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The urban tipping point

W

ithin the next year, for the first time in history, more than 50 percent of the world’s population will be living in urban rather than rural
areas, according to recent UN projections. Some
75 percent of the city dwellers will live in developing countries—a
figure that is expected to rise to 80 percent by 2030.
What are the economic implications of this urban revolution?
In the September F&D cover story, Harvard’s David Bloom and
Tarun Khanna tell us that economists generally agree that urbanization, if handled well, holds great promise for higher growth
and a better quality of life. But the flip side is also true: if handled
poorly, urbanization could not only impede development but also
give rise to slums and other social problems, such as crime and
violent conflict. In 2007, the UN reports, the world hit another
record: more than one billion people are living in slums—that’s
one out of every three urban dwellers worldwide, and more than
double that in sub-Saharan Africa.
Is poverty becoming an urban phenomenon in the developing world? The World Bank’s Martin Ravallion reports that
75 percent of the developing world’s poor still live in rural areas,
although there are some marked regional variations. But the share
of the poor living in urban areas is rising, and more rapidly than
for the population as a whole. Moreover, he says, “by facilitating
overall economic growth, population urbanization has helped
reduce overall poverty—however, the process of urbanization has
affected rural poverty more than urban poverty.”
As part of this urban revolution, we’re witnessing the development of more megacities (more than 10 million people)—
although, despite their size, they’re home to only about 5 percent
of the world’s population. Of the top 20 megacities, the greatest
number are in Asia, with Latin America a distant second. And we
learn from the IMF’s Ehtisham Ahmad that, perhaps not surprisingly, megacities have megaproblems when it comes to governance, funding, and the provision of services.
*****
Given that so much responsibility rests with policymakers to handle urbanization well, we turned to experts from Asia
and Africa, the regions with the fastest-growing urban populations, for their insights. They all agree that, so far, the appropriate devolution of power among different constituencies doesn’t
seem to be happening. Matthew Maury of Habitat for Humanity
International points to Africa’s inability to provide adequate space,
shelter, and services for its rapidly migrating low-income population. The National University of Singapore’s Kishore Mahbubani
suggests that few Asian cities realize that becoming global centers
entails developing the right balance of strengths in “hardware”
(physical infrastructure) and “software” (the cultural excitement that lures great talent). And India’s Ramesh Ramanathan
and Swati Ramanathan, of the Janaagraha Centre for Citizenship
and Democracy, call for greater grassroots participation in urban
problem solving to achieve sustainable change.
Laura Wallace
Editor-in-Chief
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LETTERS

TO THE EDITOR
The dark side of aid
We all know that aid to sub-Saharan
Africa has not always been put to
good use. But I also agree with Mark
Sundberg and Alan Gelb (“Making Aid
Work,” December 2006) that much of
the money was never intended to be
spent on development in the first place.
Too often, aid money is diverted
for personal use. But some of it also
ends up funding subversive activities—including unjust
wars—in sub-Saharan Africa. Where else would these countries get the money to pursue expensive wars?
A donor nation that gives aid to an illegitimate government or rebel group intends to serve its own geopolitical
objectives—for instance, destabilizing the recipient country or
installing a puppet government. At the end of the day, however,
donors still tally up the gains and losses of their aid in terms of
development despite their original hidden intentions, and then
turn around and blame the country for not having put the aid
to good use. The time has come to set the record straight. The
failure of aid development should no longer be spoken of in
general terms but should be broken down country by country.
Donors are themselves partly to blame for failed aid money.
Let us from now on call a spade a spade so that aid can finally
be allowed to yield the desired results.

Ikechukwu-Maria N.H. Okoye
Marketing Consultant, Lagos, Nigeria

The authors respond:
Mr. Okoye makes an important point, with which we fully
agree: donors must bear part of the blame for aid failures and
the diversion of a significant share of aid for nondevelopmental purposes. He suggests that donors shouldn’t continue
to give aid to corrupt regimes. This point of view is gaining increasing currency with donors. Indeed, for multilateral agencies, good governance is the single most important
criterion for aid allocation, and it’s increasingly important
for bilateral aid. But governance is a complex issue. Some
countries with weak governance have had strong growth
and improved social indicators (consider Bangladesh and
Cambodia), and many poorly managed countries (including
fragile states) still have major social and humanitarian needs.
Aid needs to be better allocated but also directed through
forms that reach people who really need it.

Stop misusing PPP calculations
Tim Callen’s article on PPP calculations (“PPP Versus the Market: Which
Weight Matters?” March 2007) does
an excellent job of framing the main
issues concerning the use of PPP
exchange rates.
However, when it comes to using
PPPs to arrive at an overall measure
of the relative size of rich and poor
economies, he greatly understates the

problematic nature of the exercise, a view that is reflected in
many other IMF publications.
PPPs are indeed essential for comparing living standards
across countries, especially when exchange rates are misaligned. It is also true that they help us avoid distortions
caused by transitory deviations of market exchange rates
from medium-term equilibrium values.
But PPPs systematically exaggerate the productivity and
output of poor countries. This is because the PPP exercise
in effect revalues the output of all countries at prices that
are close to those in rich countries. Therefore (as is indeed
acknowledged by Callen), the largest adjustments are to the
prices of nontraded goods and services cheaply and plentifully produced by low-skilled labor in poor countries. But
assigning these rich-country prices to such products implicitly and very misleadingly attributes rich-country productivity to the labor employed, thereby greatly overstating the
productive potential of poor countries.
In short, PPPs exaggerate the “size” of poor economies. Their
use in this role, widespread at present, should be discouraged.

Patrick Honohan
Professor, Trinity College Dublin, Ireland

Make antiretroviral drugs available to all
F&D’s “In Brief ” section (September
2005) highlights the desperate need
for new AIDS funding in Africa,
which carries 60 percent of the
global AIDS burden. Granted, social
diseases—such as sexually transmitted infections—are difficult to
eradicate. But the threat they pose
to public health can be reduced.
Take the case of Uganda, which has
received aid on a large scale in recent
years. Yet it still has a relatively high fertility rate of 6.9 percent,
annual population growth of 3.4 percent, and a steady
6–7 percent HIV prevalence rate.
The problem is that no amount of aid can achieve results if
policies are not based on evidence. The key to controlling the
spread of HIV/AIDS would be to put a stop to new infections.
We now have ample evidence that short-term therapy using
combination antiretroviral drugs prevents transmission of the
HIV virus from mother to infant. We also know that heterosexual HIV transmission risk is reduced by 98 percent if the
concentration of HIV in blood circulation (the so-called viral
load) is held below 1,500–1,700 RNA copies/ml—something
that can be achieved with antiretroviral drugs.
It would seem logical to advocate the use of such drugs
as an additional tool in the fight against new HIV infections. Policies need to change to permit antiretroviral drug
treatment to jump from the current 15 percent coverage in
Uganda to cover everybody who has been diagnosed with
HIV/AIDS.

Dr. Biryahwaho Benon
Head, HRL/QA
Uganda Virus Research Institute
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Tropical crops feel the heat
Climate change is likely to undermine food productemperatures could boost some potential crop yields in
tion in the developing world, while industrial counmore temperate latitudes.
tries could gain in production potential, according to
He added that climate change was already affecting
Jacques Diouf, Director-General of the UN Food and
forests and forest-dependent people, who were facing
Agriculture Organization. Speaking at a recent confermore numerous wildfires and outbreaks of forest pests
ence in Chennai, India, he stressed that rainand diseases. A variety of ecofed agriculture in marginal areas in semiarid
systems, including grasslands,
and subhumid regions was most at risk—in
forests, and marine systems,
fact, India could lose 125 million tons of
would need to adapt to cliits rain-fed cereal production, equivalent to
mate change. And science
18 percent of its total product.
and technology would need
Diouf said that even small global temperato spearhead agricultural proture increases were likely to erode crop yield
duction in the next 30 years
potential in seasonally dry tropical latitudes, Wheat harvest near Amritsar, India, where, FAO more rapidly than the Green
increasing the risk of hunger. By contrast, a says, climate change could affect some cereal Revolution had done during
rise of up to 3 degrees Celsius in global average production.
the past three decades.

Knowledge aid
The world’s 50 poorest nations must harness science, technology, and innovation to be able to achieve the kind of
economic growth needed to reduce poverty, says a new UN
Conference on Trade and Development (UNCTAD) report.
The Least Developed Countries Report, 2007 says such countries must “innovate their way out of poverty.” The current
pattern, it notes, appears to be economic liberalization without learning and global integration without innovation.

Map shows the way
North and central Asian countries plan to draft a regional road
map for achieving the eight Millennium Development Goals
(MDGs), which include reducing poverty and raising living
standards, by 2015. Officials meeting this summer in Bishkek,
Kyrgyz Republic, at a UN-sponsored forum heard that central
Asia was falling behind benchmarks for meeting the MDGs.
Despite progress in reducing poverty and promoting education for girls, central Asia is failing to keep up in curbing the
spread of HIV/AIDS and tuberculosis and providing access to
drinking water and improved rural sanitation.

e-Mongolia: click here
Information technology has become a powerful tool
for integrating landlocked Mongolia with the global
economy, according to a recent UN-sponsored Internet
governance seminar in Ulaanbaatar. Saikhanbileg
Chimed, chairman of Mongolia’s Information and
Communication Technology Authority, said the
“e-Mongolia” strategy was set to capitalize on the service
sector’s growing share in the economy and on the population’s high literacy rate. Mongolia’s mobile telephone
market has been growing at more than 100 percent
annually since it embarked a few years ago on telecommunications reform.

Events in 2007
September 27–28, Chicago, USA
10th Annual International Banking Conference:
Globalization and Systemic Risk
October 20–22, Washington, D.C.
Annual Meetings of the IMF and the World Bank
November 11–15, Rome, Italy
20th World Energy Congress and Exhibition
November 19–23, Geneva, Switzerland
UNCTAD’s Interregional Debt Management
Conference
December 4–20, Paris, France
International Conference of NGOs, UNESCO

Computer center in Kharkhorin, Mongolia, where “e-Mongolia”
strategy aims to capitalize on a growing service sector.

Ask the Fund
The IMF has created a new mailbox on its website dedicated
to debt-related issues in low-income countries, including
debt sustainability and concessionality. The intent is to provide a platform to respond to policy and country-specific
questions. Creditors have urged the IMF to set up a “onestop contact” where they can get answers to questions on
such debt-related issues. Now creditors can ask the IMF
questions directly through the following web pages—for
debt sustainability: www.imf.org/dsa; for concessionality:
www.imf.org/concessionality.
Finance & Development September 2007   

©International Monetary Fund. Not for Redistribution

BRIEF

IN

Topping
the Charts
Prakash Loungani profiles
Harvard macroeconomist Robert Barro

M

ost scholarly articles fall
without making a sound in
the academic forest. Not ones
by Robert Barro. A recent list
of the 146 most influential articles in economics since 1970 has Barro sitting atop
the charts with six hits—an honor he shares
with only two others (Eugene Fama and Joseph Stiglitz). It would have been difficult to
predict this outcome from the title of Barro’s
first publication in 1970: “The Crystal Structure of a Dimeric Cobalt Compound Containing a Chloro Bridge.”
What happened? “Blame it on Richard
Feynman,” says Barro, who had been headed
for a career in the physical sciences at Caltech.
“Feynman was a great inspiration, but what
he taught was often way above my head. It

made me realize I wouldn’t be close to the
top in those fields.” Instead Barro turned to
economics, motivated by the possibility of
using his “technical and math background to
address social problems” and by the example of an older brother who had majored in
economics.
Barro’s career as a macroeconomist has
been notable for two other turns. The first
occurred during the 1970s, when he turned
his back on the Keynesian macroeconomics he had learned as a graduate student at
Harvard and became one of the ringleaders
of the Chicago School–led revolution that
supplanted it. Keynes had popularized the
idea that government policies could smooth
out ups and downs in income, also known as
business cycles. Over the 1970s, scholars and
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policymakers reconsidered a
government’s ability to do so.
Four of Barro’s six hits, along
with a textbook he wrote on
macroeconomics, were part
of the body of work that
turned the tide of academic
opinion in favor of a more
modest role for government.
The second turn in Barro’s
career occurred in the 1980s,
when the field of macroeconomics itself made a course
correction. From about the
mid-1940s until the mid1980s, the field, by and large,
was focused on understanding what caused the temporary fluctuations in income
associated with business
cycles. During these decades,
questions about what propelled incomes upward,
albeit at different rates in
different decades, or why
there were such large differences in incomes across
countries had not been center stage. But—spurred again
by theoretical advances coming out of the University of
Chicago—macroeconomists
turned to these questions
from the mid-1980s onward.
Barro caught the tide early
and wrote two hit papers that
“jumpstarted the empirical
exploration” of the answers,
according to IMF chief economist Simon Johnson, himself a notable contributor to the
study of economic growth.

Build it and they will come
The idea behind Barro’s first hit paper on economic growth—
a 1991 article in the Quarterly Journal of Economics—was
breathtakingly simple. He assembled a data set of incomes
for nearly one hundred countries since 1960. He also collated data on a long list of variables that, according to theorists, influence growth in incomes. The list included school
enrollment rates (a proxy for what economists call “human
capital”), private investment, and the size and nature of government activities. It also included measures of the economic
system in place, government-induced distortions of markets,
and political instability.
Barro examined the statistical associations between income
growth and this list of variables. He found that “poor countries tend to catch up with rich countries if the poor countries

have high human capital . . . but not otherwise.” He also found
that investments by governments did little to trigger growth
and that other government spending actually detracted from
growth. Political instability and market distortions tended to
lower growth.
There is a simple fact about a data set and scholars: build it
and they will come. That is what happened with the data set
that Barro built—it attracted macroeconomists to the study
of economic growth. Indeed, the long list of possible determinants that he had put together became known as “Barro variables” in the literature that his 1991 article spawned. Some of
the conclusions of his paper have held up better than others.
But, says Johnson, what Barro did was essential to giving an
empirical grounding to a literature that might otherwise have
gone off into the theoretical stratosphere.
In fact, Barro’s work on growth has been so influential that
younger macroeconomists, those now in their thirties, are
more likely to identify him with his 1990s work than with his
earlier work on business cycles.

Catch me if you can
The main result of Barro’s other hit paper on economic
growth—a 1992 article in the Journal of Political Economy,
coauthored with Xavier Sala-i-Martin—has stood the test
of time so well, in fact, that his Harvard colleague Larry
Summers has dubbed it the “iron law of convergence.” As
with Barro’s 1991 article, the idea was simple and involved
bringing in new data: the trick this time was to use data for
regions within a country. The advantage of this was that
many of the “Barro variables” could plausibly be assumed to
be the same for all regions within a country—the economic
system or measures of political instability, for instance.
Not having to worry about the measurement of these variables offered a cleaner way to focus on one particular question:
do regions that are initially poor catch up with richer regions?
For the U.S. states, the answer was yes. In the aftermath of the
American Civil War, the southern states were generally poorer
than other states. But Barro and Sala-i-Martin showed that,
in the one hundred or so years following 1880, the states that
were initially poor grew faster. There was catch-up, or—in
the jargon of economists—“convergence.” The rate at which
the poor states caught up to the rich was not particularly fast
though, only about 2–3 percent a year.
This estimate led Barro to caution, in the pages of The
Wall Street Journal in 1991, against hoping that incomes in
East Germany would quickly catch up with those in West
Germany after the unification of the country. “The forces of
convergence are powerful eventually,” he wrote, “but anything
approaching parity between the east and the west of Germany
is unimaginable in the short run.” In the event, after an initial spurt, East German productivity levels have stagnated
at about 75 percent of the level in the West despite massive
attempts by the government to speed up the process.

For richer or poorer
In scholarly articles and in his columns in The Wall Street
Journal and BusinessWeek, Barro has continued to explore the
Finance & Development September 2007   
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question of why some countries are rich and others poor. To
Barro, the evidence shows that poor countries can raise their
incomes by maintaining secure property rights, promoting
the rule of law, fostering free domestic markets, and opening up to international trade. Macroeconomic stability helps,
as do investments in education, health, and some types of
infrastructure.
What does not help are policies that Barro refers to as
“soft”—promotion of democracy, education directed specifically at women, and environmental protection; elimination
of income inequality; and promotion of civic organizations
and social capital. As Barro noted in his 2002 book of essays,
Nothing Is Sacred, his views are not shared by all: “The 1998
Nobel Prize in economics to my colleague Amartya Sen was
viewed by some commentators as an endorsement of the
softer road to development,” he wrote.
But while acknowledging that, “for many people, these
soft issues represent goals that are inherently desirable,”
Barro sticks to his guns, noting that his claim is rooted in
his detailed studies of whether these soft factors do indeed
further income growth. Indeed, in recent years, Barro and
his wife, Rachel McCleary, a fellow professor at Harvard,
have done some of the most detailed work to date on how
religion—perhaps the ultimate soft factor—matters for
income growth (see box).

Let it be
Given the tenor of Barro’s work on growth, it’s no surprise
that he believes, as he stated in his 1996 collection of essays,
Getting It Right, that governments should perform only “a limited range of functions” to promote it. He writes that he used
to be a liberal during his undergraduate years at Caltech: “For
any social problem that came up, I had no doubt that the cure
involved government intervention.” But now he feels quite the
opposite; he describes his present philosophy as “libertarian
(or classical liberal) rather than conservative or Republican.”

Can religion boost growth?
The sociologist Max Weber famously argued that religion
can influence economic performance through its effect on
character traits such as the work ethic. Barro and McCleary
subject this view to a rigorous test. As with Barro’s earlier
work on growth, the unique aspect of this research is the
painstaking assembly of a new data set, in this case the data
on religious beliefs and attendance at formal religious services drawn from six international surveys covering about
fifty countries.
Barro and McCleary find that countries in which people
have stronger religious beliefs, as reflected in a stronger
belief in heaven and hell, have higher economic growth—a
finding consistent with Weber’s thesis. However, once
the impact of religious beliefs on economic growth is
accounted for, greater attendance at formal religious services lowers growth. So attendance matters to the extent
that it influences beliefs, but beyond that it uses up time
and resources that detract from growth.

In keeping with libertarian views, Barro thinks the key function of government is “to define and protect property rights.”
Other activities for government could consist of “ensuring
(but not producing) a baseline level of education, providing
a minimal welfare net, and participating in a narrow range
of infrastructure investments, such as highways and airports.”
Expanding government control of the economy beyond these
functions is detrimental to growth, he says.

“In keeping with libertarian views,
Barro thinks the key function of
government is ‘to define and protect
property rights.’”
Barro sees the experience of China—his association with
a Chinese university now takes him to the country quite
frequently—as bearing out these views. The country’s experience under communism, he says, is a “testament to how badly
governments can mess things up” when they try to exercise
influence over all aspects of the economy. But now, he adds,
he is struck by the “very capitalistic and pro-business” attitudes of government officials and of many of the people he
encounters. “One of the universities there even has a statue
of Adam Smith on campus. There would be mass protests at
Harvard if we tried to do that,” he jokes.
Barro’s libertarian beliefs perhaps also explain in part why,
unlike many other famous macroeconomists, he has not been
a prominent policy advisor to the U.S. or other governments.
It’s difficult to “be popular with governments” when advocating that many of their functions ought to fade away, he says.
In any event, he has not been very influential in his rare forays
into giving advice to governments, as he candidly admitted
in Nothing Is Sacred. In one essay in that book, he describes
being whisked away to Moscow from his Cape Cod vacation
in the summer of 1998; his advice to the Russian government
that it set up a currency board was not taken. Nor was the
South Korean government receptive to his advice to adopt
the dollar as its currency and to abandon its resistance to foreign ownership of the country’s banks.

No “money for nothing”
Barro’s reputation as a preeminent macroeconomist would
have been secure even without his 1990s papers on economic
growth. In the 1970s and early 1980s, he had already made
a splash with papers that argued that governments should
take a laissez-faire approach to smoothing out fluctuations
in income.
Barro’s work was part of the so-called rational expectations revolution that supplanted the dominant Keynesian
view of the time that governments should use macroeconomic policies actively to tame the business cycle. During
the 1960s, belief in government’s ability to do so was at an
all-time high, bolstered by what appeared to be a stable statistical relationship known as the Phillips curve. The experience of the 1960s suggested that the government could put

   Finance & Development September 2007

©International Monetary Fund. Not for Redistribution

people in jobs (reduce the unemployment rate) simply by
printing more money (raising the inflation rate). In the jargon of economists, the Phillips curve seemed to imply that
monetary policy could have real effects.
To conservative economists such as Milton Friedman, the
Phillips curve made no sense: it seemed to suggest that a
government could achieve something real—create jobs—by
doing something that was fairly costless—printing money. It
was as though one could make people taller merely by measuring them with a ruler marked in centimeters rather than
inches. Friedman was ridiculed for his views at the time but,
according to Barro, “even before I left Harvard in the summer
of 1968, I recognized that the attacks on Milton were empty
and a sign of envy.”
Inspired by the work of Friedman, and by that of Robert
Lucas—also of the University of Chicago—Barro wrote a
paper, which appeared in the American Economic Review in
1977, presenting evidence that activist monetary policy had
reduced U.S. unemployment only when central banks had
succeeded in surprising people about the amount of inflation they were going to generate. He followed this up with
two other papers, written with David Gordon, a graduate of
Chicago now at Clemson University. The first of the papers
showed that when people realize that central banks may be
out to surprise them, society ends up at a bad equilibrium:
inflation is excessive but unemployment is no lower than it
would otherwise be. The second paper described a way out
of this bad equilibrium. If the central bank could commit
to a rule governing its behavior, the inflation rate would be
less excessive than if it could not commit. The central bank
would still have an incentive to try to generate surprise inflation, but this incentive would be tempered by the ensuing
loss of credibility.
The papers by Barro and Gordon have been part of a movement that has changed how central banks behave. Modern
central banks are more likely to follow rules that keep them
from generating excessive inflation, to guard their credibility
as inflation-fighters. And many—far from trying to surprise
people about their inflation goals—are now quite likely to
have either an explicit or an implicit inflation target.

Surely you’re joking, Mr. Barro!
Barro’s attack on the foundations of Keynesian monetary policy, which was carried out with a group of other prominent
macroeconomists, was preceded by an attack on Keynesian
fiscal policy and it was carried out single-handedly. The
Keynesian view on fiscal policy, again, was one of activism:
governments should use budget deficits to smooth out fluctuations in private income. When the private economy stalls,
governments should attempt to boost private spending by
running larger budget deficits, financing these deficits by
borrowing rather than by raising taxes.
In a 1974 paper in the Journal of Political Economy, Barro
made the case that the choice of financing, whether through
borrowing or taxing, did not matter. If the government borrowed to run deficits, people would realize that it would
have to raise taxes in the future to pay back what it had bor-

rowed. They would therefore simply raise their savings today
to be able to pay back those future taxes. The government’s
attempts to boost private spending through its own borrowing would thus be nullified. But what if those future taxes
were essentially passed on to future generations? Would
people today then not feel richer as a result of government
borrowing? Not, Barro argued in his paper, if today’s generation cared not only about their own spending but about
how their children would have to spend. If they cared about
their children, they would simply save more to leave them
the extra money to pay for the future taxes. Once again, the
government’s ability to get today’s generation to spend more
by running budget deficits would be nullified.
The reaction to Barro’s argument was one of disbelief. As a
1990 “Schools Brief ” in The Economist put it: “The idea of the
infinitely forward-looking, altruistic parent seems crazy. At
first, even economists struggled not to laugh.” But over time,
Barro’s model became standard, so that even its critics were
forced to use it as the starting point for their own models.
The Economist concluded that, as a result of the influence of
Barro’s work, “few expect as much from the active use of fiscal policy as they used to.”

The hits keep coming?
Boston University’s Robert King, a former colleague of Barro,
calls him “the most influential applied macroeconomist of
his generation,” but tells F&D that this influence stems not
from a single contribution but from the fact that “in virtually every major area of the field you have to contend with a
paper by Barro.”
In recent years, Barro has been working on a possible
resolution to a long-standing puzzle in macroeconomics
and finance, the so-called equity premium puzzle—a reference to the fact that stocks have historically earned a much
larger return than government bonds. Of course, that stocks
are riskier than bonds accounts for some of this difference
in returns. But the difference is so high that it suggests a
degree of risk aversion on the part of investors that economists regard as implausible. Barro argues, however, that rare
disasters, such the Great Depression or 9/11, even though
they are low-probability events, can keep investor demand
for safe assets such as government bonds high relative to that
for stocks.
Whether or not this work joins his other papers on the hit
parade, there is no doubt that Barro intends to keep on trying. In a 1999 essay in Nothing Is Sacred, he wrote: “I have
never really understood the big attraction of going out while
still on top,” and he wondered why New York Yankees hitter
Joe DiMaggio retired in 1951 and why “the Beatles and Simon
and Garfunkel disbanded while at their best. The main consequence was that the public missed out on many years of
fine, even if not the greatest, performance.” Barro’s many fans
will take delight in his implicit promise that, in his case at
least, the hits will keep on coming. n
Prakash Loungani is a Division Chief in the IMF’s External Relations Department.
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The

Urban
Revolution
Rapid urbanization may prove a blessing, provided the
world takes notice and plans accordingly
David E. Bloom and Tarun Khanna

T

he year 2008 will mark a watershed in the
complex and ongoing urban revolution. For the
first time in history, more than 50 percent of the
world’s people will live in urban areas (see Chart 1).
And the current rate of urbanization is such that, if it
holds, the urban share of the global population could reach
60 percent by 2030, according to UN projections.
Many view the attainment of a 50 percent urban global population as a positive development. They see the move from the
countryside to cities as a natural result of the modernization
and industrialization of societies and point out many upsides
of urban life, which range from increased average income to
improved health. Others are less enthusiastic. Critics view
urbanization not as a natural process but as one that results
from a bias toward cities in government policies and investment, a bias that presses people to migrate from the countryside in search of jobs. The negative evaluation is bolstered by
evidence of the downsides of urbanization, such as heightened
crime and the growth of slums. Given current and projected
global trends in urbanization, understanding and resolving
these opposing viewpoints is key to creating effective programs
and policies for economic development in the decades ahead.

basis of disparate criteria—such as administrative benchmarks, population density, or the composition of economic
activity—and sometimes do not distinguish urban from rural
at all. UN definitions are useful, but they primarily aggregate
these disparate measures.
Even so, there is much that we can say about the process
of urbanization and its effects. To begin with, we know that
urbanization occurs via three distinct routes. The most visible growth is generated by migration from rural to urban
areas—witness China’s recent urbanization, which has been
Author:
Bloom—
Chart
1
driven
largely
by such
migration.
Second, urban populations
Date:
8/7/07
may
grow
through “natural increase”—that is, the growth
ofProof:
the existing
urban population—and the UN estimates
2
that this accounts for 60 percent of urban growth. Third,

Chart 1

Tipping the scale
Next year, for the first time in history, more people will be
living in urban than in rural areas.
(percent)
80

The dynamics of urbanization
If the trend of recent decades continues, most of the growth in
urban areas will occur in developing countries (see “The March
of the Cities” on page 18). In more developed regions, the number of people living in urban areas will rise only slightly in the
next 25 years, while the less developed regions will experience a
particularly sharp rate of increase in this number (see Chart 2).
But here a word of caution is necessary on interpreting
these data. Governments designate areas as “urban” on the
Photo: A reflected cityscape in Tokyo, the world’s largest city.
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urbanization can occur with the reclassification of rural areas
as urban as a result of population growth.
We also know that the urbanization process has been
uneven. Some cities attract more migrants than others.
Although 84 percent of the world’s urban population lives
in small and intermediate-sized cities, the remainder lives in
large cities or in “megacities” (more than 10 million inhabitants). Although the number of megacities has increased significantly over the past 30 years, slightly less than 5 percent of
the world’s population resides in such cities (see Chart 3). Still
more impressive is the predicted growth over the next decade
of aAuthor:
categoryBloom—
known Chart
as “metacities”—agglomerations
with
2
more
than8/7/07
20 million inhabitants. The Tokyo metropolitan
Date:
areaProof:
already2 has more than 35 million inhabitants, and it is
likely to be joined in this category by Mumbai, São Paulo, and
Mexico City by 2015 (see table).

Chart 2

What motivates urban optimists

Unequal growth
Most future growth in urban areas will occur in developing
countries.
(urban population, billions)
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The problems of urbanization may be magnified in megacities, particularly if urbanization is rapid. Providing jobs,
housing, sanitation, transport facilities, education, and health
care is a complex task for rich countries and harder still for
the developing nations now experiencing the sharpest rise in
the number of megacities.
Finally, there are a number of economic, social, and political factors that underpin urbanization, particularly migration
to cities. These include, for individual migrants, the search
for employment (or higher-paying employment), a better
quality of life in terms of health and education, and a greater
diversity of entertainment and lifestyle options. Migrants
may be influenced by the portrayal of urban life in the media
or by the success of relatives who have previously moved to
urban centers. Urbanization is also linked to changes at the
national level, such as the concentration of government and
foreign investment in urban areas, as well as social processes
such as declines in fertility.

Those who view urbanization in developing countries as
beneficial point to several factors. First, they note that many
benefits of urbanization accrue to individuals. Among the
most important is the income differential, in which urban
incomes tend to be higher than those in rural areas. In China,
for example, average household income in cities is almost
three times greater than in rural households.
Other factors that improve quality of life may also be more
prevalent in cities than in the country. For example, government programs can be applied more efficiently in urban areas
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different in 2030 if this fact could be taken into account.
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34 in Africa, 10 in Asia, 1 in Latin America and the Caribbean, and 5 in Oceania.
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The emergence of megacities
Despite their size, megacities are home to only about
5 percent of the world’s population.
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The world’s largest urban agglomerations
Most of them are in Asia, with Latin America a distant second.
Classification
✓Megacity (10–20 million)
✓✓Metacity (>20 million)
Population
(2005, millions)
City
Tokyo, Japan
35.2
Mexico City, Mexico
19.4
New York, United States
18.7
São Paulo, Brazil
18.3
Mumbai, India
18.2
Delhi, India
15.0
Shanghai, China
14.5
Calcutta, India
14.3
Jakarta, Indonesia
13.2
Buenos Aires, Argentina
12.6
Dhaka, Bangladesh
12.4
Los Angeles, United States
12.3
Karachi, Pakistan
11.6
Rio de Janeiro, Brazil
11.5
Osaka-Kobe, Japan
11.3
Cairo, Egypt
11.1
Lagos, Nigeria
10.9
Beijing, China
10.7
Manila, Philippines
10.7
Moscow, Russia
10.7

1975
✓✓
✓
✓

2005
✓✓
✓
✓
✓
✓
✓
✓
✓
✓
✓
✓
✓
✓
✓
✓
✓
✓
✓
✓
✓

2015
✓✓
✓✓
✓
✓✓
✓✓
✓
✓
✓
✓
✓
✓
✓
✓
✓
✓
✓
✓
✓
✓
✓

Source: United Nations, Department of Economic and Social Affairs, Population Division,
World Urbanization Prospects: The 2005 Revision (2006).
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by realizing economies of scale in delivering transportation,
communication, water supply, sanitation, and waste management services.
Education systems may be more effective in cities insofar as
educated people who can teach in schools and universities are
in greater supply. In developing countries, educational enrollment is generally higher in cities than in rural areas, with even
urban slums outperforming rural regions. Similarly, female
literacy rates are on average 35 percent higher among urban
populations than among rural populations. Larger pools of
urban health care workers and greater specialization in medical activities—which can lead to higher returns on health care
investment—all result in urban residents enjoying generally
better health than their rural cousins.
In most urban areas, both desired and actual fertility are
relatively low because caring for children when parents work
outside the home is more costly, urban housing is more expensive, children have less value in urban household production,
and family planning and reproductive health services are
more accessible in cities. Individual families with fewer children are in a better position to concentrate their resources on
providing each child with a better upbringing, strengthening
the child’s economic prospects later in life.
Second, the optimists say that urbanization has positive
outcomes at the national level. Urbanization is a natural part
of the transition from low-productivity agriculture to higherproductivity industry and services. Cities attract businesses and
jobs, and the concentration of industries and services in turn
encourages productivity growth. And there are other routes to
enhanced productivity. For example, with increased opportunities for division of labor (because of higher population density and the variety of jobs provided by industry), intraindustry
specialization in specific activities becomes more likely. Urban
firms can learn from others working in the same industry and
from their suppliers, and are also closer to their markets and
thus better able to respond to changing demand. Relatively
cheaper transport combines with this proximity to customers
and suppliers to reduce trade costs. And, by aggregating many
educated and creative people in one place, cities incubate the
new ideas and technologies that accelerate economic progress.
In addition, the fact that urban living encourages reduced fertility could support enjoyment of a society-wide “demographic
dividend”—as the generation born before fertility declines
can do more paid work and save more, thanks to fewer child
dependents to support during its prime productive years.
Third, the optimists contend that urbanization contributes to rural development. People who migrate to cities often
send remittances to their families based in rural areas. Their
migration reduces the size of the labor pool available to work
in rural areas, so wages there may increase. There is some evidence that urbanization is associated more strongly with poverty reduction in rural than in urban areas, but this is partly
because poor rural migrants moving to urban areas increase
the proportion of poor people living in cities (see “Urban
Poverty” on page 15).
It is uncertain, however, whether all of these apparent benefits
actually serve to elevate real GDP per capita. We do find a positive

cross-country association between income and urbanization,
as shown in Chart 4 (upper panel), which juxtaposes
country-level data on real GDP per capita and the share of
the population living in urban areas during 1960 and 2004.
But the upward rotation of the association over time indicates
that higher incomes were associated with each level of urbanization in 2004 than in 1960. Also, the fact that the curves
are initially very flat is consistent with the view that the links
between urbanization and income are relatively weak at low
levels of development.
Moreover, if urbanization had a major effect on income per
capita, one would expect countries or regions that urbanize
more rapidly to exhibit concomitantly sharper income growth.
But while urbanization in Africa over the past 45 years has been
accompanied by sluggish economic growth, in Asia, where
urbanization has occurred to a nearly identical extent, economic growth has been rapid (see Chart 4, lower panel). This
comparison does not rule out a link between urbanization and
Author:growth—incomes
Bloom— Chart 4in Africa may have grown even
economic
more
slowly
without urbanization, for example—but it does
Date:
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suggest
Proof:that
1 factors other than urbanization are more important determinants of income growth. More detailed studies
involving multivariate analysis of cross-country panel data for
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Overcrowded train in Mumbai.

1960 to 2000 cast further doubt on urbanization as a significant determinant of economic growth.
By contrast, a recent World Bank study (Ravallion, Chen,
and Sangraula, 2007) provides evidence that is consistent
with the view that urbanization leads to a reduction in poverty by promoting economic growth. The analysis takes novel
and appropriate account of rural-urban cost-of-living differences and provides compelling evidence that urbanization
promotes a decline of absolute poverty rates in both rural
and urban areas. However, the authors do not analyze income
growth directly, and causality remains unproved.

What worries urban pessimists
Those who view urbanization in developing countries as
harmful often point to several factors, including its impact on
the environment and quality of life. Because of the effects of
traffic congestion, concentration of industry, and inadequate
waste disposal systems, environmental contamination is generally higher in cities than in the countryside and often well in
excess of the local environment’s inherent capacity to assimilate waste—which undercuts human health. Cities also make
demands on land, water, and natural resources that are disproportionately high in relation to their land area and, because of
high income and consumption, their population size as well.
Even though urbanization may increase incomes, it is also
linked to increases in urban poverty, with the rate of growth
of the world’s urban poor exceeding the rate of growth of the
world’s urban population. And inequality within developing world cities is stark. Because quality urban housing is so
costly, the urban poor often resort to living in slums, where
water and sanitation facilities are inadequate and living conditions are crowded and often unhealthy. The UN estimates
that the number of people living in slums passed 1 billion
in 2007 and could reach 1.39 billion in 2020, although there
are large variations among regions (see Chart 5). Asia has by
far the highest number of city dwellers living in slums—the
problem is worst in South Asia, where half of the urban
population is composed of slum dwellers. But in percentage
terms, sub-Saharan Africa leads the pack: about 72 percent of
city dwellers in that region live in slums.

Bright lights of Times Square, New York City.

In many of these slum communities, open defecation
occurs and is severely detrimental to health and aesthetics.
Malnutrition in slum areas is much higher than in nonslum
urban areas. In Ethiopia, for example, UN-HABITAT reports
that slums have child malnutrition rates of 47 percent, while
other urban areas have rates of 27 percent. Child mortality
is higher and primary education enrollment lower in slums
than in nonslum urban districts, and slum dwellers are more
vulnerable to environmental disasters and pollution.
These inequalities often lead to other, sometimes greater,
social problems, such as crime and violent conflict. The
growth in urban populations in developing countries is in
large part a growth in the number of young people. The UN
Population Fund predicts that, by 2030, 60 percent of those
living in urban areas will be under the age of 18. The proportion of young people is particularly high in slum areas, where
employment opportunities are limited. This combination
of youth and poverty can make for high crime rates. Some
demographers
have forecast
that
Author: Bloom
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5 the increasing concentration
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The growth of slums
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People and traffic along a busy street in Lagos.

Women shopping in a market in Cairo.

The future of urbanization
Despite the putative benefits of urbanization, the evidence
supports the view that urbanization, especially when its pace
is rapid, can impede development and exacerbate environmental problems. Whether or not urbanization plays a major
role in economic development, it is clear that, if well managed,
it can be a factor in promoting better health and education.
And whether urbanization proves to be a boon or a bane may
depend on an appropriate devolution of power among different constituencies, including national and regional governments, civil society, and legitimate claimants of private
property rights (see “Big, or Too Big?” on page 20). This does
not seem to be happening, however (see “What Is the Biggest
Challenge in Managing Large Cities?” on page 24).
As for the views of government leaders, a recent UN survey in developing countries reveals that only 14 percent of
respondents were satisfied with the urban-rural mix and
city-size distribution of their populations. Most of those
who were unsatisfied bemoaned the increasing urbanization
taking place in their countries. About 73 percent of respondent governments had policies to slow down urbanization,
whereas only 3 percent had policies to accelerate the process.
Most policies to reduce urbanization attempt to limit or
reverse movement from rural to urban areas, through rural
employment schemes or the denial of services to migrants
once they reach cities. However, the rapid increase in such
migration shows that there is a strong demand for it; policy,
at least in the short term, is unlikely to reduce this demand.
Bringing migration to a halt reduces would-be migrants’
opportunities to create a better life, risks making them both
poorer and more resentful, and violates their rights. It also
limits the potential for rural areas to benefit from remittances.
And it may be futile. Migrants tend to be ingenious at finding
ways to move to and survive in cities, whatever the obstacles.
Given that most urban growth in developing countries
comes about because of growth among existing urban populations, and not from rural-urban migration, the best bet
may be programs that empower women, such as reproductive
health programs in urban areas. Better education, gendersensitive labor laws, and policies that expand employment

Highway through Mexico City.

opportunities for women are important for reducing fertility,
because couples in which the woman has strong career prospects are more likely to desire a smaller family. Family planning and reproductive health services can make it easier for
women to achieve this goal. These policies have benefits other
than cutting fertility, of course—they also tackle female poverty and improve maternal and child health, thereby improving urban living conditions.
It is likely to be more important to plan for and adapt to
increasing urbanization, which has typically not been done
enough, than to attempt to prevent it. The reality is that
city planning is not a luxury; it is a necessity. Investment in
infrastructure is vital if cities are to avoid health and environmental problems and make the most of the economic
opportunities cities present. This will not be cheap. The Asian
Development Bank estimates that, in Asia alone, trillions of
dollars of investment will be needed to develop urban infrastructure to keep up with urbanization rates.
Planning for urbanization will also in many cases require
more innovative technological and institutional solutions.
Take transport problems, for example, for which cities have
devised a number of innovative systems. Fees for using an
automobile in congested areas in London and Singapore have
helped reduce traffic congestion and pollution. Delhi has cut
air pollution in half by requiring autorickshaws and buses to
use natural gas. Bangkok has adopted similar policies. And
the city of Curitiba in Brazil has pioneered a system, since
copied by Quito and Bogotá, in which extra-large buses operate on popular routes along specially designated busways.
This creates a system akin to an above-ground subway system at a fraction of the cost, and car traffic has plummeted in
Curitiba despite population growth.
Another example is the construction of “environmentally
friendly” cities. In China, developers have started building a city near Shanghai that they tout as environmentally
friendly—they claim that it will, among other things, generate almost no carbon emissions. Although, when built,
Dongtan will make little dent in China’s growing urban
and environmental problems, it may be a model for a new
approach to greening cities. And, even on the level of indiFinance & Development September 2007   13
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vidual buildings, it is essential to incorporate innovative
designs to counteract urban sprawl. In Tokyo, for example,
the Roppongi Hills real estate complex combines residential,
commercial, and cultural facilities in one space and demonstrates an entrepreneurial role that the private sector can
play in planning urban spaces.
Planners should also seek to improve the market for urban
land. Many rapidly urbanizing cities in the developing world
lack an integrated formal property system or have a system
that is plagued with bureaucracy. In turn, the poor often
“squat” on land without a formal title. Without legal ownership, the poor are unable to leverage their assets as collateral
in exchange for capital to start a business, smooth consumption, or pay for emergency expenses. A leading Peruvian
development economist, Hernando De Soto, has argued that
formal land ownership through titling can be a catalyst for
economic development. To encourage the titling of land,
planners might consider liberalizing some elements of landuse regulation, for example, simplifying the process for land
titling and registration, as the Asian Development Bank has
suggested. Or governments might provide access for very
low-income households to affordable land through credit
or subsidies for low-income housing. While titling is not a
panacea, its increased prevalence will create incentives for
disseminating information needed for the creation of a wellfunctioning urban land market.

Forming an urban planning team
Whom should we count on to do the needed urban planning? UN-HABITAT has argued that it is vital to decentralize power. Central governments too often focus solely on the
capital cities in which they are based, ignoring the urbanization process in smaller cities. Vernon Henderson (2002) has
noted that in the initial stages of urbanization, it may be
economically efficient for industries to congregate in one
urban area, because that encourages the creation of appropriate institutions, infrastructure, and a pool of skilled labor.
However, at later stages, investment in intercity transport and
telecommunications, decentralization of tax-raising power to
regional authorities, and measures that aim to boost employment opportunities in other cities may help spread the burden of urbanization from the primary city and make the
process more manageable. Of course, there is a need both for
capacity building at the regional level to make such devolution productive and for appropriate checks and balances on
central and regional authorities.
Some countries have developed regional governance
mechanisms to tackle this problem. The United Kingdom, for
example, has regional development agencies, which receive
funding from the central government and are free to spend
on programs they believe will promote employment and economic development in their regions. Other countries, such as
China, have built special economic zones, in part to disperse
urban populations throughout the country. These zones have
more liberal regulatory and tax environments than other
areas, which help them to attract businesses and, subsequently, migrants seeking employment.

The power to make decisions about urbanization, or at
least to provide input into such decisions, must also reside
at levels below regional authorities. If the implementation
of infrastructure and other improvements is to be effective, communities on the ground, including slums, should
be encouraged to participate. After all, municipalities and
district authorities are closer to the needs of the urban
population than central governments. Local businesses also
have useful local knowledge and will play a key role in job
creation. But particularly in areas where the capacity to run
government is likely to be weak, institution building may be
necessary (and should be part of a development strategy)
before decentralization to greater community control over
resources becomes feasible.
Continued urbanization in developing countries is inevitable, as demonstrated perhaps best by the futile efforts of
governments that have attempted to bring it to a halt. Failing
to plan for the growth of urban populations will leave cities vulnerable to its negative effects, including environmental degradation, poor health, and extreme crowding. Active
planning, on the other hand, may allow cities to benefit from
burgeoning populations of ambitious young workers, with
a positive impact on those already living in cities, on new
migrants, and on rural communities. The participation of
a diverse range of stakeholders is vital for sustainable city
planning, and central governments should not delay opening up the decision-making process to at least consultation
with, if not direct action by, these stakeholders. n

David E. Bloom is Clarence James Gamble Professor of
Economics and Demography at the Harvard School of Public
Health, and Tarun Khanna is Jorge Paulo Lemann Professor at
the Harvard Business School.
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Urban Poverty
Are poor people
gravitating to
towns and cities?
Yes, but maybe not
quickly enough
A shantytown in Mumbai.

Martin Ravallion

T

he developing world is becoming more urban.
Some observers see this as the unwelcome precursor to new poverty problems, such as urban slums
blossoming in congested cities. Yet others see it as a
force for poverty reduction, as economies shift gradually out
of agriculture to more remunerative activities, such as betterpaid jobs in other sectors.
What does the evidence suggest? Is the weight of the world’s
enormous poverty problem, historically a predominantly rural
phenomenon, shifting to urban areas? Is urbanization good or
bad from the point of view of fighting poverty?
The data to help answer these questions have improved
greatly over the past 20 years, thanks in large part to the
efforts of national statistical agencies throughout the world,
often with the support of the donor community and international development agencies. Today, one can find reasonably
well-designed and well-executed household surveys for the
majority of developing countries. Although many data problems still need to be ironed out, there has been an undeniable
advance in our knowledge about poverty in the world.
At the World Bank, we have drawn on these household
surveys and other sources to create a data set that aims to
shed new light on the extent to which poverty is becoming an
urban phenomenon in the developing world and on the role
urbanization has played in reducing poverty overall. It draws
on more than 200 household surveys for about 90 countries
representing more than 90 percent of the population in the
developing world (Ravallion, Chen, and Sangraula, 2007).

Our findings show that 75 percent of the developing
world’s poor still live in rural areas, although there are some
marked regional differences. But the share of the poor living
in urban areas is rising, and more rapidly than for the population as a whole. We believe that, by facilitating overall economic growth, population urbanization has helped reduce
overall poverty—however, the process of urbanization has
affected rural poverty more than urban poverty.

Measuring urban and rural poverty
Why is this new data set so important? For the first time, the
Bank’s international poverty counts (see box) have been broken down into their urban and rural components and account
for the higher cost of living typically facing the urban poor.
The best available source of data on the cost-of-living differences facing the poor appears to be the World Bank’s countryspecific poverty assessments, which have been done for more
than 100 developing countries. These reports, a core element
of the Bank’s country-level analytic work, describe the extent
of poverty and its causes in each country.
The new data set uses the international “$1 a day” line as
the rural poverty line and then applies to survey-based distributions of consumption or income the country-specific
estimates of the difference between the urban and rural poverty lines found in the Bank’s poverty assessments. For example, $1.08 a day at 1993 purchasing power parity represents
1.53 yuan a person in China, which is equivalent to 2.42 yuan
at 1999 prices; this is the rural poverty line used for the 1999
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household survey data for China. The poverty lines used by
the Bank’s poverty assessment for China imply an urbanrural differential of 1.37, so the urban poverty line for 1999 is
3.32 yuan a person.
By estimating everything from the primary data, we have
achieved greater internal consistency than most other compilations of distributional data. But, of course, some comparability
problems cannot be resolved. For example, different countries
have different definitions of “urban” and “rural.” The methods
used to construct poverty lines for urban and rural areas also
vary across countries. And the urban-rural cost-of-living differential may vary by income, so the differential reported in
the Bank’s poverty assessments for middle-income countries
may not be the right one for the $1 a day international line
used, which is based on notions of poverty prevailing in lowincome countries.

The changing face of poverty
Poverty in rural areas is markedly higher than in urban areas
even though the urban poor have a higher cost of living.

$1 a day 1993
2002
$2 a day 1993
2002

Number of poor
(millions)
Urban Rural Total
236 1,036 1,272
283
883 1,165
683 2,215 2,898
746 2,097 2,843

Percent of developing Urban share
world’s population
of the poor
below each poverty line (percent)
Urban Rural Total
13.5 36.6 27.8
18.5
12.8 29.3 22.3
24.2
39.1 78.2 63.3
23.6
33.7 69.7 54.4
26.2

Source: Ravallion, Chen, and Sangraula (2007).

cent between 1993 and 2002; over the same period, the urban
share of the population as a whole rose from 38 percent to
42 percent. Nonetheless, it will be many decades before a
majority of the developing world’s poor live in urban areas.
The state of urban and rural poverty
The poor are urbanizing faster than the population as a
whole. This reflects a lower-than-average pace of poverty
These data throw new empirical light on the changing face of
reduction in urban areas. Between 1993 and 2002, 50 milpoverty in the developing world, giving us four main findings:
lion more people joined the ranks of those living on less than
The incidence of absolute poverty is appreciably higher
$1 a day in urban areas. However, the aggregate number of
in rural areas. The poverty line in urban areas is, on averpoor people fell by about 100 million, thanks to a decline of
age, about 30 percent higher than in rural areas. In poorer
150 million in the number of rural poor.
countries, the ratio of the urban line to the rural line tends
There are marked regional differences. The fastest urbanto be higher than in middle-income countries. This is to
ization of poverty occurred in Latin America, where the
be expected because transport infrastructure and internal
majority of the poor now live in urban areas (see Chart 1).
market integration generally improve as countries climb the
By contrast, less than 10 percent of East Asia’s poor live in
income ladder. However, even allowing for the higher cost
urban areas, largely because absolute poverty in China is
of living facing the poor in urban areas, the $1 a day rural
overwhelmingly rural. There are also regional exceptions to
poverty rate in 2002 of about 30 percent was more than
the overall pattern of poverty’s urbanization; indeed, there
double the urban rate (see table). Similarly, while 70 perare signs of a ruralization of poverty in China and in Eastern
cent of the rural population lived on less than $2 a day in
Europe and Central Asia.
2002, the proportion in urban areas was less than half that
This new evidence implies that an extra 130 million people
figure. About 75 percent of the developing world’s poor still
lived on less than $1 a day in 2000. We also find a somewhat
live in rural areas.
slower pace of overall poverty reduction over time than in
The urban sector’s share of the poor is rising over time.
past work. These differences stem from the higher cost of livAmong those living on no more than $1 a day, the proporing and the slower pace of poverty reduction in urban areas.
tion found in urban areas rose from 19 percent to 24 perUrbanization is a generally positive
factor
in overall poverty reduction.
Keeping track of poverty
There is no denying that new urban
The World Bank bases its poverty measures for the developing world as a whole and
problems emerge in poor and rapits main regions on two international poverty lines, of about $1 and $2 a day (or, more
idly
urbanizing countries. However,
precisely, $32.74 and $65.48 a month) at 1993 purchasing power parity. The $1 a day
countries’
experiences are generally
line is a deliberately conservative definition of poverty in that it is anchored to the
consistent with the view that a rispoverty lines typical of low-income countries. Richer countries naturally tend to have
ing share of the population living in
higher poverty lines. One could not reasonably argue that there are fewer poor in the
urban areas plays a positive role in
world when the count is based on the standards of what poverty means in the pooroverall poverty reduction—the one
est countries. The $2 a day line is more typical of middle-income countries. But good
practice is to look at both or, indeed, a wider range of lines in any given country.
regional exception being sub-Saharan
The calculations aim for consistency across countries: the international poverty
Africa. A pooling of countries and
line is intended to have the same real value in different countries and over time. The
dates reveals lower overall (urban plus
international poverty line is converted to local currencies using the Bank’s purchasing
rural) poverty rates at higher urban
power parity exchange rates for consumption in 1993 and then updated over time
population shares (see Chart 2).
using the best available consumer price index for each country. The poverty lines,
Furthermore, higher rates of increase
expressed in local currency amounts, are applied to the available nationally reprein the urban population share tend
sentative household survey data on household consumption or income per person to
to be associated with steeper rates of
determine how many people in each country fall below the $1 and $2 lines.
overall poverty reduction.
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Chart 1

Big regional differences
Almost 60 percent of Latin America’s poor reside in urban
areas, far more than in other regions.
(share of “$1 a day” poor living in urban areas, percent)
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Source: Ravallion, Chen, and Sangraula (2007).

What does this mean for policy?

Chart 2

A force for good
More urbanized developing countries tend to have lower
poverty rates.
(poverty headcount index, percent)
100

$1 a day
$2 a day

80
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0
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jobs. There can be negative effects too, such as when large
out-migrations lead to long-term deterioration in the physical and human infrastructure of rural communities.
The positive indirect effects, through higher rural living
standards, appear to be more important than has generally
been thought. Indeed, the evidence suggests that population
urbanization has done more to reduce rural “$1 a day” poverty than to reduce urban poverty. Rural poverty measures
tend to fall more rapidly in countries with higher rates of
population urbanization. Urbanization appears to be having a compositional effect on the urban population, in that
the new urban residents tend to be poorer than the previous urban population. Naturally, this slows the pace of urban
poverty reduction, even though poverty is falling in rural
areas and for the population as a whole.

20
40
60
80
Proportion of population living in urban areas (percent)

100

Source: Ravallion, Chen, and Sangraula (2007).
Note: The headcount index is the percent of the population living in
households with consumption (or income) below the stipulated poverty line.

Why is this happening? In principle, urban population
growth can help reduce overall poverty in two ways. First,
urbanization can come with higher mean income, which
reduces poverty even if the distribution of incomes relative to the mean does not change. Second, it might entail
improved distribution even if there is little or no economic
growth. The evidence suggests that the first factor has
been far stronger than the second; in other words, population urbanization and poverty reduction are linked mainly
through economic growth.
A number of economic forces appear to underlie the link
between urbanization and poverty reduction. On the one
hand, urban economic growth often provides new opportunities for those migrating out of rural areas, some of whom
escape poverty in the process. On the other, there can be
important indirect effects of urbanization on the living standards of those who remain in rural areas. Positive effects stem
from the fact that those moving to urban areas often send
remittances back to the rural areas and (importantly) that
fewer people are left in rural areas to compete for available

Given that the bulk of the developing world’s poverty
remains in rural areas, policies to promote agricultural and
rural development will continue to play a crucial role (World
Bank, 2007). But these research findings also point to the
potential importance of urban policies for rural poverty
reduction. The pace of urbanization and the gains it brings
to the poor, including the rural poor, depend in part on the
actions of urban governments, such as providing services and
legal protection, improving transportation, and strengthening land-use regulations and land titling.
However, urban governments are typically answerable
to their urban constituents alone. A city government, on
its own, will probably devote too few resources to actions
that yield spillover benefits to its rural hinterland. Yet many
urban policies (in land-use and housing regulations and
service provisioning) are likely to affect the pace of urbanization. The issue then arises as to whether these policies
are socially optimal, taking account of urbanization’s external gains to rural areas. Indeed, some incumbent urban
residents may expect to become worse off from policies
that attract rural migrants. It is thus not surprising that
past urban policies have often ignored migrants’ needs and
even burdened them with extra costs (both pecuniary and
nonpecuniary).
The bottom line? Yes, the poor are gravitating to towns
and cities, but more rapid poverty reduction will probably
require a faster pace of urbanization, not a slower one—and
development policymakers will need to facilitate this process,
not hinder it. n
Martin Ravallion is Director, Development Research Group,
World Bank.
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The March of
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he coming year marks a dramatic milestone: the
world’s urban population will outstrip its rural
population, albeit with big regional variations.
The most urbanized region in the developing
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although only 40 percent of its population is urbanized.

Within the next year, the world’s urban
population will surpass its rural population.
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Source: United Nations, Department of Economic and Social Affairs, Population Division,
World Population Prospects: The 2006 Revision (2007).
Note: m=million people; b=billion people.

Not surprisingly, most of the countries with the fastestgrowing urban populations have been located mainly in
Africa and Asia. Urban growth in these countries is often
spearheaded by their largest city. For example, Gaborone,
Botswana, has grown from a population of 18,000 in 1971 to
more than 186,000 people today.

Over the past 25 years, the countries with the
fastest-growing urban populations have been
low- and middle-income countries.
Urban population Urban population Percentage point
1980
2005
change, 1980–2005
(percent of total)
Botswana
16.5
57.4
40.9
Cape Verde
23.5
57.3
33.8
Angola
24.3
53.3
29.0
Gabon
54.7
83.6
28.9
Oman
44.3
71.5
27.2
Indonesia
22.1
48.1
26.0
The Gambia
28.4
53.9
25.5
Malaysia
42.0
67.3
25.3
Philippines
37.5
62.7
25.2
São Tomé and Príncipe
33.5
58.0
24.6
Source: United Nations, Department of Economic and Social Affairs, Population Division,
World Urbanization Prospects: The 2005 Revision (2006).

North America
Europe

Latin America and
Caribbean

Asia1
Africa

Source: United Nations, Department of Economic and Social Affairs, Population Division,
World Population Prospects: The 2006 Revision (2007).
Note: b=billion people. The number refers to the total global urban population for the
designated year.
1
Includes Oceania, which is 1 percent or less.

Overall, the world is no longer experiencing the rapid

urban growth
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over the past 50 years. Still, urbanization continues at a rapid
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pace in Africa and Asia—also the most populous regions of
the world.

Growth rates of urban populations are expected
to slow, but to remain 1–2 percent in most regions.
(urban population annual growth rate, percent)
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the Cities
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Dramatic growth in megacities (those with 10 million people or
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more) has not panned out as once anticipated. Today, most of the
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urban population lives in small and intermediate-sized cities. Just 16 percent of urban residents live in cities with more than
5 million inhabitants.
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Demographic indicators of the quality of life—in health, education, and sanitation—are higher in urban areas than rural areas.
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Female literacy rates are on average 35 percent higher
in urban populations than rural populations . . .
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Health disadvantages experienced by the urban poor are most
dramatic in slum areas, which lack piped water, sanitation facilities,
garbage collection, and drainage. And urban outdoor air pollution
is responsible for roughly 3 million deaths worldwide each year.
One out of every three urban dwellers worldwide now lives in a
slum—and in sub-Saharan Africa this fraction more than doubles.

10 20 30 40 50 60 70 80 90 100
Female rural literacy rate, percent

Source: ORC Macro, 2007. MEASURE DHS STATcompiler. http://www.measuredhs.com,
June 11, 2007.
Note: If literacy rates are equal among urban and rural populations, circles will line up with
the dotted line; circles above the line indicate the urban population has a higher literacy rate
than the rural population.

. . . but, as of 2007, more than 30 percent of the world’s urban population—1 billion people—resides in
slums, and 90 percent of slum dwellers live in the developing world.
(slum population as a percentage of urban population in developing regions)

Source: UN-HABITAT DHS; accessed at www.devinfo.info/

Prepared by Patrick Salyer and David Bloom of Harvard University.
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Big, or
Too

Big?
C

Megacities
create special
issues of
governance,
funding, and
provision of
services
Ehtisham Ahmad

ITIES are all about economies of
scale. Successful cities are centers
of entrepreneurship and innovation that attract talented and
skilled workers and foster greater productivity and growth. The considerable combined
spending power of a city’s population encourages markets and choice, making cities
exciting places in which to live.
But, as cities grow bigger and develop into
megacities—those with more than 10 million people—they can also develop megaproblems. The concentration of population,
which partly accounts for a metropolitan
area’s dynamism, also causes congestion,
environmental degradation, housing shortages, and the formation of ghettos. And governance of a sprawling metropolitan area can
become complex and difficult.
With the growth of megacities—whether
from migration, growth of the existing population, or reclassification of populated rural
areas as urban—difficulties related to overall
infrastructure planning and the provision of
adequate services become more pronounced.
Overlapping and blurred spending responsibilities and inadequate revenues controlled directly by a city may limit the extent
to which city administrations can be held
accountable for their decisions. The absence
of timely information on city finances compounds the accountability problem, often
creating macroeconomic difficulties as well
as potential political economy dilemmas. For
example, in many cases, capital cities wield
excessive political power, creating tensions
with surrounding neighborhoods. Take the
Bolivian capital of La Paz. Although La Paz
is not a megacity, the tensions are evident

between it and the adjoining municipality of El Alto,
which has had the power to
paralyze the seat of government through strikes and
protests.
Megacities tend to have
not only greater spending needs but also greater
potential revenue bases and
human capital than other
cities. Thus, it might make
sense for them to have
greater spending responsibilities and be assigned more
rights to raise financing than
other similar lower levels of
government. This is known
as asymmetric federalism
(see Congleton, 2006).
This article examines
some of the asymmetries
in assignments and political power between megacities and other geographical
areas of a country, the fiscal
challenges that arise with
the growth of large metropolitan areas, and
possible modifications that might be needed
in fiscal institutions and policies to address
improvements in public services as well as
urban poverty and inequality.

Power and the city
The year 2008 represents a turning point in
human development, according to a recent
UN report. For the first time, the majority
of the world’s population will live in cities,
as opposed to rural areas. By 2030, the pro-
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Shanghai: a big engine of growth.

portion of the urban population will have increased to more
than two-thirds of all the people in the world. Although the
proportion of the population in megacities is still relatively
small, it is growing, This huge shift toward megacities creates
its own challenges of governability and fiscal responsibility.
With many megacities facing large environmental and
social difficulties, the governability of these agglomerations
represents one of the key challenges of the new millennium.
It is unlikely that central governments will be able to effectively
manage the planning and resources needed for such areas.
Should these cities be granted greater spending and revenueraising responsibilities than other municipalities?

Different countries have come up with different types of
devolved powers for megacities. Megacities in Asia and Latin
America have more political and economic powers than
municipalities. In some cases, they are assigned the functions
and responsibilities of states or provinces, in addition to their
purely municipal functions, whereas in other cases, fewer
powers are devolved, or responsibilities remain unclear.
Strong devolution. In China, megacities such as Beijing and
Shanghai have dual status—with municipal functions and
responsibilities in addition to those of provinces. This asymmetric treatment also recognizes the political power that Shanghai
wields, for example, in relation to other provinces or states.
Hong Kong SAR has even more autonomy over both spending
and revenue raising, although this was largely part of the “one
country, two systems” political settlement agreed to with the
United Kingdom for the return of Hong Kong to Chinese rule
in 1997.
Such asymmetric arrangements facilitate the implementation of distinct social policies and public investment that
have led to rapid and impressive growth in these megacities.
While Hong Kong SAR is a good model for other megacities in
China—especially in terms of asymmetric responsibilities—
the Chinese authorities need to ensure that overall borrowing
by the megacities is coordinated with overall macroeconomic
objectives. Thus, the focus should be to further clarify spending responsibilities and provide appropriate incentives and
transparency needed for accountability in Chinese megacities.
Partial devolution. In Latin America, the Colombian
capital of Bogotá presents an interesting experiment (see
Fainboim, forthcoming), where a combination of measures
have resulted in significantly improved public service delivery
in the metropolis. This combination of measures includes
the granting of additional powers to the capital (through a
special organic statute approved in the 1990s); election of
the city mayor—resulting in some dynamic leaders (such as
Jaime Castro, 1992–94, and Antanas Mockus, 1995–97 and
2001–03); and the strengthening of the city’s finances, with
increased efficiency in tax collections and transparency in
spending. Adopting these measures has partially offset the
perennial difficulty created by the overlapping of responsibilities of Colombian subnational governments.
Little devolution. In contrast to Bogotá, a more typical example of the implementation of asymmetric power is
Mexico City—the world’s second largest city after TokyoYokohama, with a population exceeding 19 million. It has
achieved megacity status largely through inward migration
(Graizbord and Santillán, 2005). However, spending functions remain unclear, and the ability to raise local revenues is
as limited as those of other municipalities.
Although Mexico City generates more property tax revenues than any other metropolitan area in the country, collections are lower than they might be for other emerging market
and advanced countries. And some of the key local functions,
such as education and health care, continue to be directed
by the federal government through special-purpose transfers. Similarly, the main social safety nets, such as “Progresa/
Oportunidades” (see Levy and Rodríguez, 2004) and key eduFinance & Development September 2007   21
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cation and health spending programs, remain federal with
direct provision, or are funded largely by the federal government. Thus, the asymmetric responsibilities and resources
that might be possible for a more effective provision of public
services in Mexico City have yet to be realized or even considered. Other Mexican states and cities, with limited own-source
revenues, are even more dependent on transfers.
Devolution, plus clear separation of functions. The clarification and separation of functions—needed for greater accountability and good governance—remain high on the list of policy
priorities in advanced and developing countries alike.

“The degree of devolution of fiscal
responsibility will vary from country
to country and often reflects the
existing political and institutional
balance of power.”
A good example of the interplay of megacity administration
and political power is London, with “megacity” functions separated from purely local-level activities. The Greater London
Council (GLC) was established under a Labour government in
1965 and had significant powers over public service delivery. The
Conservative government abolished the GLC in the mid-1980s;
some functions were devolved to metropolitan boroughs, and
others were taken back by the center. The government of Tony
Blair reintroduced the GLC, but gave it more of a strategic and
coordination role, including for transport, policing, emergency
planning, and development functions. Thus, functions needing
coordination at the metropolitan level were distinguished from
the purely local functions of primary schooling and basic services, which remain at the borough level.
In other countries, capitals have been moved from major
cities, such as Rio de Janeiro, Karachi, and Lagos, partly to
insulate the central governments from vested interests of the
metropolis. Other objectives included opening up the hinterland (Brasilia) and reinforcing security (Islamabad).

Responsibility and accountability
It is clear that there is a direct interplay between the responsibilities of the megacities and the political power that they
wield. Establishing their responsibilities together with accountability appears to be the most promising avenue for effective
service delivery and poverty reduction. But how is this greater
accountability to be achieved?
A key element in achieving greater accountability is to clarify
which level of government is responsible for a given function.
In many countries, particularly in Latin America, different
levels of government operate with overlapping responsibilities, even for functions that might be considered appropriately
local in other parts of the world.
One example is primary education. In several Andean
countries, municipalities are responsible only for operations
and maintenance expenditures for schools and, in one coun-

try, certification of hours worked. The hiring of teachers is
often handled by the intermediate tier of administration, acting on behalf of the center, and payment of salaries is typically a central government function. In such cases, no level of
administration could reasonably be held responsible for primary education outcomes. This is an example of incomplete
decentralization and overlapping responsibilities.
The megacity must have access to significant own-source revenue at the margin. This allows it to raise additional moneys for
its own priorities and not depend on the center to make financing available through transfers, which are often earmarked for
particular central objectives. This access to own-source revenues
is critical in ensuring a hard budget constraint at the megacity level and would also help to ensure that city borrowing and
investment decisions do not create difficulties for the central
government (see Ambrosiano and Bordignon, 2006).

Spending and performance
Clarifying and simplifying the responsibilities of different levels of government, particularly on the spending side, is at the
center of the policy dialogue in many parts of the world, including China, some countries in the Organization for Economic
Cooperation and Development, and the Andean cases mentioned above. These efforts are increasingly being supplemented
through the use of contracts for the delivery of certain outcomes (see Spahn, 2006). Making budget recipients responsible
for policy outcomes has come to be known as “performance
budgeting.”
Performance budgeting is useful because it clarifies the
outcomes that city administrations or spending agencies can
be held accountable for—with or without explicit contracts.
However, accountability requires that such outcomes be first
specified, costed, and then monitored. This also puts a premium on transparency in the generation and use of public
funds—and most subnational governments may be at a disadvantage in this context because resources and capabilities
are generally constrained. Even for central governments,
the introduction of performance budgeting requires careful
planning and takes time to implement.
But megacities may have built-in advantages. Capacity constraints are often not a problem because megacities have no
dearth of workers and talent. In addition, with a flexible and
accountable political framework, it might be easier to introduce changes in administration, management, and information systems at the megacity level than at the central or
federal government level. This was the case in Bogotá, where
the Mockus administration stressed efficient, responsible,
and transparent management of public funds and the need
for the administration to be held accountable. Since 2000,
the city has been able to implement a results-based budget—
something well beyond what the federal government is currently able to do (Fainboim, forthcoming).
Megacities could create an infrastructure for managing public
finances that is capable of handling more significant functions
than might be possible in smaller municipalities. For instance,
the city of São Paulo has a more advanced government financial
information management system than the government of Brazil.
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To create such an infrastructure, information flows are
critical. Full and standardized information about government
functions and the economy, as well as programs and projects,
is required to obtain full costing of outputs and, eventually,
outcomes. The IMF’s Government Finance Statistics Manual
2001 provides the internationally accepted standards for the
economic and functional budget classifications. This information should provide governments at all levels, as well as
legislators and the public, with details on how much has been
spent and for which purposes.

Tapping revenues
In general, megacities tend to have significant revenue bases,
some of which may be shared with central governments. They
also have the potential to set up modern revenue administrations, given economies of scale, that could match or even
exceed national standards.
On the taxation front, there is often some room for
improvement in local property taxation to give the local
authority adequate own-source revenue at the margin. For
instance, the Mockus administration in Bogotá made significant advances in its collection of property tax revenues
by using the modern principle of self-assessment, subject to
greater reliance on market-based valuation techniques.
Property taxation may not be sufficient to provide significant own-source revenues if wider responsibilities are to be
assumed. Mexico City, for example, collects 40 percent of the
country’s total property taxes but would need additional revenues if more functions were devolved. Mexico City has considerable potential for additional own-source revenues, such
as surcharges on the value-added tax or income taxes, which
have been proposed at various times. However, it has not felt
the need to impose these taxes, given the weight and incentives in the system of transfers and its current responsibilities.
Megacities can also secure financing by borrowing.
Together with the necessary revenue sources and public
financial management infrastructure, megacities tend to
have other conditions that might also permit an asymmetric
approach to borrowing. They include the operation of credit
agencies and information on government operations that
would facilitate borrowing for likely infrastructure needs.
However, it is important that prudential limits be respected
and that information on borrowing and risks from operations,
including public-private partnerships, be properly recognized
and recorded. Although market discipline is desirable and
should be encouraged, there may be a need for a combination of instruments that include fiscal rules and administrative
constraints, along with market discipline (Ter-Minassian and
Craig, 1997). In most developing countries, the overall macroeconomic implications of significant subnational borrowing
have to be kept in mind. For example, subnational debt crises
in Argentina and Brazil in the late 1990s exacerbated the macroeconomic imbalances in both countries.

Accountable devolution
The trend toward larger urban agglomerations and the creation of megacities poses particular challenges for public

policy and poverty reduction. Megacities increase pressures
and risks, but these are counterbalanced by the dynamism
and additional resources of the metropolis.
The need for strategic vision in megacities, particularly for
overall infrastructural planning and its financing, suggests
some need for accountable decision making in those cities.
But decision-making authority can become remote from many
citizens’ local concerns, and the large spending needs of megacities create major fiscal challenges. At the same time, national
goals—such as a demand for regional equity and maintenance of macroeconomic stability—might force metropolitan
regions to contribute financially to the rest of the country or
limit borrowing and investment plans to be consistent with a
sustainable macroeconomic stance for the whole country.
Both national governments and megacities can secure
potential benefits by exploring the devolution of clearly
defined responsibilities that, together with the ability to generate additional own-source revenues, provide incentives for
good governance. The degree of devolution of fiscal responsibility will vary from country to country and often reflects
the existing political and institutional balance of power.
However, standardized information flows and transparency
remain critical for accountability, as well as for maintaining
overall macroeconomic stability. A number of megacities
have begun assuming asymmetric responsibilities, but there
is clearly room to learn from the experiences of others and
to develop appropriate measures and strategies—whether in
Asia, Africa, or Latin America. n
Ehtisham Ahmad is an Advisor in the IMF’s Fiscal Affairs
Department.
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POINT

OF VIEW

What Is the Biggest Challenge

3

Three points of view on different ways to manage things well

Within the next year, the world’s urban population will exceed its rural population for the first time in history—
with some 75 percent of city dwellers living in developing countries, according to a new United Nations report.
The good news is that economists generally agree that urbanization, if handled well, holds great promise for higher
growth and a better quality of life. But the flip side is also true: if handled poorly, urbanization could not only
impede development but also give rise to slums—and already, the UN reports, one out of every three urban dwellers worldwide lives in one. Given that so much responsibility will rest in the hands of policymakers, who will need
to take a team approach to problem solving, F&D turned to three experts from Asia and Africa, the regions with
the fastest-growing urban populations, for their insights.

1

Providing Shelter
Matthew Maury
Area Vice President, Africa and the Middle East,
Habitat for Humanity International

Managing large cities in Africa continues to get more
challenging as poor urban populations rapidly grow.
Most colonial-era urban planning policies on the continent were aimed at keeping the poor out of the city. As
independence spread and new local governments took
over urban management, city gates opened and the poor
began relocating to unprepared cities. In recent years, this
population shift has become a deluge. Africa is, and for
the coming decade will remain, the most rapidly urbanizing area of the world. UN-HABITAT reports that 72 percent of urban dwellers in sub-Saharan Africa live in slums,
which gives it the second largest slum population in the
world after south central Asia. Expectations are that this
concentration of slum dwellers will only increase because
most urbanization will occur within the economically
vulnerable population.
Massive slums have grown across the continent. No large
urban center has been exempt from informal settlements
and slums. The largest and most overwhelming slum in
Africa is Kibera in Nairobi, where between half a million
and a million people reside. The International Housing
Coalition notes that in many cities across Africa less than
10 percent of the population lives in a formal sector with
decently constructed housing. UN-HABITAT statistics are

illustrative and shocking: in Zambia, 74 percent of urban
dwellers live in slums; in Nigeria, 80 percent; in Sudan,
85.7 percent; in Tanzania, 92.1 percent; in Madagascar,
92.9 percent; and in Ethiopia, an amazing 99.4 percent.
Why is so much of the urban growth ending up in burgeoning slums? Although there are undoubtedly many
reasons, the underlying problem in almost all cities is an
absence of appropriate urban planning strategy. And, I
believe, the biggest challenge facing managers of large
African cities is the ability, or inability, to provide adequate
space, shelter, and services for the rapidly migrating lowincome population.
As I visit communities at the grassroots level across
Africa, it quickly becomes clear that this limited urban
planning for the rapidly growing low-income population
is compounding the problems for local governments. For
many municipalities, the lack of urban planning is exacerbated by the inability of the poor to secure title to land,
gain access to housing finance, obtain necessary services,
and navigate the complicated and often outdated regulatory environment. Often, these regulatory bodies have
requirements that interfere with using appropriate and
affordable building technologies. Some holdover colonial building codes, for example, impose expensive snowbearing requirements on tropical roofs.
Most governments have moved away from the illinformed strategy of eliminating their urban slum problems through demolition. In fact, most cities have some
limited, specially funded projects to upgrade existing slums.
But few have moved to the other end of the spectrum
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in Managing Large Cities?

by proactively planning at the appropriate scale to prevent
future slums. In the absence of such strategies, governments
are faced with the costs of additional slums, even though preventing slums from forming is much more cost-effective than
upgrading or relocating them.

Preventing slums
So what can policymakers do? We know that appropriate planning for the housing needs of the poor includes setting aside
appropriate land with tenure. I say appropriate, because allocating land for poor families far from the city center has rarely
worked well unless appropriate transportation, infrastructure,
and access to economic opportunity are also provided. And
there are positive models that might be worth replicating.
South Africa has devoted significant resources since the
end of apartheid to ensuring decent shelter for everyone. The
program is multifaceted but, at its core, involves a housing
subsidy that all citizens can qualify for once in their lifetime.
Until recently, the program included funding for developers to put in necessary infrastructure. While the system is
not without its flaws, such a commitment to space, shelter,
and services for the urban poor is a positive example that
has helped transform the lives of hundreds of thousands of
urban and semiurban families since the early 1990s.
Malawi, although it has lower urbanization rates than
some nations, has proactively set aside decent land in cities
such as Lilongwe for low-income housing projects. Moreover,
when the government was working on its new housing policy, it invited stakeholders working directly with the poor to
sit at the table to assess the new policy and its impact on the
majority of the population who struggle to find decent shelter in urban environments.
In no case can a city solve the problem on its own. Scalable
and attainable solutions require the active participation of the
private sector and civil society—in fact, of all stakeholders—
if slums are not to rapidly perpetuate themselves. Rarely is
the voice of the poor heard by city managers and urban planners at the same decibel level or with the same priority as that
of the wealthy housing developer or corporation looking to
build a factory. However, the cost to a city of not proactively
giving adequate attention to the housing needs of the poor is
a recipe for more Kiberas.

2

Getting the Balance Right
Kishore Mahbubani
Dean of the Lee Kuan Yew School of Public
Policy, National University of Singapore

Urbanization is unstoppable. Globalization has accelerated the spread of free markets and modern technology,
shaking ever more people from their rural roots and luring
them to cities. By next year, 3.3 billion people, half the world’s
population, will live in cities. For cities in all regions, managing this new large influx will be a major challenge—but one
that each region will face differently.
Asia will have its fair share of megacities. China is projected
to account for 10 of the world’s 30 fastest-growing large cities between 2005 and 2020, and India will have 8. The rapid
growth of several Asian economies, including those of China
and India, will give them a competitive advantage in handling
new waves of urban migration. But Asian cities also aspire
to be global cities—like London, Paris, and New York—that
have advanced transportation and communication systems;
a multicultural and cosmopolitan environment with a developed cultural scene; a critical mass of financial institutions,
law firms, and major corporations; a strong media presence;
a venue for major sporting events; and a clean, healthy, and
beautiful urban environment—with outstanding architecture, clean air, water, parks, and gardens.
To succeed at becoming global centers, Asian cities will
have to develop the right balance of strengths in “hardware”
and “software”—something few of them realize.
The hardware part is unglamorous but critical: it includes
modern sewage, a reliable electrical supply, and well-maintained
roads and bridges. The inability to deliver a first-world physical
infrastructure may explain why only 4 Asian cities are ranked
among the top 50 in terms of quality of living by Mercer
Consulting. They are Singapore (34), Yokohama (38), Kobe
(40), and Osaka (42). Singapore is ranked first in Asia because,
arguably, it is the best-planned city in the world. New York is
ranked only 48, demonstrating that even first-world cities like
New York and London are gravitating toward third-world
infrastructure because of poor maintenance. Witness the sinkhole that opened up in Manhattan in July 2007.
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Yet even if the great Asian cities fail to keep pace on infrastructure, they could be saved by their software: the cultural
excitement that lures great talent. In Mumbai, the most densely
populated city in the world (29,650 people per square kilometer), the physical infrastructure is crumbling and there is little
long-term planning, but there is a vibrant cultural scene. Its
movie industry, Bollywood, has a huge geopolitical footprint,
stretching from Indonesia to Morocco (and perhaps the suburbs of New Jersey). In Shanghai, the infrastructure looks
better, at least superficially, with wide new roads and glittering skyscrapers, but the reality is that the nuts and bolts need
looking after—for example, its sewage is not first world. Even
so, the cultural excitement in Shanghai today is as explosive as
in Mumbai, largely because the city leaders have focused on
glamorous projects (theaters, libraries, and museums—some
one hundred of which are planned over the next four years).
Why this great cultural renaissance? The simplest answer is
economic growth. More and more young Asians believe that
the 21st century will belong to them. They share the type of
optimism projected by a recent Goldman Sachs study that
predicts that, by 2050, three of the four largest economies in
the world will be in Asia: China, India, and Japan. That optimism affects even the slum dwellers. A U.S. diplomat recently
told Indian author Niranjan Rajadhyaksha—who wrote The
Rise of India: Its Transformation from Poverty to Prosperity—
that unlike the slums of Africa and Latin America, where he
often saw crime, despair, drugs, and urban gangs, he perceived energy and confidence in the Mumbai slums. The
annual GDP of Mumbai’s notorious slum, Dharavi, the largest in Asia, is $1 billion, according to Time magazine.
But if Asian cities fail to find the right balance of hardware and software, they could instead become a bottleneck to
growth. No modern economy can succeed without being able
to attract the new, globally mobile talent to its cities. These new
tribes of high-powered financial whiz kids and management
consultants, cultural performers, and media stars provide the
vital “yeast” that a global city needs to grow and thrive. The
good news is that these tribes have begun to migrate to Asian
cities, despite the cities’ many shortcomings.

3

Consulting the Citizens
Ramesh Ramanathan and Swati Ramanathan
Cofounders, Janaagraha Centre for Citizenship and
Democracy

Our comments are limited by our experiences in urban India.
The operating term in the question is “managing.” We prefer the term “governing” because it not only encompasses the
function of managing but also locates it in a larger context.
The problems of large-city urban governance are not trivial.
There are technical issues, such as urban planning, design and
management of mass transport systems, and access to such
resources as water and power along with their pricing and distribution. There are public finance issues of ensuring that cities get access to the resources they need to provide services of

acceptable quality. There are regional issues too: how does a
city relate to the larger region in which it is located, and how
can the relationship between the two be managed?
The trick is to design institutions that can deal with all
of these complex issues yet be close enough to the citizen to
provide local public goods effectively. This is a complex organizational challenge that cannot be solved through simple
Band-Aid solutions.
Moreover, we would argue that this needs to be done in a
way that adds democratic processes to systems-based urban
management solutions. Otherwise, public services will be created and delivered in a top-down manner, which is what happens in autocratic regimes. Residents of these cities are just
consumers or producers of goods and services, not citizens
who bring energy, vitality, and ownership to their cities.
These ideas do not emerge in a vacuum. Our work in promoting participatory urban governance in Bangalore, India, has
seen more than 125,000 people engage in various campaigns
over the past several years and involved more than 7,000 volunteers who have contributed close to 6 million person-hours.
We have learned that sustainable change in urban governance
cannot be achieved without a systems-based solution that is
rooted in democracy. Take the following two examples.
One of our first campaigns involved getting citizens to
participate in the allocation of local funds for neighborhood
development. More than 5,000 citizens took part in the exercise, and about 22 percent of the total local works budget was
selected by citizens themselves. The exercise was a big success,
but, because there was no formal provision for such citizen
participation in ward-level planning, the effort might not be
repeated. It worked because there was a resolute citizenry—
some of whom worked with an elected representative willing to allow the efforts, while others found an administration
willing to support their activities. But those factors won’t
always be present.
We ran a second campaign to verify urban voter rolls,
with the support of the Election Commission of India.
Astonishingly, the error rates exceeded 50 percent, demonstrating how electoral systems can get hijacked over time.
Corrupt politicians actually use the “legitimacy” that elections
confer to take over the offices of government for private gain—
moving democracy further away from the citizens and making
them disenchanted with the idea of democracy itself. That can
explain why citizens sometimes prefer a benevolent dictator
to a dysfunctional democratic government. Participatory governance in our cities can be a powerful engine that can act as a
political kindergarten for citizens and nurture in them a sense
of agency in the overall democratic process.
Nobel Prize winner Amartya Sen said, “Countries should
not become fit for democracy, but become fit through democracy.” In the journey across the river of democracy, India has
gone only halfway. We therefore cannot reap the dividends of
a full democracy. So we enviously look back at the efficient
authoritarian regimes on one bank of this river and admiringly ahead at the mature democracies on the other. We need
to push cautiously ahead by “crossing the river, feeling the
pebbles with our feet,” as an old proverb says. n
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China’s
Rebalancing
Act
Shoppers and pedestrians outside a department store in Wanfujing District, Beijing.

Jahangir Aziz and Steven Dunaway

I

n the past 20 years, China has added
about $2 trillion to world GDP, created
120 million new jobs, and pulled
400 million people out of poverty.
These are big numbers—equivalent to adding a country of the economic size of Portugal every year; creating as many new jobs
each year as the total number of people employed in Australia; and eradicating poverty
in Ethiopia, Nigeria, Tanzania, and Zambia
combined. In recent years, China has grown
more than 10 percent annually while keeping inflation below 3 percent. Today, it is the
fourth largest economy in the world and the
third largest trading nation.
Despite these remarkable achievements,
there is growing unease within China and
abroad about the state of its economy. At
the National People’s Congress this March,
Premier Wen Jiabao cautioned, “the biggest
problem with China’s economy is that the
growth is unstable, unbalanced, uncoordinated, and unsustainable.” More generally,
the question is whether the pace of growth is
sustainable or whether the imbalances in the
economy might slow growth, perhaps significantly. And this is why China’s policymakers
are looking to rebalance the economy to rely
less on exports and investment and more on
consumption as the source of growth.
What are the underlying causes of these
imbalances and how should they be addressed?
Those are critical questions not only for

China but also for much of the rest of the
world, whose prosperity is linked to China.
For as China has grown, its economic impact
on many countries has magnified, whether
through its large trade imbalances, exchange
rate issues, or its large and growing need for
resources and food. There are many suggestions about the policies China should pursue
to rebalance its economy—and some even
argue that the rebalancing will occur “naturally” as a result of market forces (see “Solving
China’s Rebalancing Puzzle” on page 32). We
believe that a rebalancing will not happen on
its own and lean toward an effort that relies
on monetary policy, price liberalization,
financial market reform, and changes in government expenditure policies.

How it began
China’s liberalization is usually separated
into three phases—the reforms of 1978, 1984,
and 1994—each of which further opened
the economy. The 1994 reforms had three
prongs: the unification of the official and
market exchange rates and the removal of
restrictions on payments for trading goods,
services, and income; the opening of the
export sector to foreign direct investment;
and the reform of the state-owned enterprises (SOEs). The first two changes turned
the export sector into a powerful engine of
growth, and the third unleashed domestic
entrepreneurship.

China’s
economic
miracle may be
at risk unless
the country
relies more
on domestic
consumption

Finance & Development September 2007   27

©International Monetary Fund. Not for Redistribution

Foreign enterprises, on their own and in joint ventures,
used China’s cheap but skilled labor to convert the coastline
into the “world’s workshop” and a critical node in the global
supply chain. Meanwhile, domestic enterprises, relieved of
costly social responsibilities and not required to share profits with the government, began to invest in new technologies,
expand rapidly, and seek out new markets. Domestic private
sector firms also developed. A plethora of incentives from
both the central and the local governments—in the form of
tax breaks, cheap land, and low utility prices—helped to keep
production costs low and raise profits to be reinvested in further expansion.
With capital controls and an underdeveloped capital market limiting investment choices, China’s large pool of savings
provided these enterprises with a captive and cheap source
of financing through a state-controlled banking system. And
with this, China began an economic expansion of unprecedented pace driven by investment and exports. But consumption growth, in particular, could not keep pace with
the capacity created by rapid investment. As a result, the
share of investment in GDP rose, while that of consumption declined, with the difference picked up by a rising trade
surplus (see Chart 1).

Rising growth, mounting imbalances
The concern is that China’s rapid growth could slow, perhaps
even sharply, if the continued expansion of capacity eventually leads to price declines that reduce profits, increase loan
defaults, and undermine investor confidence. As the imbalances grow, so does the probability of such a development. If
the global economy slows at the same time and competition
from other countries rises, Chinese firms would find it that
much more difficult to sell their products abroad without
deep price cuts. Moreover, the risk of rising protectionism in
China’s trading partner countries could worsen the situation.
But didn’t many of today’s successful economies sustain
such
a development
Author:
Aziz
— Chart 1 strategy for some time? Indeed,
an export-based growth strategy backed by large domestic
Date: 8/2/07
savings and investment was the right path for China in the
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early 1990s. And it has been remarkably successful. That said,
much has changed since 1990, when China was a small econ-
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omy just starting to open up, importing sophisticated inputs
and assembling them into consumer goods for the West.
Today this assembly-line business makes up less than 10 percent of China’s $250 billion trade surplus. Instead, China’s
exports have branched into new and more sophisticated
products with a growing proportion of domestically made
inputs. China also has become a dominant player in many
markets. While it was relatively easy to expand market share
before, further expansion will likely require Chinese firms to
cut prices. If the price cuts needed to sell the created capacity turn out to be deep, many of today’s investments could
become unviable, turning into tomorrow’s loan defaults.
Why is investment high? There is no big mystery here.
Profits of Chinese companies have risen sharply over the
past several years, suggesting that returns on investment
are very attractive. In part this is because key input costs are
low—including energy, utilities, land prices, and pollution
control. But perhaps most important is the low cost of capital. Investment accounts for nearly 45 percent of China’s GDP,
and 90 percent of that is financed domestically (the national
saving rate is 55 percent of GDP). Foreign direct investment
accounts for less than 5 percent of GDP. Domestic bank
lending and reinvested earnings of firms share the bulk of the
financing needs. Bank lending rates are low because of low
deposit rates set by the government.
Since the enterprise reform, the government has not sought
dividends from SOEs, not even from those that are listed on
the stock exchange and pay dividends to their private shareholders. For these enterprises, profits either are reinvested or sit
in low-earning deposit accounts. Rising corporate saving has
been the main reason that China’s overall savings have gone up.
Corporate savings roughly equal household savings—at about
23–24 percent of GDP. Low bank lending rates and retained
earnings have kept the cost of investment funds low. Whereas
real GDP growth in China has averaged about 10 percent, the
Author: Aziz — Chart 2
real cost of investment has hovered at about 1–2 percent. In
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China

Consumption levels lag badly
Consumption in China is substantially lower than in other major economies.
(percent of 2004 GDP)
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market economies it is positive, but in none is it as wide as in
China (see Chart 2). It is not surprising then that investment
growth is so much faster in China and that investment’s share
of GDP is one of the highest in the world.
The cost of capital is not just low; it has fallen relative to
wages, despite China’s abundant labor supply. As a result,
as economic theory predicts, production has been skewed
increasingly toward capital-intensive processes, and job
creation has slowed. In most countries, 3–4 percent GDP
growth is associated with 2–3 percent employment growth,
but in China, 10 percent GDP growth is generating only
about 1 percent employment growth (see Chart 3). In addition, the undervalued exchange rate and widely held expectationsAuthor:
among Aziz
investors
that 3
the currency will appreciate only
— Chart
gradually
have
biased
investment
toward exports and import
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Why is consumption low? Although consumption has
grown at a real rate of 8 percent since the early 1990s, it has
lagged GDP growth. Personal consumption’s share of GDP
has fallen by more than 12 percentage points, to about 40
percent, one of the lowest levels in the world (see table).
While household savings in China are high and their rate
has increased somewhat in recent years, this can explain
only about 1 percentage point of the drop. Nearly all the
decline is attributable to a falling share of national income
going to households, including wages, investment income,
and government transfers. Many countries have seen their
wage share decline. But, in most countries, overall household
income has held up reasonably well because rising dividend
and interest income have offset the falling wage share. In
China, though, household investment income has declined
from more than 6 percent of GDP in the mid-1990s to less
than 2 percent today, mainly because of low deposit rates and
limited household equity ownership (directly or through
institutional investors). Moreover, in most countries, profits of SOEs are transferred to the government, which uses
them to provide consumption goods, such as health care
and education, and income transfers to households. But in
China the government receives no dividends, and transfers
to households and public spending on health and education
have declined.

China

Russia2
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As defined in the World Economic Outlook.
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The way to address these imbalances seems straightforward:
switch from investment and exports as the main drivers of
growth to consumption. Some analysts question whether
there is a major problem and suggest that the normal business cycle will rebalance the economy. During upturns, firms
invest and expand, increasing the demand for resources, such
as capital and labor, these analysts say. That raises input costs,
driving down profits and slowing investment. Less productive firms exit, economic growth slows, and prices stabilize.
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In China’s case, however, that argument is flawed. Business
cycles usually occur in more advanced economies in which
markets are well developed and prices provide early signals,
allowing firms and households to adjust smoothly. In China,
markets are not developed and prices do not provide a true
reflection of underlying supply and demand conditions in

“The obvious way out is to
simultaneously raise the floor
on lending rates, lift the ceiling
on deposit rates, and allow the
exchange rate to appreciate more
quickly.”
key markets. Instead they are influenced, to varying degrees,
by the government. Consequently, rebalancing requires
active involvement by the government in the form of policy
changes and reforms. What are those needed policy changes
and reforms? There are four principal steps:
First, raise the cost of capital. In the immediate future,
interest rates and the exchange rate hold the key to curbing rapid investment growth and the associated rise in bank
lending. Curbing investment has been the main goal of macroeconomic policy over most of the past three years. The
Chinese authorities have also tried to control investment
directly using a combination of administrative measures and
“guided” bank lending, but these have not provided a lasting
solution. China must increase its reliance on monetary policy to curb investment and credit growth by raising the cost
of capital, the main reason investment is growing so rapidly.
But the authorities fear that if the currency is tightly managed, increases in interest rates will encourage capital inflows
that will add liquidity to the banking system, requiring further interest rate hikes to absorb it. China’s government not
only imposes a ceiling on deposit rates, it also sets a floor
on lending rates and tightly manages the exchange rate, even
after the changes made to the exchange rate regime in 2005.
The obvious way out is to simultaneously raise the floor
on lending rates, lift the ceiling on deposit rates, and allow
the exchange rate to appreciate more quickly. This will provide the room monetary tightening needs to be effective. Not
only will the financial cost of capital increase, but, over the
medium term, a stronger currency will help curb investments
in the export and import-substituting sectors, while raising household incomes. The objective for economic policy
should be that both interest rates and the exchange rate are
increasingly determined by the market, so that the right price
signals are provided to investors and households.
Second, liberalize prices. Reducing investment growth
will require more than just monetary tightening. Other key
prices in the economy also need to reflect market conditions

and the underlying resource costs. In the past few years, the
government has begun to raise the price of industrial land,
power, and gasoline, and, importantly, to introduce stricter
environmental standards and better enforce pollution controls. The government’s goal of cutting energy use per unit
of GDP by 20 percent over the next five years should help not
only improve energy efficiency and reduce pollution, but also
curb investment growth by raising business costs.
On the tax front, the government is unifying the enterprise
income tax rate but still must cut tax and other incentives for
investment that have proliferated over the past two decades,
particularly at the local level. Raising the cost of capital also
requires the government to exercise better corporate governance over SOEs, including asking profitable firms to transfer dividends to the budget. A pilot program is planned in
which some SOEs would pay dividends to the budget in 2008,
the first time since 1994. This is a step in the right direction,
but the program needs to be expanded, especially to cover
listed companies, which should pay the government the same
dividends they pay to their private shareholders.
Third, reform financial markets. While weak corporate
governance by the government has allowed SOEs to accumulate large savings, private enterprises, especially the small and
medium-scale ones, have done the same because poor financial intermediation has limited their access to bank credit
(Aziz, 2006). In the early 2000s, China embarked on an ambitious bank reform program and has made substantial progress
in cleaning up nonperforming loans, recapitalizing banks,
and opening the sector to foreign participation and competition. But, as a result, banks turned conservative—because
of their weak internal risk-management and risk-pricing
systems—and have continued to direct most credit to large
cash-rich SOEs at the expense of private firms and households.
Because capital markets—bond and equity—are also weak,
they have not been an alternative source of financing for firms
or savings for households. Firms have instead had to rely on
Author: Aziz — Chart 4
internal savings for investment, and consumers have done the
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A need for financial reform
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pensions, housing, and durable goods (see Chart 4) (Aziz
and Cui, 2007). Greater access to credit and a broader range
of instruments to raise funds would reduce the incentives of
firms to hold large savings, and better access to credit, insurance, and private pensions would diminish household saving
and boost consumption.
Better financial intermediation has thus become the
government’s top priority. The authorities are pushing for
further improvements in the banks’ commercial operations,
internal controls, and governance. They should also lift the
cap on deposit rates, which would not only help push up
the cost of capital but also allow smaller and more aggressive banks to compete better against large state-owned banks
and provide an incentive for big banks to expand credit to
small and medium-scale enterprises. China is also looking
to expand its other financial markets, especially bond and
equity markets. However, continued government control
over bond and equity issuance is a serious impediment to
these markets. Raising household consumption requires not
only increasing the household share of national income but
also reducing the uncertainties that have kept precautionary
savings high. For the first, a key factor is increasing households’ investment income—through higher deposit rates
and greater participation in the equity market, and directly
and indirectly through expanded mutual and pension funds.
Equity market reforms of the past few years have revitalized
a languishing stock market, but the supply of equities needs
to be increased.
Fourth, shift government expenditures. The government
has another important role in this rebalancing exercise:
improving the provision of key social services, especially education, health care, and pensions (see Chart 5). Reducing the
uncertainties surrounding their provision will substantially
diminish the strong precautionary saving motive and give
households the confidence to raise their consumption. In
the 1994 SOE reforms, the provision of health care, educaAuthor: Aziz — Chart 5
tion, and pensions was transferred from companies to local
Date: 7/25/07
governments.
However, in general, local governments were

Proof: 2
Chart 5

Resorting to self-reliance
Government payments to households for health care,
education, and pensions have been low and uncertain.
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not provided with adequate resources to discharge these new
responsibilities. Consequently, households have had to bear an
increasing portion of the costs of health care and education.
Chinese households pay about 80 percent of health care costs
out of their own pockets, one of the highest proportions in

“The current high growth and low
inflation in China and a benign
world economy may give the false
impression that China has time
on its side in implementing these
reforms.”
the world. They also face considerable uncertainty about pensions, because reforms in this area have not produced a new,
viable pension system, although China’s one-child policy has
intensified the aging of the population and raised the need to
save for old age. The government has increased spending for
education and health care in recent budgets, but the increases
have been limited. In essence, households have self-insured
against uncertainties associated with pensions, health care,
and education. As a result, they have saved significantly more
than they would have were these risks pooled socially.
*****
Rather than provide quick fixes, the government has
rightly decided to rebalance the economy by implementing
fundamental reforms along several dimensions to shift the
economy’s heavy reliance on investment and exports toward
consumption. China has already made progress on many of
them, and most analysts agree on the basic elements of the
strategy. However, there is a concern that the current high
growth and low inflation in China and a benign world economy may give the false impression that China has time on
its side in implementing these reforms. The reality could be
different. Unchecked, the imbalances will continue to grow
and, with them, the rising probability of a large correction
will become a major threat to the country’s economic growth
and stability. n
Jahangir Aziz is a Division Chief and Steven Dunaway is a
Deputy Director in the IMF’s Asia and Pacific Department.
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Solving China’s
Rebalancing Puzzle
Market forces will do the trick “naturally”

Jonathan Anderson

O

ver the past year, observers of the global economic scene have been treated to a rare spectacle,
as a host of U.S. cabinet-level officials and their
Chinese counterparts sat down in a much-touted
series of meetings under the banner of the “U.S.-China Economic Dialogue.” The official program covers a long list of topics, including market access, intellectual property rights, U.S.
export controls, and investment guarantees; however, it is safe
to say that the real agenda is the ever-present U.S. bilateral trade
deficit with China and the mainland’s burgeoning trade surplus with the world at large. In other words, the delegation is
focused on the rebalancing of the Chinese economy, a topic that
many China-watchers have latched onto in recent months.
But what does “rebalancing” really mean, and how can it
be achieved? This is by no means a simple question because
China is one of the most unique and puzzling economies in
the world—and, as it turns out, conventional wisdom on the
topic may be misguided.

What is going on?
Here is the fundamental problem. On the one hand, over the
past three years, China has seen a rapidly rising trade and current account surplus—about 10 percent of GDP in the first
half of 2007, up from 3 percent in 2004 and about 2 percent
in 2000–03. On the other hand, the gross investment share
of the economy has also increased over the same period, to a
record high of 43 percent of GDP, from about 35 percent at
the beginning of the decade.

Laborer carrying steel pipes at a market in central China’s Hubei province.

This is arguably the first time in 50 years that economists
have seen anything like it. Normally, a sharply rising investment ratio drives the current account into deficit: think, for
example, of Southeast Asia in the run-up to the Asian financial
crisis. Vice versa, Japan’s and Taiwan’s massive trade surpluses
in the mid-1980s were due mostly to falling investment shares
at home. This regularity has played itself out again and again
in emerging markets across the globe, except in China, where a
rising investment rate and a rocketing current account surplus
have gone hand in hand.
What is going on? By definition, if both ratios are
increasing, then it must be that the domestic saving rate is
rising even faster, which in turn implies that the domestic
consumption share of GDP must be falling—and falling
precipitously at that. Sure enough, the official data show
that overall Chinese consumption spending has fallen
from more than 60 percent of GDP at the beginning of
the decade to about 50 percent today, with household consumption at a record low of 37 percent of GDP. This is the
smallest ratio in all of Asia, and perhaps in emerging market countries as well.
Clearly, something is more than a little bit “out of whack”
in the vibrant, rapidly growing mainland economy, and the
obvious conclusion from the above scenario is that weak
consumption is the culprit. By implication, the solution to
China’s domestic and external imbalances is urgent action
to boost consumer spending, the only driver that can restore
balanced growth.
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That, in a nutshell, is the consensus version of events.
However, as it turns out, there are also very good reasons to
question that consensus, and a closer look at the macroeconomic data does in fact suggest that the real story lies elsewhere. I will argue in this article that household consumption
is not the main problem; instead, the bulk of excess savings
has come from Chinese firms as they “expropriate” market share and profits from the rest of the world. Moreover,
this imbalance is a temporary rather than a structural phenomenon, and the economy is already in the process of selfadjusting. Of course China still needs longer-term structural
reforms in the areas of consumer finance and the social safety
net—but these are not the solutions to the current cyclical
disparity.

Three additional puzzles
How do we get there? Start by considering the following three
additional economic puzzles:
First, if household spending is so weak, why doesn’t it feel
weak? The official GDP figures show consumption lagging
well behind overall growth in the economy, but these are virtually the only numbers that point to a weak consumption
performance. Retail sales growth has been in the double-digit
range, rural consumption spending has rocketed in line with
rising food prices, and annual urban passenger car purchases
have tripled since 2002. Nor do Chinese consumers appear
“underleveraged”; the rise of mortgage and auto finance
has increased overall household debt significantly since the
beginning of the decade.
Second, if China is overinvesting so much, why aren’t profits
falling? The investment data give rise to a similar conundrum:
a sharply rising investment ratio combined with declining consumption should lead to weak and falling corporate
profits, but official industrial data for the past five years show
Author: Anderson — Chart 1
strong profitability. Industrial margins have declined somewhatDate:
since7/25/07
2004, particularly in excess capacity sectors, but
Proof:
they remain2very high by Chinese historical standards.
Third, if consumer savings are exploding, why can’t we find
them? By far the most telling critique of the consensus view

comes from the savings side of the equation. After all, actual
consumption may be higher and investment lower than the
official GDP numbers suggest—but the dramatic rise in the
current account surplus over the past few years still implies
a dramatic rise in savings, and any consistent exposition of
Chinese imbalances must explain where those savings are
coming from.
As best we can tell, they are not coming from households.
Banking system data show that the household share in total
deposits has fallen since the beginning of the decade, offset
by a rise in the enterprise deposit share. This is confirmed by
flow of funds estimates, which also indicate that while household and government saving rates are generally high, neither
ratio has changed much over the past five years. Instead, the
real driver of the recent Chinese “savings boom” is the corporate sector, in which the estimated gross saving rate has shot
up by nearly 7 percentage points since the beginning of the
decade (see Chart 1).

Firms, not households
The implication is that the sudden appearance of China’s
imbalances over the past few years—the sharply rising trade
surplus and the implied dramatic increase in domestic savings relative to the already very high mainland investment
levels—was not caused by weak consumers. Instead, the bulk
of the evidence points to Chinese companies and rising corporate savings as the source of the problem.
By definition, gross corporate savings are equal to total
profits—that is, the amount of earnings available for investment or distribution to owners—and corporate profit margins have been strong but stable or even falling over the past
five years. However, there is a big difference between profit
margins and the volume of total profits in the economy, and
the latter figures tell a different story. Since 2002, there has
Author: Anderson — Chart 1
been a sharp divergence in the relative performance of mar7/25/07
ginsDate:
and overall
profits for large Chinese industrial compaProof:
2 of GDP; and overall profits have skyrocketed
nies as a share
as a share of the economy (see Chart 2). After accounting for
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the profits of smaller manufacturing firms and the services
sector, it is easy to see how the corporate sector has led the
savings boom in China.
What accounts for the sudden divorce between margins
and total profits over the past few years? The answer is that
industrial sales volumes have risen enormously. For most of
the past two decades, there was a stable relationship between
industrial sales revenue and GDP, but, since 2002, the ratio
suddenly jumped from 90 percent of GDP to an astounding
140 percent in 2005 (see Chart 3, top panel). What is more,
this was not an across-the-board increase; instead, the jump
has been concentrated solely in heavy industrial sectors.
And heavy industrial production rose much faster than
domestic demand for industrial goods (see Chart 3, bottom
panel). Of course, China has a rising surplus in light manufacturing and electronics industries, but the biggest single
contributor to the trade surplus was the sudden turnaround
in the trade position for heavy sectors such as steel, materials,
machinery, and chemicals.

The real story
As it turns out, the real story behind China’s imbalances has
little to do with consumption and everything to do with a
large-scale net transfer of savings from abroad to the mainland corporate sector. Because of excess domestic capacity
creation, heavy industrial companies have effectively expropriated savings from the rest of the world through abnormally high market share gains both at home and abroad.
And rather than being a reflection of long-term structural
imbalances, this is a profoundly cyclical shock that carries
the seeds of its own reversal.
Here is how it works. From 2001 through 2005, the mainland economy saw an intense investment boom in construction and machinery-related sectors. The wrenching
slowdown in domestic demand following macroeconomic
tightening in 2004 would normally have cut production and
wiped out profits in these sectors, but firms in key industries were able to “validate” capacity increases by taking
local market share away from overseas suppliers, as well as
boost their own export shipments. The result was a big fall
in import growth and buoyant export momentum—that
is, a rapid increase in the trade surplus. Profit margins did
decline in overheated sectors, of course, but the market
share gains allowed firms to record a big increase in volumes
at home and better margins than they would otherwise have
seen, which in turn helped push the massive increase in the
level of corporate profits as a share of the economy. This
explains the second big puzzle: why we have not seen more
pressure on earnings and margins despite the record-high
investment-to-GDP ratio.
The unusually high contribution of net exports to overall growth also raises the level of GDP relative to domestic
demand and thus “artificially” pushes down the consumption share of the economy. And this helps explain the first
puzzle: why the official household consumption ratio is
falling despite buoyant consumption indicators on the
ground.

Popular recipes for rebalancing
So this, in short, is the working model here of Chinese macroeconomic imbalances: cyclical overinvestment in heavy
industrial sectors, rising market share through trade adjustment, and higher domestic corporate savings as a result.
Now, taking this model as a benchmark, here are the various
prescriptions for rebalancing.
Just get households to spend more. Again, this view is probably the most common among China analysts and the financial press. However, it does not necessarily make a lot of sense.
Chinese households do have a high average saving rate by
international standards, but there is a big difference between
high structural savings and cyclical excess savings. High structural savings, which are partly attributable to households, are
the main driver of high structural investment and growth
rates in the mainland economy. Lowering saving rates would
lower average investment rates over the cycle and thus raise
the structural return on capital, but it would also push down
GDP and income growth. It is an open question whether this
— Chart
is anAuthor:
optimalAnderson
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China.3Meanwhile, cyclical excess
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pushing higher consumption today to lower the
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current imbalances could push already-overheated growth to
absurd levels.
Reduce corporate and government savings and redirect
funds to households. More seasoned economic specialists
recognize these misconceptions and have focused instead on

“A large revaluation may look
good in theory, but it has so far
proved virtually impossible to
implement.”
resolving the systemic factors behind Chinese imbalances:
reducing China’s structural propensity for overinvestment by
extracting dividend payments from mainland state-owned
enterprises, introducing harder budget constraints through
market reforms in the banking system, and redirecting financial surpluses from local government investment projects
to social safety net protection for Chinese households (see
“China’s Rebalancing Act,” page 27). This is true rebalancing,
in the sense that it not only moves savings away from governments and firms toward households but also reduces systemic
incentives for misbehavior. All of these prescriptions are now
gradually making their way onto the official policy agenda.
There is, however, one slight complication. These policies are
uniformly long term in nature, aimed more at preventing the
next bout of cyclical savings and investment imbalances than
resolving this one.
Consolidate heavy industry. Should the government take
immediate steps to reduce sectoral overcapacity by shutting
down marginal firms and consolidating selected heavy industries? This would reduce both the level of corporate savings
and the trade balance by reducing domestic supply relative
to demand and boosting import growth. Although this is a
great idea in theory, it has also proved to be a disaster in practice. The central government has been trying to restrict new
investment and consolidate existing capacity in steel, aluminum, cement, autos, and so on, for the past three years with
very few visible signs of success, and there is little to suggest
that things will change radically going forward.
Let the renminbi go. The role of the exchange rate in
Chinese imbalances is perhaps one of the most hotly debated
topics on the academic policy scene today. The most common
view on mainland external surpluses implicitly leaves little
role for exchange rate adjustment as a means of rebalancing
the economy. If the high trade balance reflects structurally
weak consumption and excessive household savings, then it
is not obvious how appreciating the renminbi would contribute to resolving the problem. By the same token, the main
alternative explanation that trade surpluses were brought on
by a signficantly undervalued currency is generally silent on
exactly how structural undervaluation resulted in such a sudden and dramatic rise in gross domestic savings.

In contrast to these two views, focusing on the role of
cyclical excess capacity explains both the speed and the size
of China’s trade adjustment and the sharp increase in gross
savings, and also clarifies the role of the exchange rate. An
undervalued currency has little to do with excessive investment and capacity creation—but renminbi strengthening
can nonetheless play a key role in promoting ex post adjustment in the face of the resulting trade surplus, by switching expenditure back to overseas heavy industrial suppliers,
speeding the exit of marginal import-competing producers,
and reducing domestic corporate savings in the process.
A large revaluation may look good in theory, but it has so
far proved virtually impossible to implement. The gradual
pace of nominal strengthening to date has not had any visible
impact on the trade balance or corporate profits, and political constraints act as a considerable barrier to a more sizable
move in the renminbi exchange rate.

A natural rebalancing
In the absence of a more rapid exchange rate adjustment, this
leaves a “real” near-term rebalancing. The trends most likely
to drive corporate earnings and the trade surplus back to
more sustainable levels over the next few years are the gradual end of excess capacity growth, the subsequent return of
net import demand, and lower overall GDP growth. These
will achieve real near-term rebalancing.
To begin with, excess capacity expansion is nearing the end.
This is not because of government policy, but rather because
of normal market forces—profit margins have been propped
up by unusually strong market share gains, but margins have
nonetheless fallen in key overcapacity sectors such as autos,
steel, and industrial materials. As a result, investment spending
in these sectors is slowing, and this should help stem the enormous industrial production buildup of the past five years.
As this happens, the trade surplus should peak and eventually decline as China returns to a net import position in
some of the industries listed above. There are limits to the
ability of Chinese firms to exploit overseas markets or replace
imported market share at home; the most successful sectors
here have been homogeneous, commoditized materials such
as steel, cement, and aluminum, whereas investment and
margins in other areas, such as machinery, have been relatively more responsive to domestic conditions.
The final implication is lower GDP growth. The consensus view would actually argue for faster domestic spending
growth as consumption accelerates, but the truth is that there
is no sustainable way to rebalance the Chinese economy at
GDP growth rates of 10.5 percent or 11 percent. China’s
structurally sustainable real growth rate is about 9 percent,
and it is to this level that the economy must return. Real
rebalancing involves a slowdown in investment and a drop in
net exports rather than a further pickup in urban consumption, and this is by far the most likely scenario through the
end of the current decade. n
Jonathan Anderson is the head of Asia-Pacific Economics
at UBS.
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China’s

Approach to Reform
Hu Xiaolian, Deputy Governor of the People’s Bank of China and
Administrator of the State Administration of Foreign Exchange

S
Rapid
economic
development
is based
on longterm goals
that aim for
stability

ome amazing things are going on
in China right now. Cities are changing beyond recognition in just a few
years, or even in a few months. Rapid
industrialization is attracting hundreds of
millions of peasants to the cities seeking
employment—around the traditional Lunar
New Year Festival, they pack train and bus
stations to head home to see their relatives.
And China is integrating rapidly with the rest
of the world. For example, hundreds of thousands of enterprises, many backed by foreign
investment, have sprung up in the cities of
eastern China to make garments, footwear,
headgear, electronic devices, toys, and other
items for export across the globe.
With rapid industrialization, the country
of 1.3 billion people has enjoyed an average
annual GDP growth rate of 9 percent over
the past three decades, turning China into an
important engine of world economic growth.
In fact, according to the World Bank, of the
3.9 percent of global economic growth in
2006, China contributed 0.5 percentage points
of it. China’s living standards have risen considerably, and as many as 400 million Chinese
have shaken off the shackles of poverty.
Because of China’s industrialization, urbanization, and globalization, the rest of the world
is naturally paying considerable attention to
how China grapples with the challenges of
ensuring sustained and steady development
and of dealing with issues such as unemployment, an expanding income gap, the imbalance
between investment and consumption, environmental protection, and social security. The
Chinese government has drawn up a development policy—taking into account the experiences of other countries and adapting lessons
from elsewhere to its own circumstances—and

is constantly tracking how development across
the country is proceeding.

Sustainable development a top priority
For China, the top economic policy priority is
promoting sustainable development—which
is the key to improving people’s livelihood
and achieving broad-based prosperity. With
that in mind, the government has continuously tried to strengthen macroeconomic
management in recent years. And as a result,
economic volatility has been greatly reduced.
During 2001–06, on average, China’s GDP
grew at an annual rate of 9.8 percent, fiscal
revenues increased at 18 percent, per capita
disposable income of urban residents grew at
10 percent, and net per capita income of rural
residents increased at 6 percent. In urban
areas, 56 million new jobs were created. At
the same time, the government increased
spending on agriculture, education, health
care, and social security.
China’s central bank has supported the economic development goal through its pursuit
of currency stability, which is its monetary
policy objective. Confronted with an overly
rapid expansion of investment and credit, the
central bank has taken a series of measures
over the past year to tighten credit conditions
by issuing central bank bills and raising both
the reserve requirement ratio and the benchmark lending and deposit rates. Since 2006,
it has raised the reserve requirement ratio on
nine occasions, the benchmark lending rate
on five occasions, and the benchmark deposit
rate on four occasions. Frequent fine-tuning
of monetary policy has curbed the overexpansion of credit growth and avoided the
undue contraction impact of an overly fast
withdrawal of liquidity.
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Better market-based institutions
China initiated the process of reform and opening up in the
late 1970s, and since then, the government has consistently
carried out reforms in a number of fields. But, over the past
two years, China’s external imbalances, particularly its current account surplus, have increased. Why has this occurred?
The problem is attributable to many factors. The domestic
national saving rate is high because of China’s inadequate
social security network, as well as insufficient medical care,
education, and housing systems; the rapid increase in fixed
capital investment over the past few years and the consequent
expansion of manufacturing capacities have contributed to
the incentive for enterprises to increase their exports while
domestic demand remains sluggish.
Globally, as a result of China’s opening to the rest of the world,
foreign direct investment has been pouring into the country for
many years, turning China, in many respects, into an important
processing export base for multinational corporations. In 2006,
the volume of exports and imports by foreign-funded enterprises accounted for 58.9 percent of China’s total foreign trade
and 51.4 percent of the trade surplus. In addition, the economic

“The reform of the renminbi
exchange rate regime has moved
ahead in a proactive, controllable,
and gradual way.”
structure of leading advanced countries, characterized by a
chronic low saving rate, high growth, high consumption, and
high indebtedness, has also driven demand for Chinese exports.
These factors are mainly long term and structural; they need to
be addressed gradually by deepening reforms and implementing structural adjustment.
In this regard, the central bank has taken steps in the following three areas. First, the positive role of financial activities in
promoting consumption has been further enhanced through
efforts to develop consumer credit, improve access to financing,
and provide more financial products. Consumer credit recorded
an average annual growth of 28 percent during 2001–06.
Second, the reform of the renminbi (RMB) exchange rate
regime has moved ahead in a proactive, controllable, and
gradual way to increase the role of the market in establishing
the RMB exchange rate. On July 21, 2005, China moved to
a managed floating exchange rate regime based on market
supply and demand with reference to a basket of currencies.
Over the past two years, the RMB has appreciated by 9.4 percent against the U.S. dollar, and the real effective exchange
rate of the RMB has appreciated by 6.3 percent, according to
the Bank for International Settlements.
A number of reforms have been initiated to give the market a bigger role in determining the RMB exchange rate.
These measures include introducing a market-maker system
and over-the-counter transactions in the interbank foreign
exchange market; increasing the variety of foreign exchange

products by introducing forward and swap transactions; and
widening the daily floating band of the RMB against the U.S.
dollar in the interbank spot foreign exchange market from
0.3 percent to 0.5 percent.
Third, reform of the foreign exchange management system has been accelerated with a view to gradually promoting
RMB convertibility under the capital account. Steps have been
taken to facilitate the holding and use of foreign exchange by
enterprises and individuals. A system of qualified institutional
investors has been established, and efforts have been made to
liberalize domestic financial and capital markets in an orderly
way. Various means have been explored to facilitate capital outflows, and enterprises have been encouraged to invest
abroad. The monitoring of cross-border capital flows has been
strengthened to pave the way for further opening up.

Approach emphasizes stability
In implementing economic policy, China has adopted an
orderly and gradual approach with an emphasis on stability,
reflecting the fact that it takes time to improve the infrastructure of the market-based system, including the legal and regulatory framework, banking system, accounting standards,
professional expertise, and institutional capacity.
Take the introduction of a market-based interest rate structure. The overall reform strategy was set at the very beginning: interest rates in the money and bond markets would be
liberalized first, followed by gradual liberalization of interest
rates on loans and deposits; in liberalizing the lending and
deposit rates, reform measures would be introduced on foreign currencies ahead of domestic currency, on loans ahead
of deposits, and on long-term and large-value loans and
deposits ahead of short-term and small-value instruments.
Since 1996, the interbank market rate, the bond market
rate, and the issuing rate on government bonds and policy
financial bonds have been liberalized, the interest rate on foreign currency loans and large-value foreign currency deposits
has been deregulated, and the floating band of the RMB lending rate has gradually been enlarged. In 2004, we introduced
a floating central bank lending rate system, and removed the
ceilings of the lending rate and floor of the deposit rate of
commercial banks. Early this year, we launched the Shanghai
Interbank Offered Rate (SHIBOR) with a view to creating a
benchmark rate for the money market.
Thus, the interest rate liberalization reform has moved ahead
in an orderly and gradual manner in line with the central
bank’s goal of improving macroeconomic management capacity, reforming financial institutions, and developing financial
markets. This approach has helped safeguard the stability of
the financial system and helped create a favorable environment
for advancing and deepening financial sector reform.
*****

In sum, China will continue improving its development
strategy by drawing lessons from its experience with reforms
and opening up its economy. And consistent efforts will be
made to deepen reforms and further open up to the outside
world so as to maintain sustained, rapid, and healthy economic development. n
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China’s
Export

Boom

Its export dynamism is revealed
in a sharp move into electronics
and machinery
Mary Amiti and Caroline Freund

O

ver the past 15 years, China’s exports have
jumped more than tenfold, far exceeding the
tripling of world trade that has taken place over
the same period. As a result, in 2004, China overtook Japan as the world’s third largest exporter, just behind
Germany and the United States. Not surprisingly, this growth
has attracted a lot of attention among media, academia, and
policymakers. Insights into the driving forces behind this
growth could help identify how best China and other countries could benefit. Moreover, countries wishing to emulate
China’s success may find lessons worth replicating.
How has China achieved this phenomenal export growth?
Recent studies highlight the sophistication of its exports, the
diversification of its product mix, and the growth in new
varieties. Sophistication could be important if these products have higher productivity growth. Diversification might
aid growth by lessening the impact of shocks to specific sectors and by facilitating new export discoveries. Exporting
new products might allow exports to grow rapidly with less
downward pressure on export prices.
To better understand these mechanisms, we recently
undertook a study that decomposes the export growth in
several novel ways. Our findings indicate that, despite a dramatic move out of agriculture, apparel, and textiles into elec-

The share of consumer electronics in China’s exports has grown since 1992.

tronics and machinery, China’s overall export structure has
become more specialized, not more diversified. And China’s
growing sophistication of its exports is largely thanks to processing trade—the practice of assembling duty-free intermediate inputs.

Reallocating across sectors
As a first step, we compare a snapshot of China’s export
sector in 1992 with one from 2005 by examining how the
composition of its exports has changed. We find that it has
undergone a dramatic transformation since 1992. There has
been a significant decline in the share of agriculture and soft
manufactures, such as textiles and apparel, with growing
shares in hard manufactures, such as consumer electronics,
appliances, and computers.
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Breaking it down further, we take a
look at changes within the manufacturing sector. In particular, we examine how
trade shares have adjusted in all major
sectors, which together comprise about
70 percent of China’s manufacturing
exports. We find that there is a notable
move out of textiles, apparel, footwear,
and toys and into office machines, electrical machinery, and telecommunications (see Chart 1).

We also explore changes in the pattern of China’s
imported inputs to see if the increased skill content of processing exports is coming from the foreign or the domestic
stage of production. Comparing the change in the skill content of imported manufacturing inputs for processing trade
with the change in the skill content of imported inputs for
nonprocessing trade, we find a much larger increase in the
skill content of processed imports. The results imply that the
increase in skill content in China’s exports is likely because of
the increase in the skill content of imported inputs embedded in these exports.

Getting more sophisticated

Becoming more specialized
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Chart 1

Toward electronics exports
Between 1992 and 2005, the makeup of Chinese
manufacturing exports moved toward high technology.
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Does this move into electronics and
telecommunications mean that China’s
manufacturing exports have become
more skill intensive? Over the past few
years, several studies (Rodrik, 2006;
Schott, 2006) have highlighted the
surprising sophistication of China’s
exports, suggesting that they tend to
look a lot more like industrial country
exports than would be expected given
China’s income level. The sophistication
of China’s exports in combination with
the country’s robust income growth
leads Rodrik to the conclusion that
what a country exports matters for its
future growth. The idea is that producing high-productivity goods has greater
growth benefits than producing other
goods—computer chips are better than
potato chips.
To see whether the skill content of
China’s export growth has increased over
the past 15 years, we look at the share
of export products that are mid to high
skill—defined as products that are ranked
above the bottom 20 percent in terms of
skill intensity. Because industry skill-level
data for China were unavailable, we base
the skill intensity ranking on information
from Indonesia—another emerging market country that is
likely to have similar technologies. (We also used U.S. data on
skill rankings and the results are nearly identical.) We find that,
in 1992, 45 percent of exports were in these mid- to high-skill
products, but by 2005, the export share of these industries had
risen to 68 percent (see Chart 2, left bars).
But, given the large share of processing trade in China, an
increase in the skill content of China’s exports could be due
to China importing intermediate inputs with higher skill content that it then assembles for export. Indeed, when we exclude
processing trade (see Chart 2, right bars), the increasing share
of trade in mid- and high-skill industries is much smaller. This
result is even stronger at higher skill levels, with processing
trade accounting for the entire increase in the share of trade in
high-skill industries.

Chart 2

Increasing skill content
Much of the higher skill content of China’s exports arises from
imported inputs with higher skill content.
(share of exports from mid- to high-skill industries; percent)
80
1992
2005

60
40
20
0

All goods

Excluding processing trade

Source: China Customs, Beijing.

Finance & Development September 2007   39

©International Monetary Fund. Not for Redistribution

on the thinking of economists such as Hausmann and Rodrik
(2003), who argue that in the early stage of development,
more entrepreneurship and potentially greater diversification
may help producers identify and expand production of new
products in which they are globally competitive. Similarly,
Imbs and Wacziarg (2003) find that greater diversification
of production has gone hand in hand with income rising
from low levels, suggesting it could be an important stage
of growth. But traditional theory highlights enhanced specialization as the way to benefit from trade: if each country
exports goods in which it has a comparative cost advantage,
world output and welfare should rise.
To see whether China has moved in the direction of
greater specialization or diversification, we look at the
distribution of exports over time. We find that despite an
increase in China’s total number of export products, the
degree of specialization has increased slightly. The increase
is especially notable in the top-ranked products. The top
10 export products now account for nearly 25 percent of
export value, whereas the top 10 in 1992 accounted for just
10 percent of export value. Similarly, the top 100 products
account for 54 percent of trade compared with 45 percent
in 1992. These results imply that, if anything, it is increased
specialization that has contributed to export growth, consistent with recent work by di Giovanni and Levchenko
(2007), which finds that increased trade is accompanied by
specialization in a large cross section of countries.

Favoring existing products
Is China exporting new products? Recent research shows a
strong correlation between the number of export products
and income levels in cross-country data (Hummels and
Klenow, 2005). The evidence suggests that income growth
leads to the development of new varieties. This is consistent with new trade theory, which shows that the number
of goods produced in an economy increases with the size
of the economy. In addition, growth in new product varieties is beneficial for exporters because it will likely offset
some of the downward pressure on export prices from an
increased world supply of goods. In contrast, traditional
theory only allows for an expansion of existing exports as
income expands.
To explore the importance of new products, we decompose
China’s export growth from 1992 to 2005 using international
product codes, the most detailed level of disaggregation that
is comparable over time. Because these data are too aggregated to allow entirely new products to be identified—by
1992, China was exporting in more than 90 percent of these
categories—we split exports into deciles by value in 1992
and calculate their share of exports in 2005 (as in Kehoe and
Ruhl, 2003). If export growth arose mainly from new product
varieties, there would be rapid growth in the bottom deciles,
where trade was negligible in 1992. The data reveal that the
categories that accounted for the bottom 20 percent of trade
by value more than doubled in 15 years, whereas the categories in the other deciles contracted or remained constant (see
Chart 3, top panel).

A key concern in using this type of calculation to assess the
importance of new export varieties is that exports tend to be
highly skewed—the smallest two deciles account for the vast
majority of product categories, and thus it is natural to expect
these two deciles to exhibit high growth. For that reason, we
evaluate the reallocation in more detail by dividing exports
into deciles according to the number of categories of trade
in 1992. For example, the tenth decile is the top 10 percent
of product categories when products are ranked by value.
The decline in the share of the top decile shows that there
was a sizable reallocation of trade, but it was not the bottom
50 percent of products that gained. Over 80 percent of the
decline in the trade share of the top decile was accounted for
by an increase in the trade share of the four deciles just below
the top (see Chart 3, bottom panel). In sum, the results imply
that there was a significant reorientation in exports to products that were in the bottom 20 percent by value but in the
mid to high range by product rank.
We also perform more detailed analyses using tariff line
data from the United States, which are far more disaggregated, with over 16,000 product codes. Our results show that
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Chart 3

Growth in new goods
Goods in the bottom 20 percent of trade show the most
growth . . .
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Declining export prices
As China increases its supply of goods on world markets,
this is likely to put downward pressure on world prices of
these goods and thus lead to a deterioration in China’s terms
of trade. Since we find that most of China’s export growth
is from existing goods, this is especially likely to be an issue.
Product differentiation could lessen price effects if new products were not good substitutes for existing goods.
Taking the subset of goods that China exported to the
United States from 1997 to 2005 (for which reliable price
data are available), we construct an average export price
index that is a weighted sum of the growth rates of the prices
of the various products, where the weights are the products’

“The cost of opening a business in
China is 9.3 percent of average per
capita income, compared with more
than 40 percent on average in
Latin America and East Asia and
the Pacific.”
shares in total value. We find that the export price index for
China over this period is 0.87, indicating a fall of 13 percent in current U.S. dollars. In contrast, the price index for
exports of these same products from the rest of the world
to the United States is 1.06, indicating a 6 percent increase
in prices. Thus, it appears that the rapid export growth has
been associated with a decline in China’s export prices over
the period.
The export price decline in China is consistent with a
negative terms of trade effect, with increased exports pushing down export prices. However, it could also be related to
improved productivity in China, declining profit margins,
or exchange rate movements. This is an important topic for
future research.

Going forward
By decomposing China’s spectacular export growth of more
than 500 percent since 1992, we were able to tease out a number of findings, some of which may help guide policymakers.
First, the dramatic transformation of China’s export structure over the past 15 years implies that its business environment is relatively flexible, enabling it to move in and out of
different sectors. In terms of the flexibility of employment,
China ranks roughly on a par with East Asia and the Pacific
and significantly higher than averages from the other regions,
including those that contain industrial countries, according
to the World Bank’s Doing Business 2007 indicators. Further,
the cost of opening a business in China is 9.3 percent of average per capita income, compared with more than 40 percent
on average in Latin America and East Asia and the Pacific. In
light of this experience, a lesson for countries seeking to fol-

low China’s lead is that the export sector must be allowed to
change as it grows.
Second, our results point to an export sector that is taking advantage of China’s large supply of workers and of the
increasing fragmentation of production across countries currently under way, especially in Asia. The increased amount
of processing trade has enabled China to export increasingly
sophisticated products by assembling high-quality dutyfree imported inputs. In the process, exports of many goods
have increased dramatically, leading to enhanced specialization. This is a traditional story consistent with a traditional
policy recommendation. Lowering trade costs, both tariff
and nontariff barriers, and getting prices right are likely to
help resources move to their most productive uses. Indeed,
China’s average tariff has come down from about 45 percent
in 1992 to 10 percent today, which has surely facilitated the
transformation.
Third, our finding that China’s rapid export growth has
been accompanied by falling export prices implies that consumers around the world have benefited from lower prices.
While China’s export and income growth have remained
robust in recent years, growing exports could push prices
down further, with exporter profits eventually suffering.
Going forward, exporters may have incentives to offset
declines in export prices by expanding into new products and
differentiating their products from those of competitors. n
Mary Amiti is a Senior Economist with the U.S. Federal Reserve,
and Caroline Freund is a Senior Economist in the IMF’s Research Department. The views expressed in this article are those
of the authors and do not necessarily reflect those of the Federal
Reserve Bank of New York or the Federal Reserve System.
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China’s Growing
External Dependence
Li Cui

R

The country’s
economic
fortunes are
increasingly
tied to those
of the global
economy

Photo above: A container port in
Shanghai.

apidly growing foreign trade has
been key to China’s remarkable
economic performance of the past
three decades, yet the conventional
view is that China’s growth has been largely
domestically driven. According to this view,
China uses its abundant labor to assemble
imported inputs into low-tech consumer
goods and capital goods exports, making it
the world’s workshop.
Such processing trade typically adds little
value to the domestic economy because the
import content of exports is high. As a result,
the argument goes, changes in global demand
or in the exchange rate will have little direct
impact on the economy’s trade balance or
growth—any change in exports will be largely
offset by changes in imports.

So how does trade contribute to growth?
The answer is through the transfer of better
technology. This caricature of China’s trade
underlies many formal analyses and policy
discussions and even garners support from
some empirical studies. For instance, Shu and
Yip (2006) find that relative price changes
have had a small effect on China’s exports
and trade balance, an outcome that has been
attributed to its role as a processing center.
But such a reading of China’s economy
does not reflect current realities. Although it
may have described the Chinese economy in
the early stages of reform, when China lacked
domestic technological know-how and had to
rely on imported intermediate products and
capital goods for its production and exports
(see Lemoine and Ünal-Kesenci, 2002), a
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recent IMF study suggests that it may have become less accurate in recent years (Cui and Syed, 2007). The domestic content of China’s exports has increased and its products have
become more sophisticated, in part because of substantial
investments and technological upgrades that have expanded
the economy’s production capacity.
Advancements in regional vertical integration (the degree
to which a firm owns its upstream suppliers and its downstream buyers) have helped to extend China’s domestic value
added in the global supply chain, particularly in less sophisticated sectors. These developments, together with a shift in
product composition that could make exports more responsive to external shocks, imply that China’s trade balance and
economic growth have become more sensitive to external
demand and exchange rate changes than is generally recognized or estimated from historical averages. This trend is likely
to continue as China’s trade structure continues to evolve.

$538 million in 1999 to $2.4 billion in 2005. Reflecting the
rising domestic production capacity, exports of final products have continued to grow strongly in many sectors—
notably home electrical appliances, ordinary machinery,
and, to a lesser extent, higher-tech products such as precision
apparatus—despite the recent slowdown in imports of intermediate inputs used in their production.

A closer look at the trade surplus . . .

These developments highlight the evolving role of China
in the regional processing trade. It is important to recognize
that the category of processing trade is essentially a trade
category defined by Chinese customs officials for tax purposes. It is not confined to low-value-added assembly operations, with all materials provided by foreign suppliers. Firms
can choose to import all or some intermediate goods (for
example, raw materials, parts and components, accessories,
and packaging materials) from abroad, obtain the rest from
domestic suppliers, and reexport the final products with tax
exemptions on the imported inputs. The decision of whether
to import or source domestically depends on the availability
of the products in different markets and relative prices, similar to that for regular imports.
With the expansion of domestic supply, China is increasingly
shifting from simple assembly operations toward operations
that have greater scope for using domestic inputs. The share
of the former has declined sharply, accounting in 2006 for only
about 10 percent of the processing trade balance, down from
Author: Cui — Chart 1
more than 30 percent in the late 1990s. The latter, in contrast,
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Over the past four years, China’s trade surplus has risen
sharply, reaching about $218 billion, or more than 8 percent
of GDP in 2006, from an average of about 3 percent of GDP
between 2000 and 2004. The trade surplus has been propelled
by a sharp rise in the manufacturing sector surplus. In particular, machinery, electronic appliances, and transportation
equipment account for more than half of the trade surplus,
compared with a significant deficit only a few years ago.
The widening of the trade surplus has been driven mainly
by a significant slowdown in imports, which started to lag
export growth by large margins in early 2005. In contrast,
during most of the past decade, import and export growth
were typically on a par, consistent with China’s role as a processing center. Imports of intermediate goods (including parts
and components and semifinished goods) slowed the most,
explaining more than half of the slowdown in total imports
between 2003 and 2005 and accounting for the lion’s share
of the gap between the growth rates of imports and exports.
This development has directly affected China’s trade with
the rest of Asia and may be altering China’s role in regional
production chains. Although China’s trade surplus with the
United States and the European Union continues to grow, its
trade deficit with the rest of Asia, traditionally an offset, has
shrunk over the past two years. This has raised concerns in
some Asian economies, especially those for which exports to
China have been a major driver of recent economic growth.
The slowdown in imports occurred during a period of
booming investment, as China’s increased domestic production capacity has enabled greater domestic sourcing for intermediate products (see Chart 1). In some sectors, such as steel
and chemical materials, vast capacity was created following
the investment boom during 2003 and 2004 in response to
surging commodity prices. In other sectors, such as electronics and machineries, foreign direct investment (FDI) has also
played an important role, mirroring a major change in the
global production network as more stages of production
shift to China. For example, FDI flows into the electronics
sector from Taiwan Province of China alone increased from

“With the expansion of domestic
supply, China is increasingly shifting
from simple assembly operations
toward operations that have greater
scope for using domestic inputs.”

Chart 1
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1990s to about 40 percent last year, consistent with the rising
domestic content of exports (see Chart 2).

Chart 2

Greater domestic content
China is increasingly using domestic materials in its processing
operations.

. . . and at trade composition
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The large domestic investment in capital goods, sizable inflows of FDI, and technological upgrades have also
changed the product composition of trade. Whereas laborintensive consumer goods (including clothing and toys)
once dominated China’s exports, their share in total exports
has declined more than 20 percentage points over the past
decade. Exports of capital goods and parts and components
have increased markedly, accounting for more than 40 percent of total exports, compared with 10–15 percent a decade
ago (see Chart 3). Such a shift points to the changing trade
and production structure in China toward more capitalintensive and technologically advanced products.
More broadly, China’s exports have become significantly
more sophisticated over the past decade (see Chart 4), as have
its imports. One useful gauge of trade sophistication is the
“Rodrik index”: each product is measured by the weighted
average of per capita GDP on a purchasing power parity basis
of the countries that export it, with the weights determined
by each country’s revealed comparative advantage. The
sophistication indices for overall trade are then calculated as
a weighted average of the sophistication indices across products, with the weights determined by trade shares (see Rodrik,
2006). The goods China imports tend to be more sophisticated than those it exports, and the persistent gap between
export and import sophistication suggests that China continues to rely on imports in some areas (particularly high-tech
products) for its domestic production.
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Shifting export structure
China is sharply stepping up exports of capital goods and
parts and components.
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Technological upgrade
Over the past 10 years, China’s exports have become more
sophisticated.
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In exploring the implications of increasing domestic sourcing of exports and growing product sophistication for the
sensitivity of the trade balance to external shocks, two questions arise.
Have imports delinked from exports? That is, has the
increased domestic production capacity had the predicted
effect of weakening the traditionally close link between
imports of intermediate products and exports of final products? Disaggregated trade data are used to examine this link
for a group of subsectors in the electronics and machinery
and transport equipment industries. The sample accounts
for about half of China’s imports of parts and components.
Through panel estimation, each industry’s imports of parts
and components are regressed on the exports of final products of the same industry, controlling for other variables that
represent the domestic demand for these final products, as
well as the world price of the input relative to its price in
China. The full sample (1994–2005) is also split into two
equal periods to assess whether the strength of the relationship between imports and foreign demand, on the one hand,
and domestic demand in China, on the other, has changed.
The results show that imports of parts and components
are positively related to the exports of final products of the
same industry for the full sample period, but this relationship
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is statistically strong only for the first half of the last decade.
Consistent with the hypothesis that imports of parts and
components have delinked from exports of final products in
recent years, there is no statistically significant link in the second half of the decade. In the latter period, imported inputs
have become more strongly associated with domestic demand,
suggesting that China’s imports of parts and components are
increasingly used to meet domestic production needs (which
grow with the expanding domestic production capacity).
Therefore, the conventional view of China’s main role in
international trade as an assembly center is not as good a fit
as it once was. External shocks may have more potent effects
on China’s trade balance and domestic economy, because a
slowdown in exports may not be offset by a commensurate
decline in imports. At the same time, China’s imports are
being driven by the country’s economic growth, rather than
being directly used as inputs of its products to be exported.
Does sophistication affect the sensitivity of trade? That is,
how have product characteristics—in particular, their growing sophistication—affected the response of trade flows to
aggregate shocks? Again, disaggregated trade data are used
to capture the potential product differences within industries, consistent with the view that countries specialize in
international trade at much finer levels than industries (see
Feenstra and Rose, 2000; Schott, 2004). The statistical framework used to test the hypothesis is an extension of the standard trade model that links exports and imports to external
and domestic demand and the real effective exchange rate
(see “Why Real Exchange Rates?” on page 46) while allowing
trade elasticities to vary according to product sophistication.
The results show that, on the export side, the more sophisticated a product is, the more its exports tend to increase in
response to a given increase in foreign demand, and the more
its exports tend to drop for a given appreciation of the real
effective exchange rate. On the import side, the more sophisticated a product is, the more its imports tend to increase in
response to a rise in domestic demand, although they tend to
increase less in response to a given appreciation of the real effective exchange rate. Therefore, the rising sophistication level also
points to greater sensitivity of China’s exports and trade balance
to demand and price fluctuations than in the past.

Shifting roles?
The contribution of net exports to China’s growth has
increased significantly in recent years, as reflected in the
surging trade surplus as a share of GDP. The analysis above
suggests that a significant part of the increase reflects structural changes in the Chinese economy, particularly the rising
domestic content of its exports. Moreover, the two key trends
described here imply that China has become more vulnerable to external shocks, such as a real exchange rate appreciation or a slowdown in external demand, than is generally
assumed. This underscores the need to hasten the rebalancing
of China’s growth away from potentially volatile net exports
toward a more sustainable path driven by domestic demand.
The structural changes in China also have important
regional implications for trade flows within Asia and the evo-

lution of regional production networks. In recent years, China
has displaced the United States as the largest export market
for an increasing number of Asian countries. It has also been
pivotal in boosting intraregional trade and FDI, particularly
in the form of intermediate goods channeled through multinationals as part of cross-border chains. Indeed, intermediate products account for almost three-fifths of the increase in
trade within Asia over the past decade. But as China begins to
specialize in more parts of the production chain, its imports
of intermediate goods from the region could start to fall.

“China has become more vulnerable
to external shocks, such as a real
exchange rate appreciation or a
slowdown in external demand, than
is generally assumed.”
On their own, these trends could decrease intraregional
trade links. However, the potential expansion of China’s
domestic market creates opportunities for the regional economies, for example, to produce higher-tech goods that China
is unlikely to be able to produce domestically in the near
future. These developments highlight the need for regional
economies to advance their technological innovation and
move up the quality chain. At the same time, to the extent
that China’s comparative advantage evolves and its labor
costs rise as a consequence, the lower-income countries in
Southeast Asia could take China’s place at the lower end of
these networks. n
Li Cui is a Senior Economist in the IMF’s Asia and Pacific
Department.
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BACK TO
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Real

Why
Exchange Rates?
Luis A.V. Catão

H

ow does one determine whether a currency is
fundamentally undervalued or overvalued? This
question lies at the core of international economics, many trade disputes, and the new IMF
surveillance effort.
George Soros had the answer once—in 1992—when he
successfully bet $1 billion against the pound sterling, in what
turned out to be the beginning of a new era in large-scale currency speculation. Under assault by Soros and other speculators, who believed that the pound was overvalued, the British
currency crashed, in turn forcing the United Kingdom’s dramatic exit from the European Exchange Rate Mechanism
(ERM), the precursor to the common European currency, the
euro, to which it never returned.
But in the ensuing years, neither Soros nor fellow speculators have repeated the feat consistently, and the economics profession itself lacks a foolproof method of establishing
when a currency is properly valued. This failure is striking
given that the exchange rate is a central price in economics
and that there is a measure potentially capable of delivering the answer and for which plenty of data exist: the real
exchange rate (RER).

What things really cost
Most people are familiar with the nominal exchange rate,
the price of one currency in terms of another. It’s usually
expressed as the domestic price of the foreign currency. So
if it costs a U.S. dollar holder $1.36 to buy one euro, from a
euro holder’s perspective the nominal rate is 0.735. But the
nominal exchange rate isn’t the whole story. The person, or
firm, who buys another currency is interested in what can
be bought with it. Are they better off with dollars or euros?
That’s where the RER comes in. It seeks to measure the value
of a country’s goods against those of another country, a
group of countries, or the rest of the world, at the prevailing
nominal exchange rate.
One can measure the real exchange rate between two countries in terms of a single representative good—say, the Big
Mac, the McDonald’s sandwich of which a virtually identical
version is sold in many countries. If the real exchange rate is

1, the burger would cost the same in the United States as in,
say, Germany, when the price is expressed in a common currency. That would be the case if the Big Mac costs $1.36 in
the United States and 1 euro in Germany. In this one-product
world (in which the prices equal the exchange rates), the purchasing power parity (PPP) of the dollar and the euro is the
same and the RER is 1 (see box). In this case, economists say
that absolute PPP holds.
But suppose the burger sells for 1.2 euros in Germany.
That would mean it costs 20 percent more in the euro area,
suggesting that the euro is 20 percent overvalued relative
to the dollar. If the real exchange rate is out of whack, as it
is when the cost is 1.2, there will be pressure on the nominal exchange rate to adjust, because the same good can be
purchased more cheaply in one country than in the other.
It would make economic sense to buy dollars, use them to
buy Big Macs in the United States at the equivalent of 1 euro,
and sell them in Germany for 1.2 euros. Taking advantage
of such price differentials is called arbitrage. As arbitrageurs
buy dollars to purchase Big Macs to sell in Germany, demand
for dollars will rise, as will its nominal exchange rate, until
the price in Germany and the United States is the same—the
RER returns to 1.
In the real world, there are many costs that get in the way of
a straight price comparison—such as transportation costs and
trade barriers. But the fundamental notion is that when RERs
diverge, the currencies face pressure to change. For overvalued
currencies, the pressure is to depreciate; for undervalued currencies, to appreciate. It can get more complicated if factors
such as government policies hinder normal equilibration of
exchange rates, often an issue in trade disputes.

Overvalued or undervalued?
How about comparing purchasing power when countries
sell more than one product? To do this, economists usually
measure the real exchange rate in terms of a broad basket
of goods. Because the price of such a basket normally takes
the form of an index number—such as the consumer price
index (CPI), which includes both goods and services—the
RER is also typically expressed as an index that can be bench-
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marked to any chosen time period. Going back to the dollareuro example, if an RER index is 1.2, the average consumer
prices in Europe are 20 percent higher than in the United
States, relative to the chosen benchmark. Indexes don’t measure absolute prices (such as the price of the Big Mac), but
changes in overall prices relative to a base year (if, say, the
index is 100 in the year 2000 and 120 in 2007, average prices
are 20 percent higher than in 2000). In this case, if RER
indexes between countries don’t change over time, we say
that relative PPP holds.
RER indexes between two countries can be important. The
massive U.S. trade deficit with China has become a political
and economic issue, and whether its roots are in a fundamentally misaligned exchange rate is a point of contention.
But, for the most part, economists and policymakers are
more interested in the real effective exchange rate (REER) when
measuring a currency’s overall alignment. The REER is an
average of the bilateral RERs between
the country and each of its trading
partners, weighted by the respective
trade shares of each partner. Being
an average, a country’s REER may be
in “equilibrium” (display no overall
misalignment) when its currency is
overvalued relative to that of one or
more trading partners so long as it is
undervalued relative to others.
To establish when a currency
is misvalued, and, if so, by how much, a rough assessment can be obtained by the REER series over time. Under
either absolute or relative PPP, there should be no change
in REERs over time if currencies are in equilibrium. But
because consumption patterns can change faster than the
market baskets statisticians construct—as can trade policies
and tariffs and transportation costs—deviations in REERs
don’t necessarily indicate fundamental misalignment.
Yet, even though transportation costs and tariffs have
declined sharply over the past century and national consumption baskets have grown more uniform, fluctuations of REERs
have intensified. A century ago, among advanced economies,
REER fluctuations were within a 30 percent band. In the 1980s,

the United States experienced swings in its REER as wide as
80 percent! Other countries have had similar experiences.

Tough calls
But not all large REER fluctuations should be interpreted as
indications of misalignment. Some large REER adjustments
are remarkably smooth, suggesting that there may be factors besides transportation costs, tastes, and tariffs that play
a key role in moving about the REER of a currency that is not
misaligned.
Technological progress leading to productivity increases
in goods commonly traded, called tradables, is thought to
be one of those factors. Higher productivity lowers production costs, thus lowering prices of such tradable goods in the
higher-productivity country, which then translates into lower
tradable goods prices elsewhere through international competition. But not all goods are tradables. Nontradable sectors,
such as housing and many personal
services, face minimal international
price competition. So the prices of
tradable goods will tend to fall relative to those of nontradable goods.
To the extent that nontradable goods
have a large weight in the country’s
consumption basket, the country’s
consumer price index will rise relative
to the international consumer basket;
hence, its REER will tend to appreciate. This mechanism is often referred to as the “BalassaSamuelson effect.” Both theory and data support that much
of the REER variations across countries are accounted for by
fluctuations in the prices of nontradables relative to those of
tradables, and particularly so among developing countries.
Persistent changes in terms of trade (such as oil producers usually experience) and differences in fiscal policies, tariffs, and even financial development can also help
explain why REERs can differ across countries. The IMF
and economic analysts take such real exchange rate fundamentals into account in estimating the “equilibrium” REER,
around which the actual REER should hover if there is no
misalignment.
Estimating equilibrium REERs can be difficult because
prices are somewhat sticky in the short run and the nominal exchange rate is not (at least in countries where exchange
rates are market determined). So REERs typically display considerable short-run volatility in response to news and noise
trading, and it’s not surprising that many market participants and policymakers get things wrong—sometimes very
wrong. That can lead to massive realignments with devastating consequences—such as the 1992 ERM crisis. Imperfect
though they may be, REERs have signaled large exchange rate
overvaluations in the run-up to many financial crises, making it important for the IMF and others to monitor bilateral
RERs and multilateral REERs. n

“Imperfect though they may
be, REERs have signaled
large exchange rate
overvaluations in the run-up
to many financial crises.”

What is the real exchange rate?
The RER between two currencies is the product of the
nominal exchange rate (the dollar cost of a euro, for example) and the ratio of prices between the two countries. The
core equation is RER=eP*/P, where, in our example, e is
the nominal dollar-euro exchange rate, P* is the average
price of a good in the euro area, and P is the average price
of the good in the United States.
In the Big Mac example, e = 1.36. If the German price
is 2.5 euros and the U.S. price is $3.40, then (1.36) x (2.5)
÷ 3.40 yields an RER of 1. But if the German price were
3 euros and the U.S. price $3.40, then the RER would be
1.36 x 3 ÷ 3.40 = 1.2.

Luis A.V. Catão is a Senior Economist in the IMF’s Research
Department.
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Reform at the IMF

Helping the Global
Economy Stay

in

Shape

Carlo Cottarelli and Isabelle Mateos y Lago

The IMF
adopts a new
framework for
monitoring
countries’
economic
performance

F

rom an economic perspective, no
country is an island. The policy decisions of one country often have consequences for neighboring ones. And
when it comes to the policies of large countries, an entire region or even the whole world
may be affected. This is more true today than
ever. Trade links have increased, and capital
markets are now able to magnify and transmit shocks across borders at extraordinary
speed. Often, these dynamics are benign. But
in the late 1990s, the Asian crisis showed us
how powerful economic forces have the ability to wreak havoc across borders, with a
crisis in one country spreading like wildfire
to other economies that had been perceived
as sound until then. Although awareness of
these global dynamics is growing, national
policymakers are inherently ill equipped to
deal with them.
This is where the IMF comes into the
picture. The IMF was set up in the wake of
the Second World War—an event that many
historians consider rooted, in part, in the
Great Depression—to help ensure global
monetary stability. The founding fathers
were particularly keen to avoid competitive devaluations, which had worsened
the crisis and helped make it global. While
this basic goal remains the same today—
exchange rates have again become the subject

of often-heated international debate—the
way the IMF goes about
promoting global economic stability has evolved in
response to the new landscape
of international trade and finance.
In recent decades, the IMF was often seen
as a global financial firefighter or aid catalyst. But providing financial assistance to
countries in need has always been a means
to an end. Today, the IMF’s business model is
undergoing a wide-ranging reexamination to
ensure that it can continue to fulfill its core
mandate of promoting international financial stability.

A universal code of conduct
In 1945, the emphasis was on avoiding the
competitive devaluations that had marred
the 1930s. Under the Bretton Woods system,
this objective was achieved through fixed but
adjustable exchange rates—a key pillar of
the original code of conduct that countries
were encouraged to follow when they joined
the IMF. Changes in exchange rate parities
exceeding 10 percent could take place only
with the IMF’s approval. When the United
States broke the dollar’s link to gold in 1971,
this system broke down. As a result, a new
code of conduct had to be agreed upon. The
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economic policymakers and all the data needed for thorough
economic analysis; a perspective free of national, political, or
commercial bias that reflects the interests of the international
community as a whole; and the ability to draw on a vast stock
of knowledge, comprising not only a bird’s-eye view of global
economic and financial conditions but also the accumulated
experience of 185 member countries in figuring out which
policies work best in what circumstances.
The process of surveillance has the added benefit of giving all 185 member countries—represented by 24 Executive
Directors that sit on the IMF’s Executive Board—the opportunity to comment on each other’s economic policies. The
views of the Board are communicated to the country’s
authorities after the meeting.

Surveillance in the spotlight

outcome of those deliberations was a
revision of Article IV of the IMF’s Articles
of Agreement, which became effective in
1978 and is still in force.
Under the revised Article IV, countries pledged not to run
their policies in blind pursuit of their own short-term interests, disregarding the effects of their policies on neighbors or
indeed on their own longer-term stability. In particular, the
new code of conduct encouraged member countries to promote economic growth while maintaining reasonable price
stability and orderly financial conditions. It also directed
member countries not to manipulate their exchange rate
for balance of payments purposes, for instance to gain an
unfair competitive advantage, and called on them to pursue
exchange rate policies that were compatible with domestic
and external stability.
As for the IMF’s own obligations, the revised Article IV
mandated the organization to assess whether country policies were consistent with the code of conduct and to provide advice on economic policy. This process has come to be
known as country, or bilateral, surveillance, and it applies to
all member countries regardless of size and economic health.
Article IV also requires the IMF to oversee the functioning
of the international monetary system to ensure its effective
operation—a mandate known as multilateral surveillance.

Targeted policy advice
Through surveillance, the IMF provides an expert assessment
of economic conditions in member countries and identifies
risks to stability and growth. This analysis is packaged into
policy advice delivered in high-level discussions with policymakers in each member country and in written reports, most
of which are accessible on the IMF’s website. Of course, there
are many other sources of assessment and advice, but the IMF
has distinct comparative advantages. These include access to

The IMF’s surveillance work has generally attracted much
less public attention than its external financing packages and
the sometimes-controversial policy conditionality attached
to its loans. But in recent years, countries’ external financing
needs have receded, putting surveillance in the spotlight. The
resulting scrutiny has led to a recognition that IMF surveillance faces significant challenges to its effectiveness. Some of
these are long-standing whereas others are more recent.
Persuasion. Surveillance is based on persuasion through
dialogue and peer pressure, not on penalties. Thus, it lacks
the “teeth” that policy conditionality gives to IMF-supported
programs. This has led many observers to ask whether surveillance can be effective at all when it lacks a proper enforcement mechanism. This is a long-standing challenge, inherent
in the modus operandi of surveillance.
Leverage. The IMF has also suffered from a perception
that it has more leverage over some member countries than
others—reflecting differences either in the likelihood of
countries having to resort to IMF financing down the road or
in countries’ sensitivity to opinions voiced by the IMF about
their future access to financial markets. A related concern is a
perception that the IMF may not be as candid with its larger
members as with the smaller ones. Regardless of whether
such perceptions are valid, the fact that these views are out
there is in itself a challenge to the institution’s effectiveness.
Higher expectations. The world has changed in ways that
raise the bar for IMF surveillance to add value. For example,
the IMF can no longer claim a monopoly in providing macroeconomic analysis and advice. Every day, financial institutions flood markets—and policymakers—with new analysis
of economic developments, and an array of experts are on
hand to offer advice. And although 20 years ago many countries had to rely on external advice on macroeconomic matters, most have now developed their own talent. Moreover,
there is an ever-growing number of regional and international organizations—including the European Union and
the OECD to mention but two—that allow countries to tap
many different sources of multilateral policy advice. Finally,
the world economy itself has changed significantly, the most
striking development being the enormous expansion of
international capital markets and the subsequent increase
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in cross-border capital flows. Although the global economy
presents countries with a host of new opportunities, it has
also created new risks to stability. These risks often elude
clear diagnosis because of their complexity and a lack of data,
and are therefore difficult to contain.

Taking action
All these challenges have increased the urgency of adapting
surveillance to the new realities of the 21st century. Making
surveillance more effective is a key goal of the IMF’s MediumTerm Strategy (MTS), launched by Managing Director
Rodrigo de Rato in April 2005. The MTS encompasses ambitious reforms in areas ranging from governance to lending.
Reforms pertaining to surveillance have centered on seeking
clearer goals, better advice, and better delivery.
Clearer goals. The idea behind the first set of reforms mirrors the one behind public sector reforms introduced in
recent years in many countries—namely, that clearly spelling
out the objectives expected to be achieved will improve effectiveness and accountability in two ways: first, by focusing on
what is critical; second, by allowing various stakeholders to
monitor progress. In the case of surveillance, this clarification is taking place at several levels.
• At the highest level, the IMF has just completed a major
update of its policy framework by adopting a new Decision on
Bilateral Surveillance to replace one that for 30 years, together
with Article IV, provided the main legal foundation for surveillance (see box). As a result, the IMF now has, for the first
time, a clear and detailed statement, endorsed by its membership, of what constitutes best practice in surveillance.
• One level down, the IMF has been considering the introduction of a statement of time-bound surveillance priorities
(a three-year horizon has been mentioned as one possibility)
that would help focus its work, clarify responsibilities, and
better integrate bilateral and multilateral surveillance. These

A new framework for surveillance
As part of a number of initiatives to strengthen its surveillance framework, the IMF’s Executive Board approved in
June 2007 a new Decision on Bilateral Surveillance, replacing
its predecessor adopted 30 years ago.
The new decision is the first comprehensive policy statement on surveillance. By clarifying expectations about the
best practice of surveillance, it will ensure that the policy
dialogue between the IMF and its member countries is more
focused and more effective. It provides an up-to-date and
comprehensive framework for the regular “health checks” of
national economies and encourages candor and evenhanded
treatment of all countries. It reaffirms that country surveillance should be focused on assessing whether countries’ policies promote external stability (see box chart). And it spells
out what is and what is not acceptable to the international
community in terms of how countries run their exchange
rate policies, including by defining what is meant by exchange
rate manipulation and indicating the type of situations when
discussions with the country may be in order.

priorities would include both operational objectives (such
as improving the IMF’s analysis of exchange rate issues) and
economic objectives (such as contributing to the reduction
of current global imbalances).
• At the country level, the IMF recently introduced surveillance agendas, a list of priority objectives that surveillance will promote over the next three years for each member
country, and a work plan for achieving these objectives.
Better advice. The second set of reforms aims at improving
the quality of IMF analysis in core areas, including exchange
rate policies and developments, cross-country spillovers,
financial sector surveillance, and the assessment of vulnerabilities in emerging market countries. A number of initiatives are under way.
The main area of emphasis has been exchange rate analysis.
A recent study by the IMF’s Independent Evaluation Office
(IEO) identified an effectiveness gap in this crucial area during 1999–2005. The IEO pointed to insufficient analysis of
exchange rate levels, scope for greater clarity in discussing
de facto exchange rate regimes, and inadequate attention
to spillover effects and coordination issues. The MTS also
focused on improving exchange rate analysis. In fact, the IMF
had already begun to strengthen exchange rate surveillance in
the very areas identified by the IEO as needing improvement
when that report was published.
Many efforts are under way, but a particularly noteworthy
change has been the strengthening of analytical tools to assess
exchange rate misalignments. In particular, a growing set of
countries benefit from assessments of their exchange rates
performed in a multilateral analytical framework (see chart).
New ground is being broken in other areas as well.
Analytical tools are increasingly being applied to capture
cross-country spillovers—how one country’s policies may
inadvertently affect other countries. Tools are also being
developed to better integrate financial sector and capital

Clarifying the goals
The new decision on surveillance spells out how countries
should run their economic policies.
A stable system of exchange rates
External stability
“A balance of payments position that does
not, and is not likely to, lead to disruptive
exchange rate movements”

Domestic
stability
Domestic
policies
Source: IMF staff.
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Exchange
rate policies

How it works
The IMF’s analysis of its member countries’ policies takes into account global as well as country-specific factors.

Bilateral
analysis

Multilateral
analysis

Information
from
member
countries

Data
from
markets and
other sources

Analysis of exchange
rate and balance
of payments
developments
Analysis of
economic policies

Formulation of a
staff position on
country-specific
policy mix
Confidential
discussions
with
country
authorities

Analysis of global
consistency of
exchange rates

Formulation of a
staff position on
policy and exchange
rate changes in the
global adjustment
process

Country-level
assessment by
IMF Executive
Board

Global-level
assessment by
IMF Executive
Board

Contribution to
domestic debate
(with member’s
agreement)

Communication
to markets
(with member’s
agreement)

International
peer pressure

Source: IMF staff.

markets analysis into macroeconomic assessments. These
new approaches will put the IMF in a better position to assess
the impact of the financial sector on the economy as a whole
and will enable it to assess the multifaceted risks that may
originate from this increasingly important sector. The methodology used by IMF staff to assess underlying vulnerabilities
and crisis risks in emerging markets has also been revamped.
Better delivery. The third set of reforms relates to the IMF’s
interaction with policymakers. The most far-reaching of these
reforms is the introduction of multilateral consultations. The
IMF has long had tools for multilateral surveillance, including its biannual World Economic Outlook and Global Financial
Stability Report, but these are based mainly on IMF research
and do not involve detailed policy discussions with countries.
However, some problems—and their solutions—involve
many countries at the same time.
The multilateral consultations provide a new forum for
discussing issues of global or regional interest among the
countries that are most directly affected by them. The talks
further a common understanding of what the problems are
and provide a platform to address them. The role of the IMF
in this exercise is essentially to facilitate the discussions and
provide analytical input, including by identifying any synergies or inconsistencies between the policies of different
member countries. The first multilateral consultation started
in 2006. It covered the issue of global payments imbalances
and involved China, the euro area, Japan, Saudi Arabia, and
the United States. The discussions resulted in a public statement in April 2007 in which each of the participants committed to a set of policies that will help reduce imbalances.
The IMF will follow up on implementation in its regular
surveillance work.
Additional reforms are under way—more mundane but no
less important in practice, given that they affect the delivery
of surveillance throughout the IMF’s membership. Looking
beyond closed-door interactions with officials, the IMF is

enhancing its outreach and communications efforts to make
sure the messages of surveillance inform the domestic policy
debates in the broadest possible way. And more focused consultations have been introduced for countries for which only
a few issues need to be discussed, allowing for a more thorough analysis.

In sum
Multifaceted reforms are under way to adapt surveillance to
the current realities and ensure that the IMF continues to
deliver on its mandate of supporting global monetary stability.
Will these reforms enable surveillance to fix all the problems
in the world economy and guarantee everlasting stability? Of
course not. No matter how sophisticated its advice and analysis, the IMF does not control the policy levers that ultimately
determine economic policies around the world. But there is
no doubt that these reforms are timely—the global economic
environment remains benign, providing the IMF with a great
opportunity to step back and rethink the way it operates.
What is going to be the effect of all these reforms? It is
too early to tell with any certainty, but change is perceptible
already in the way the IMF goes about its work. Ultimately,
the hope is that these reforms will help ensure that the IMF’s
advice remains highly relevant and sought after, and that its
voice is both heard and heeded. Provided the IMF adjusts to
the demands of the global economy and keeps chasing the
highest standards of analysis and communication, surveillance can make a unique and critical contribution to helping the global economy work better. In so doing, it will give
member countries reasons to keep believing in the spirit of
multilateralism—the force that was behind the creation of
the IMF. n
Carlo Cottarelli is a Deputy Director and Isabelle Mateos
y Lago is a Deputy Division Chief in the IMF’s Policy
Development and Review Department.
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BOOKR

EVIEWS
In search of the moral high ground

Avinash D. Persaud and John Plender

Ethics and Finance
Finding a Moral Compass in
Business Today
Longtail Publishing Limited, London, 2007,
215 pp., £19.95 (paper).

F

inancial markets are often
taken to be places in which
unbridled self-interest dominates and the participants recognize
just one value—money. Each investor
wants the best rate of return, each
bank wants the highest return on
equity, and analysts and traders want
the biggest bonus—and everybody
will do whatever it takes to get there.
Yet financial markets, like society
itself, rely on shared ethical standards.
Written rules and their enforcement
are necessary although, by and large,
people and institutions voluntarily
constrain themselves. Even when
there is little chance of being caught,
people do not do certain things they
feel are unethical.
Persaud and Plender have written
a practical guide to encourage investors and other market participants
to abide by ethical standards and
to recognize where ethical conflicts
may arise. They pointedly avoid
philosophical abstractions, arguing
simply that ethical behavior is both
important in itself and essential for
the functioning of markets. They also
suggest that ethical behavior is in the
interest of the financial institutions
and individuals involved. Although

the trade-off between being ethical
and making money can seem acute in
the short term, it will look much less
acute if a longer-term perspective is
taken—one in which containing reputational risk and maintaining a level
of trust among market participants
are important.
In various chapters, Persaud and
Plender address the specific ethical
conflicts that may arise in areas such
as investor protection, speculation,
and accounting, and discuss the roles
of independent directors, auditors,
and regulators. The authors concentrate on ethics in financial markets
and do not address issues relating, for
example, to the treatment of employees. They illustrate their points by

“Regulators and
market participants
need to be aware of
the risk of regulations
replacing ethics.”
citing well-known recent examples of
unethical behavior in financial markets and include both executive summaries and structured questions that
financial market participants should
periodically ask themselves—a first
for this kind of book. Indeed, reading
between the lines, the authors seem to
say that many instances of unethical
behavior could have been avoided if
the perpetrators had ever stopped to
think for a moment.
The authors’ main concern and
clearest message centers on conflict
of interest, in which an agent takes
advantage of the people he or she is
meant to be serving. They suggest
other criteria for ethical behavior,
such as whether others are put at
a contrived disadvantage or suffer
unmitigated harm, concepts that are
not very well explained in this otherwise clearly written book, which is

free of both pomposity and oversimplification. The way I understood it
is that financial market participants
should not cause significant harm to
those who have no connection with
a transaction or to those who cannot
reasonably be expected to protect
themselves from it.
The book has several messages
for policymakers, in particular for
financial sector regulators and supervisors. First, regulators themselves
need to maintain ethical standards,
for example, by avoiding explicit or
implicit “capture.” That is to say, they
must not become beholden to those
they are meant to regulate, acting in
the interests of the regulated industry
rather than of the public at large.
Second, regulators need to pay
more attention to ensuring that
incentives within financial institutions are aligned with ethical
commitments. Many ethical lapses
occurred when employees of financial institutions were given (or
created for themselves) incentives
that generated conflicts of interest.
Whereas egregious cases involving
company boards and senior management are best known, there are
instances of even junior employees
being given incentives to fleece their
clients.
Third, and perhaps most problematical, regulators and market
participants need to be aware of the
risk of regulations replacing ethics.
Additional regulation typically follows a scandal involving unethical
behavior. Not only does the regulatory burden increase, but market
participants come to rely more on
regulations and on corporate ethics
officers than on their own sense of
what is right and wrong. Financial
market players like to complain about
“regulatory overload,” but this book
will have achieved something if it
makes even a few of them realize that
if they take responsibility for their
own ethical behavior, all that extra
regulation may not be needed.
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Reading the fine print
The limits of central bank power

Rosa Maria Lastra

Legal Foundations of
International Monetary Stability
Oxford University Press, Oxford, 2006, 600 pp.,
$199 (cloth).

R

osa Lastra has produced a
highly insightful and readable
work on international financial regulation. This book should appeal to lawyers, economists, financial
sector specialists, policymakers, and,
perhaps most of all, those interested
in the intersection between these different disciplines.
The book is well structured. The
first part focuses on the national
level and addresses developments in
the monetary and regulatory functions of national central banks. The
second part moves to the European
regional level, analyzing the complex
structure of the European System
of Central Banks (ESCB), comprising the European Central Bank and
the national central banks within
the euro area. And the third part
focuses on the international level,
and in particular on the role of the
IMF. The comparative analysis is
enhanced by the common approach
that Lastra applies to each part, starting by setting the historical context,
then moving to an in-depth analysis
of the institutional framework, and
culminating with an assessment of
the financial architecture in terms of
financial supervision, regulation, and
crisis management.

Each part of the book is notable for
its originality. In the first part, Lastra
sets out boldly in recognizing that,
while the central bank’s statutory
objectives include price stability, the
bank is still carrying out a government function, even if it is a function that is best achieved through
substantial (but ideally not complete)
operational independence from
political influence. This framing of
the issue provides a fresh perspective
on a subject that, in the hands of others, can become a stale debate on the
seemingly irreconcilable tension between central bank independence and
accountability. However, although the
author strives to introduce the experience of developing and emerging
market economies into some aspects
of the discussion (for instance, when
she touches on currency boards and
banking crises), readers might benefit
from a more systematic reference to
the comparative practices of central
banks in such economies.
In the second part, Lastra describes
how the ESCB operates within the
European Union’s constitutional and
administrative context. Using currency
issuance to further develop the theme
of monetary sovereignty, she provides
a clear analytical anchor to guide her
readers through the otherwise challenging ESCB institutional framework.
Making sense of the IMF

In the third part of the book, which
focuses on the IMF, Lastra masters the
substantial challenge of explaining the
legal and regulatory framework as it
pertains to the Fund. As the author
acknowledges in her preface, “the
unique nature of the [IMF], the economic character of most of its functions and operations, the idiosyncratic
and rather opaque terminology that
applies to its activities and financial
structure . . . and the specific knowledge required to understand the legal
aspects of those activities (a knowledge that is traditionally the reserve
of [IMF] lawyers and a few academics

who venture into its study) explain
the relatively thin body of doctrine
dealing with the complex issues of
public international monetary law.”
Notwithstanding advances in
the IMF’s publication of internal
documents over the past two decades,
understanding of the IMF’s legal
framework outside the institution
remains sketchy, at best. The author,
aided by her long professional association with the IMF Legal Department,
patiently guides the reader through
some commonly misunderstood legal
issues: for example, the legal obligations of the IMF and its 185 member

“Lastra’s work is sure
to inform the debate
on the evolving role of
the IMF.”
states with respect to surveillance,
why Stand-By Arrangements are not
contracts, and the legal basis for conditionality in IMF financing. Notably,
Lastra’s historical account of the evolution of the IMF’s role in the international monetary system from the
international regulator of “exchange
rate stability” to the guardian of a “stable system of exchange rates” is highly
relevant in light of the recent revision
of the IMF’s operational framework
for surveillance over member countries’ exchange rate policies. Lastra’s
work is sure to inform the debate on
the evolving role of the IMF.
The legal foundations of institutions at the national, regional, and
international levels are important
but often neglected aspects of the
functioning of monetary and regulatory systems. By deepening our
understanding of these relationships,
Legal Foundations of International
Monetary Stability represents a significant achievement.

Thomas Laryea
Assistant General Counsel
IMF Legal Department
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EVIEWS
Economics the Caribbean way
Sir Courtney Blackman

The Practice of Economic
Management: A Caribbean
Perspective
Ian Randle Publishers, 2006, 448 pp., $50 (cloth).

Dr. S.B. Jones-Hendrickson

Essays on the Organization
of Eastern Caribbean States
(OECS) Economies
iUniverse, Inc., 2006, 328 pp., $24.95 (paper).

T

here is a paucity of economic
literature on the Eastern Caribbean, so the publication of two
books reflecting on the realities of that
region is most welcome. The Practice
of Economic Management, written by
the founding governor of the Central
Bank of Barbados, Courtney Blackman, provides a clear and concise description of economic issues affecting
the Caribbean within a broader political context. S.B. Jones-Hendrickson’s
Essays on the OECS Economies reflects
on the economic evolution of the
region from 1980 to the present.
Both authors provide the reader
with useful insights into the peculiarities of Caribbean economies and the
role of policymakers in helping shape
their countries’ economic development. For Jones-Hendrickson, the

News and
analysis about
globalization and
its impact on
economies around
the world.

closer union of the OECS
in the early 1980s played
a pivotal role in laying
the basis for their economic development. For
Blackman—who incorporates other disciplines
such as sociology and history into his analysis—the
Caribbean region’s
economic experience is
driven, in part, by its history and
pervasive culture of weak economic
management.
Blackman argues that many of
the economic problems experienced
in the Caribbean are a result of
mismanagement by policymakers
who often appear more intent on
satisfying short-term demands of
the electorate than focusing on more
long-term issues such as fiscal reform
and expenditure control. His essays
are heavily prescriptive with a host of
proposed policies, and he sometimes
appears to be at odds with more traditional prescriptive approaches to
economic policymaking.
Jones-Hendrickson follows a similar
line of argument. He argues that the
expansive fiscal policy pursued by the
governments of the OECS often is
driven by political considerations as
they attempt to meet the electorate’s

growing demand for public goods.
The result has been escalating fiscal
imbalances and ballooning debt. In
contrast to Blackman, however, JonesHendrickson focuses on more standard economic fare in describing the
economic problems of the Caribbean.
Both books serve as useful guides
to understanding the dynamics of
policymaking in the Caribbean. In
the end, however, Blackman almost
completely dismisses mainstream economics in defining the problems of
small developing economies. Blaming
economic failings almost exclusively
on weak management seems a bit
simplistic, given that human and technical capacity, cultural norms, and
a country’s history (particularly its
colonial past) all play a role in determining economic outcomes.

Thomson Fontaine
Economist
IMF African Department

Visit IMF Survey
magazine online at

www.imf.org/imfsurvey
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Mexico enjoys sustained growth and stability thanks to sound economic policies.
Its challenge now is to undertake further reforms to accelerate growth and reduce
poverty while compensating for a likely decline in oil revenue.
Since 2000, growth has averaged about 3 percent,
and Mexico’s business cycle has become
increasingly linked to that of the United States.

After falling for several years as Chinese exports
soared, Mexico’s share of imports has stabilized in
its most important market—the United States.
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. . . and to pay for investment and social outlays
needed to boost growth and reduce poverty.
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STRAIGHT

TALK

The Rise of Sovereign
Wealth Funds
We don’t know much about these major state-owned players
Simon Johnson

S

Simon Johnson is Economic
Counsellor and Director
of the IMF’s Research
Department.

OVEREIGN wealth funds are a fairly
new name for something that’s been
around for quite a while: assets held
by governments in another country’s
currency. All countries have foreign exchange
reserves (these days, they’re typically in dollars, euros, or yen). When a country, by running a current account surplus, accumulates
more reserves than it feels it needs for immediate purposes, it can create a sovereign fund
to manage those “extra” resources.
Sovereign funds have existed at least since
the 1950s, but their total size worldwide
has increased dramatically over the past
10–15 years. In 1990, sovereign funds probably held, at most, $500 billion; the current
total is an estimated $2–3 trillion and, based
on the likely trajectory of current accounts,
could reach $10 trillion by 2012.
Currently, more than 20 countries have
these funds, and half a dozen more have
expressed an interest in establishing one.
Still, the holdings remain quite concentrated,
with the top five funds accounting for about
70 percent of total assets. Over half of these
assets are in the hands of countries that export
significant amounts of oil and gas. Norway has
a large sovereign fund, as do places as disparate as Alaska, Canada, Russia, and Trinidad
and Tobago. About one-third of total assets
are held by Asian and Pacific countries,
including Australia, China, and Singapore.
Is $3 trillion a lot of money? It depends
on the comparison. U.S. GDP is $12 trillion,
the total value of traded securities (debt
and equity) denominated in U.S. dollars is
estimated to be more than $50 trillion, and
the global value of traded securities is about

$165 trillion. In that context, $3 trillion is
significant but not huge.
It is, however, large relative to the size of
some emerging markets. The total value of
traded securities in Africa, the Middle East,
and emerging Europe combined is about
$4 trillion; this is also roughly the size of
these markets in all of Latin America. And
total assets under management by private
hedge funds—a broad category of private
investment funds that seek high returns and,
as a consequence, often take on considerable
risks—are estimated to be around $2 trillion.
So, perhaps not surprisingly, a debate about
the potential risks and opportunities of sovereign wealth funds, similar to the ongoing
debate about hedge funds, is now developing.

A dearth of information
As has become apparent in today’s fast-paced
financial markets, the impact of a particular
pool of money on financial stability depends
not only on assets under management but
also on the potential leverage (that is, debt)
used in investment strategies.
For example, many hedge funds and (their
cousins) private equity funds are reported to
use leverage ratios of 10:1. That means they
borrow 10 times their own capital for particular transactions. In some cases, leverage is even
higher, probably significantly higher. Hedge
funds almost certainly improve the allocation
of capital around the world, but recent developments indicate that, in some forms, they
also pose a danger to the global financial system. The consensus so far is that while hedge
funds deserve considerably greater scrutiny,
there are advantages for the allocation of
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global capital flows if this sector continues to have a relatively
light direct regulatory burden.
Unfortunately, there’s a lot we don’t know about sovereign funds. Very few of them publish information about their
assets, liabilities, or investment strategies. It’s thought that
they’ve traditionally been “long only”: that is, they pursue
buy-and-hold strategies, with no short positions and perhaps
no borrowing or direct lending of any kind. They probably
have long horizons and, like other long-term investors, are
willing to step in when asset prices fall. This likely exerts a
stabilizing influence on the world’s
financial system. But there is also
anecdotal evidence that some sovereign funds have placed investments
with other leveraged funds.
At least one central bank is reported
to have had investments with LongTerm Capital Management when that
hedge fund went bankrupt in 1998.
Another central bank has invested
recently with a major private equity
fund. The Norwegian sovereign
wealth fund reports that it has shifted
somewhat from bonds to equities, and
we think the same movement may
be under way more broadly. It seems
clear that some part of the hedge
funds’ assets and private equity assets
under management now comes from
sovereign wealth funds (care must
be taken not to double count when
the assets of these related entities are
added), but there are no numbers.
Rogue traders, a serious issue for all types of investment
funds, are also a potential problem for sovereign funds.
Although the problem isn’t likely to be widespread, there are
specific instances in which traders employed to invest central bank reserves have taken large speculative positions and
lost heavily. At least some of these traders acted without the
approval of the appropriate credit risk managers. It wouldn’t
take many such transactions to awaken calls for regulation
of cross-border capital flows when decisions by sovereigns
are involved.
The emergent approach to “regulating” hedge funds is not
to regulate them, but rather to watch carefully over the regulated intermediaries that lend to them (that is, commercial
and investment banks). The idea is that this protects the core
of the financial system while allowing innovation and risk taking. But as sovereign funds grow in importance, they effectively become a significant unregulated set of intermediaries
that may or may not invest with hedge funds in the future.
The real danger is that sovereign wealth funds (and other
forms of government-backed investment vehicles) may
encourage capital account protectionism, through which
countries pick and choose who can invest in what. Of course,
there are always some national security limitations on what
foreigners can own. But recent developments in the world

suggest there may be a perception that certain foreign governments shouldn’t be allowed to own what are regarded as
an economy’s “commanding heights.” This is a slippery slope,
which leads quickly and painfully to other forms of protectionism. It’s important to preempt such pressures.

New players
Sovereign funds are not likely to go away. They’re based on
current account surpluses and will become less important
only if the countries with large surpluses begin to run prolonged current account deficits.
Major countries have committed
to reducing their current account
imbalances, and this would limit
the growth of sovereign funds. But
the world economy evolves continuously in ways that make it hard to
be sure current account imbalances
will shrink. For example, global
growth may accelerate or decelerate, and this is likely to affect commodity prices. But if commodity
prices remain high, commodity
exporters will have large surpluses
for the foreseeable future. If commodity prices fall, the surpluses of
Asian countries that export manufactures may increase.
What should the IMF do about
this situation? There’s certainly no
need for dramatic action. For one
thing, the situation involves sensitive issues of national sovereignty.
For another, at their current level of $3 trillion, sovereign
funds aren’t a pressing issue. But as the level creeps closer to
$10 trillion—although even $10 trillion isn’t a huge amount
of money—the phenomenon will likely attract greater attention.
Still, it’s time, before the debate becomes politically charged
or part of an election campaign, to begin a constructive discussion on the salient issues. And to do that, it must be determined what information countries are willing to share, what
information it makes sense to ask for, and what information
can be used in our global economic and financial analysis.
There’s no apparent reason to see the continued existence of
these funds as destabilizing or worrying. In fact, the IMF has
strongly encouraged exporters of nonrenewable resources to
build up exactly such funds in preparation for a “rainy day.”
In sum, sovereign wealth funds are major state-owned
players of the 21st century. Hedge funds, while becoming
more prominent in this century, are in some sense a throwback to the end of the 19th century, when large pools of
private capital moved around the world with unregulated
ease—and generally contributed to a long global boom,
rapid productivity growth around the world, and a fair
number of crises. What happens when the 21st-century state
meets the 19th-century private sector? The outcome remains
to be seen. n

“The real danger is
that sovereign wealth
funds (and other forms
of government-backed
investment vehicles) may
encourage capital account
protectionism, through
which countries pick and
choose who can invest
in what.”
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World Economic Outlook
Annual Subscription

The World Economic Outlook is the product of a unique international
exercise in information gathering and analysis performed by IMF staff to guide
key initiatives and to serve IMF member countries. A subscription to the
World Economic Outlook, published at least twice a year in English, French,
Spanish, and Arabic, offers a comprehensive picture of the international
economic situation and prospects for the future. With its analyses backed
by the expertise and resources of over 1,000 IMF economists, the World
Economic Outlook is the authoritative reference in its field. Today, even small
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latest perspective on what’s happening and where it could lead in the coming
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Global Financial
Stability Report
Tracking market risk and identifying potential fault lines
A must-have, the Global Financial Stability Report (GFSR) seeks to identify
potential fault lines in the global financial system that could lead to crisis,
while providing comprehensive coverage of mature and emerging financial
markets. The GFSR focuses on current conditions in global financial markets,
highlighting issues both of financial imbalances and of a structural nature that
could pose risks to financial market stability and market access by emerging
market borrowers. It regularly offers articles on structural or systemic
issues relevant to international financial stability. Note: Designed to deepen
understanding of global capital flows, which play a critical role as an engine
of world economic growth, the GFSR replaces the annual International
Capital Markets, published since 1980, and the electronic quarterly,
Emerging Markets Financing, published since 2000.
$57 (academic rate: $54). April 2007. 160 pp. Paperback
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