral shifts can account for almost the
entire slowdown in aggregate labor
productivity growth in the United States
during 1981-92, compared with 1961-73
(Table 3), with most of the slowdown
attributable to the sluggish recovery of productivity in services and the remainder to
slower growth of the capital-to-labor ratio.
The intersectoral shift more than
accounts for the slowdown in TFP
growth, which is equivalent to
the slowdown in aggregate labor
productivity growth less the
slowdown in the capital-to-labor
ratio multiplied by the capital
income share.
In Canada, the intersectoral
shift accounts for a small, or even
negligible, part of the slowdown in labor
productivity and TFP growth, because
growth in the goods sector slowed almost
as much as growth in the services sector
during 1981-92, compared with 1961-73. In
addition, because the rate of capital accumulation relative to growth of the labor
force declined less than in the United States
between the same two periods, the reduction in the growth of the capital-to-labor
ratio accounts for a smaller part of the
slowdown compared with the United
States. Econometric tests provide evidence
that diminishing benefits from increasing
scale in manufacturing may be responsible
for as much as one-fourth of the slowdown
in aggregate productivity growth in
Canada. Other possible explanations include slower technological progress, relative changes in the average level of labor
skills (or human capital accumulation),
relative changes in resource utilization (particularly during business cycle troughs),
and relative changes in capital equipment
obsolescence.
In the United States, slower technological
progress in the services sector may be the
reason productivity growth recovered more

slowly in this sector than in the goods sector. (It may be difficult, for example, to
improve the productivity of providing haircuts.) Other factors that may have played a
role include a mismeasurement of the output and inputs of different sectors, as well
as different rates of capital obsolescence
and human capital accumulation across
sectors.
A 1996 study by Lawrence Slifman and
Carol Corrado of the US Federal Reserve
Board attempts to explain the relatively
slow recovery of productivity growth in the
services sector by examining trends in
labor productivity and profitability across
sectors in the United States. This study
found that labor productivity growth
rebounded after the early 1980s to the levels of the 1960s in all sectors except for
nonfarm, noncorporate services. In this sector, although productivity growth was negative, profitability was unchanged. The
study noted that measured rapid relative
price increases of these services seemed to

"The energy price shocks of
the 1970s... do not explain
the lack of recovery in productivity growth."
explain this discrepancy but that such
increases were unlikely. The difficulty of
measuring prices (and thus output and productivity) in this particular sector appears
to be a likelier explanation. In other words,
at least in the United States, what appears
to be a slowdown in aggregate productivity
could be, in large part, the result of measurement problems in the services sector.

Suggestions for further reading:
Ranil Salgado, 1997, "Developments in
Productivity Across Industries in Canada," in
Canada—Selected Issues, IMF Staff Country
Report 97/20 (Washington: International
Monetary Fund).
, 1997, "Developments in Productivity
Across Industries in the United States," in
United States—Selected Issues, IMF Staff
Country Report 97/97 (Washington: International Monetary Fund).
Lawrence Slifman and Carol Corrado, 1996,
"Decomposition of Productivity and Unit Costs,"
Federal Reserve Board Occasional Staff Studies,
No. 1 (Washington: Board of Governors of the
Federal Reserve System).
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Job Uncertainty, Unemployment, and Inflation
in the United States
CHARLES F. KRAMER AND YUTONG LI

In the major industrial countries, low unemployment
usually creates inflationary
pressures. But during the
recent economic expansion in
the United States, prices have
held steady despite low unemployment What is behind this
atypical behavior?

T

HE PHILLIPS curve—the negative
empirical relationship between
inflation and the unemployment
rate—has long been a mainstay of
market and policy analysis of inflation in

the United States. Macroeconomic forecasters and policymakers alike have relied on
the Phillips curve to provide a reading of the
likely path for inflation in the period ahead.
In the past few years, however, the Phillips
curve seems to have become less reliable.
The unemployment rate has fallen in the
1990s, but the expected subsequent increase
in inflation has not occurred. Some have
attempted to explain this in terms of developments in the labor market—specifically,
increased fears of job loss. However, measures of job insecurity do not help to
explain why the Phillips curve has been less
reliable than in the past. Other factors, such
as the behavior of labor costs other than
wages, fluctuations in the value of the US
dollar, and other developments affecting the
markup of prices over wages, more likely
explain the unusually subdued behavior of
inflation in the United States.

In a standard Phillips curve, the rate of
inflation (say, in consumer prices) increases
when the unemployment rate falls below a
certain threshold—known as the natural
rate of unemployment—which can be es
mated using a variety of statistical techniques. The inflation rate decreases when
unemployment rises above this threshold.
The underlying idea of the Phillips curve is
simple: unusually low unemployment leads
to pressure on the labor market followed by
rapidly rising wages—hence costs—and
then by rising prices; unusually high unemployment means slack in the labor market
and slowly rising wages, costs, and prices.
The Phillips curve is thus a kind of intellectual shorthand for the relationship of
wages to labor market conditions, and the
relationship of prices to wages (the markup
of prices over labor costs).
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Of course, many factors other than wages
influence prices. The cost of intermediate
inputs, such as energy, is one example. Also,
firms set prices and workers bargain for
wages based, in part, on the general level of
prices they expect to prevail in the future.
This has led some forecasters and policy
analysts to add past inflation (as a measure
of expected inflation) and prices of inputs
such as oil to their Phillips curves. These
augmented Phillips curves have been of
much practical use in the past few decades.
Since both tightness and slack in the
labor market take some time to have an
effect on wages and prices, the Phillips
curve can be used to forecast inflation. For
example, a tight labor market today implies
rising inflation in the future. This fact, and
the lags between policy decisions and their
effects on economic activity, is what makes
the Phillips curve of interest to policymakers. Unfortunately, this forecasting relationship seems to have broken down in the past
few years. A forecast of inflation (core consumer price inflation, which excludes
volatile food and energy prices) from a
Phillips curve for 1995 and 1996 is wide of
the mark: it shows that core inflation
should have increased over that period,
from about 3 percent to about 4 percent,

owing to the decline in the unemployment
rate. But core inflation actually declined to
about 2.25 percent over 1995-96.
Some have argued that inflation has
declined because of a decline in the natural
rate of unemployment. If this were the case,
at least some of the recent decrease in
unemployment would be due to structural
changes in the labor market and would not
result in a tighter labor market. This argument can be tested simply by reversing the
Phillips curve to yield the natural rate
implied by observed inflation and unemployment rates; such a test implies that the
long-run natural rate is about 3.75 percent.
This is hard to believe; the actual US unemployment rate has not been that low since
1969 and the figure is well below statistical
estimates of the natural rate.

Job insecurity
An alternative explanation is based on
job insecurity. Anecdotal evidence about
layoffs and corporate downsizing suggests
that US workers are more uncertain about
job prospects than in the past. This uncertainty could explain low inflation in the
face of a tight job market: workers might be
reluctant to ask for wage increases. Among
the proponents of this idea is US Federal
Chart 1

Job uncertainty in the United States

Sources: United States, Department of Labor, Bureau of Labor Statistics; Conference Board; and National Association of Business
Economists.
Note: "T" represents the troughs of the cycle; positive (negative) numbers represent quarters after (before) the troughs. The trough
of the current cycle occurred in the first quarter of 1991, and the trough of the previous cycle occurred in the fourth quarter of 1982.

Reserve Chairman Alan Greenspan, who
has described it in his testimony on monetary policy to the US Congress.
There are many ways to measure job
uncertainty, including survey measures,
wage increases in collective bargaining
arrangements, days idle because of work
stoppages such as strikes, and the number
of workers who have become unemployed
because they were terminated (rather than
because they quit their jobs). Chart 1 shows
the evolution of some unemployment statistics pertaining to why workers were separated from their jobs. The chart compares
the economic expansion of the 1990s with
that of the 1980s for the same point in the
expansion. (This adjusts for the systematic
way that labor market conditions vary over
the business cycle.) "T" indicates the
trough of the cycle, which is the first quarter of 1991 for the current expansion and
the fourth quarter of 1982 for the previous
one. For example, quarter 24 denotes the
point six years after the trough, which
would be the first quarter of 1997 for the
current expansion, or the fourth quarter of
1986 for the previous expansion.
It turns out that job uncertainty is not
very high, according to most measures. The
unemployment rate for those who lost their
jobs (through layoffs, for example) in the
first quarter of 1997 was about 2.25 percent,
fairly close to what it was at the same point
in the previous business cycle. Likewise,
job losers made up about 45 percent of the
civilian unemployed in the twenty-fourth
quarter of either business cycle. The unemployment rate for job leavers in this expansion, however, is somewhat below the level
reached at the same point in the previous
expansion. The percentage of unemployed
who are job leavers has remained low in the
current expansion, while it rose in the
expansion of the 1980s. This might mean
that job holders are reluctant to leave their
jobs to look for new ones. Or it could mean
that those who quit their jobs do not stay
unemployed for long.
The direct way to ask whether job uncertainty has held down inflation is simply to
add the job-uncertainty variables to the
Phillips curve. For each variable, one
might ask two questions: does the variable
help to explain the changes in inflation
beyond what changes in unemployment
can explain? And, when forecasting, does
it imply that inflation should have
decreased in 1995 and 1996, as it did in
reality?
The results of such an exercise do not
confirm the hypothesis that job uncertainty
has helped to restrain inflation:
Finance & Development /December 1997
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Chart 2
structural factors may be at work. For
Increase in actual and forecast employment cost indexes for wages and salaries example, the costs of benefits (particularly
(percent)
medical benefits) have risen much more
slowly in the 1990s than in the 1980s. Also,
prices of important materials have been
soft in recent years, thanks to sluggish
growth in other major economies and the
appreciation of the US dollar. The strength
of the dollar is evident in declining prices
for non-oil imports. Computer prices have
also continued to decline. As for structural
factors, restraint in government spending
may have subdued demand and inflationary pressures. An increase in the proportion of the population participating in the
labor force and the consequent strong
growth of the labor force have helped to
alleviate pressures on the labor market.
Sources: United States, Department of Labor, Bureau of Statistics; and IMF staff estimates.
Deregulation and lower transportation and
Note: Shaded area reflects recession.
communication costs have also helped hold
down price increases. Finally, technological
progress
may have played a role; indeed,
unemployment
rate
seem
consistent
with
• Of 10 measures of job uncertainty, only
2 help to explain the behavior of inflation. the behavior of wages but not with the buoyant profits, the rapid pace of equip
Both, however, have the wrong kind of behavior of prices, logically there must ment investment in recent years, and comeffect: more job uncertainty means more have been some change in the relationship putations of productivity from the income
of prices to wages. Such a change could side of the national accounts suggest that
inflation, not less.
• The inflation forecasts for 1995 and take two forms. First, firms could be adjust- labor productivity has risen more strongly
1996 are about the same, whether the job- ing their profit margins, assuming that than official statistics imply.
costs other than wages have evolved norFinally, actual inflation can be influenced
uncertainty variables are used or not.
mally.
Second,
costs
other
than
wages
could
by
expected inflation through the wageAs already noted, the Phillips curve, the
have
fallen,
assuming
that
profit
margins
setting
process. For example, workers may
relationship between labor market condirespond to higher expected inflation b
tions and prices, is really a shorthand have been stable.
demanding higher wages, and
expression for a more complicated
firms may, in turn, raise prices to
relationship between labor market
rising costs. If expected
conditions and wages and prices.
"Periods of low inflation like the offset
inflation is partly conditioned by
To sort out the source of any devipast experience with inflation,
ations from the Phillips curve, it is
early 1990s might create a
then periods of low inflation like
useful to break this relationship
the early 1990s might create a
'virtuous
circle'
of
low
expected
into its components. The obvious
"virtuous circle" of low expected
starting point is the relationship
inflation that leads to low
inflation that leads to low actual
between unemployment and
inflation. Indeed, the Universit
wages, which one can examine by
actual
inflation."
of
Michigan's Survey of
substituting wage inflation for
Consumers shows that the
price inflation in the Phillips curve.
expected inflation rate has
The same questions can be asked of this
There is not much support for the idea
relationship as were asked of the unem- that lower inflation reflects squeezed profit declined to below 3 percent for the first
ployment-price inflation relationship. In margins. It has been suggested that time since it was first measured almost 20
one respect, the results of such an exercise increased globalization and competition years ago. The combined effects of thes
are encouraging: over 1995 and 1996, a may have restrained prices; there is anecdo- factors, which influence the markup of
forecast of wage inflation from a Phillips tal evidence of a general feeling among prices over wages, seem to provide a more
curve is much more accurate than a fore- businesses that consumers will not tolerate likely explanation of low inflation in th
cast of price inflation (Chart 2). In another price increases. However, the profits of US United States in the 1990s than the level of
respect, though, they are still discouraging. firms have been buoyant in recent years. If job uncertainty, [F&D]
Job uncertainty still does not help to competition is affecting firms' behavior, it
explain how wage inflation has evolved or is more likely manifested in cost containto predict how it will evolve.
ment than in less aggressive price
increases.

Wage and price relationship

What, then, can explain the recent Structural factors
There is accordingly more support for
behavior of US inflation? A hint is given by
the step we omitted: the markup of prices the notion that costs other than wages
over wages. Since recent changes in the have been well contained and that other
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Private Participation in Infrastructure:
Lessons from Asia's Power Sector
ANIL K. MALHOTRA
Many countries need to expand and improve their infrastructures in order to
remain competitive and ensure continued high growth rates. Using illustrations from Asia's power sector, this article discusses approaches countries
can take to accomplish the necessary upgrading.

T

HE COUNTRIES of East Asia are facing a
major challenge in the provision of infrastructure even as their economies grow at
rapid rates. As the World Bank's World
Development Report 1994 pointed out, the provision
of infrastructure plays a crucial role in facilitating
economic growth and international competitiveness.
Historically, for each percentage point of growth in a
country's per capita GDP, its infrastructure stock has
grown by 1 percent. The East Asian countries, for
example, have been devoting 4.7 percent of their GDP
to infrastructure investments (2.1 percent for the
power sector) but are now planning to increase this to
7 percent a year to keep pace with the high economic
growth rates projected for the late 1990s.
East Asia's need for infrastructure is massive,
amounting to $1.2-1.5 trillion over the next decade
(Table 1). This need is being driven by projected
economic growth rates of 6-8 percent in the region;

bottlenecks owing to the lack of available financing in
the past; growth in urbanization, as a result of which
an additional 1 billion people will live in cities in 2010;
and globalization of trade, which requires adequate
and efficient infrastructure, including power, roads,
and telecommunications systems. Businesses recognize the increasing importance to international
competitiveness of decisions affecting the cost effectiveness and choice of infrastructure services and are
therefore demanding better quality and service.
The growth rate of electricity provided in Asia, for
example, is expected to average 7-8 percent per
annum over the next decade. (See Table 2 for information on recent energy use and production in the
region.) Installed generation capacity was about
329,000 megawatts (MW) in 1993, and it is estimated
that an additional generation capacity of 340,000 MW
would be required in the following decade. Total
investments of about $550 billion would be required to
provide the necessary upgrading of
power generation, transmission, and
Table 1
distribution.
Investment requirements for infrastructure, 1995-2004
A number of forces that con(billion dollars)
verged in the 1980s and early 1990s
Power
Telecommunications
Transport
Water
Total
have led to a fundamental change in
governments' perceptions of their
141
China
200
302
744
101
82
Indonesia
23
62
25
192
role in the infrastructure sector:
101
32
132
4
Korea
269
• Investment requirements ex17
Malaysia
6
22
4
50
ceed the capacities of national utili19
7
4
Philippines
18
48
49
Thailand
29
57
10
145
ties and governments.
East Asia
493
256
607
153
1,509
• The performance of the infrastructure sector has, in general, not
Source: World Bank, 1996, Infrastructure Development in East Asia and Pacific: Towards a New Public-Private Partnership
met international standards. In the
(Washington).
power sector, for example, in spite
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Table 2

Energy use and production in Asia and the United States

Bangladesh
China
India
Indonesia
Korea
Nepal
Pakistan
Philippines
Sri Lanka
Thailand
United States

Average annual
energy growth rate,
Energy use
Electricity production
1980-93
per capita, 1993
per capita, 1992
(percent)
(kilograms of energy)
(kWh)
79
59
7.9
647
5.1
623
6.7
373
242
7.5
233
321
9.2
2,996
2,863
8.1
45
22
6.8
435
209
3.5
328
419
1.9
110
200
10.5
678
1,000
1.4

Source: World Bank, 1996, Infrastructure
(Washington).

7,918

System
losses,
1992
(percent)
32
7
23
17
5
24
17
13
17
10
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Move to competitive processes.

8

12,900

100 bidders, and more than 30 developers
sought prequalification for the first IPP
offering in Vietnam. Another interesting
trend is the increasing participation of
domestic and regional companies (for
example, YTL in Malaysia, KEPCO in
Korea, the China Light and Power
Company in Hong Kong, and Reliance in
India) in new power projects.

Partnership

Governments have moved toward some
form of competitive procurement. For
example, both India and Indonesia have
formalized competitive procurement for
IPPs in generation. The ad hoc, memorandum of understanding approach in Asia
seems to be on its way out after the protracted delays in Enron's power project in
Dabhol, India.

Greater availability
of an impressive expansion during the last
decade, the overall technical, institutional,
and financial performance of state-owned
utilities has deteriorated.
• The managerial and technical resources available are inadequate.
• Innovations in technology (for example, small but economic combined-cycle
power plants fueled by gas) permit the
unbundling—vertical and horizontal—of
the power sector.
• Demonstration effects arising from the
success of privatization and unbundling
efforts (for example, in the United
Kingdom) and the possibility of using regulation to protect the public interest (for
example, the incentive regulation and yardstick regulation used in Spain) are making
new approaches to upgrading infrastructure viable.
• The limited coverage and quality of
some Asian countries' infrastructures are
hindering their efforts to achieve international competitiveness.
Most countries in Asia have thus
embarked on reforms of their infrastructure sectors during the past few years. But
despite the active wooing of private
investors by Asian governments and their
efforts to reform this sector, the number of
infrastructure projects with private participation has been limited. For example, relatively few independent power provider
(IPP) projects have been commissioned, and
very few build-operate-transfer (BOT) projects in water, transport, or ports have
reached financial closure. The reasons for
this slow progress have been well documented in the proceedings of various power
industry seminars and in other industry
publications. Private developers, however,
need to recognize that the environment for
34

private investment in Asia has been changing rapidly over the past few years and that
attractive opportunities are becoming available to private investors. Some of the more
significant trends are the following:

Government commitment

In most

Asian countries, governments have now
indicated their explicit commitment to private participation in infrastructure. (For a
discussion of what governments can do to
create an enabling environment for the private sector, see box.) A new power policy in
Pakistan was announced by the prime minister in 1994; the Electricity Law in India
has been changed; there is a new BOT law
in Vietnam; and so on. Similar developments in roads and ports have also taken
place.

Increased private interest Deregulation in the developed world has suddenly brought utilities into the IPP game. In
the United Kingdom, for example, electric
utilities were divested in 1991, which
encouraged the national power company to
seek opportunities for investment in
Pakistan's power sector. Also, the deregulation of its power sector that Japan began in
April 1996 is likely to force Japanese utilities to invest outside the country and thus
provide their resources—financial, managerial, and operational—to other utilities in
Asia, a development the Ministry of Trade
and Industry views as positive.
There has thus been a dramatic increase
recently in the supply of private developers
in the power sector. Development of consortiums of equipment suppliers, consulting
companies, construction companies, and
fuel suppliers have created more than 200
prospective bidders for power projects
worldwide. A recent invitation for IPPs in
Thailand, for example, attracted more than

of informa-

tion. In Asian countries, there is increased
information available about, and more
widespread knowledge of, the private sector, the power industry, power purchase
agreement formats, the cost of capital, and
successful bids on power projects in the
region. Governments have now become
more confident about dealing with private
participation in infrastructure than they
were a few years ago.

Acceptable prices and developer
returns. IPPs have been asking customers
in developing countries to pay higher prices
for power than their counterparts in developed countries. For example, in Australia
and the United Kingdom, wholesale prices
were 3-4 US cents/kilowatt-hour (kWh),
while the average price charged by IPPs
in Indonesia is now 6 cents/kWh and
Pakistan's policy of 1994 accepted a charge
of 6.25 cents/kWh. But these Asian countries' prices may have not only started
dampening electricity demand but also
raised issues about acceptable rates of
return on investments in power projects. If
US bond yields are about 9 percent per
annum, isn't a risk premium of 6-10 percent too high for Asian developing countries, especially if sovereign guarantees are
demanded by the developers?
Size of projects. Most independent
power provider projects have tended to
focus on the construction of large plants
that require large investments. The high
costs of power projects may result from not
only their size but also the risks involved,
the complexity of the contracts (for example, 167 contracts were required to accomplish one transaction in Teeside, United
Kingdom), and the escalating legal and
financial closing costs involved. There are
several reasons why large power projects
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Creating an enabling environment for the
private sector: what governments need to do
In order to facilitate greater private sector participation in infrastructure projects, the governments of Asian developing countries need to concern themselves with the following issues:
Transparency of process. Private sector investment opportunities are conditioned on the
existence of specific government policies and programs that encourage private sector entry and
a transparent system of evaluating bids and awarding contracts.
Competitiveness of bids. Transparency and public accountability are best achieved by
using a competitive bidding process to select contractors for infrastructure projects.
Appropriate allocation of risk. Risk sharing among the government, utility, lenders,
and developers is at the heart of most reservations or debate about private sector BOT/BOO
(build-operate-transfer/build-own-operate) projects.

Developer returns commensurate with risks. Quantifying the risk inherent in—and,
by extension, acceptable equity return on—large infrastructure projects is difficult but essential.
Stable policy regime. Private investors in infrastructure, whether they are domestic or
foreign, seek a policy regime (including such elements as the tax and investment frameworks)
that is both stable and predictable.

Government guarantees and credit enhancements. Bilateral and multilateral guarantees and credit enhancements are often critical to the successful financing of infrastructure
(including, among others, independent power provider) projects, particularly during their early
years and the transition from state dominance to a more market-oriented economic system.

may entail diseconomies of scale—for
example, large power plants often require
additional infrastructure, and entail serious
social dislocation and high environmental
costs—thus making it worthwhile to determine whether "small is beautiful" in many
instances.

New strategies for developers
As a result of increased private interest
in investing in Asian power projects and
the difficulties some projects have encountered, there has been a discernible shift in
influence from the IPP developers to governments in the second generation of private participations in power and other
infrastructure projects. The positive experiences of pioneer developers like Hopewell in
Navotas, Philippines fueled expectations of
high returns, but the changing environment
will require the second wave of developers
to create a new strategy. What issues do
they need to focus on to participate successfully in the developing markets of Asia?
They need to find new ways to serve
niche markets:
• Creative entrepreneurs need to be
found to take on high-risk projects that
promise high returns, such as building gas
pipelines through Afghanistan, constructing regional electricity grids, and exporting
hydroelectric power from Nepal.
• Investment needs to be attracted to
new areas of the power sector. For the 12
countries of Asia, total investments in
power transmission and distribution over
the next decade are estimated at between

$180 billion and $220 billion, while investments in generation are estimated at
between $474 billion and $600 billion.
Although almost all the countries in the
region have invited IPPs to participate in
power projects, there has been only limited
private sector activity in areas of the power
sector that do not entail thermal generation.
Apart from BOT projects, a number of
opportunities for private sector participation have become available, such as the following:
• partial or full sales of existing generation assets (for example, the sale of a 26
percent interest in the Kot Addu power
plant in Pakistan);
• medium-sized hydroelectric projects
(for example, Kimti Kola in Nepal);
• privatization of distribution (for example, the leasing of existing distribution
units in the state of Orissa, India as part of
overall state-level reform);
• privatization of management (for
example, the KEPCO contract to take over
the management and operation of the
Malaya power plant in the Philippines); and
• direct sales of shares in electric utilities
(for example, in Meralco in the Philippines).

Developing bankable projects
The high-level Jakarta conference on
infrastructure, convened by APEC (AsiaPacific Economic Cooperation) in September 1996, came to the surprising consensus
that there was no shortage of funds—to
finance debt or equity investments—in the
power sector; instead, what was missing

were good, bankable projects. Some steps
that could make such projects more attractive to lenders are the following:
• Reducing project costs by introducing
better management: in various industries,
companies have found that adopting the
world's best practices in capital management and choice of technology can reduce
their capital costs by 15-45 percent.
•Using domestic fuels instead of
imported coal, or using waste gases from
nearby industries.
• Reducing complexity to lower costs:
rather than shifting risk to other parties,
total project risk should be reduced through
backward integration—moving into the
acquisition of fuel supplies—and/or forward integration—moving into the distribution of power to industrial consumers
and creating alliances with others to
develop portfolios including more projects.
• Focusing on smaller projects: current
technology used to generate power can be
economic at around 50 MW. When projects
are small scale, it is easier to secure financing for them; quicker execution is possible;
and social and environmental dislocations
may be more easily handled. Rather than
constructing a single large project, developers may wish to consider building a portfolio of smaller projects in a country or across
the region.
• Reducing risk instead of allocating it:
developers need to work with governments
to reduce the total risk on a project during
both its construction and its operational
life. Some of the measures that both parties
can agree upon toward this end are specifying single stop clearances, putting together
better bid packages, sharing the costs of
bid preparation, and using guarantees and
escrow accounts.

Conclusions
Asian countries face a major challenge
as they seek to upgrade their infrastructures while their economies are
growing rapidly. Given the various constraints on governments—primarily financial ones—in the region, private
participation in infrastructure is likely to
increase sharply. Most Asian governments
have recognized the importance of changing their policies and creating an environment conducive to sustainable private
sector involvement in their infrastructure
sectors. But the reform of these sectors—
including significant institutional changes
—needs to be accelerated, and private
developers need to develop more flexible,
innovative, and realistic project designs
and concepts. F&D
Finance & Development /December 1997

©International Monetary Fund. Not for Redistribution

35

A New Initiative to Promote Clean Coal
PETER VAN DER VEEN AND CYNTHIA WILSON

The production and consumption of coal are increasing in
some developing countries,
even as concerns about coal's
environmental impact mount.
The World Bank has launched
a new initiative to encourage reforms that will lead to
a cleaner and more efficient
use of coal.

industrial countries. To speed up the transfer of this expertise to developing countries,
the World Bank launched its Clean Coal
Initiative in 1996. Given the potentially
adverse impact of coal use on the environment in the absence of appropriate abatement measures, and the high social and
economic costs that can be associated with
this abundant source of energy, the need for
reforms in the coal sector is pressing.

Forecasts indicate that coal will continue to
be an important source of energy well into
the twenty-first century.

The importance of coal
Access to energy is critical for economic
growth. Developing countries, in particular,
need greater access to energy if they are to
achieve the high growth rates required to
raise living standards and reduce poverty.

S

TAND IN the middle of Beijing,
Delhi, Ankara, or Katowice on
an overcast day at high noon
and you are immediately
TAND IN the middle of Beijing,
Delhi, Ankara, or Katowice on
an overcast day at high noon
and you are immediately
engulfed in the heavy, polluted air, or
even darkness. Half a century ago, you
would have had a similar experience in
Pittsburgh, Birmingham, or Chicago.
Sooty smoke and sulfurous odors, the
residues of coal burning in buildings,
factories, power plants, and locomotives,
hung in the air. Today, the air quality in
US cities is vastly improved, not because
the United States has abandoned coal as
a fuel—it is second only to China in total
volume of coal produced and used—but
because it has learned to use it more
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The use of renewables—wind and solarbased energy, for example—is growing
rapidly, but renewables are unlikely to
become a dominant energy source in the
near future. And although efforts at conservation have intensified, and dependence
on natural gas and oil is increasing, projected demand for energy is expected to
grow even faster.
Coal is often the only alternative when
low-cost, cleaner energy sources are inadequate to meet growing energy demand.
Developing countries use about 55 percent
of the world's coal today; this share is
expected to grow to 65 percent over the
next 15 years. The World Energy Council
projects that even as late as 2050, coal will
account for more than 20 percent of the
world's primary energy.
The challenges presented by growing
coal use are related not only to the quantity
of coal that will be used but also to how it is
used. Almost all coal use in industrial countries is in large power plants and industrial
heat units where distribution and pollutionabatement costs benefit from economies of
scale. In developing countries, in contrast,
coal is used not only by large facilities but
also by consumers who need only small
quantities and are highly dispersed. Dispersed coal users—residences, commercial
buildings, locomotives, and boats, for
example—typically have high fueldistribution and pollution-abatement costs.

Impacts of coal use
As coal use grows, the associated
adverse health, social, and ecological
impacts will worsen if special measures are
not taken to mitigate them. At the local
level, soot, smoke, and other pollutants produced by uncontrolled coal burning in
urban areas have the most obvious impacts.
Air pollution is especially severe in many
cities in China, the countries of the former
Soviet Union, Eastern Europe, and Turkey,
and it is a growing problem in parts of
India. In Beijing, the health effects and
social costs of air pollution caused by the
burning of coal are estimated to be approximately equal to the cost of the coal itself.
Other concerns at the local level have to do
with the potentially heavy social costs associated with coal mining. The occupational
dangers inherent in mining, the displacement of persons living on potential mine
sites, and the overemployment and largescale redundancies common in older, often
remote, mining regions must be managed.
The primary concerns at the regional
and global levels have to do with the ecological impacts of coal use and the costs of

Chart 1

Carbon dioxide emissions per capita
in six major countries, 1991
(metric tons)

Source: World Resources Institute, World Resources 1994-95.

mitigating these. "Acid rain" has a damaging effect on regional ecosystems and is the
product of excess levels of sulfur dioxide
and nitrogen oxide—two of the gases emitted by burning coal without appropriate
abatement measures—in the atmosphere.
The severity of the impacts of acid rain and
the cost of mitigation vary depending on
the quality of the coal (determined primarily by its sulfur content) and the quantity
used. Although technologies already exist
that can reduce emissions, even in the most
severe cases, the cost can be substantial.
From a global perspective, increasing
dependence on coal raises the question of
how to equitably manage carbon and
methane emissions, major factors in global
climate change. Worldwide, coal burning
accounts for more than 40 percent of total
carbon emissions from fossil fuel use and
an estimated one-third of total carbon emissions. The industrial countries, which have
substantially higher per capita emissions of
carbon dioxide than developing countries
(Chart 1), have set themselves goals for
reducing greenhouse gas emissions and are
now considering strengthening those goals.
Developing countries, however, have made
no binding commitment to reducing greenhouse gases. Power plants and industrial
boilers in developing countries typically
consume 15-30 percent more primary
energy (coal) per unit of final energy produced (for example, electricity) than industrial countries. By achieving greater
thermal efficiency, developing countries
could further reduce their per capita carbon
dioxide emissions.

Incentives
In many developing countries, incentives
to lower the costs of coal and to use coal

more cleanly and efficiently are lacking or
are undermined by poor policies and weak
legal, regulatory, and institutional frameworks. Policies such as pricing and allocation controls and production subsidies
reduce competition in the coal sector; producers, transporters, sellers, and even buyers of coal may be state-owned monopolies,
and private investors may be discouraged
from entering the coal market. Antipollution measures may be enforced only
sporadically or not at all, and firms may
not have the capital to invest in clean coal
technologies. A study on China found that
even a relatively low-cost improvement—
coal preparation—can help reduce coal
costs and emissions simultaneously, but
incentives to make such an improvement
are weak (see box).

Industrial country experience
Some people erroneously believe that the
environment is cleaner because industrial
countries no longer produce or use coal. On
average, coal represents about 20 percent of
the primary energy supply in Organization
for Economic Cooperation and Development (OECD) countries. In fact, since the
early 1970s, 15 OECD countries have
increased their coal use by about 50 percent—while reducing the environmental
impacts. More recently, they have also
reduced the economic costs of coal and of
the energy produced from it. Their experiences provide insights on how developing
countries might accommodate growing
energy and environmental needs.

Economic incentives. Between 1985
and 1995, the cost of coal delivered to
private US electricity-generating plants fell
by more than 50 percent in real terms
(Chart 2). This decrease represents about
$30 billion in annual savings—one-sixth
of the nation's total electricity bill—and is
the result of productivity gains in coal production and transportation. It demonstrates that the right incentives can drive
down costs.
For coal consumers—primarily power
plants—some of the incentives came from
increased competition in the electricity
markets, which forced them to demand
better-quality coal at lower prices from
their suppliers. And competition increased
among coal producers and processors as
they responded to customer pressure to
lower costs. By improving management
and operations or deploying technology—
or some combination of these—coal producers were able to double their productivity in only 10 years. Examples of such
managerial and operational improvements
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include selective mining (special
equipment or better use of equipment to reduce the volume of dirt
recovered with the coal), changes in
shift deployment, enhanced maintenance programs, and labor rationalization. Improved
technologies
included longwalls for underground
mines, and larger trucks and shovels for surface mines. As a result of
these improvements, the sub-bituminous (surface) coal producers in the
western United States, which produce about one-fourth of the nation's
coal—a share that is continuing to
grow—were able to reduce their
prices by more than 70 percent in

Chart 2

Sources: US Energy Information Administration; and Fieldston Company Inc.

real terms (about $0.65 per million Btu)
between 1985 and 1995.
Complementary changes occurred downstream. Coal processors responded to customers' demand for coal of better quality
and for reductions in the volume of coal to
be transported by sizing coal for industrial
users and reducing ash, sulfur, and moisture content. Regulatory changes increased
competition in the transportation sector,
creating incentives for transporters to
improve management and operations,
invest in technology, and lower their rates.
Some of the most productive transport
investments included high-powered locomotives, high-axle-load wagons, and upgraded rail track. As productivity rose,
transportation costs plummeted. Average
rail rates for coal from the western United
States fell by about half in the 10 years ending in 1995, saving the customer $0.60 per
million Btu. In time, some generators that
had traditionally depended on coal from
the eastern United States found the West's
coal to be a competitive option—even after
shipping it a thousand miles or more.

Environmental incentives. While
coal use increased, environmental laws and
regulations adopted in OECD countries over
the past fifty years have also created incentives to reduce emissions. Effective regulations are typically based on the principle
that the polluter pays—that is, that environmental costs are a cost of doing business
and therefore should not be transferred to
the public. Thus, the polluter (the coal customer) will be motivated to minimize emissions and find the lowest-cost abatement
strategies allowed by law.
The legal and regulatory framework has
changed over time, as have the incentives.
In the 1940s and 1950s, the emphasis
was on controlling smoke and poisonous
smog. In the 1970s and 1980s, many countries switched to more stringent pollution38

The cost of controlling emissions
has turned out to be lower than predicted. For example, the cost of
complying with the limits established in 1990 for sulfur dioxide
emissions in the United States, initially expected to be $430 per ton of
sulfur pollutant removed, is now
typically less than $100 per annual
ton. Faced with greater competition,
coal users applied the lowest-cost
pollution-reduction techniques they
could find, including regular
maintenance programs, process
controls, and cleaner fuels. In fact,
fuel switching has come to be a
more widely used method for complying with sulfur dioxide standards than
retrofit technology.
Cross-sector approaches to pollution
abatement recognize that the coal energy
chain is an integrated system, with the cost
and environmental performance of the
entire chain determined by the performance of each individual sector (production, preparation, transportation, and
conversion). These types of approaches create incentives for potential polluters to
select cost-effective strategies.
Despite the preference for fuel switching,
technology is the lowest-cost solution in
many situations. Competition has driven

Increased productivity in coal production and
rail transport leads to lower prices

abatement regulations. Those regulations,
however, often mandated specific environmental-control technologies with relatively
high costs. In the 1990s, the United States
adopted integrated, cross-sector approaches
that have helped to reduce the cost of
pollution abatement. For example, the Clean
Air Act of 1990 allows cost-reduction
measures such as emissions trading (giving
a polluter with high control costs the
option of paying a second polluter whose
pollution-abatement costs are lower to
reduce the first polluter's emissions) and
fuel switching (switching to a coal with
lower sulfur content).

Coal preparation in China
Studies carried out over the past several years have shown that if China could increase its
coal-preparation capacity, it could reduce the negative impact that expanded coal production
would otherwise have on its transportation capacity, solid waste disposal systems, and airpollution levels. Coal preparation improves the quality of coal and consists of processes ranging from simple mechanical sorting (to obtain pieces of uniform size) to treatment of the coal
with water, chemicals, or physical forces to remove ash, sulfur, and moisture.
A study on China's transportation system carried out jointly by the State Planning
Commission of China and the World Bank indicated that by increasing the proportion of prepared coal from the current level of 7 percent of all coal consumed to 16-19 percent (225-265
million tons of today's mine production), China would see savings of $3.8 billion (in 1993
prices) over 15 years, net of mining and preparation costs. These savings would result from
lower costs for transport, ash disposal, and boiler maintenance. When the benefits accruing
from reduced sulfur and ash residues are taken into account, a doubling of preparation capacity from 32 percent to 38 percent of total coal production could be justified.
Subsequent studies indicate that the costs of air pollution attributable to the burning of
unprepared coal may approach the cost of the coal itself. In addition, burning coal of poor or
inconsistent quality can cause operational problems in power plants and lead to reduced output. The increase in output associated with the proposed level of coal preparation may be
equivalent to a 1,500-megawatt power plant with capital costs of $1 billion.
Despite the strength of these findings, investment in coal-preparation facilities has not
increased because of the many barriers created by poor policies and weak institutional and
regulatory frameworks. For example, the railroad decides where and to which buyer the producer's (seller's) coal will be delivered. As a result, buyers and sellers of coal cannot readily
negotiate coal quality and other conditions. In addition, environmental regulations that would
increase sensitivity to coal quality are not universally enforced. Ultimately, these and other
factors result in coal prices that do not reflect coal quality. Without quality-based pricing,
there is little incentive to produce or buy prepared coal.
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The World Bank's Clean Coal Initiative:
An integrated approach to the coal energy chain
.

Policy reform

Competitive commercial enterprises .Transparent and predictable government oversight
•Private sector investment

Selective mining

Sizing

Unit trains

Regular
maintenance

Washing
Physical or
chemical
separation

High-powered
locomotives

Process controls

High-axle-load
wagons

Optimized unit
sizes

Drying

Upgraded track

Particulate control

Briquetting

Long-distance
electricity
transmission

SOx and NOx
control, as
appropriate

Shift deployment
Labor
rationalization
Reserve selection
Longwalls and
shears

Regular
maintenance

Larger trucks
Methane recovery

Cleaner power and heat at lowest cost

equipment manufacturers to lower their
costs. Some of the most popular and available technologies add little to the cost of
compliance; they include selective mining,
coal preparation, and low-nitrogen oxide
burners. In situations where additional
abatement is needed, sulfur dioxidescrubbing equipment or circulating fluidized bed combustion can be appropriate
options. And wet flue gas desulfurization
systems, whose capital costs have dropped
by 40-50 percent, have become more
affordable over the past decade.

The Clean Coal Initiative
The World Bank's Clean Coal Initiative is
based on the premise that an efficient policy framework provides the incentives for
managers to improve the productivity of
their enterprises and reduce emissions and
is thus a precondition for sustainable environmental improvements. The initiative
encourages the implementation of policies
that increase competition and create incentives to improve the efficiency of each
sector in the coal energy chain, as well as
the efficiency of the chain as a whole; adoption of cost-effective environmental regulations that will lead to the development of

low-cost emission-control strategies; and
installation of pollution-abatement technologies that are appropriate for local and
regional environmental needs.
China and India are planning reforms of
their coal sectors based on the principles of
the Clean Coal Initiative. Both countries
will use an integrated approach in addressing the economic and environmental challenges associated with increasing coal use.
They will first review their current energy
and environmental goals and policies, compare them with those of countries that are
successfully producing and using coal, and
identify reforms and restructuring options
for each sector in the coal energy chain that
will enable them to achieve economic,
energy, and environmental goals simultaneously. In subsequent phases, the Chinese
and Indian governments expect to conduct
case studies, set benchmarks, and implement pilot projects to improve the performance of the coal energy chain.
While the general approaches of the two
countries are similar, each has designed a
program that fits its unique situation. With
the assistance of the World Bank and international experts, China is planning to prepare a strategic framework for the coal

energy chain as a whole and to identify
reforms that will enable the country to meet
its growing energy needs with increased
thermal efficiency; improved environmental
performance; and effective use of cleaner,
more efficient technologies. India, in contrast, will focus on the incentives affecting
the coal production and preparation sectors
and their effects on the coal energy chain as
a whole. For the production sector, the
emphasis will be on the establishment of
laws, regulations, and institutions that provide incentives for producers to meet growing coal demand at acceptable economic
and environmental costs and on the
removal of barriers to investment—including private investment—in coal production.
The government will also identify measures that can pay for themselves in terms
of economic or environmental savings by
examining how existing laws, regulations,
and institutions affect coal quality and
how coal quality, in turn, affects the coal
energy chain.
Coal is the most labor intensive of all
energy resources. Miners and transport
workers often benefit when coal production
is increased. At the same time, increased
dependence on coal can adversely affect
health and the quality of life in the communities and regions where it is produced and
used. It can also have global effects when
emissions contribute to climate change.
Modern mitigation strategies ranging from
management improvements to pollutionreduction technologies can reduce these
effects, but often at a cost. Some of this
additional cost will be offset by efficiency
improvements when incentives to find the
lowest-cost alternatives are in place, but not
all, making other, environmentally more
desirable, energy sources competitive.

Conclusion
Expanding production and use of coal
while improving environmental performance is a challenging task for developing
countries. Many believe that limited
resources present a major barrier to achieving this dual objective, but experience
shows that policy changes can help to
reduce the resources required. At the most
basic level, policy changes encourage efficient operations, a precondition for low-cost
improvements in environmental performance. Appropriate policies can also enable
polluters to select low-cost pollution-abatement strategies and efficiency improvements. And policies that encourage
competition can help to reduce the costs of
providing the energy needed to fuel economic growth. F&D
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Developing Rural Financial Markets
JACOB YA.R0N AND McDONALD BENJAMIN

Many developing countries
have tried to spur income
growth and reduce poverty in
rural areas by making lowinterest loans to farmers. The
results have been disappointing. A broader approach
emphasizing policy and legal
reforms and savings mobilization has been more successful.

through concessional lending. Rural financial intermediaries (RFIs) have sprung up
that are capable of reaching large numbers
of people and surviving—even thriving—
without government subsidies.

Challenges for rural finance

In many developing countries, financial
markets—especially in rural areas—
cannot operate efficiently because of
an unstable macroeconomic environment,
biased sectoral policies, excessive government intervention, and legal and regulatory
barriers.
The macroeconomic environment Macroeconomic instability affects
RFIs directly, through such monetary variables as real interest rates, and indirectly,
OR THE past fifty years, govern- through effects on clients. For example, in
ments throughout the developing the early 1980s, high real interest rates in
world have tried, with the support the United States triggered massive farm
of donor agencies, to encourage failures and a crisis in the farm credit sysagricultural modernization and growth by tem. Persistent distortions, such as mischanneling large sums of money to state- aligned exchange rates, may lead to a
owned credit institutions for on-lending at misallocation of resources that is damaging
below-market interest rates to farmers. The to rural financial markets—other things
objective was to increase incomes and being equal, the higher the black-market
reduce poverty in rural areas by address- premium for foreign exchange, the lower
ing acute credit shortages. This narrow the return on agricultural investments
approach has failed; it has stifled the devel- (Chart 1).
opment of rural financial markets and benSectoral policies. Rural development
efited only a small percentage of the rural has been held back in almost all developing
population.
countries by policies that favor industry
Since the 1980s, some countries have over agriculture and urban over rural areas
experimented with a broader approach that (see box). Analyzing a sample of 18 counhas focused on reforming the policy and tries during 1960-84, Schiff and Valdes
legal environment for financial markets (1992) estimate that direct and indirect govand improving the design of rural financial ernment interventions depressed domestic
programs and institutions. This new agricultural terms of trade by 30 percent
approach has proven to be far more and resulted in an income transfer out of
effective than government intervention agriculture equal to 46 percent of agricul-
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tural GDP. These policies proved to be
shortsighted, as the countries with the
highest degree of discrimination against
agriculture had the lowest rates of economic growth.
Financial market rigidities. Gov
ernment interventions such as excessive
bank reserve requirements, channeling a
large share of bank credit to state-owned
enterprises and other unremunerative
investments, fixed interest rates, and usury
laws lead to rigidities that hinder the
efficient allocation of resources and intensify problems arising from imperfect information about financial intermediaries,
borrowers, and depositors.
Chart 1

Overvalued exchange rates dampen
returns on agricultural projects

Exchange rate overvaluation (premiums)
Source: Jonathan Isham and Daniel Kaufmann, 1995,
The Forgotten Rationale for Policy Reform: The Productivity
of Investment Projects, Policy Research Working Paper
No. 1549 (Washington: World Bank).
Note: Economic rates of return calculated for agricultural projects
undertaken with World Bank support.
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Urban-biased policies
Government policies and public investment priorities that favor urban areas are pervasive in
the developing world, largely because many countries see development as synonymous with
rapid industrialization—and also because many governments have succumbed to pressures
from vocal urban populations for low food prices. Urban-biased policies rest on eight pillars:
• an overvalued exchange rate;
• low, controlled, and seasonally invariant prices for agricultural products;
• high rates of protection for domestic industry, whose outputs are used as agricultural
inputs;
• excessive taxes on agricultural exports;
• disproportionately high budgetary allocations for urban rather than rural infrastructure
(roads, electricity, and water supply);
• disproportionately high investment in human resources (for example, health and education) in urban, rather than rural, areas;
• usury laws that make it impossible to make the kinds of small, risky, high-cost loans that
are typical in rural areas; and
• underdeveloped legal and regulatory provisions regarding land titling and collateral for
typical rural assets (land, crops, and farm implements) relative to urban assets (cars, other
durables, and homes).

In rural financial markets, these rigidities are compounded by difficulties peculiar
to rural areas, such as poverty, low population densities, isolation, seasonality of
incomes, limited opportunities for risk
diversification, and lack of traditional collateral. These difficulties, combined with
high transaction costs because of the small
size of most loans, discourage for-profit
financial institutions from establishing
themselves in rural areas.

Legal and regulatory barriers. In

many countries, deficiencies in laws, regulations, and institutions discourage the formal sector from offering credit to rural
producers and even to nonbank creditors
such as traders (Fleisig and de la Pena,
1996). Creating a mortgage or claim on
movable property can be difficult because
of untitled land, high registration costs, and
the absence of legal provisions for future
interests. Perfecting a claim (finding out
whether other claims exist on a security
interest) may be impossible because of the
lack of easily accessible registries or high
search costs. Enforcement of claims can be
costly, lengthy, and uncertain. Other impediments to the development of rural financial markets include usury laws and
regulations that prevent smallholders from
using their land as collateral.

The traditional approach
Although agriculture has traditionally
been viewed as a tax base for promoting
rapid industrialization rather than as a
growth sector in its own right, governments have recognized that rural areas
need modern technology and access to

credit. Because they considered rural inhabitants too poor to save money, governments
intervened to make cheap credit available
to farmers, drive moneylenders out of business, and "compensate" for low prices for
agricultural goods and other distortions.
The standard approach was to set up stateowned, specialized institutions that received concessional loans to be on-lent at
below-market interest rates to targeted
agricultural producers for specific types of
inputs or investments. Performance was
assessed by the volume of loans disbursed
and the impact of loans on production.
These interventions did boost agricultural production. But, because they ad
dressed the symptoms rather than the
causes of inadequate rural financial intermediation, they did not lead to sustainable
income growth or poverty reduction. There
was a strong emphasis on loan disbursements, while matters such as portfolio
quality, nonfarm rural development, savings mobilization, and the efficiency of
financial markets were neglected. The
availability of cheap loans and debt forgiveness weakened the repayment culture and
made lending unprofitable. Subsidized
interest rates had costly macroeconomic
implications. Targeting ignored the fungibility of money and the fact that the existence of distortions such as low food prices
made agricultural investments less attractive than they would otherwise have been.
Finally, most cheap credit was captured by
a small number of higher-income farmers.

A new approach
The new approach to rural financial

intermediation that emerged in the 1980s
favors a more indirect role for governments,
emphasizes savings over credit, and avoids
subsidized interest rates. More broadly,
it calls for governments to identify the
causes of market failures and correct them
through reforms rather than through direct
financial-intermediation interventions.
Higher economic growth rates may not
suffice to reduce rural poverty, if the benefits of growth are not widely shared. A program of targeted interventions may
therefore be justified if it improves the
poor's access to credit. However, while efficient financial-intermediation schemes can
improve the poor's access to financial services, they are not necessarily the best vehicle for helping the poorest of the poor.

The right environment
Creation of a favorable policy environment for rural financial intermediation
requires macroeconomic stability, elimination of urban-biased policies, and promotion of integrated and resilient financial
markets. Steps to reform the legal and regulatory frameworks can be taken even before
the appropriate policies are put in place.
Strategies for stabilizing the macroeconomic environment should include the pursuit of prudent fiscal and monetary policies
to reduce the incidence and impact of
shocks to the economy Improving the environment for agricultural and rural development requires a neutral trade regime
between agricultural exportables and
importables, removal of nontariff barriers,
realignments of overvalued currencies,
reduction of excessive industrial protection,
a shift of public investment priorities
toward rural areas, and greater community
participation. States should avoid intervening in activities, such as input supply and
marketing, that are better left to the private
sector and focus on the provision of essential public goods such as roads, agricultural
research, and public registries. Governments can increase the efficiency of financial markets by liberalizing them (for
example, deregulating interest rates, reducing high reserve requirements, and relaxing
credit controls) and strengthening the
supervision and prudential regulation of
financial intermediaries. Special prudential
requirements—for example, lower statutory capital requirements with higher
capital-to-assets ratios—may be needed for
rural banks and semiformal institutions.
Other measures should include reforming
laws dealing with the titling and registering
of land and with secured transactions (to
allow for nonstandard forms of collateral);
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upgrading legal registries and expanding
the scope for private operation; lowering the
costs of registration and foreclosure; drafting clear, limited homestead provisions; and
removing interest rate ceilings.

Government interventions
While policymakers have reached a consensus on what measures can be taken to
indirectly promote rural finance, issues
related to direct government interventions
are still hotly debated. Poorly conceived
interventions—unsustainable, state-owned
agricultural credit institutions and actuarially unsound crop-insurance schemes—
have a long history. Direct interventions can
work, however, when they are appropriate
and adhere to sound operating principles.

When to intervene? Direct interventions in rural financial markets are warranted only when they address specific
market failures and their expected net benefits are positive, or when they reduce
poverty in the most cost-effective way.
How to intervene? Public support for
rural financial intermediation need not
mean public provision of credit. Interventions can take many other forms—for
example, provision of seed capital, support
for pilot programs, training, and dissemination of best practices. Governments may
also provide support for products or services (for example, savings and insurance)
and for various modes of operation (for
example, group lending and mobile banking). They can channel their assistance
through a range of institutions, such as
commercial banks, state-owned RFIs, cooperative banks, and nongovernmental organizations.
Targeting. Targeting and explicit subsidies can be used to overcome barriers to
financial intermediation and accelerate
institutional development. Distortions can
be minimized by ensuring that targeted
funding remains the exception; phasing out
subsidies over a specified period; continuously assessing performance against stated
objectives; increasing access to financial
services, rather than underpricing them;
designing transfer mechanisms that encourage self-selection and minimize incentive distortions; and ensuring a level
playing field for all RFIs.

Designing successful RFIs. Good
governance may well be the most important factor in the success of an RFI. All
decision makers must have clearly defined,
consistently enforced powers and responsibilities. Management must be autonomous,
as well as accountable for operational decisions, and clients' interests must be fully
42

represented. The appropriate form of
supervision and prudential regulation
depends on the RFI's size, type, and ownership structure. External supervision is particularly important for institutions that
mobilize voluntary deposits from the general public. Other key requirements include
• clearly defined corporate strategies
and objectives;
• motivated and skilled staff;
• innovative, low-cost ways of providing
financial services;
• positive real interest rates on both
loans and deposits;
• careful monitoring of portfolio quality,
incentives for timely and full loan repayment, and active pursuit of delinquencies;
• risk reduction through diversification
and integration into the broader financial
system; and
• advanced management information
systems that permit performance to be continually monitored.

Assessing performance
Evaluating the impact of agricultural
credit is fraught with methodological problems. Rigorous econometric studies are
often costly and highly specific. One framework for evaluating RFIs that has gained
wide acceptance is based on two crite-

ria—outreach and self-sustainability (Yaron,
1992)—on the assumption that RFIs that
efficiently provide a broad range of services
to the target clientele are likely to have the
desired effect on income growth and
poverty reduction. While these primary criteria do not entail a full cost-benefit analysis, they provide easily quantifiable proxies.
Outreach is a hybrid index that is
weighted to reflect the objective of a given
intervention. Here it is measured by several indicators, including the number of
clients, the average loan size (as a proxy for
income level), and the percentage of female
clients. Self-sustainability is assessed by
calculating an RFI's subsidy dependence
index (SDI)—the percentage by which an
RFI's average on-lending interest rate
would have to increase to make the RFI
financially viable without subsidies. By
comparing the cost of subsidizing an RFI
with the interest earned by the RFI, the SDI
also captures the notion of matching grants
and indicates the extent to which the RFI
relies on these grants.

A success story
The outstanding performance of Bank
Rakyat Indonesia's Unit Desa (BRI Unit
Desa), which provides banking services to
millions of low-income rural families in

BRI Unit Desa: Indicators of outreach and financial self-sustainability
1985
Outreach
Average annual loan volume
Average annual deposit volume

1990

1995

(million dollars)

162
49

562
685

1,178
2,382

(millions)
Number of outstanding loans
Number of deposit accounts

1.0
n.a.

1.9
7.3

2.3
14.5

(dollars)
Average loan amount
Average deposit amount
Financial self-sustainability
Nominal average yield on loan portfolio
Nominal average interest rate on deposits
Nominal interest rate spread
Real average yield earned on loan portfolio
Real average interest rate paid on deposits
Lowest nominal lending interest rate needed for
financial self-sustainability
Lowest real lending interest rate needed for
financial self-sustainability
Operating costs as a percentage of
Average annual net loan portfolio
Half of the average annual net loan portfolio and deposits
Average annual total assets
Profits (million dollars)
Percentage of profitable units
Average annual deposit volume/average annual
loan portfolio volume
Subsidy dependence index

162
n.a.

296
94

27.4
10.5
16.8
21.7

(percent)
31.5
11.3
20.2
22.4

512
164

31.6

9.7
21.8
20.2

5.6

3.6

0.3

36.2

27.2

17.5

30.1

18.4

7.3

20.5
31.5
15.1
(0.8)
48.3

12.9
11.6

12.6

0.3
32.2

Sources: BRI Unit Desa and authors' calculations.
Note: Inflation was 4.7 percent in 1985, 7.4 percent in 1990, and 9.4 percent in 1995.
n.a.: Indicates data not available.

Finance & Development /December 1997

©International Monetary Fund. Not for Redistribution

8.0

8.3
5.3

34.3
89.1

170.2
95.7

1.2

2.0

(13.7)

(44.5)

Chart 2

BRI Unit Desa's nominal lendina and denosit interest rates

Sources: BRI Unit Desa and authors' calculations.
Chart 3

BRI Unit Desa's subsidy dependence index

and given incentives for repayment (such as
substantial interest rebates and the promise
of future, larger loans), and staff incentives
are linked to loan portfolio performance.
Substantial spreads. The interest
rates on loans are designed to cover the full
financial, operational, and credit risk costs.
The average annual interest rate on loans
has hovered at around 32 percent in recent
years, while average annual financial costs
have been about 10 percent; thus the average spread has been substantial, at more
than 20 percent.
Self-sufficiency. BRI Unit Desa has
been self-sufficient since 1987. In 1995 it
could have reduced its on-lending rates
by more than 40 percent (from 31.6 percent
to 17.5 percent) and still have remained
subsidy-independent (Chart 3).

Conclusion

Considerable progress has been made
over the past two decades in developing
cost-effective approaches to rural financial
services. As demonstrated by BRI Unit
Desa's success, financial services can not
only be provided to low-income rural
clients at lower costs than was previously
thought possible but also with smaller or
no subsidies. BRI Unit Desa has helped
remove what has often been considered a
Source: Authors' calculations.
major obstacle to rural development in
Indonesia, demonstrates that RFIs can much higher, but the spread between them Indonesia—rural households' lack of
achieve financial self-sustainability and a was sufficient to cover the costs of servic- access to financial services.
ing small loans and deposits (Chart 2).
The challenge now is to implement the
high degree of outreach (see table).
BRI Unit Desa was established in 1984 Incentives for both clients and employees policy, legal, and regulatory reforms
as the successor to BIMAS (Mass Guid- were put in place to ensure timely and com- needed to create an environment in which
ance), a program of directed credit that plete loan repayments. The focus thus rural financial markets can develop and
facilitated Indonesia's self-sufficiency in shifted from credit disbursement to loan flourish, and to determine when and how
rice production. BIMAS had become unsus- recovery and savings mobilization. Ex- governments should intervene, to completainable because of subsidized interest tremely efficient management information ment the work of markets. 1F&D[
rates, a poor loan repayment record, and an systems were established. BRI Unit Desa
emphasis on disbursements over sound operates as an independent profit center,
financial performance. BRI Unit Desa was with its own management tools, within the
required to provide rural financial services state-owned Bank Rakyat Indonesia.
on a self-sustaining basis; if it did not, it
Low-cost delivery. Loans generally This article is based on Jacob Yawn, McDonald
would be disbanded. With a relatively have a maturity of one year, and all income- Benjamin, and Gerda L. Piprek, 1997, Rural
Finance: Issues, Design, and Best Practices,
small initial subsidy in 1984, BRI Unit Desa generating activities are eligible for financ- No.
14 in the World Bank's Environmentally
became a leading rural financial intermedi- ing. The application process takes about and Socially Sustainable Development Studies
ary in just a few years. By the end of 1995, one week for a new borrower, less for a and Monograph Series (Washington: World
it no longer needed a subsidy; it had made a repeat customer. Collateral is considered Bank).
profit of about $170 million and was serv- desirable, but is not mandatory. Mobile
ing about 2.5 million borrowers and 14.5 units that provide limited services make References:
Hey wood Fleisig and Nuria de la Pena, 1996,
million savers. A number of factors have several visits a week to areas where the volcontributed to BRI Unit Desa's success.
ume of business is relatively small—and Creating a Legal and Regulatory Framework to
Innovative operating policies and which previously had no access to banking Promote Access to Rural Credit (Washington:
Center for the Economic Analysis of Law).
autonomy. The fundamental difference services.
Maurice Schiff and Alberto Valdes, 1992,
between BRI Unit Desa and other RFIs has
High-quality portfolio. Portfolio qual- The Plundering of Agriculture in Developing
been its broadening of the target clientele to ity is heavily emphasized, because the small Countries (Washington: World Bank).
the low-income rural population, rather loan amounts and relatively costly legal
Jacob Yawn, 1992, Successful Rural Finance
than just farmers. In addition, not only procedures make foreclosure prohibitively Institutions, World Bank Discussion Paper
were its loan and deposit interest rates expensive. Clients are carefully screened No. 150 (Washington: World Bank).
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DEVELOPMENT FOCUS

Egypt: Poised for Sustained Growth?
ARVIND SUBRAMANIAN

Egypt's economy has come a
long way since the 1980s.
Growth is recovering and confidence in the economy is rising. Tough macroeconomic
policies and deep structural
reforms are doing the trick.

I

N EARLY 1996, Egypt embarked on
the second phase of an intensified
adjustment and reform effort aimed
at placing the economy on a higher
growth path to raise living standards and
acccelerate Egypt's integration into the
world economy. This effort has begun to
pay off in the form of higher investment and
growth, and sizable international capital
inflows. How did the economic turnaround
begin and what does the future hold for
Egypt?

Arvind Subramanian,
an Indian national, is a Senior Economist in the
IMF's African Department Until recently, he
was the IMF's Resident Representative in Egypt

By the late 1980s, Egypt was beset by
chronic macroeconomic problems. Inflation
exceeded 20 percent; the current account
was in deficit to the tune of 8 percent of
GDP; large external arrears had accumulated; and confidence in the economy,
reflected in rising dollar holdings, had
ebbed (Charts 1 and 2). Underlying these
imbalances were chronically large fiscal
deficits (averaging more than 15 percent of
GDP) and a loose monetary policy.
In 1990-91, the government initiated a
bold stabilization effort, supported by an
IMF Stand-By Arrangement, that focused
on slashing the fiscal deficit to 2 percent of
GDP in two years. Coupled with prudent
monetary and exchange rate policies and
debt relief, this effort dramatically
improved Egypt's economic situation. The
stabilization program was complemented
by measures to liberalize interest rates and
exchange markets and to decontrol prices,
as well as by the introduction of a general
sales tax. Confidence in the economy
improved as inflation declined to 7 percent
in 1996; the current account moved into
surplus; and international reserves burgeoned from $3 billion at the end of 1990 to
$17 billion by the end of 1996.

Notwithstanding these successes, Egypt
still faced challenges stemming from the
lackluster performance of the real economy.
Although growth picked up as stabilization
took hold, it was not strong enough to generate substantial gains in per capita income
or to make a dent in rising unemployment.
And investment, at 17 percent of GDP in
1995, was below the average for developing
countries (26 percent of GDP) and for the
fast-growing Asian countries (31 percent of
GDP) (Chart 3). This state of affairs was
inevitable in an economy that had acquired
all the trappings of statism: a dominant and
inefficient public sector cosseted by high
trade barriers that encouraged inefficient
import substitution at the expense of
exportable production, price controls, and
multiple exchange rates.
To meet these challenges, the structural
reform effort was deepened in 1996, supported by a two-year IMF Stand-By
Arrangement. The goal is to move the economy onto a high growth path, create about
half a million jobs annually, and more
closely integrate the economy into world
markets. The new program targets a
medium-term growth rate of about 7 percent, which is predicated on a sharp rise in

Chart 1

chart 2

Inflation, and real and per capita GDP growth

External Indicators

Sources: Government of Egypt; IMF staff estimates; and International Monetary Fund,
International Financial Statistics (Washington).
Note: Years correspond to Egypt's fiscal years, which run from July 1 to June 30.
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The growth challenge

The first phase

Sources: Government of Egypt and IMF staff estimates.
Note: Years correspond to Egypt's fiscal years, which run from July 1 to June 30.
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investment and domestic saving. Realizing
faster growth will depend on making the
economy more efficient through privatization of the nonfinancial public sector, trade
liberalization, reform of the financial sector,
fiscal reform, and deregulation.

Structural reforms
Privatization has figured prominently in
the structural reform effort. The government divested its majority stake in 42 enterprises and a large hotel, as well as a
minority stake in 11 other enterprises,
which together account for about 26 percent
of the industrial public sector, or 6 percent
of GDP. In the area of trade liberalization,
all quantitative import restrictions (except
those scheduled for dismantling under the
Uruguay Round) were eliminated, and the
maximum tariff was reduced from 70 percent to 50 percent, with comparable reductions in tariffs above 30 percent. As for
deregulation, the government decontrolled
rents; liberalized investment procedures;
and passed a new investment law reaffirming basic guarantees for investors and unifying and rationalizing the framework for
investment incentives. The principle of
greater private sector participation in
infrastructure—including power, telecommunications, roads, and airports—was
established.
The private sector's role in finance is
being enhanced by the divestiture of the
government's majority stake in all but three
joint venture banks and all joint venture
insurance companies. Preparations are
under way for the privatization of a commercial bank and an insurance company.
Privatization is being complemented by
strengthened bank supervision; and banks
are being required to comply with international standards for reporting, accounting,
and disclosure.

As for fiscal reform, the government is
extending the general sales tax to wholesale and retail transactions. Important
steps toward rationalizing the corporate
income tax, including the reduction of
exemptions, are being considered. On the
expenditure side, the civil service has been
reduced by 2 percent, despite expanded
employment in health and education.

Early results
There are indications of an early investor
response to the reforms, a pickup in economic activity, and a surge in international
confidence in Egypt. Investment approvals
for both foreign and domestic investors
have jumped (Chart 4). If these approvals
get translated into actual expenditures,
Egypt will have begun to lay the foundation for higher growth. Activity has
rebounded—real GDP is estimated to have
risen by 5 percent in 1996, owing to rapid
growth in industry, tourism, and services,
and savings are expected to rise by almost
2 percentage points, to 19 percent of GDP,
in 1997.
Following the acceleration of structural
reforms, the agreement with the IMF, and
the investment-grade rating accorded by
Standard and Poor's rating agency, international perceptions of the risk-adjusted
return on Egyptian assets have improved
considerably. A surge in private portfolio
inflows of about $1.5 billion (from negligible levels the previous year) is expected in
1997. Partly reflecting this foreign demand,
the share price index of the Egyptian stock
market doubled between June 1996 and
February 1997.

The challenges ahead
Although Egypt's financial turnaround
since 1990 has been impressive, the challenges ahead remain formidable. A key one

will be to implement the reforms steadfastly and to intensify them as needed. To
take one example, following the successful
privatization of profitable enterprises, the
restructuring or liquidation of unprofitable
firms, which still account for the bulk of the
public enterprise sector, will need to be
addressed. Tariffs remain high and bureaucratic obstacles continue to hobble trade
and investment. Furthermore, given the
sharp decline in Egypt's openness over the
last decade, improvements in economywide competitiveness will be imperative if
export-oriented growth is to be realized.
Steps will need to be taken to ensure that
the fruits of growth are widely shared. This
will require a major effort in social policy,
in particular in health and education, and in
providing safety nets for the most vulnerable groups. The transitional costs of reform
should be properly managed.
Finally, Egypt will have to manage the
"risks of success" that stem from a surge in
capital inflows. As the experience of other
developing countries has shown, these
flows can pose difficult challenges for
macroeconomic policy and for domestic
financial institutions.
Egypt has embarked on a home-grown
reform program aimed at achieving sustained growth and expanding employment.
The government's commitment to reform,
growing popular support for it, the program's endorsement by the international
financial community and the resulting discipline, as well as the reforms' early successes, presage steady implementation.

This article draws on the author's The Egyptian
Stabilization Experience: An Analytical
Retrospective, IMF Working Paper 97/105
(Washington: International Monetary Fund).

Chart 3

Chart 4

Savings and investment

Investment and foreign direct investment approvals

Sources: Government of Egypt and IMF staff estimates.

Sources: Government of Egypt and IMF staff estimates.

Note: Years correspond to Egypt's fiscal years, which run from July 1 to June 30.

Note: Figures for 1997 were estimated by annualizing Q1 (first quarter).
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Can Public Pension Reform Increase Saving?
G.A. MACKENZIE, PHILIP GERSON, AND ALFREDO CUEVAS

Many economists think that
countries can boost national
saving by privatizing public
pension plans. The evidence
suggests, however, that less
radical reforms may be just
as effective.

I

reform. Some countries have chosen to
leave the basic design of their plans intact
while raising the retirement age and lowering benefit levels. Others have introduced
radical structural changes by replacing
defined-benefit plans with privately
administered defined-contribution plans.
A heated debate has developed over the
relative merits of these two approaches to
reform and, in particular, over their impact
on saving. It is not clear that radical reform
necessarily increases saving more than the
conventional approach. In any case, the
political and social ramifications, as well
as the economic consequences, of either
type of reform must be taken into consideration before an informed choice can be
made between them.

benefits of the first generation of retirees,
does not consider itself less wealthy-—so
the argument goes—because it does not
view payroll contributions to the pension
system as a tax but, rather, as a form of
involuntary saving. These workers therefore continue spending at the same rate as
before; to make up for the bite out of their
paychecks, they either reduce their voluntary saving or borrow.
The upshot is that total consumer
expenditure increases and saving declines
(although, strictly speaking, saving need
not decline if the establishment of a pension system induces workers to begin
planning for an earlier retirement) and the
economy is pushed into a low saving
equilibrium—each generation saves less
than it would have had the PAYG system
never been established.
Proponents of fully funded plans argue
that the establishment of such plans
should not cause the saving rate to drop
because they do not produce any windfall
for the first retirees, who get back in benefits what they pay in contributions plus
accumulated interest at market rates. A
funded plan might not increase saving,
but there would be no reason to suppose
that it would decrease it.
The social-security-wealth argument is
based on extreme assumptions about
economic behavior, however—for example, that current consumption is not
affected by current disposable income provided that expected lifetime income is
not affected by changes in current
income—and also ignores other forces
that influence saving decisions. In addition, the evidence for the social-securitywealth effect is mixed; it is moderately

N MOST COUNTRIES, public pension plans are defined-benefit plans
financed on a pay-as-you-go (PAYG)
basis, through payroll taxes that can
be adjusted periodically to ensure that revenues are sufficient to meet current pension obligations. But since the pioneering
work of Harvard professor Martin
Feldstein more than twenty years ago,
many economists have contended that
when a country sets up a new PAYG plan,
saving and capital accumulation start to
decline, hurting prospects for growth. The
first generation of retirees under a new
system typically contributes much less
than it gets back. These first retirees thus
enjoy, in effect, an increase in wealth,
which encourages them to increase their
consumption spending. In addition, contributors view what they pay into the plan
as a form of involuntary saving, rather
than as a tax, and reduce their voluntary
saving in order to maintain current consumption levels.
The aging of populations has made
public pension plans worldwide extremely
costly and has inspired many efforts at

The first retirees under a new PAYG
system may well get a very good deal,
because the expected present value of
their pensions tends to be much greater
than the value of their contributions. This
happy state of affairs may be due to a
number of reasons—for example, the first
retirees may be eligible to receive a full
pension after only 15-20 years of contributions. Current workers, even those who
contribute over their full working lives,
may also enjoy a windfall if programs are
actuarially unsound and the present value
of expected benefits is greater than the
present value of expected contributions.
This "social security wealth" may lead to
an increase in consumer spending and
thus a decline in saving.
The first generation of workers that
contributes to the plan, whose payroll
taxes effectively pay for the retirement
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strong in the United States, for example,
but not for all industrial countries.
Moreover, data requirements make empirical investigations beyond the industrial
countries hazardous, and a generalization
across countries is not possible.

Approaches to reform
The conventional approach to reforming
public pension plans views the plans
simply as tax-and-transfer systems; from
this standpoint, a pension system can generate more saving by spending less and taxing more. The more radical approach to
reform, which was pioneered by Chile,
involves introducing an altogether different
type of plan—a defined-contribution
plan that is privately administered (although still subject
to considerable governmental
regulation).

Conventional

not achieve drastic changes in the cash
balance of the plan from one year to the
next, but the cumulative effect can be
sizable.
Given the impact of demography on pension finances, conventional reform must be
farsighted and look beyond today's bottom
line. Changes made now should lead to a
permanent improvement in the plan's
finances and forestall the potentially serious impact aging populations would otherwise
have
on
financial
balances
(Mackenzie, Gerson, and Cuevas, 1997).
Indeed, the best course may be to build up
significant reserves by running surpluses
over an extended period and thus to prefund future pension needs. Although such a

reform.

This approach seeks to mitigate, if not eliminate, the less
desirable features of public pension plans without changing
their basic design. Expenditures are reduced by raising
the retirement age and/or lowering the replacement ratio (the
ratio of pension benefits to pensionable income). The replacement ratio can be decreased in a
number of ways—for example,
by slowing the rate at which it
increases with years of contributory service (accrual factors),
increasing minimum contribution periods,
or reducing maximum pension values.
Given how high payroll tax rates are in
most countries, they should not be
increased—indeed, in many countries they
should be lowered; perhaps the income base
to which the tax applies could be broadened at the same time.
For reasons of social justice and political
expediency, it is best to introduce changes
to the pension regime gradually. Changing
the rules of the game suddenly so that
workers on the verge of retirement find
that their pensions are going to be half of
what they expected, might go a long way
toward improving the current finances of a
public pension plan but would clearly violate the social contract. It is more acceptable to make drastic changes to the regime
governing young workers, who will be able
to adjust by modifying their saving behavior over the course of their working lives.
A gradual approach means that average
replacement rates and total expenditures
change slowly, over time. Gradualism may

plan would no longer be strictly PAYG, it
would remain a defined-benefit scheme,
managed and administered by the government, and its basic nature would be
unchanged. Some plans considered to be
PAYG, such as the US plan, are in fact partially funded in this fashion.
Will total saving increase if the finances
of the public pension plan are improved
through conventional reforms? It is generally thought that increases in public sector
saving are offset, although only partially,
by a decline in private sector saving. Hence,
although an increase in the balance of the
public pension plan may not be fully
reflected in the behavior of aggregate saving, it should, under normal circumstances,
lead to an increase in total saving. For the
sake of illustration, it could be assumed
that each percentage point of saving due to
pension plan reform reduces private sector
saving by 0.6-0.7 percentage point, as current and future pensioners strive to offset
the impact of the reforms on their standard
of living (Savastano, 1995).

The defined-contribution revolution. In a radical reform of its pension system in the early 1980s, Chile set up a
defined-contribution system that is basically a compulsory saving plan. All Chilean
workers (except the self-employed) are
required to deposit 10 percent of their
salary (subject to a ceiling), plus an amount
for commissions and disability insurance,
in an account with the pension company of
their choice. The money can be withdrawn
only upon retirement, either in regular
installments or in a lump sum, for the purpose of buying an indexed annuity.
Although the Chilean system is administered by private pension companies, it is
subject to considerable regulation, particularly with respect to the
investments pension companies are allowed to make. All
contributors are assured of a
minimum pension upon
retirement, so that retirees
whose accumulated savings
are insufficient to finance an
adequate pension are protected. This provision entails
a contingent liability for the
government.
The Chilean system has
been highly praised. As a
privatized system, it is said
to be less vulnerable to political manipulation than PAYG
systems because its terms
are harder to change. To the
extent that participants see
their contributions as involuntary savings
that yield an adequate rate of return, the
system may eliminate the labor market distortions associated with a payroll tax. The
payroll tax that finances a PAYG system
can also be seen as a form of saving, if
benefits are closely linked to contributions—that is, the bigger the contribution,
the higher the return—but the implicit rate
of return is often very low.

Radical reform and saving
Without discounting the advantages of a
defined-contribution system, it is important
to take a closer look at the virtue most often
extolled by its proponents—the positive
impact they believe the replacement of an
unfunded PAYG scheme with a funded, typically private system will have on national
saving. As noted, the introduction of a
PAYG system can depress national saving
because it creates social security wealth.
In effect, an unfunded system results in
a transfer of wealth to current workers
and retirees, at the expense of unborn
Finance & Development /December 1997
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generations. Because funded systems
involve no such transfer, no social security
wealth is created and there is no depressing
effect on national saving.
Personal saving should indeed increase
when a funded,
defined-contribution
scheme is introduced, to the extent that
individuals do not reduce their voluntary
saving by the full amount of their mandatory saving in capitalized pension accounts.
A reform that eliminates a defined-benefit
system with restricted coverage and introduces a defined-contribution system with
broader (and growing) coverage
would, in practice, have much the
same impact as the introduction of
a brand-new defined-contribution
system where none previously
existed, and some increase in saving could be expected as the system expands to cover more people.
Many countries now considering
the introduction of funded schemes
already have extensive PAYG systems in place, however. The argument that replacing an existing
PAYG scheme with a new, funded
pension scheme will have a beneficial
impact on national saving cannot be
accepted uncritically. In the simplest example, if the mandatory contribution rate
under the new, privatized system is the
same as the payroll tax rate of the PAYG
system being replaced and retirement benefits are equally generous, pension reform
will have no impact on the disposable
income or wealth of individuals who move
from the old system to the new. The current
generation of pensioners will also be unaffected. The government will run a larger
deficit, but this will be offset exactly by the
surplus of the private pension plans. Under
these circumstances, there is no reason to
expect the national saving rate to increase.
The contribution rate under the new system is a critical element. If it is higher than
the combined payroll tax rate of the old
system, the radical reform could lead to an
increase in national saving, so long as individuals do not compensate for the increase
in their pension saving by reducing their
nonpension saving by an identical amount.
When the contribution rate is increased, the
increase in the public sector deficit arising
from the need to continue paying pensions
to existing pensioners would be more than
offset by the surplus of the private system,
and national saving would increase.
Alternatively, if benefits for new or current
retirees are reduced as part of the reform,
national saving could increase either
because the deficit the public sector runs to

provide pensions to current retirees would
be reduced or because current workers
would need to increase their voluntary saving to achieve the level of post-retirement
income they would have received under the
pre-reform system.
National saving could also increase if a
radical reform led to fiscal retrenchment on
the part of the public sector. As noted earlier, radical pension reform typically results
in an increase in the public sector deficit
because the pensions of current retirees
must continue to be paid, although contri-

plus that needs to be invested may further
the development of local capital markets,
which could also have positive "spin-off"
effects on economic growth and saving
(although these effects would be negligible
in countries with highly developed capital
markets). Finally, if the return to saving is
very high, and if radical reform is accompanied by fiscal retrenchment, so that at least
some of the pension fund's surplus is
invested in the private sector, economic
growth could accelerate—leading to additional increases in national saving.

"The greatest differences
between the two types of reform
may have less to do with their
macroeconomic implications
. . . than with political and
social issues."
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butions from current workers have ceased.
If the number of retirees entitled to pensions under the old PAYG scheme is high,
the increase in the deficit could be so large
that it makes fiscal retrenchment more
palatable to voters than it otherwise would
be. If the resulting increase in public sector
saving is not fully offset by a decrease in
private saving, national saving would
increase.
What is striking about the variables
identified so far is that they are identical to
those that would boost national saving
under a conventional reform based primarily on increasing payroll taxes or reducing
retirement benefits. Moreover, fiscal
retrenchment has nothing to do with pension reform per se. Any fiscal retrenchment, whether or not it follows radical
pension reform, would lead to an increase
in national saving so long as the private
sector does not fully offset the increase in
public saving with a reduction in its own
saving.
That said, there are some factors peculiar to a radical pension reform that could
have a small but beneficial impact on
national saving. First, the replacement of
payroll "taxes" with pension "contributions" may reduce inefficiencies in the labor
market. This could bring about an increase
in the supply of labor, which could lead to
increases in output and employment, and
saving ,and capital accumulation. Second,
the creation of a private pension fund sur-

Problems with radical
reform

While a radical reform of the public pension system may boost
national saving, it is not without
some potentially serious problems.
First, there is the issue of who bears
the risk of poor investment performance. The replacement of a
defined-benefit scheme with a
defined-contribution one essentially
shifts the risk from the public sector—or the taxpayers—to the current generation of workers. In addition,
defined-benefit schemes in many countries
transfer wealth intragenerationally, from
the more affluent to the less affluent, and
thus have a progressive element.
Replacement of these plans with pure
defined-contribution schemes does away
with this redistributive aspect (although it
could be reinstated through an explicit tax
and transfer program and a minimum pension guarantee).
In addition, experience suggests that the
administrative costs of privatized pension
schemes are much higher than those of
existing public schemes. Advocates of privatized systems have pointed to the low
administrative costs of certain stock market
index funds in the United States. In some
countries with privatized schemes, however,
as much as 30 percent of retirement contributions are absorbed by administrative
costs. Although these costs may decline
over time, they are unlikely ever to drop to
the low levels achieved by most public systems. For one thing, the need for extensive
regulation of privatized systems—for example, to ensure that unscrupulous firms
do not take advantage of investors, or that
investments are limited to approved assets
—will continue to add to costs.
Finally, the lack of efficient annuity markets in most, if not all, countries tends to
make the payment of benefits under
defined-contribution plans costly for
retirees. At retirement, most contributors to
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launches a fiscal retrenchment effort in support of the reform.
The greatest differences between the two
types of reform may have less to do with
their macroeconomic implications—such as
their impact on saving, investment, and
output growth—than with political and
social issues, such as who should bear the
risk of poor economic performance, to what
extent the pension system should be used
to redistribute wealth between and within
generations, and even what is the appropriate scope of governmental participation in
economic and financial activity. All pension
programs, whether defined-benefit or
defined-contribution, involve trading curPensions: not just savings
rent income for a claim on future assets.
Although those in favor of replacing Thus, they all require a decision about how
public pension schemes with privatized, current output should be divided between
defined-contribution plans have argued consumption and investment, and how conthat radical reform is needed to stimulate sumption should be divided between curnational saving, the impact of such a course rent workers and retirees. This is an issue
of action is likely to be small unless contri- about which politicians will likely have as
butions are increased or benefits lowered— much to say as economists—if not more.
the same measures used in conventiona Other issues also merit consideration—the
pension reform—or unless the government most enthusiastic advocates of pension
a defined-contribution plan will want to
convert the lump sum they have accumulated into a monthly annuity payment.
However, even in countries with highly
developed capital markets, these annuities
are usually available only at a very high
cost. In other words, at a reasonable interest rate, the expected value of the annuity
payments is substantially lower than the
lump sum being traded for them. Thus,
retirees may find that the actual return on
their contributions is much lower than they
had expected. This problem might conceivably be mitigated by government intervention in the market for annuities.

plan privatization, for example, argue that
its impact on labor markets and employment is so beneficial that it practically pays
for itself. It is important to remember that
pensions are not only, or even primarily,
about national saving. Indeed, the primary
purpose of pensions is to ensure an adequate standard of post-retirement living for
individuals, consistent with the resources
available to society. A reform that jeopardizes this objective cannot be considered
worthwhile, whatever its impact on
national saving. iF&Dl
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Richard Layard and John Parker

iven this book's title, one
The Coming Russian
might have expected a manBoom
ual of "dos and don'ts" for
A Guide to New Markets
business people and investors
and Politics
wishing to avail themselves of
The Free Press, New York,
the opportunities being pre1996, xvii + 380 pp.,
$27.50/Can$37 (cloth).
sented by a coming "boom" in
Russia. In fact, while the
authors do convey the kind of
optimism typically found in how-to guides, their book is
actually a highly readable and penetrating analysis of a
wide range of issues bearing on the economic prospects of
Russia. At the outset, they note that "pessimism has dominated Western comment on Russia and much of the comment in Russia itself. Yet generally the gloomy forecasts
have proved false. Instead there has been progress on most
fronts not in a tidy way, but usually by a process of two steps
forward, one step back. The one step back is reported more than
the two steps forward, consolidating the mood of gloom."
This volume generally succeeds in its purpose of being an
antidote to this gloom. Perhaps its major contribution is to show
that despite all the concerns that Russia's history of autocracy,
serfdom, isolation, communism, and ambivalence about
"Western" civilization would keep a market economy from taking root there, the actual experience of the past six years demonstrates that a large segment of the Russian population has
adapted relatively quickly to the opportunities created by the
economic reforms officially launched at the beginning of 1992.
Therefore, the authors conclude, there is good reason to be
optimistic.
The methodology employed by the authors is interesting.
Sequentially, they raise 12 "basic questions," ranging from "Is
Russia different?" to "Was there too much shock therapy?" to
"Will Russia rebuild the empire?" As these questions suggest, the
authors view their subject as having important economic, political, cultural, and geographic elements; and in each case, they
draw on an impressive command of history, cross-country comparisons, and Russian literature, almost always concluding on an
optimistic note. In this light, it is curious that their concluding
section in which they present several political-economic scenarios
that were evidently written in early 1996, prior to the reelection of
President Yeltsin, may be too pessimistic. As the most likely scenario, they suggest "more of the same," which would be continued government from the center in the context of a broad-based
coalition that muddles through. Economic performance would be
characterized by annual inflation in the range of 30 to 150 percent and annual growth of 5 percent. This is a rather curious conclusion, since the evidence of the transition economies so far
suggests that growth at this rate is not sustainable at the level of
inflation Layard and Parker have assumed and, in any event,
Russia has already done better—at least in terms of inflation,
which is now running at an annual rate of around 15 percent.
50

The authors devote
considerable space to discussing the future role of
Russia's regions. Focusing
on the very different reform
experiences of Nizhny
Novgorod and Ulyanovsk,
they stress the importance of
the proclivities and determination of local leaders (as
opposed to, for example, the
initial degree of reliance on traditional Soviet-style industry) in
determining the pace of local
reform. In discussing the adoption of the Russian stabilization
program in late 1991 and early
1992, Layard and Parker could
have placed greater emphasis on
the difficulties that incautious policy announcements and lack of
policy coordination among the Russian authorities caused. They
suggest that, partly because of the problem created by the ruble
area (which lacked the fully functioning institutions of a monetary union), the reform team simply accepted that monetary stabilization, which had occurred virtually overnight in Poland in
1990, would not take place in Russia before mid-1992. What is
not said is that in December 1991 the government had already
made the mistake of predicting a several-fold increase in prices
when they were liberalized on January 2,1992 and that there was
virtually no coordination between Russia's government and central bank from the very outset and, consequently, no articulated
and integrated financial program. Had the extremely fastmoving events permitted Russia's financial program to be more
carefully designed and implemented from the start, much of the
250 percent rise in consumer prices in January 1992 alone, and
the 2,500 percent inflation during 1992 as a whole, could have
been avoided.
Layard and Parker frankly discuss the pervasive role of the
Russian mafia (encouraged by a weak state and the sudden large
increase in the number of property owners who lacked trust in
one another and needed protection) and the need to reduce its
influence by strengthening property rights, reducing regulation
so as to provide fewer opportunities for corruption, and toughening law enforcement. On the issue of monopoly, the discussion is
less satisfactory, since the authors tend to view it mainly as an
issue of the relative size of enterprises; not enough attention is
devoted to the power of local and regional monopolies in a vast
country where communications and transport systems are still
relatively underdeveloped. These are but a few of the issues with
which the authors grapple and that—despite the weight of their
unstinting optimism—make for a very provocative book.
Thomas A. Wolf
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Gavin Maasdorp (editor)

Can South and
Southern Africa
Become Globally
Competitive
Economies?
St. Martin's Press, New
York, 1996, xviii +
285 pp., $75 (cloth).

W

odd trade and output, and especially the shares of developing countries in
both of these, have grown very rapidly
over the last two decades. The only exception has been sub-Saharan Africa. This
book includes 23 papers, presented at a
conference held in Durban in 1994, that
address the causes of sub-Saharan Africa's
poor economic performance and what can
be done to improve it.
In the lead article, William Easterly presents cross-country evidence on the determinants of differential rates of growth and
shows that Africa has been marginalized
in the world economy. He concludes that
bad policies explain most of the lower
growth rates in Africa but argues that
"neighborhood effects" also matter.
Southeast Asian countries have done better
than can be explained by good policies
alone, and their having neighbors that
have also adopted good policies has
created positive externalities for them. In
Africa, by contrast, Easterly finds negative
neighborhood effects: bad collective policies have compounded the effects of bad
individual country policies.
The rest of the volume complements
these conclusions by addressing four subjects. The first of these focuses on the
implications of regional integration in

Africa; two of the four papers in this section examine the impact of economic integration with one large dominant country
(South Africa). The following section discusses the marginalization of subgroups
within Southern African countries, especially those disadvantaged by apartheid in
South Africa and Namibia, and the problems of ethnic violence as experienced in
Kwazulu-Natal in South Africa.
Subsequently policies that might reverse
the economic decline of sub-Saharan Africa
are examined, together with the lessons
countries in that region can learn from
countries in the Far East and elsewhere.
The topics are comprehensive and range
from exchange rate and capital account
management to industrial and technology
policies. Finally, five papers discuss some
of the specific characteristics of Southern
Africa, principally those of South Africa.
Topics include labor markets in South
Africa and Zimbabwe, the extent of trade
reforms in South Africa, and issues of
health and productivity.
Most of the papers are good, and some
are outstanding. But the collection does not
take a strong position on whether Southern
Africa can be successfully integrated into
the global economy. It does a reasonable
job of defining the issues that need to be
addressed and identifies the types of policies the region needs to adopt to become
competitive. Although it is a good handbook on key policy issues, the policy discussions are unfortunately not linked
directly to the specific issues that face most
of the countries in the region.
In some respects, this book may have
been written a little too early. In 1994, the
impacts of the profound political and economic changes that have been taking place
in Southern Africa were not yet fully

apparent, and more questions were being
raised then than now about the commitment of most of the region's governments
to making these changes.
In 1997, the situation in Southern Africa
supports a significantly more optimistic
view. Almost all the region's countries now
have democratic governments. South
Africa is back in the international fold.
Mozambique is at peace, and the competitiveness of exports from the region's landlocked countries is increasing. Trade and
foreign exchange regimes have been liberalized, and significant privatization programs have been undertaken. Foreign
investments are increasing but so far have
been restricted mainly to mining and
tourism. Most important, the liberalization
of agricultural marketing arrangements,
whether they cover burley tobacco in
Malawi or cashews in Mozambique, are
leading to rapid supply responses. And for
the first time, resources are being transferred to smallholders, thereby transforming rural economies.
Although the outlook for the region is
brighter than when the Durban conference
was held, the book still has considerable
relevance and makes an important contribution to policy discussions of Southern
Africa. The issues and winning policy
solutions are still the same, and the lessons
of experience are still relevant. So are some
of the problems discussed in the book, such
as lack of trained manpower and distorted
labor policies in South Africa; the problems
of integration of one large, more developed,
and higher-wage economy with smaller,
lower-wage ones; and the backlog of social
and economic problems facing the subregion owing to a long history of stagnation and distortions.
Ataman Aksoy
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India's Economic Reforms, 1991-2001
Clarendon Press, Oxford, United Kingdom, 1996,
xiii + 282 pp., $45 (cloth).

V

Vijay Joshi and Ian Little have come out with a sequel to th
highly acclaimed book, India: Macroeconomics and Political Econ
omy, 1964-1991. In this new book, they have evaluated India's
economic reforms initiated in 1991. The main underlying thesis
they articulated in their first book was that India's poor economic
performance over the four decades before 1991 was due mainly to
pervasive microeconomic distortions that led, despite India's pursuit of fairly good macroeconomic policies, to an inefficient allocation of resources, which brought about severe fiscal imbalances.
In India's Economic Reforms, 1991-2001, the authors, after
reviewing India's reforms during the last five years, conclude that
the economy-wide distortions still prevail, though they have been
considerably attenuated. They argue that, consequently, India will
continue to run fiscal deficits, which will negate the effects of other
good policies. Thus, India's reforms—although they represent a
departure from the sterile policies of the past—are not good
enough to ensure sustained growth.
Joshi and Little have explicitly stated their underlying model
for India and other countries like it. Although this model is predominantly a neoclassical one, it differs from the standard model
in some important respects. Recognizing that the old highly protectionist, highly controlled, and restrictive Indian development
model failed to enable the country to achieve its primary objective
of rapid growth in real income, the authors envisage a predominantly market economy in which the state regulates markets in
instances where laissez faire may produce disorder or buyers are
unable to judge the quality of goods and services being offered, in
addition to providing the basic infrastructure such as a functional
legal system and a stable currency.
In a situation of market failure in which the private sector will
not, or cannot, profitably provide goods to the poor, their provision by the state is justifiable. Joshi and Little take a somewhat
ambivalent position on the provision of education, individual
health care, and a safety net for the disadvantaged. They firmly
believe that except for basic services, the provision of goods and
services should be the exclusive concern of the private sector but
that education is a special case. In view of technological change,
they see no unqualified justification for state ownership of natural
monopolies. Although they advocate an open economy, the
authors caution that unrestricted foreign direct investment should
not be allowed until India's trade regime is completely liberalized
and that portfolio capital flows need to be regulated until the
domestic banking system and the monetary system are completely reformed and restructured.
The authors' greatest disappointment is that India's fiscal policy
has thus far been unable to remove some serious microeconomic
distortions, which should have been a major plank of its reform
program. Subsidies are still rampant; government expenditure is
uncontrolled; public sector enterprises continue to be a drain on
public resources; and user charges for electricity and irrigation are
not collected. As a result, the fiscal deficit has hardly declined from
the unsustainable level it reached before the reforms. The basic
cause of India's chronic deficits seems to lie in its brand of political
economy, which prefers doctrine to reason, and ideology to ideals.
Until its political dynamic changes radically, the best India can
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hope for is that its economy will muddle through.
Though neoclassical in their stance, Joshi and Little have not
lost sight of the human and humane side of Indian development.
For them, stabilization is a necessary evil. They have shown, making an ingenious use of statistics, that although rural poverty
increased during the 1991-92 stabilization period, structural
reforms partially offset this adverse impact. When the structural
reforms subsequently faltered, with both subsidies and procurement prices rising, both inflation and rural poverty increased.
India's Economic Reforms, 1991-2001 is a model of sound economic reasoning lucidly presented. It contains neither ex cathedra
judgments nor sweeping generalizations. The authors stress the
interactive relationship between economic growth and social
development, and their assertions are supported by credible
empirical evidence.
Deena Khatkhate
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Ans Kolk

Forests in International Politics
International Organisations, NGOs and the Brazilian
Amazon
International Books, Utrecht, Netherlands, 1996,
336 pp., $29.50 (paper).

A

S an environmental specialist in
the World Bank who works on forest resources, one of the comments I often hear
from operational managers in the institution is that although forest projects
account for only a small fraction of Bank
lending, they account for as much as 90
percent of the conflict associated with
Bank operations. As a result, many Bank
staff are wary of involvement with forest
and biodiversity projects. Nevertheless, the
management, conservation, and sustainable development of forest ecosystems
remain high on the international policy
agenda, and forests are an issue that few
development institutions can afford to
ignore.
Ans Kolk presents a timely and comprehensive analysis of the emergence of forests
and forestry as a significant international
policy issue. He provides a well-structured
overview of the significance of forests to
the international policy dialogue with an
introduction on the political economy of
international environmental policies, a discussion of the international context of
deforestation in the Brazilian Amazon, and
an outline of Brazilian responses to international interest in the Amazon. Kolk also
provides a useful assessment of the environmental relevance of the World Bank.
The book concludes with an evaluation of
the dynamics of nongovernmental organization (NGO) mobilization on the rainforests and the relationship between NGOs
and the World Bank Group on this and
other key environmental issues.
A number of important lessons emerge
from Kolk's analyses. The first concerns
the complexity of the issues that surround
forests and the environment. Superficially,
forests have only relatively minor economic importance, accounting for a rather
small percentage of both national and
global GNP. The controversy over forests,
however, can be explained by their global
ecological importance (forests are a significant store of carbon and account for as
much as 80 percent of the world's terres-

trial biodiversity) and the broad range of
stakeholders concerned with their conservation, exploitation, and management.
Forests have been especially important for
indigenous people, international organizations, NGOs, and nation-states because
their utilization and management raise
many issues, including resource access
rights, North-South relations, the nature of
development, national sovereignty, and the
transfer of resources and technology.
Kolk traces how forests and the environment became a focus for bringing demands
for restructuring international economic
relations into the United Nations Conference on the Environment and Development
(UNCED) negotiations. The South Center
formulated a bargaining strategy for
UNCED in which Southern environmental
concessions would be made in exchange
for Northern commitment on the transfer
of technology and resources, increased
access to Northern markets, debt reduction, and tighter regulation of multinational
corporations in areas such as safety and
the environment. However, while the South
largely succeeded in closing ranks during
UNCED and avoided unwanted environmental regulatory agreements on forests
and other areas, no major concessions were
obtained from the North. Indeed, Kolk suggests that the fact that deforestation is
occurring mainly in the South facilitated
Northern NGO action, because Northern
governments could show their willingness
to deal with environmental issues without
having to bear many negative economic
consequences. Kolk also shows how perceptions of this process have enabled
nationalist and other interests in the South
to heighten fears that the North was using
the environment as a pretext to prevent the
South from developing and to infringe on
national sovereignty.
Kolk examines the Pilot Program for the
Brazilian Amazon to demonstrate the conflicts and contradictions inherent in both
national and international environmental
politics. He demonstrates how difficult it is

to translate good intentions concerning the
conservation of forests into substantive
outcomes in the field and how, as a result,
significant delays in forest project implementation may normally be expected. Kolk
outlines why the World Bank and other
multilateral development banks have provided strategic targets for environmental
action and traces the substantial changes
in World Bank policies that have resulted
in significant part from the increased NGO
focus on forests and other environmental
issues.
Kolk demonstrates a strong appreciation
of the importance of country ownership for
successful project performance in all areas,
including the environment. A clear message conveyed by Forests in International
Politics is that substantial progress will
occur only when a strong consensus for
action is developed at all levels, moving
from the local to the national, and then to
the international, level. Conservationists
and development practitioners working
with forests and forestry will have to make
much greater efforts to develop strategic
coalitions to support sustainable and conservation-oriented management of forest
ecosystems. Reading Ans Kolk's book will
help readers begin to develop an understanding of the complexity of the issues
involved.
David Cassells

We welcome
your comments
Please e-mail them to jlavin@imf.org
or send them to the Editor-in-Chief,
Finance & Development. Include your
name and, when relevant, title and professional affiliation. Letters for publication should be no longer than 250
words. All letters may be edited for
style, clarity, and length.
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READERS' COMMENTS
The state and development
Although the issues raised in Wendy Ayres
and Alex McCalla's response to Lena
Hasle's letter (June 1997) in connection with
"Rural Development, Agriculture and
Security" (December 1996) were pertinent
to the development debate, two areas
concern me.
First, Ayres and McCalla state that "in
Uganda and Kenya the [World] Bank is
supporting the development of improved
techniques for growing vegetables near
houses; simple, lightweight tools for weeding and harvesting; and improved villagelevel food processing techniques." Is this
support free? If it is, then the World Bank's
gesture isphenomenal.It can be regarded
as a Marshall Plan for the recipient countries. However, this plan would fall far
below that which the United States extended to Europe for reconstruction purposes after the devastation of the world
wars. Why is it that the developed world
and the World Bank are so reluctant to
devise a similar plan for the third world
instead of committing funds whose impact
remains negligible?
Second, if this support is not free, how
does the World Bank expect to be repaid?
The type of activities the women engage in
cannot enable them to repay the loans.
And, if the women cannot repay, will the
onus not fall on their governments?
Obviously, all governments that have borrowed from the World Bank are permanently in debt. Why is this the case? Is this
lending merely a finance issue? This latter
question is the most crucial to the development debate.
Both parties fail to tackle the central role
of the state in development. As long as
international organizations deny the centrality of the state—which they do on the
grounds that the states are the very cause
of third world problems—their efforts will
continue to be dismal. Indeed, activities
such as agriculture and food security, rural
electrification, land redistribution, and economic growth, are state led. Private sector
initiative and NGOs merely supplement the
efforts of the state.
The character and centrality of the state,
especially the state's responsiveness to the
needs of society, are crucial in the development process. Developed countries were
54

able to develop only because their states
had the capacity to marshall sufficient resources to inject into their economies. The
focus should be on making third world
states "strong." To think that supporting
women will automatically deliver development is not only wishful thinking but dishonest.
Yasin A.A. Olum
University of Newcastle upon Tyne
United Kingdom

India's saving performance
With respect to Martin Mühleisen's
thought-provoking article, "Improving
India's Saving Performance" (June 1997), it
might be argued that the trade-off between
physical and financial saving depends on
the financial deepening of the economy and
that financial reforms accelerate financial
deepening. The changing structure of the
financial sector should therefore be factored into attempts to estimate physical
saving and establish time trends for
domestic saving.
Although household saving responds to
a host of factors—including growth, distribution of income, and demography—
maintaining interest rates at an appropriate level is critical. Recent evidence on real
interest rates and inflationary expectations
suggests that policymakers should monitor
the former, which can play a role in stimulating growth. It is encouraging that India
is proactive in this area, using moral suasion for downward adjustment of nominal
interest rates so that the cost-push effect of
real interest rates is moderated while savings are indexed. The realization of higher
growth and stability is subject to India's
resource and physical structural constraints, but, as competition increases, productivity is gradually growing, as reflected
in the recent decline in the capital-to-output
ratio. Let the real dynamics be deep-rooted.
Dr. Tapas Kumar Chakrabarty
Bank of Mauritius

Culture and development
In his review of my book, The PanAmerican Dream (September 1997),
William Easterly says that I have "done the
world a service by promoting culture and

economics as a field for inquiry." The PanAmerican Dream also stresses the links
between culture and political and social
development, but Mr. Easterly ignores
these and the other main themes of the
book (such as the prospects for a genuine
Western Hemisphere community). He even
ignores a section on the implications of the
book's arguments for the World Bank and
other donors.
Mr. Easterly exaggerates in his statement that, "In [Harrison's] view, culture is
to blame for just about everything except
El Nino....when Harrison briefly considers policies and institutions as determinants of growth, he dismisses them as
consequences of culture." In fact, the book
repeatedly returns to the complex causeand-effect relationships between culture,
policies, institutions, and natural resources,
and stresses that good economic policies
promote progressive cultural change.
In commenting on the role of the
Basques in Chile's progress, Mr. Easterly
asserts that my earlier book, Who Prospers? [reviewed by William Easterly in the
March 1994 issue] stated that "the Basques
were the secret behind Costa Rica's stability." In fact, Who Prospers? observes that
the oft-heard explanation that a large
Basque population accounts for Costa
Rica's atypical development is "unsubstantiated by data."
For the benefit of Mr. Easterly and others
who may think the Chilean miracle is the
consequence only of recent good economic
policies, I quote Friedrich Hassaurek, an
American diplomat, who wrote in 1892:
"Chile is the most prosperous and respectable of the South American republics
She has had less revolutionary problems
than her neighbors
The Chileans are
more enterprising than their neighbors.
Chilean commerce is flourishing."
Whatever Mr. Easterly may think about
the role of culture in Latin America's
development—he describes himself as
no convencido—a growing number of
prominent Latin Americans are convinced
that culture does matter and that modernizing traditional values is indispensable
to Latin America's progress. Ellos si son
convencidos.
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CHINA 2020
This new seven-volume series from the World Bank focuses on
China, the world's fastest growing economy. The reports examine its recent history, where it is today, and the path it should fol-

low during the first two decades of the 21st century. Whether
you're an investor, researcher, policymaker, or development

specialist China 2020 is not just of interest--its required.

China 2020: Development Challenges in the New Century, an introductory volume, provides the setting with an overview of the country's strengths and weaknesses as well as its obstacles and options.
176 pages. Stock no. 14042 (ISBN 0-8213-4042-5). $30.00.

Six other volumes examine these challenges in detail:

Six other volumes examine these challenges in detail:

Clear Water, Blue Skies: China's Environment in the New Century explores the
relationship between economic growth and the environment. Particular attention
is given to urban areas and the impact of pollution on health conditions.
122 pages. Stock no. 14044 (ISBN 0-8213-4044-1). $20.00.
At China's Table: Food Security Options focuses on how China will avoid
national chronic food insecurity. The report evaluates solutions such as food storage and models and projects food supply and demand for 2020.
56 pages. Stock no. 14046 (ISBN 0-8213-4046-8). $20.00.
Financing Health Care: Issues and Options for China assesses the state of
health care in China and addresses the problems facing the sector in terms of
financial access to health care, efficiency, and total cost.
92 pages. Stock no. 14048 (ISBN 0-8213-4048-4). $20.00.
Sharing Rising Incomes: Disparities in China analyzes the growing gap
between the haves and the have-nots. Topics include disparities in pay across
educational, occupational, and gender groupings, and the impact of land distribution on incomes and welfare.
100 pages. Stock no. 14075 (ISBN 0-8213-4075-1). $20.00.
Old Age Security: Pension Reform in China highlights two severe difficulties
with China's current pension system: the urgent and immediate problem of the
pension burden placed on state-owned enterprises, and the longer-term predicament arising from a rapidly aging population.
100 pages. Stock no. 14077 (ISBN 0-8213-4077-8). $20.00.
China Engaged: Integration with the Global Economy recognizes China's
growing importance as a key player in the global economy. By 2020, China is
expected to become the world's second-largest trading nation, after the United
States. Includes a look at China's accession to the World Trade Organization.
48 pages. Stock no. 14079 (ISBN 0-8213-4079-4). $20.00.

The World Bank
SPECIAL OFFER! Customers may also
purchase the entire set of seven volumes
for $120.00, a savings of $30.00.
Stock no. 14081 (ISBN 0-8213-4081-6).

For US customers, contact The World Bank, P.O. Box
7247-8619, Philadelphia, PA 19170-8619. Phone: (703) 6611580, Fax: (703) 661-1501. Shipping and handling:
US$5.00. Airmail delivery outside the US is US$13.00 for
one item plus US$6.00 for each additional item. Payment
by US$ check drawn on a US bank payable to the World
Bank or by VISA, MasterCard, or American Express.
Customers outside the US, please contact your World
Bank distributor.

Visit our Website: http://www.worldbank.org
©International Monetary Fund. Not for Redistribution
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Three new books from the IMF
Fiscal Federalism in Theory and Practice

Edited by Teresa Ter-Minassian

Over the past few decades, countries around the world have given state and local
governments a greater role in deciding how public funds are spent and more
responsibility for collecting revenues. Will fiscal decentralization lead to a more
equitable distribution of public funds and better macroeconomic management?
This collection of papers by IMF staff provides both a theoretical overview of fiscal
federalism and an examination of fiscal federalism as it is practiced today in a
number of industrial, developing, and transition countries.
US$35.00. Available in English. (paper) ISBN 1-55775-663-5. 700 pp. 1997
Stock #FFTPEA

Trade Policy Issues

Edited by Chorng-Huey Wong and Naheed Kirmani
This book examines a wide range of current trade policy issues that were the subject
of a seminar organized by the IMF. Topics include the design and implementation of
trade reform, trade liberalization in industrial and transition economies, regional
trading arrangements, the impact of the Uruguay Round, the role of the World Trade
Organization, and post-Uruguay Round issues.
US$22.00. Available in English. (paper) ISBN 1-55775-621-X. x + 197 pp. 1997
Stock #TPI-EA

Systematic Bank Restructuring an
Macroeconomic Policy

Edited by William E. Alexander, Jeffrey M. Davis, Liam P. Ebrill, and
Carl-Johan Lindgren
A follow-up to Bank Soundness and Macroeconomic Policy, this volume discusses the
experiences of a number of countries with bank restructuring and establishes broad
principles and guidelines for policymakers in the restructuring of banking systems.
US$23.50. Available in English. (paper) ISBN 1-55775-665-1. x + 181 pp. 1997
Stock #SBRMEA
Also available, Bank Soundness and Macroeconomic Policy, US$23.50
ISBN 1-55775-599-X. xi + 215 pp., 1996
Stock #BSMPEA
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