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REFRAIN often heard in international circles is that
global problems—HIV/AIDS, trade disputes, climate
change, financial contagion, and many others—require
global solutions. Is today’s global governance system up
to the job? After all, the system is based on the post–World War II
model, characterized by the dominance of a few advanced economies. Yet the new global economic order, which has been shaped by
decades of rapid economic integration, features new regional and
even global powers.

This issue of F&D tries to further the debate on global governance
by asking experts in economics, finance, trade, and health—from inside
and outside the IMF—to explore what works and what doesn’t. A running theme is that if we want to hang on to the progress we’ve made in
all these areas in recent decades, emerging market economies and developing countries must have a bigger say in decision making.
In the cover story, “Global Governance: New Players, New Rules,” the
authors argue that it’s increasingly vital that the global community revamp
the post–World War II model to cope with the challenges of the 21st century. These include absorbing demographic change, reducing poverty,
expanding the provision of safe and clean energy without aggravating
climate change, and alleviating health risks. For them, the answer lies in
rationalizing the relationships among sovereign states, updating the existing multilateral institutions, and creating an effective oversight body.
On the financial front, we learn that future crises, much like the crises
of the 1990s, are likely to include an element of contagion, meaning that
adequate liquidity will be an issue. The recent U.S. subprime mortgage
crisis—which revealed broader weaknesses in the international financial
system—has breathed new life into the debate over whether and how
international financial flows should be regulated.
On the trade front, we learn that the global trading system has been
very successful to date but faces challenges in managing the increased
role of developing countries—whose share of world trade grew from
22 percent in 1980 to 32 percent in 2005 and is expected to hit 45 percent in 2030—and the sensitivity of the unfinished liberalization agenda
in agriculture, manufactures, and services.
On the health front, we learn that the three Millennium Development
Goals on health—reducing child mortality; improving maternal health;
and combating HIV/AIDS, malaria, and other diseases—remain stubbornly out of reach. A big reason, according to the author of “Governing
Global Health,” may be that the current global health governance system
isn’t adequate to oversee the changing array of players and ensure that
the right health issues are being tackled fairly, effectively, and efficiently.
A number of health experts suggest solutions, ranging from better disease surveillance to taking greater advantage of market dynamics.

*****
Illustration: Cover and p. 10, Terry Widener; p. 39, Lai Oy Louie.
Photography: p. 4, Simon Maina/AFP; p. 5, Juan Carlos Ulate/
Reuters; p. 6, IMF Photo Unit; p. 15, Duncan Hale-Sutton/Alamy;
p. 22, Paul Souders/Corbis; p. 26, Maxim Marmur/Getty Images;
p. 31, Bagus Indahono/epa/Corbis; p. 44, Gideon Mendel/
ActionAid; pp. 49–54, IMF Photo Unit.

F&D’s “People in Economics” sheds further light on global health
and economic issues with a profile of Harvard’s Michael Kremer, who
paved the way for the creation of a mechanism called advance market
commitments—now being used to help pay for the development of a
vaccine against pneumococcal diseases, which claim the lives of up to a
million children in poor countries each year.
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TO THE EDITOR
Female power
I agree with Mayra Buvinic and
Elizabeth King’s “Smart Economics”
(June 2007) that much more should
be done to promote the economic
power of women. Given the significance women bring to all their
endeavors, they are the driving force
in families and even nations. Women
are also highly skilled at dialogue and
at fostering development.
The third Millennium Development Goal (aimed at
empowering women) is to be encouraged, but the backward
idea that “women are born to do housework” must first be
eradicated. Otherwise, even our best efforts will be in vain.

Agonma Esaie

Student, economics and management
Benin

modities and raw materials. Oil is a particular case in point.
The contribution of the industrial sector to GDP growth
is modest in most African countries, financial systems
are below par, and poor governance is a problem almost
everywhere.
To make sure that African countries are not reduced to
mere suppliers of commodities, policymakers need to make
swift and judicious decisions. They should open up their
financial systems to accommodate foreign direct investment,
develop a strategy to encourage small and medium-sized
companies, and encourage the adoption of new technology.
They should also push for membership in the World Trade
Organization. Finally, they should implement an effective
anticorruption policy.
In return, Asian countries should eliminate the customs
and trade barriers standing in the way of African exports. If
both sides show true determination, the “dynamic duo” will
enjoy a far more harmonious partnership.

So ane Abouderaz

Lecturer, Université de Boumerdes
Algeria

A moral obligation
“Making Remittances Work for Africa” (by Sanjeev Gupta,
Catherine Pattillo, and Smita Wagh, June 2007) caught my
attention, not because I live in the third world and still less
because of my nationality, but because it objectively describes
a striking reality in developing countries.
Niger is benefiting increasingly from remittances, which
have the power to transform the lives of those who receive
them. Used properly, these funds can really help reduce poverty. For example, although modest in comparison with the
aid provided by development partners, the remittances sent
by Niger’s diaspora during the 2005 food crisis made a difference to those who were suffering.
My only grievance is with money-transfer companies, whose
net profits are in the millions of dollars, thanks to remittances
sent by emigrants from developing countries. These companies have a moral obligation to give something back by financing investment projects in developing countries.

Hassane Moussa Alkeirou

Niger

Make it a partnership of equals
While I greatly enjoyed Harry Broadman’s “Connecting
Africa and Asia” (June 2007), the author is missing an
important point. Trade between the two continents is profitable provided African countries export commodities to
Asia as inputs for industrial activity and consumption and,
in return, import Asian manufactured products. But theirs
is a one-sided partnership.
Many countries in Asia are enjoying strong economic
growth, with China and India in the lead. This growth is
driven by a new wealth-creating industry, a leading services
sector, a modern financial system, improved allocation of
resources, a sound economic and social strategy, and, last
but not least, political stability. In contrast, African economic growth is driven by price increases in many com2

Chinese on the move
Ulrich Jacoby’s “Getting Together” (June 2007) clearly sets
out the basis for the partnership between China and Africa.
But in describing the interdependence between the two
economies, the author seems to have overlooked the issue
of Chinese immigration in Africa. In addition to products
“made in China,” Africa is currently seeing a large influx of
Chinese immigrants.
Cameroon, for instance, has become a destination country par excellence for middle-class Chinese. The problem is
that the local population sees this immigration as a threat
to its life aspirations because it pushes up unemployment,
already at punishing levels. This situation is all the more
alarming because any jobs created by the Chinese are also
taken by them, with local labor being employed for translation purposes only.

Omgba Joseph Juvet

Economics student, University of Ngaoundéré
Cameroon

The cost of tied aid
On reading “Getting Together,” I had a strong sense of having
seen it all before. Turnkey projects have a long history of failure in Africa. Worse, Chinese aid is apparently strongly tied
to Chinese companies and Chinese products (70 percent of
credit lines for Angola, according to the article). There is a
great deal of research on the cost of tying, much of which
demonstrates that its additional costs exceed the concessionality of the finance. The costs are higher if operations
involving tied aid require countries to purchase expensive
replacement spare parts from the same suppliers.
It may be that there is not yet any research on the cost of
tied Chinese aid, but surely it is wrong to mention this tying
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without noting that it may have high costs, based on historical experience. One hopes that it does not, but it would
be extraordinary given the opportunities created for overpricing by the tying of aid.

Charles Harvey
Brighton, United Kingdom

Unlocking hidden treasures
Bob Traa and Alina Carare’s “A Government’s Net
Worth” (June 2007) provides a timely discussion of hidden worth—and hidden problems—in public finance.
India’s ministry of finance has been meticulously compiling a list of public assets and liabilities dating back
to 1947. This balance sheet reveals substantial liabilities
over assets—the result of years of fiscal deficits. However,
some of the assets are not correctly valued. For instance,
the government’s portfolio of state-owned companies is
probably worth considerably more at market value than
what is officially on the books. Unfortunately, the liability side reflects an undervaluation of foreign debt when
the rupee’s market exchange rate is taken into account.
Overall, however, the balance sheet’s hidden strengths
probably outweigh its liabilities.
Despite all this, the balance sheet is not in the public eye
at all. The media, analysts, and other commentators focus
on the budget only in terms of its tax implications and
other such conventional issues. But India’s hidden assets
represent a huge investment opportunity. If unlocked,
they can support programs that would help India reach
the Millennium Development Goals by 2015.
The tools identified in this article could also help ensure
a more cohesive treatment of assets and liabilities at the
state government level.

G. Giridhar Prabhu

Trustee, Economic Research
Mangalore, India

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

Accounting for the environment
The article “A Government’s Net Worth” led me to draw
some conclusions regarding developing countries (particularly Argentina) and how they deal with the problem of
replenishing environmental goods.
The Argentine government’s net worth has been affected
by a loss of investor confidence, exacerbated by the increase
in debt denominated in foreign currency and the declining
value of financial assets. But the depletion of nonrenewable environmental assets is also affecting the net worth of
the public sector. This problem is compounded by the fact
that governments in emerging market economies tend to
overvalue returns on investments because they don’t take
environmental degradation into account.
When the net worth of the public sector in emerging
market countries is calculated, funds for the renewal of
environmental assets should be included in the calculations. As a preliminary step, these countries should include
a self-financing reserve for the replenishment of environmental goods on the asset side of the balance sheet.
Setting aside funds for the environment would obviously impact the public sector balance sheet, affecting net
worth through the cost of the depreciation of fixed investments and through real expenditures for the protection
of the environment. But if nothing is done, the mismanagement of natural resources will continue to affect the
government’s operating capital and erode its net worth,
ultimately affecting the financial markets and reducing
investment in the public sector.

Nicolás Antonio Piccione

Ph.D. in economics, Argentina

We welcome letters. Please send no more than 300
words to fanddletters@imf.org or to the Editor-in-Chief,
Finance & Development, International Monetary Fund,
Washington, D.C., 20431, USA. Letters will be edited.
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Chart it
IMF Data Mapper, a new interactive data visualization
tool, allows web visitors to select and compare key data
across countries, groups, and regions. At the click of a
mouse, Data Mapper displays selected data from the IMF’s
World Economic Outlook (WEO) in chart and map formats. The Mapper—launched October 17, the same day
the IMF publicly released the WEO—contains key indicators and data from the latest WEO. Data Mapper
can be accessed from the IMF’s Internet home page at
www.imf.org.

Fast is best
Banning air-freighted organic farm products on environmental grounds might impoverish vulnerable populations, the UN
Conference on Trade and Development (UNCTAD) warned.
The UN agency said proposals by some Northern Hemisphere
ecological groups to sideline organic produce imported by air
would not mitigate the effects of climate change. A ban might,
however, ruin third-world growers and exporters, particularly
in sub-Saharan Africa, UNCTAD said.
“Increasing demand from Europe is a major reason for the
growth of organic production in Africa,” the agency stated. “The
fresh fruit and vegetable segment is particularly dependent on
air freight, without which African perishable products would
not be able to get to the European market on time.” Trade in
air-freighted products provides large economic gains to farmers whose ecological footprint is tiny compared with those in
the developed world, UNCTAD declared.
The agency said trade is a dynamic way to share the wealth
derived from carbon usage. Moreover, the environment benefits from organic farms’ improved capacity to sequester carbon,
greater biodiversity of farm species, improved water quality and
soil structure, and lower energy use.

Events in 2007/2008
December 4–20, 2007, Paris, France
International Conference of NGOs, UNESCO
December 3–14, 2007, Nusa Dua, Bali,
Indonesia
United Nations Climate Change Conference
January 23–27, 2008, Davos, Switzerland
World Economic Forum Annual Meeting
April 12–13, 2008, Washington, D.C.
Spring Meetings of the IMF and the World
Bank
April 20–25, 2008, Accra, Ghana
Twelfth Session of UNCTAD (UNCTAD XII)
May 18–19, 2008, Kiev, Ukraine
2008 Annual Meeting of the EBRD

Continental connections
tion superhighway would be an East African submaAll of Africa’s capitals and major cities will be interconrine cable between South Africa and Sudan that would
nected by broadband information technology (IT) links
bring fast and cheap bandwidth to at least 23 African
by 2012 if agreements reached at a recent IT summit
countries.
meeting are fulfilled. The UN International TelecommuSummit attendees heard that
nications Union and the African
technologies to connect the whole
Development Bank sealed a deal
of Africa are available and would
to establish the pan-continental
highlight the benefits of telecombroadband links during an
munications, such as mobile teleIT summit meeting in Kigali,
phones. Even though Africa has
Rwanda.
the highest connectivity costs in
The October 28–30 summit
the world, farmers and teachers
was attended by global develdepend on mobile phones to funcopment institutions, IT comtion effectively. Mobile phones also
panies, 5 African heads of state,
help promote democracy by allowand more than 50 IT ministers. Mobile phone users in Nairobi, Kenya: A new
ing elections to run more efficiently,
Delegates were told that the first agreement aims to link Africa’s major cities
summit delegates were told.
phase of a pan-African informa- electronically by 2012.
4
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Burn and earn

Attractive Africa
Foreign direct investment flows to Africa’s raw
materials industries surged in 2006, the UN
Conference on Trade and Development reported. The agency’s annual World Investment
Report said the investment went mainly to
the continent’s oil and gas operations. Africa’s
growing services sector—particularly transport,
storage, and communications—also continued
to attract investors, the report said. However,
limited production capabilities accounted for
contrastingly low investment flows into Africa’s
manufacturing industries, and disinvestments
hit textile processing.
The report said the rapid growth of investment inflows to Africa partly reflects steps
taken by countries to open up their economies to foreign investment. Measures included
cutting taxes, establishing special investment
zones, strengthening investment promotion,
encouraging new business startups, and easing
registration procedures. Some countries, however, enacted provisions that were less favorable to foreign investment, such as collecting
royalties, extending state monopolies, inhibiting money transfers, and giving preferment to
domestic nationals.

A project to convert
wood industry waste in
Costa Rica into a profitable,
environmentfriendly energy source
may offer new ways for
industries in developing countries to help
combat global warming. The UN Food and
Agriculture OrganizaSawmill at Rio Frio, Costa Rica, where a pioneering project
tion (FAO), which is
seeks to harness energy from processed wood waste.
supporting the project,
says the pioneering technology can help reduce greenhouse gas emissions
and contribute to sustainable development.
The Costa Rican plant converts stockpiles of sawdust and other wood
by-products into pellets that can replace fossil fuels as an energy source.
In many countries, surplus wood residues from sawmills occupy large
amounts of space and often pollute local rivers. Their decay also leads
to emissions of methane, a potent greenhouse gas that contributes to climate change. Moreover, the residues can ignite spontaneously and thus
present a fire risk.
The FAO says the Costa Rican project has a twofold benefit: avoiding
methane emissions and substituting fossil fuels with renewable wood
pellets. The FAO adds that emissions reductions achieved through projects of this type can also be traded as tons of carbon dioxide equivalent
valued at about $10 a ton.

The CFA Franc Zone:
Common Currency, Uncommon Challenges
Edited by Anne-Marie Gulde and Charalambos Tsangarides
About one-third of countries covered by the IMF’s African Department are members of the
CFA franc zone. With most other countries moving away from fixed exchange rates, the issue
of an adequate policy framework to ensure the sustainability of the CFA franc zone is clearly of
interest to policymakers and academics. However, little academic research on the subject exists
in the public domain. This book aims to fill this void, by bringing together work undertaken
in the context of intensified regional surveillance, and highlighting the current challenges and
the main policy requirements if the arrangements are to be carried forward. The book is based
on empirical research by a broad group of IMF economists, with contributions from several
outside experts.
$37.50. English. © 2007. Approx. 300 pp. Paperback
ISBN 978-1-58906-675-5. Stock# CFCZEA
For detailed information or to place an order, please go
to www.imfbookstore.org/pr/p0712CFA-FD or send an email to publications@imf.org and
reference promo code P0712CFA-FD.
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PEOPLE

IN ECONOMICS

Harnessing

Ideas
to
Idealism
Arvind Subramanian profiles
Michael Kremer

I

DEAS in economics can sometimes prompt policies
that promote the greater good. But ideas motivated
by idealism and then pursued with intense commitment are rare. Yet these are the qualities that make
Michael Kremer, the Gates Professor of Developing Societies at Harvard University, so special, according to his
many colleagues and students.
As Abhijit Banerjee of the Massachusetts Institute of
Technology, Kremer’s colleague and coauthor, explains:
“When most economists come up with an idea that might
make the world a better place, they assume that they must
have got it wrong, on the grounds that if it were correct it
would be in place already, and, reluctantly, decide to forget about it. Michael immediately starts to think of ways to
make it happen.”
And make it happen, he does. His intellectual work and
indefatigable public persuasion recently paved the way for
the creation of a new mechanism called advance market
commitments (AMCs) to further the development of a
vaccine against pneumococcal diseases, which claim the
lives of up to a million children in poor countries each

6

year. Robert Barro, one of the gurus of the study of economic growth and Kremer’s advisor at Harvard, says that
the AMC idea “is likely to make an unprecedented contribution to the improvement of health outcomes in the
world’s neediest countries.”
Kremer has also helped introduce a major methodological innovation in empirical development economics: the
randomized evaluation of public policy interventions.
This has not only helped rehabilitate the discipline of
development economics in academia, it has moved governments and nongovernmental organizations (NGOs)
around the world to more rigorously evaluate their activities and their impact. And he has made other important
academic contributions, many with the common theme of
identifying ways to work collaboratively (typically at the
international level) to improve the welfare of poor people.
Fellow Harvard professor and Nobel Laureate Amartya
Sen stresses that Kremer “has made an outstanding contribution in combining economic theory and sophisticated
empirical techniques and applying it to critical policy
issues in development economics.”
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Kremer, now 43, grew up in
Kansas and attended Harvard as an
undergraduate. Trips to South Asia
and Kenya—where he spent a year
teaching mathematics and science to
students and devoting a lot of time
to getting a resource-starved school
in remote western Kenya up and
running—triggered his interest in
development. Kremer followed up
on the Kenya experience by starting
WorldTeach, a nonprofit organization that now sends 370 teachers
annually to schools in the developing world, including such places
as the Marshall Islands. He also
equipped himself with a graduate
degree in economics from Harvard,
followed by professorships, first
at the Massachusetts Institute of
Technology and then at Harvard.

buyouts published in the Quarterly Journal of Economics. He
subsequently articulated the economic rationale for AMCs
and laid out the design issues in two papers published in
2000 in Innovation Policy and the Economy. He later elaborated these in greater detail in Strong Medicine, a book that
he coauthored with his wife, Rachel Glennerster. The intellectual challenge lay in the complex questions of practical
design: Which diseases should be covered? How should the
eligibility of candidate vaccines be determined? What if multiple vaccines were produced? Should recipient countries also
be required to make a contribution? How much should companies be promised to develop a vaccine?
But figuring out the analytics turned out to be the easy part.
Kremer devoted nearly 10 years to selling the idea and bringing
on board the interested parties—academics, pharmaceutical
companies, governments, and policymakers—many of whom
were initially skeptical. While thrilled about progress so far,
Kremer remains cautious. To succeed, the initiative must be
structured correctly—no trivial issue—and success is essential
if the idea is to be extended to other devastating diseases.

A new way of testing ideas
Vaccines for the poor
In February 2007, five countries—
Canada, Italy, Norway, Russia, and
the United Kingdom—and the
Bill & Melinda Gates Foundation
announced they would dedicate
$1.5 billion to an AMC (see Box 1)
to help pay for the development of
a vaccine against pneumococcal diseases, such as pneumonia and meningitis. That historic announcement
thrilled Kremer, who had spent years
developing the idea.
Advance promises to pay for lifesaving vaccines once they are produced are intended to create
incentives for biotechnology and pharmaceutical companies
to produce appropriate and affordable vaccines for use in
poor countries. Vaccines for poor countries are seen as a bad
business investment by companies that are reluctant to pour
money into R&D in search of a vaccine whose customers, at
the end of the day, can pay little for the drug. Estimates from
the World Bank and the GAVI Alliance suggest this commitment could prevent an estimated 5.4 million childhood
deaths by 2030.
If this approach works—and this is a big “if ”—the potential impact is enormous. Malaria and other diseases that
claim about 20 million lives each year could be tackled, and
the approach could even be extended to completely different
areas, such as technologies for revolutionizing agriculture in
sub-Saharan Africa.
When Kremer—who contracted malaria when he was
living in Kenya—started working on this issue, the idea of
encouraging R&D by committing to purchase vaccines had
been floated before but not taken seriously. His thinking on
this issue first appeared in a 1998 academic paper on patent

In the economics field, Kremer is best known for his efforts to
help researchers determine “truths”—that is, finding a way to
adjudicate dispassionately among competing beliefs. For years,
economists had experimented with randomized trials, which
are the “gold standard” in other fields, such as medicine. These
trials involved selecting two large groups at random, administering a “treatment” to only one of the groups, and then comparing the results. Indeed, this method was used to evaluate
Box 1

What is an advance market commitment?
An advance market commitment (AMC) aims to create a
market for future vaccines that is large and credible enough to
stimulate private investment in vaccine research and to accelerate development and the creation of manufacturing capacity for vaccines that primarily address diseases of developing
countries.
An AMC requires sponsors (or donors) to make legally binding financial commitments to support a market of a pre-agreed
value. Companies participating in AMC agreements commit
to supply a successful vaccine at a guaranteed price. An independent adjudication committee would be set up to determine
whether the vaccine met those criteria. Then, as long as there
is effective demand from developing countries (that is, countries express a wish to introduce the vaccine), the company can
receive the funds from the AMC at the price negotiated.
Once the AMC is exhausted, companies are required,
within the terms of the commitment, to ensure the supply of the vaccine to developing country markets at a lower
long-term price (known as the “tail price”) that countries
can afford. Developing countries would be expected to
contribute to the cost of a vaccine (the “co-pay”) when it
is introduced, up to the point where the AMC is exhausted
and, subsequently, to purchase the vaccines at the long-term
lower price (which could be the same as the co-pay).
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the famous PROGRESA scheme in Mexico, which involved
providing cash transfers to households for sending children to
school. And the sound results of that study paved the way for
the adoption of similar schemes in other countries.
But Kremer’s real contribution was to show that these trials
could be done on a widespread basis. It didn’t have to be just governments, with massive budgets, evaluating the impact of a particular program. Collaborations between NGOs and academics
could be used to try a wide variety of approaches to problems,
compare the cost-effectiveness of different approaches in similar
settings, and shed light on the impact of a particular program, as
well as on larger underlying questions. He showed that randomization could be cost-effective—a concern, given how expensive it
is in medicine—and flexible, flexibility being difficult to achieve
when government policies or interventions are being evaluated.
The idea of randomized evaluation first occurred to Kremer
almost casually. He was visiting his old village in Kenya in
1995, when a friend mentioned that the NGO he worked for
would be assisting seven schools by building more classrooms
and providing new textbooks and uniforms. Kremer suggested that the NGO consider phasing in these new “interventions” randomly to study their effects. In a paper that used this
randomization technique, he and coauthor Ted Miguel of the
University of California at Berkeley later showed that mass
treatment of children with deworming drugs had reduced
school absenteeism by 25 percent and had been more effective
than other ways of boosting attendance (see Box 2).
In addition to the huge impact of randomization as a methodological innovation, the experiments Kremer and his coauthors conducted yielded valuable lessons about development
policy, often overturning conventional wisdom. For example,
conventional approaches to improving the quality of education and health care often do not work and sometimes even
backfire because of distortions in the underlying system. In
Kenya, for example, the provision of textbooks increased test
scores only for students who scored well on pretests, probably
because many students had fallen behind the official curriculum. And reducing pupil-teacher ratios did not lead to significant test score gains, perhaps because the teachers did not
change their teaching techniques to focus more on the needs
of individual students after the pupil-teacher ratios fell.
Instead, Kremer and his coauthors found that programs
that improved providers’ incentives were more promising. For
example, contract teachers hired locally by school committees
in Kenya were much more likely to be present in class than
centrally hired civil service teachers, even though they earned
only one-fourth as much, and their students performed substantially better on exams. A Colombian program that provided vouchers allowing poor families to send their children
to private secondary schools led to large gains in learning and
in high school completion rates. The contracting out of health
care services in Cambodia led to dramatic improvements in
health care delivery because the NGOs that won the contract
created performance-based incentives for health workers.
The underlying methodological innovation of such papers
launched a veritable cottage industry, almost a new subdiscipline
in economics. Randomization is being used to tackle not just
8

issues in education and health delivery, but a much wider spectrum of issues, including the determinants of the adoption of
new technologies, the effects of decentralization, the efficacy of
different approaches to controlling corruption, the impact of
efforts to empower women, and even the impact of migration.
Indeed, a sign of the influence of randomized evaluation is the
skepticism it is beginning to evoke (see Box 3).

Reviving microdevelopment economics
Regardless of how the debate on randomization unfolds, there
is little doubt that it will remain a vital part of the empirical
economist’s tool kit. Development agencies and private philanthropies are likely to adopt these techniques to assess their
programs and glean lessons for future efforts. And the introduction of these techniques has helped revive the discipline
of development economics.
Kremer notes that as a graduate student at Harvard in the
late 1980s, he had few colleagues in this field, the best and
brightest having flocked to the more conventional pastures of
international or labor economics or finance. Today, though,
development economics programs at schools such as Harvard
and the Massachusetts Institute of Technology are attracting
students who would previously not have considered them.
Kremer and his Cambridge colleagues Banerjee and Esther
Duflo have played a key role in popularizing the field.
Box 2

Randomization: The new buzz word
The purpose of a randomized trial is to ensure that outcomes are actually a consequence of the intervention rather
than biased by other factors. One way of doing this is to
randomly determine the order in which an intervention is
phased in. In the case of a deworming effort undertaken by
a Dutch nonprofit agency and a local government in western Kenya, about 30,000 children in 75 primary schools were
treated. Financial and administrative constraints meant that
the treatment had to be phased in.
Kremer and Ted Miguel suggested that the phasing be
done randomly. This was achieved by dividing the schools
into three groups alphabetically and assigning every third
school to a group. The deworming treatment was administered to the first group in 1998 and 1999, to the second
group in 1999, and to the third in 2001. In 1998, the outcome on school attendance for group 1 could be compared
with group 2 and group 3 schools (which served as the control groups), and in 1999, outcomes for group 1 and group 2
schools could be compared with those for group 3 schools.
The results showed that deworming improved children’s
health and, hence, reduced school absenteeism by about
25 percent. Interestingly, absenteeism came down not only in
those schools that received the treatment but also in schools
nearby because of reduced transmission of the infection
from the healthier (treated) children to others in the area.
Indeed, one of the important innovations of the study was
precisely to be able to identify these “externalities”—that is,
the health and education benefits extending even to those
not receiving the treatment.
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Kremer says that one distinctive strand of his research has
been to find ways to design markets in areas that have not
traditionally been the focus of economists. For example, he
notes that trade sanctions are prone to evasion and often seen
as harming the citizens of the sanctioned countries as much
as the dictator or regime they might be aimed at. Instead, he
and Seema Jayachandran of Stanford University have proposed the use of prospective loan sanctions.
If, for example, following a coup in an oil-rich country,
the UN Security Council declared that any future loans to
the regime would be considered the personal responsibility of the coup leaders and not of successor regimes, banks
would be reluctant to lend to sanctioned regimes, knowing
that successor regimes could refuse to pay. Citizens would be
spared the burden of repaying debt, such as that of apartheid
South Africa or Tudjman’s Croatia, that had been incurred to
finance repression or benefit a dictator.
Immigration offers another example. Many rich countries are
experiencing a backlash against low-skill immigration, seeing
it as contributing to inequality. Kremer and Stanley Watt argue
that at least one form of low-skill migration, women crossing borders to work as maids and nannies, may reduce wage
inequality among natives in receiving countries. This happens
because better and more affordable child care allows highly educated mothers to return to the labor force, thereby increasing
the supply of skilled relative to unskilled workers in the market.
Kremer has also written on subjects as diverse as the long-run
historical relationship between population growth and technological progress, elephants and the poaching problem, the legacy
of “odious debt” left by profligate dictators (see F&D, June 2002),
the preservation of antiquities, and the impact of participation
in the hajj. One of his early papers explored the implications of
production processes consisting of a series of tasks, mistakes in
any of which could ruin a product. He argued that such “O-Ring
production functions” (named after the faulty part that caused
the Challenger space shuttle disaster) could explain a series of
Box 3

Limits of randomization
The great merit of randomization is that it produces more
evidence that is reliable and, Kremer argues, able to influence
policymakers because of its transparency. But critics argue
that although randomization is good for asking questions
in a micro setting, it cannot address the larger ones, such
as what explains the differences in health outcomes between
countries, or which exchange rate policy is better. This is not
just because randomized experiments can be implemented
only at the micro level but because policies or interventions
can sometimes create “externalities” that cannot be captured
through experimental methods. One example is the effect of
health on income. At the individual level, better health may
lead to higher productivity because healthier people work
longer and better and hence can earn more. But one cannot aggregate from this micro finding because better health
could, in turn, lead to larger population size, which could
have detrimental effects on overall growth.

stylized facts in development and labor economics, including
why globalization is often seen as increasing both the demand
for skilled workers and inequality in the developing world. This
notion is contrary to predictions of a standard Heckscher-Ohlin
trade model, which predicts that trade, by favoring the use of
unskilled labor, would reduce inequality in developing countries.

“One distinctive strand of his
research has been to find ways to
design markets in areas that have
not traditionally been the focus of
economists.”
But Kremer’s contribution to reviving development economics goes beyond providing new methodological techniques and respectability to the discipline. He has contributed
enormously as a teacher and mentor. One student says that in
five years of working with him, Kremer has always returned
drafts within 48 hours. He mentions the time Kremer read
his job market paper over a weekend and returned it to his
doorstep at 11 p.m. with five pages of typed comments. Ted
Miguel also singles out Kremer’s generosity and fairness.
Miguel says that he was “surprised” when Kremer suggested
that the alphabetic ordering of the names on the deworming
paper be flipped to give Miguel lead authorship even though
both of them had done “tons of work on the paper.”

Carving out a legacy
Over the years, Kremer has received innumerable awards,
including a MacArthur “Genius” Fellowship, Fellow of the
American Academy of Arts and Sciences, Scientific American
50 Best Researchers Award, and Presidential Early Career
Award for Scientists and Engineers. But the one award he has
not received is arguably the most prestigious one for young
economists—the John Bates Clark medal, which is awarded
by the American Economic Association to the best economist
under 40. In his last year of eligibility for the prize, 2004, it went
to Steven Levitt, the University of Chicago professor known for
his popular book on the dismal science, Freakonomics.
These two economists are standard bearers for two distinct
methodological approaches to empirical economics. Kremer
is a strong proponent of conducting economic policy
experiments on randomly assigned groups and evaluating
them, whereas Levitt’s approach relies on finding “natural”
experiments—a method that after some tremendous successes, has begun to attract criticism, captured in the characterization of this approach as “cute-onomics.” The durability
of their respective legacies could well hinge on which of the
two approaches survives the scrutiny of peers and the vicissitudes of academic fashion. ■
Arvind Subramanian is a Senior Fellow, Peterson Institute for
International Economics and Center for Global Development,
and Senior Research Professor, Johns Hopkins University.
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Global Governance:
New Players,
New Rules
Why the 20th-century model
needs a makeover
James M. Boughton and Colin I. Bradford, Jr.

I

N the summer of 2007, millions of homeowners in the United States discovered that the terms on their mortgage loans had worsened at the same
time that the market values of their homes were declining. The squeeze
quickly led to a sharp rise in foreclosures, and many families lost their
homes. Within weeks, the turmoil spread to other advanced economies with
complex financial systems, where businesses and individuals found that loans
were harder to obtain and were unexpectedly expensive. Suddenly, the solvency
of major banks and other financial institutions was being questioned.
What is surprising about this episode is that most people seem to have thought
that advanced financial systems were sophisticated enough to absorb risks and
to spread them widely enough to prevent a sudden drying up of liquidity. Bank
runs happened in the 1930s. They were not supposed to happen in the 21st century. What is not so surprising is that once the problem began, it spread around
the world before any one country could resolve the matter or protect itself from
contagion. What began as a banking crisis spilled over into equity markets, destabilizing stock markets in industrial countries and raising fears that emerging
markets could also be at risk.
The financial turbulence of 2007 illustrates—not for the first time—both the
benefits and the risks of financial globalization. The global pooling of money has
made it possible for companies in Tanzania, for farmers in Vietnam, for entrepreneurial women in villages in Bangladesh, and for young families in American
cities to realize dreams that were beyond the reach of earlier generations. But it
also has made them vulnerable to shifts in invisible forces that they cannot be
expected to understand, much less influence or control. In this instance, quick
responses by major central banks may have isolated the shock before it spread
too widely. The episode thus illustrates another important point: in a world of
globalized financial markets in which a systemic weakness in one country can
affect many other markets, oversight and regulation should be acknowledged as
a global responsibility.
Of course, the international community needs to grapple with much more
than financial governance issues. The removal of barriers to international trade
creates new employment opportunities, but it also raises thorny questions
about labor standards and other social concerns. The destruction of old-growth
hardwood forests to meet a growing world demand imposes environmental
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costs around the globe. Most frighteningly, contagious health
risks respect no borders, whether the risks derive from AIDS,
tuberculosis, or influenza. In each case, hard decisions must
be made about whose welfare, which rights, and what goals
matter most. This makes global governance—whether it pertains to finance, trade, the environment, or health—one of
the most vital and difficult challenges of the modern world.

What is global governance?
The ideal of global governance is a process of cooperative
leadership that brings together national governments, multilateral public agencies, and civil society to achieve commonly
accepted goals. It provides strategic direction and then marshals collective energies to address global challenges. To be
effective, it must be inclusive, dynamic, and able to span
national and sectoral boundaries and interests. It should
operate through soft rather than hard power. It should be
more democratic than authoritarian, more openly political
than bureaucratic, and more integrated than specialized.
Neither the concept nor the difficulty of global governance
is new. After the First World War ended, the leaders of the victorious allies gathered in Paris in 1919 for six months of talks
aimed at redrawing many of the world’s national borders and
establishing a permanent forum—the League of Nations—to
deal with future issues and problems. More than 30 countries
sent delegations to the Paris peace conference, but the four
great powers of the winning side—France, Italy, the United
Kingdom, and the United States—dominated and controlled
the proceedings.
A quarter of a century later, as the Second World War drew to
a close, allied delegations gathered again to set up new institutions to replace the failed League and to prevent the economic
disasters that had characterized much of the interwar period.
From those storied discussions, most of which were held in and
overwhelmingly influenced by the United States—at Bretton
Woods, New Hampshire; at the Dumbarton Oaks mansion in
Washington, D.C.; and in San Francisco, California—emerged
the multilateral agencies that would mold economic and political relations for the next six decades: the United Nations, with
its Security Council and its specialized agencies; the Bretton
Woods institutions—the World Bank and the IMF; and the
General Agreement on Tariffs and Trade (GATT). This model
of global governance, in which the few countries that sat at the
apex of the world economic pyramid invited others to participate without ceding much control, became the prevailing
paradigm for the postwar era.

The system is out of date
This dominance model of global governance was a reasonable and practical model for much of the 20th century.
When the century began, London was the center of international trade and finance. At mid-century, the center had
drifted westward across the Atlantic, but the Euro-American
core had become even stronger. By the end, however, it was
the periphery that was gaining strength. New regional and
even global powers had risen to challenge the old, but the
governance system failed to keep up with these changes.

The five permanent members of the UN Security Council
hold a veto over actions such as the imposition of multilateral sanctions on states that violate UN resolutions and the
sending of multilateral forces to maintain peace in volatile
regions. The membership of that body has not changed in six
decades. Control has broadened a bit more in other agencies,
but far from enough. In the IMF, for example, in 1946 the
United States and the United Kingdom together held a hair
under 50 percent of the voting power on the Executive Board.
Today it takes at least eight Directors representing 35 or more
countries to constitute a majority. The United States alone
has a veto over major financial decisions, but any coalition
of three or more members with a total vote of 15 percent
can do the same. Nonetheless, changes in the distribution of
votes and influence have lagged far behind the evolution of
the world economy, with the consequence that the oversight
of the international financial system has become less and less
accepted as politically legitimate.
A second issue is that the international system by which
national governments come together to oversee global
issues is fragmented and specialized, without an effective,
broad overview. Like its predecessor, the GATT, the World
Trade Organization deals with trade. The World Health
Organization (WHO) oversees health issues. The UN
Security Council responds to situations that threaten world
peace. The World Bank and regional development banks
provide official financing to developing countries. The IMF
oversees the functioning of the international financial system.
Notwithstanding the extensive consultation and cooperation
that take place regularly among these and other agencies,
each one acts independently within its own sphere.
In sum, what we have today is a multiplicity of independent
actors, both public and private, each pursuing its own objectives and priorities, with its own clientele and constituency,
with its own technical language and organizational culture,
with its own mandate and specialized focus. These attributes
may have been appropriate for a time when international
relations focused on several important issues but just a small
number of important countries. The lasting effect, however,
is that we have inherited a system that is fragmented and that
relies heavily, perhaps too heavily, on market forces, competition, and ad hoc public reactions to try to channel energies
and allocate resources.
In this setting, agencies
become more inward
looking, focusing more
on how to evaluate and
try to improve their
own performance
than on how to
work together
with partners to
achieve common objectives. The weaker
the governance structures and processes
are within specific sectors, the less external orientation and awareness there is,
and the less coherent the activities among
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different actors. Each agency becomes less effective, and the
system as a whole suffers.
The problems and the challenges of the 21st century—
absorbing demographic change, reducing poverty, expanding
the provision of safe and clean energy without aggravating
climate change, alleviating health risks, and many others—
require far more coordination than is possible within such a
system. Each of these challenges, even if addressed locally or
nationally, has the potential to affect the lives of people everywhere. Specialized technical expertise by itself is unlikely to be
fully effective if it is not guided by a global and holistic vision.
The vacuum represented by the lack of a comprehensive
system of oversight has been filled in part by a succession of
ad hoc groups of states purporting to act as a steering committee for the world economy (see map). That effort began
with the formation of the Group of Ten (G-10) main industrial countries in 1962. A subgroup formed in the 1970s as
the G-5, which broadened to the G-7 in the 1980s and to the
G-8 in the 1990s. To try to counter the powerful influence
of these groups of industrial countries, developing countries
formed the G-77 in 1964 and then a subgroup, the G-24, in
1971. In 1999, the G-7 invited a number of emerging market
developing countries to join them in a new G-20 grouping.
Most of these groups still meet regularly and issue pronouncements on how national governments and the various
multilateral institutions should act to deal with a variety of
issues, such as the financial turbulence of 2007. In addition,
nongovernmental organizations have proliferated to represent
the interests of civil society, business, labor, and religions on
issues such as environmental protection, property rights, workers’ rights, poverty reduction, financial stability, and the promotion of democracy and transparency in government. Many of
these organizations, both governmental and civil, are effective

advocates for the interests that they represent, but none can be
said to represent the interests of the world as a whole.

The problems will worsen
These shortcomings in global governance, if not addressed,
will only worsen in the years to come and could undermine
the progress that globalization has brought. As the historian
Harold James (2001) has shown, history is replete with episodes in which international commerce and finance have
flourished and generated bursts of economic growth and
development, only to be reversed because of popular backlash. Those who believe in the benefits of globalization will
be more likely to prevail if they engage in a real dialogue and
a partnership with those who fear that their own interests
will be swamped by the rising tide.
To see how these weaknesses are likely to worsen, consider the ongoing effects of population growth, rising energy
demands, and global health risks.
Demographic change. The coming generation will see an
immense and challenging transformation in the world. The
overriding challenge will be to absorb a huge increase in population. Demographers in the UN and elsewhere project that world
population will grow by half, from 6 billion people in 2000 to
9 billion in 2050, before leveling off (United Nations, 2005; and
U.S. Census Bureau). Much of the discussion of demographic
trends in recent years has focused on the inexorable rise in the
elderly population and the effects this will have on tax burdens
and the provision of health care and other social services.
Even more overwhelming is the expected pressure on
development prospects. All of the additional 3 billion people
will be living in developing countries, where the majority
today live in conditions of poverty. The primary Millennium
Development Goal (MDG), endorsed by almost all of the

Who the “G’s” are
Over the years, different country groupings have acted as informal overseers of the global economy.
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world’s national leaders in 2000, is to reduce the rate of
extreme poverty by half between 1990 and 2015. The goal is
being met globally, and even those regions that are lagging
are now at least achieving growth in per capita incomes.
Sustaining that progress throughout the transformation over
the coming decades will require leadership in, and cooperation among, rich and poor countries, multilateral institutions, the private sector, and civil society.

“It is no longer possible to argue
that the current oversight of
international relations is adequate
for the 21st century.”
These stark demographic realities are adding fuel to the
polarization of attitudes regarding the benefits and costs
of globalization, and regarding the creation of winners and
losers from the globalization of economic forces identified
with the spread of market-oriented ideas. Doubts about the
human face of globalization, about whether it really produces
widely shared benefits and reduces world poverty, risk recreating the backlash against the whole process that reversed
previous episodes of global integration and that flared up
widely and ominously just a few years ago.
Energy. Another vital and growing global challenge is the
provision of energy. Already, for example, 2 billion people
have no access to electricity. Add 3 billion more people to
the world by 2050, and there will be 5 billion potential new
customers, which is a billion more than the number who
have access now. The scale of the effort in the electricity sector alone that will be required to meet this new incremental
demand is daunting, even leaving aside the related tasks of
modernizing transportation (more reliance on hybrid cars
that use electricity), reducing pollution, and minimizing climate change stemming from human activities. The scale of
investment in new sources of electricity generation and distribution required to meet the rising demand will be massive,
even without considering replacing and upgrading existing
capacity or adopting cleaner technology.
The energy challenge for the future cannot be met without
strong leadership and coordination. A global energy market
exists, with global institutions that monitor markets and
represent different parties. Even so, since most energy investment, whether in oil, natural gas, biomass, nuclear power, or
alternative energy sources, is managed by private companies
or parastatal enterprises, private sector and national interests are more strongly represented than are global public
interests.
In a field anticipating lumpy, long-term, massive investments with major spillover effects on the environment and on
the profitability of other investments in the same or related
sectors, there is no system for global energy governance. No
locus exists where private and public sector entities can gauge
the importance of the impact of others on their actions and

determine their own actions and adjustments in a longerterm perspective than markets operating alone can provide.
Health. The importance of spillover or contagion effects
in global health is even more self-evident. The splintering of institutional approaches in global health is worrying.
The fact that philanthropists and special funds are providing additional resources for disease eradication is, of course,
a welcome development. The proliferation of donor-funded
programs does, however, raise issues for ensuring accountability. In addition, a danger arises that these efforts could end up
chasing specific diseases rather than addressing the underlying
causes of global health threats, namely poverty, institutional
weaknesses, and underinvestment in public health systems,
especially in developing countries (Waldman, 2007).
The premier global public health agency, the WHO, is underfunded, overearmarked, and ill equipped to deal with investment in health institutions and public health systems. The World
Bank can and does pick up part of the slack, but its lending for
health is independent of, and not formally coordinated with, the
WHO. The need for intersectoral, interministerial, and interinstitutional approaches in global health governance is clear.

What can be done?
Strengthening the governance of global interactions requires
action on three fronts: rationalizing the relationships among
sovereign states, updating the existing multilateral institutions, and creating an effective oversight body.
It is no longer possible to argue that the current oversight
of international relations is adequate for the 21st century.
Ministerial bodies such as the Development Committee,
the International Monetary and Financial Committee, the
Council of the Organization for Economic Cooperation and
Development, and the World Health Assembly play important roles within the organizations they guide, but each one
represents interests that are specific to those institutional
mandates. Above those committees, none of the regular summit groupings is sufficiently representative to provide legitimate global leadership.
Much attention has been focused recently on reforming
international institutions to make them both more effective
and more politically legitimate. If those reforms are to lead to
real improvements in performance, a means must be found to
integrate the sectoral focus of these institutions into a comprehensive framework for dealing with common global challenges.
That consideration suggests a need for a new governance mechanism at the apex of the global system. Designing such a mechanism will not be easy, nor will it be without controversy. At this
time, only the broad outlines can be plainly sketched.
The first and most important front is to reform the process by which national political leaders come together at the
summit or ministerial level to discuss common concerns.
Responsibility for shaping the global system rests much
more with national governments than with the international institutions as separate entities. Those institutions
are membership organizations that are guided and directed
by national authorities, by ministers of finance, energy, health,
and development, among others. Until the interactions
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among those authorities reflect the interconnections among
the problems of finance, poverty, health, energy, and security; and until they reflect the reality of the broadened and
globalized world of the new century, no effort to reform
the institutions can possibly make enough difference.
Furthermore, it is unlikely that reforming the international
institutions and global governance generally will be fully
successful without expanding the membership of summits
and energizing their mandate.

“What is required is a transition to a
global system of reformed institutions
and new governance mechanisms
that can harness diverse energies
and resources in a cohesive way.”
Leadership at the highest level of public responsibility that
is uniquely invested in heads of state is necessary to provide
the strategic guidance required for national and international institutions to be effective in managing the multisectoral nature of global threats. Because the only truly powerful
group—the G-8 summit—is composed exclusively of rich,
industrial countries, mostly from the North Atlantic, there is a
“democratic deficit” in the current summit grouping and, as a
consequence, a void at the apex of the international system. To
bring the international institutions together in a new configuration to address the pressing issues of our times coherently, it
is essential to expand the summits to include countries from
other major regions and cultures as equal members.
The second front is to update the system of multilateral
institutions. Some, like the IMF, are seen as efficient but lacking in political legitimacy; others, such as the UN, are seen as
just the opposite.
Over the past two years, the IMF has set out a specific
reform agenda that—if it is fully and boldly implemented—
could respond to the questions that have been raised about
its political legitimacy. The principal governance-related
elements of this agenda are to shift influence more toward
the dynamic and fast-growing regions and away from previously dominant countries whose role in the world economy
has waned relative to the emerging market economies, and to
adopt more open and transparent procedures for selecting its
own management. In addition, the IMF has revised its conditionality guidelines with the aim of becoming less directive
and intrusive and more cooperative in its dealings with the
member countries that depend on it most heavily.
Similarly, in 2004 the UN initiated an effort to strengthen
what Florini and Pascual (2007) have called “a fundamentally unsound institutional base.” Those reforms included an
expansion of the Security Council, substantial internal management reform, and a wide range of specific proposals aimed
at making the UN system more coherent. As with IMF reform,
14

the chief remaining challenge is to generate the broad political
support that is required to bring these initiatives to life.
The third front is to generate a new mandate for relating
the panoply of international institutions to global challenges.
Generating this new mandate should be a priority task for a
new global steering committee of heads of state. The MDGs
provide an example of a comprehensive, multisectoral approach
to fighting global poverty, integrating as they do goals for gender equality, universal education, health, and environmental
sustainability. The forthcoming Financing for Development
Summit to be held in Doha, Qatar, in 2008, could provide
world leaders with an opportunity to intensify the global effort
to achieve the MDGs and provide a framework for coordinated
action among the major institutions, agencies, and actors. A
reformed, expanded summit grouping, with help from the
institutions themselves, could monitor, evaluate, and guide the
implementation actions agenda for the MDGs going forward.
The fragmented international system of today is composed
of multiple institutions, agencies, and actors with specialized
mandates. What is required is a transition to a global system
of reformed institutions and new governance mechanisms
that can harness diverse energies and resources in a cohesive way to respond effectively to urgent global challenges in
the age of massive economic and social transformation that
lies ahead. The recent election of new leaders in the United
Kingdom, France, and Japan; the prospect of elections in
some other G-8 countries; and the selection of new heads of
the Bretton Woods institutions and other agencies together
establish an opportunity to move the governance reform
agenda forward to create a global system congruent with the
problems that must be addressed. ■
James Boughton is IMF Historian and Assistant Director of the
Policy Development and Review Department. Colin Bradford,
Jr., is Nonresident Senior Fellow for Global Economy and
Development at the Brookings Institution.
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Run on the United Kingdom’s Northern Rock bank, a fallout from the U.S. subprime crisis.

Subprime: Tentacles
of a Crisis
H
Randall Dodd

OW could a modest increase in
seriously delinquent subprime
mortgages, which amounted
to an additional $34 billion in
troubled loans, so disrupt the $57 trillion U.S.
financial system last summer that worldwide
financial turmoil ensued? Lax, if not fraudulent, underwriting practices in subprime
mortgage lending largely explain the rise in
the rate of seriously delinquent loans from
6 percent to 9 percent between the second
quarter of 2006 and the second quarter of
2007. But the impact on financial markets
and economies far exceeds any expected
losses from mortgage foreclosures.
The answer lies in the evolution of the
structure of the home mortgage market.
Over the past 70 years, it has changed radically from one in which local depository
institutions make loans to one that is centered in the major Wall Street banks and
securities firms, which employ the latest in

financial engineering to repackage mortgages
into securities through credit derivatives and
collateralized debt obligations. Today’s mortgage market depends critically on the ability
to carve the debt into various risk segments
through complex financial instruments and
then sell those segments separately—the
riskiest segments to high-yield-seeking, and
sometimes highly leveraged, buyers such as
hedge funds.
To understand how the mortgage market
has changed—and to identify where the market broke down, show its structural weaknesses, and explain why the rupture reached
across borders to other developed and
emerging economies—requires an architectural tour of the U.S. mortgage market.

The mortgage
market
turbulence is
as much about
the breakdown
of the
structure of
U.S. financial
markets as
it is about
bad debt

How the market evolved
Before 1938, the U.S. mortgage market consisted primarily of regulated depository institutions, such as banks and savings and loan
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associations, that used their deposits to fund home loans.
These lenders “originated” the loans and, because they kept
them in their portfolios, held the credit risk, the market risk
of interest rate fluctuations, and the liquidity risk from funding long-term assets with short-term liabilities (deposits).
To provide greater liquidity and fresh capital to these markets, the government, as part of President Roosevelt’s New Deal
policies, created the Federal National Mortgage Association
(known as Fannie Mae) in 1938. It was a government-owned

“Over time, the business models
of Fannie Mae and Freddie Mac
converged, and together they
provided an enormous amount of
funding for U.S. mortgages.”
corporation with the mission of creating a secondary market
for mortgages. Fannie Mae bought mortgages from the originators, returning the cash proceeds to the institutions. By buying the mortgages outright and holding them as a portfolio,
Fannie Mae acquired the credit risk, market risk, and liquidity
risk. But Fannie Mae was in a better position than depository
institutions to deal with market and liquidity risks because it
could borrow longer term. Fannie Mae was also better able
to manage credit (or repayment) risk because it held a mortgage portfolio that was diversified nationwide, which even the
largest banks then found difficult to do because of regulatory
limits on interstate banking. Fannie Mae would purchase only
mortgages that “conformed” to certain underwriting standards. Those lending standards are used today to define “conforming” loans and are synonymous with “prime” mortgages.
Fannie Mae proved to be very successful, and, by the
1960s, the borrowing it did to fund its mortgage purchases
constituted a significant share of the debt owed by the U.S.
government. To move Fannie Mae’s activities off the federal
operating budget, the government-sponsored mortgage market was reorganized during the Johnson administration in
1968. The reorganization created the Government National
Mortgage Association (Ginnie Mae) to handle governmentguaranteed mortgages through veterans and other federal
housing programs. It also privatized the remaining activities into a federally chartered, privately held corporation—
offically named Fannie Mae—that retains some public
interest obligations for low-income housing. In 1970, Ginnie
Mae developed the mortgage-backed security, which shifted
the market risk to investors and eliminated from the federal
budget much of the debt that had been incurred to fund the
government housing programs. The plain mortgage-backed
security works by pooling similar mortgages and selling
securities that have claims on the mortgage payments from
the pool. The payments are passed through directly to the
security holders.
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The Federal National Mortgage Corporation (known as
Freddie Mac) was created in 1970, both to securitize conventional mortgages and to provide competition to the recently
privatized Fannie Mae. Over time, the business models of
Fannie Mae and Freddie Mac converged, and together they
provided an enormous amount of funding for U.S. mortgages, both by purchasing and holding conforming mortgages and by turning a similarly large amount of home loans
into mortgage-backed securities.
These securities are purchased by institutional investors,
wealthy individuals, and the depository institutions themselves.
The securitization process spread the market risk, offered
depository institutions a more liquid class of loan assets, and
tapped deep sources of capital for the mortgage market.
The mortgage-backed securities market removed market
risk not only from the balance sheets of mortgage originators such as banks, but also from those of Fannie Mae and
Freddie Mac. It provided long-term funding for mortgage
lending and thereby largely eliminated the liquidity risk.
Because Fannie Mae and Freddie Mac guaranteed the loans,
much of the credit risk stayed with the two mortgage giants,
whose size and diversification allowed them to handle it.
Securitization involves the pooling of mortgages into a
special-purpose vehicle, which is simply a corporation registered in what is usually an offshore tax haven country. The
corporation issues shares that represent claims on the mortgages. The simplest structure is for the pool to pass through
the payments on its mortgages to the security holders,
whereas more complicated structures divide the payments
into higher and lower risk segments.
Securitization allows originators to earn fee income from
their underwriting activities without leaving themselves
exposed to credit, market, or liquidity risks because they sell
the loans they make. If they want, originators can buy back
the market risk by purchasing the securities. Investors get
more liquid and more diversified mortgage assets, and the
mortgage market as a whole obtains greater access to capital.
Mortgage servicers earn lucrative fees and interest income.
Issuers of mortgage-backed securities earn underwriting
fees, and Fannie Mae and Freddie Mac, the governmentsponsored enterprises, earn guarantee fees for their securitized issuances.

Private label securities
This market structure, with government-sponsored enterprises at its center, was a tremendous success and attracted
competition from other major financial institutions. After
the government charged Freddie Mac and Fannie Mae several years ago with serious errors in complying with new
accounting rules for derivatives, the major Wall Street firms
launched an aggressive move into the issuance of mortgagebacked securities.
In 2003, the government-sponsored enterprises were the
source of 76 percent of the mortgage-backed and assetbacked issuances; “private label” issues by major Wall Street
firms accounted for the remaining 24 percent, according
to Inside Mortgage Finance. By mid-2006, the government-
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sponsored enterprise share had fallen to 43 percent, with private label issues accounting for 57 percent. Among the large
private label issuers were well-known firms—such as Wells
Fargo, Lehman Brothers, Bear Stearns, JPMorgan, Goldman
Sachs, and Bank of America—as well as several major lenders
to high-risk subprime borrowers, such as Indymac, WAMU,
and Countrywide.
Along with this radical, and rapid, shift in market shares
came a similar change in underwriting standards. Whereas
Fannie Mae and Freddie Mac were almost entirely “prime”
mortgage lenders, the private label share grew in large part
through the origination and securitization of high-risk subprime mortgages as well as “Alt-A” mortgages, which were
made to borrowers who were more creditworthy than subprime customers but presented more risks than prime borrowers (see table).
The rise of subprime mortgage origination and securitization created a problem that had not arisen in markets centered on government-sponsored enterprises. How can such
low-rated debt securities be sold? The major buyers of prime
mortgage-backed securities were institutional investors,
but their investment rules and guidelines sharply restricted
their exposure to below-investment-grade securities. Small
amounts of the $1.1 trillion in subprime debt, $685 billion of
which was securitized as mortgaged-backed securities, could
be sold to various high-yield-seeking investors—but not
nearly the entire amount.

Finding new investors
The key to moving subprime mortgage debt through the market was to divide up the risk, creating low-risk investmentgrade segments and higher-risk (lower-rated) segments from
the pool of mortgages. To do this, Wall Street used the collateralized debt obligation, which was created in 1987 by the
now defunct investment firm Drexel Burnham Lambert as
part of its junk-bond financing of leveraged buyouts.
The subprime mortgages were pooled into collateralized debt obligations, in which the securitized claims on
the pool’s payments were carved into various “tranches,” or
classes of risk. Like the underlying mortgages, the collateralized debt obligations paid principal and interest. In a simple
three-tranche example, the least risky, or senior, tranche has

Growing apace
Issuances of below-investment-grade mortgage-backed
securities ballooned beween 2003 and 2006.
(billion dollars; percent of total)

Type

2003

Prime

57.6 (52)

67.2 (26)

Subprime

37.4 (34)

114.3 (44)

Alt-A
Total

15.8 (14)
110.8

Source: Inside Mortgage Finance.

Jan.–June 2006

76.5 (30)
258.0

the first claim on the payments from the pooled mortgages.
The senior tranche has the highest credit rating, sometimes as
high as AAA, and receives a lower interest rate. After the senior
claims are paid, the middle, or mezzanine, tranche receives its
payments. Mezzanine represents much greater risk and usually receives below-investment-grade credit ratings and a
higher rate of return. The lowest, or equity, tranche receives
payments only if the senior and mezzanine tranches are paid
in full. The equity tranche suffers the first losses on the pool,

“The key to moving subprime
mortgage debt through the market
was to divide up the risk.”
is highly risky, and is usually unrated. It also offers the highest rate of return because of the risk. Each class of securities
is sold separately and can be traded in secondary markets so
that prices can be discovered for each level of risk.
In a collateralized debt obligation, approximately 80 percent of the subprime debt can be resold to institutional investors and others as senior-tranche, investment-grade assets.
Hedge funds, the proprietary trading desks of Wall Street
firms, and some institutional investors chasing high-yield
investments found the lower tranches attractive.
FitchRatings warned in 2005, “Hedge funds have quickly
become important sources of capital to the credit market,” but
“there are legitimate concerns that these funds may end up
inadvertently exacerbating risks.” That is because hedge funds,
which invest in largely high-risk ventures, are not transparent
entities—their assets, liabilities, and trading activities are not disclosed publicly—and they are sometimes highly leveraged, using
derivatives or borrowing large amounts to invest. So other investors and regulators knew little of hedge funds’ activities, while,
as FitchRatings put it, because of their leverage, their “impact in
the global credit markets is greater than their assets under management would indicate.”
Press reports indicate that typical hedge fund leverage in the
purchase of high-yield tranches was 500 percent. That means
that $100 million in capital would be added to $500 million
in borrowed funds for a $600 million investment in equity
or mezzanine tranches of a subprime collateralized debt obligation. If these subordinate tranches were 20 percent of the
total debt obligation, and the other 80 percent was sold as
investment-grade senior debt to institutional investors, then
that $100 million in hedge fund capital allowed originators
and private label mortgage-backed securities issuers to move
$3 billion through the subprime mortgage market—$2.4 billion as investment-grade securities and $600 million as highyield junk.

Markets seize
Unlike publicly traded securities and futures contracts, these
collateralized debt obligations and credit derivatives are not
traded on exchanges. Instead they trade in over-the-counter
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because, without trading, there were no market prices to
serve as benchmarks and no way to determine the value of
the various risk tranches.
As a result, hedge funds stopped trading, and the collateralized debt obligation market and related credit derivatives
markets essentially ceased to exist. Issuers of collateralized
debt obligations could not sell their inventory and stopped
arranging new issues.
With no buyers in the secondary market, the subprime
mortgage originators could not sell the loans they had
made. This put enormous pressure on the many originators—a large number of which were thinly capitalized,
unregulated finance companies. In turn, the bankers to
these originators withdrew their funding, and the originators were unable to carry the inventory of mortgages they
had made. They immediately stopped making new loans,
at least new subprime loans, and some filed for bankruptcy
protection. In turn, prospective home buyers and refinancing homeowners could not obtain nonconforming mortgages, which prevented those with payment problems from
refinancing to avoid default. Demand in the housing industry shriveled.
At the same time that
hedge
funds and other invesCrunch time
tors stopped buying highDuring the recent turbulence, the markets broke down in several areas that were stops in
risk tranches of subprime
the complicated journey a home mortgage can make from original issuer to ultimate buyer.
risk, buyers of commercial
paper—corporate IOUs that
are normally at the top of
Buyers:
Buyers:
Issuers stop
ABCP issuers
Hedge funds, other
Institutional investors,
the creditworthiness peckbuying
aggressive investors
other
ing order—–ceased purchasing asset-backed commercial
paper after it came to light
that the underlying assets were
Institutional investors
the
investment-grade-rated
stop buying
tranches of subprime mortgages. High credit ratings were
once enough to satisfy investors’ concerns about credit risk,
but the collapse in prices of
MBS issuers
equity and mezzanine tranches
Fannie and Freddie, and private label
CDO issuers
Hedge funds
led investors to reassess the
stop buying
stop buying
investment-grade risk segments. The major banks and
Secondary market
broker-dealers that had made
Relief
guaranteed credit lines to the
Fannie and Fredddie increase their
conduits and structured investbuying of conforming mortgages
ment vehicles (SIVs) that were
Originator
the issuers of this commercial
underwrite and hold
paper had to honor those lines.
Originators cease issuing new subprime and other
Banks had used these conduits
nonconforming mortgages
and SIVs to keep the subprime
assets off their books and to
Borroweravoid related capital requireHomeowner
ments. Suddenly, those assets
had to be moved back onto
Note: ABCP = asset-backed commercial paper; CDO = collateralized debt obligation; MBS = mortgage-backed securities.
the balance sheets of the major
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Equity

Mezzanine

Senior

CDO

(OTC) markets. Exchanges act as go-betweens in every sale
and trades are public; in OTC markets, trading is bilateral
between customers and dealers, and prices and volumes
of trades are not disclosed. The price discovery process is
not transparent, and there is no surveillance of the market
to identify where there are large or vulnerable positions.
Moreover, unlike exchanges, these OTC markets have no designated or otherwise institutionalized market makers or dealers to ensure liquidity. As a result, when major events send
prices reeling, dealers stop acting as market makers and trading can cease.
When the crunch hit this past August, the markets for
subprime mortgage-backed securities became illiquid at
the very time that highly leveraged investors such as hedge
funds needed to adjust positions or trade out of losing positions (see chart). This left hedge funds locked into damaging positions at the same time they faced margin calls for
collateral from their prime brokers. (Hedge funds borrow
against the value of their assets, and when those values fall,
hedge funds need to come up with fresh capital or sell off
assets to repay the loan.) The situation was exacerbated
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banks and Wall Street firms. This required them to obtain
additional funding for the conduits and to take a capital
charge against the loans to the conduits—adding further to
the financial system’s demand for credit at a time when that
credit was drying up.
Hedge funds and high-yield investors also played a critical role in the cross-border spread of this market rupture.
When the prices of the high-risk tranches plummeted and
investors could not trade out of
their losing positions, then other
assets—especially those with
large unrealized gains, such as
emerging market equities—were
sold to meet margin calls or to
offset losses. Equity markets fell
worldwide, and most emerging
market currencies similarly fell
in value, although most recovered quickly.
The OTC market’s lack of
transparency aggravated the
problem because investors, suddenly risk averse, did not know
who was—and was not—exposed
to the subprime risk. The highyield mortgage securities had
attracted many non-U.S. buyers. Several German banks that
invested in the U.S. subprime market required regulatory
intervention, and depositors made a run on Northern Rock,
a bank in the United Kingdom. The seizing up of the assetbacked commercial paper market hit Canada, because the
guaranteed credit lines supporting asset-backed commercial
paper conduits proved to be badly written, creating legal
uncertainty at a critical time. The situation was not resolved
until the central bank publicly insisted that banks honor
their commitments regardless of the legalities.

obligations and credit derivatives. As soon as those markets’
solvency troubles emerged, they became illiquid and trading
essentially ceased.
• Unregulated and undercapitalized mortgage originators also contributed to the crunch. The originators, like
the hedge funds, operated with too little capital and used
short-term financing to fund the subprime mortgages they
made and expected to hold only briefly. When they could
not sell those mortgages to the
firms that packaged them into
securities, many unregulated
originators were forced out of
business.
• Lack of transparency in
the OTC markets exacerbated
the situation. The inability of
market participants to identify the nature and location of
the subprime mortgage risk
led to a sudden shift in risk
assessment. Once overly optimistic about the risks of the
subprime market, scared and
confused investors suddenly
panicked and overestimated
risk, shunning even senior,
investment-grade tranches.
• OTC markets also suffered from a failure of liquidity. Instead of showing resilience in the face of greater price
volatility, these markets ceased trading as counterparties
became untrustworthy and buyers fled.

“The markets for subprime
mortgage-backed securities
became illiquid at the very
time that highly leveraged
investors such as hedge
funds needed to adjust
positions or trade out of
losing positions.”

Locating the ruptures
Several points of weakness contributed to the market failure
that allowed a 3 percentage point jump in serious delinquency
rates on a subsection of U.S. mortgages to throw a $57 trillion
U.S. financial system into turmoil and cause shudders across
the globe:
• The market first broke down at the juncture where the
highest-risk tranches of subprime debt were placed with
highly leveraged investors. Hedge funds have no capital
requirements (they are unregulated in this regard), and the
industry practice of highly leveraged investing allowed for
excessive risk taking. Taking risks in proportion to invested
capital has the prudential benefit of limiting risk taking and
providing a buffer between losses and bankruptcy. Taking
risks in excess of prudential limits is an unstable foundation
for organizing capital markets and a weak point in the market
structure.
• The market also ruptured because unregulated and
undercapitalized financial institutions were liquidity providers to the OTC markets in subprime collateralized debt

A start at fixing the markets
Athough specific remedies are needed to restore stability to
housing finance, the subprime crisis brought to light broader
weaknesses. To deal with those weaknesses, several issues need
to be considered.
First, the effectiveness of applying industry standards
and any existing regulations pertaining to the use of collateral (margin) to OTC derivatives and hedge fund borrowing
should be evaluated.
Second, policymakers ought to assess the impact on efficiency and stability of setting reporting requirements for hedge
funds and OTC markets, such as those for derivatives and for
securities—for example, collateralized debt obligations.
Third, extending measures—such as those in existence at
stock exchanges and OTC markets for U.S. treasury securities—that oblige dealers to act as market makers ought to be
considered. Otherwise, what can be done to help prevent illiquidity in key OTC markets?
Fourth, the benefits should be explored of placing mortgage originators under a prudential regulatory framework
and federal authority that treats these firms like financial
institutions, which they are. ■
Randall Dodd is a Senior Financial Expert in the IMF’s Monetary and Capital Markets Department.
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Changing
Aid Landscape
Official development aid is falling in real terms
after the 2005 peak and is still way below target.

D

ESPITE donors’ commitments to
scale up aid in line with the 2002
Monterrey Consensus and the
2005 Gleneagles Declaration, the
response has been mixed. Official development assistance (ODA) declined by roughly
5 percent in real terms in 2006—the first drop
since 1997—and a slight decline is expected
for 2007, according to recent OECD estimates.
Moreover, ODA as a percent of gross national
income dipped to 0.3 percent in 2006, after
inching up to 0.33 percent in 2005, still well
short of the UN target of 0.7 percent.

Exacerbating matters, of the aid that was given, debtrelief grants totaled one-fifth of total ODA during
2005–06, dominated by Paris Club settlements with
Iraq and Nigeria. In sub-Saharan Africa, debt relief
took one-third of ODA, raising additional questions
about whether donor countries will be able to meet
and sustain their promised doubling of aid as debt
relief fades out.
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Sources: Organization for Economic Cooperation and Development (OECD)/
Development Assistance Committee (DAC); World Bank estimates.
Note: Other donors include non-DAC donors reporting to the OECD/DAC; this category
does not include such countries as Brazil, China, India, Russia, and South Africa, which are
becoming important aid providers.

Furthermore, despite some signs of improvement in the
short-term predictability of aid in the better-performing
countries, the pattern is uneven. In a sample of 13 countries with relatively large aid inflows, volatility of aid components in the budget declined between 1993–99 and
2000–05, but almost one-third of aid still did not arrive
on time. Even among the better-performing countries,
the predictability of budget aid regressed for Ghana and
Uganda and stagnated for Tanzania.

(ODA to sub-Saharan Africa, billlion dollars, 2004 prices)
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Source: Oya Celasun and Jan Walliser, “Predictability and Pro-Cyclicality of Aid: Do Fickle
Donors Undermine Economic Development?” (2007).
Note: Deviation is measured as the absolute difference between the budget aid
projected in the government’s program with the IMF and the actual disbursement.
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Over a longer period, the number of aid channels in the
development arena has soared—from 65 in 1950–60 to 287
in 2000–05. Many new donors have announced ambitious
plans to scale up their engagement in the aid arena, and private organizations, in particular, have rapidly expanded their
activities. While statistics are notoriously incomplete, estimates of private philanthropy directed to developing countries are as high as $60 billion, of which about half comes
from the United States—whose contribution has increased
over fourfold since 1990.*

But the proliferation of donors also brings challenges,
including the fragmentation of aid flows, manifested
through a greater number—and a smaller financial size—
of donor activities a year. Some developing countries
have over 1,000 donor-funded activities managed by several parallel implementation units, host over 1,000 donor
missions a year, and prepare as many as 2,400 progress
reports annually.

A proliferation of donors . . .
. . . has led to a fragmentation of aid flows . . .
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Includes public, private, and nongovernmental organizations, funds, and programs.
*Homi Kharas, “The New Reality of Aid” (2007).

Another challenge is aid earmarking, including through
an increase in the number and size of “global programs,”
or “vertical funds.” When these funds are narrowly targeted
and separate financing mechanisms are used, there is a risk
of a misalignment with recipients’ inter- and intrasectoral
priorities and a mismatch between the size of funding and
domestic absorptive capacity. Strong evidence of earmarking is provided by the fact that donors still disproportionately favor projects and technical cooperation over sector
program assistance and general budget support.

. . . and a significant degree of aid earmarking . . .
(ODA commitments by type, DAC countries; billion dollars, 2005)
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Sources: OECD/DAC CRS database; World Bank estimates; Aid Architecture, IDA
Discussion Paper 15 (Washington: International Development Association, 2007).

In Rwanda, although malaria is the leading cause of morbidity and mortality, donor funds allocated to antimalaria
activities were only about one-third the amount allocated
to combating HIV/AIDS. Moreover, 75 percent of donor
support went directly to nongovernmental organizations
or was directly managed by the donors through their own
projects, greatly constraining the government’s ability to
channel ODA to program priorities.

. . . which raises worries about a mismatch with
recipients’ priorities.
(distribution of donor funding by strategic objective
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Governing
Global Trade
The multilateral system that has underpinned world trade
for over 50 years is facing serious challenges
Kenyan coffee pickers empty buckets of arabica beans.

Uri Dadush and Julia Nielson

W

ITH the Doha Round negotiations of the
World Trade Organization (WTO) proving
to be drawn out and difficult, WTO ministerial conferences plagued by discord inside
negotiating rooms and violent protests outside, and preferential trade agreements growing at an unprecedented rate,
has the multilateral system of rules that has governed international trade in the postwar era outlived its usefulness?
Our answer is no. But, as for much of the postwar international architecture, the strength of the multilateral trading system cannot be taken for granted. The system is facing
significant challenges, and two issues lie at their core: the
increased role of developing countries and the sensitivity of
the unfinished liberalization agenda. The picture is further
complicated by the proliferation of preferential trade agreements. How these challenges are met will determine whether
international trade will continue to be governed by multilateral disciplines or characterized by competing trade blocs and
escalating disputes.

Underpinnings of trade growth
Measured by actual trade flows, the multilateral trading system would appear to have been very successful. Today, WTO
members account for more than 90 percent of world trade in
goods (including oil). Trade grew, on average, almost twice
as fast as GDP between 1990 and 2005 (World Bank, World
Development Indicators). Global trade is expected to hit
about $16 trillion in 2007, equal to 31 percent of world GDP.
22

At the same time, stocks of foreign direct investment grew
almost five times as fast as world GDP. The domestic sales of
foreign affiliates are larger than world exports and rely critically on trade in intermediate goods, further underscoring the
importance of trade integration in modern economic activity.
Falling transportation costs and other technological innovations have been key drivers of trade growth, but declining
barriers to trade have also contributed. Between 1983 and
2003, average applied tariffs on manufacturing in developing
countries dropped from slightly less than 30 percent to about
9 percent (World Bank, 2007). Some two-thirds of this liberalization was undertaken unilaterally, and about one-fourth
through multilateral agreements.
The trading system embodied in the General Agreement
on Tariffs and Trade (the GATT, the WTO’s predecessor) and
now in the WTO has underpinned this liberalization in five
important ways.
First, it has ensured that progress is locked in, guarding
against backsliding, even as circumstances change. China’s
growing clout in the global economy has prompted calls
for tariff increases in importing countries, but WTO rules
have held increases in check. Lock-in matters: if Japan had
bound its rice tariff in 1955 (bound tariffs, duty rates that
countries commit to under the WTO, are difficult to raise),
that tariff would still be 46 percent rather than more than
500 percent.
Second, the principle of nondiscrimination (most favored
nation, MFN), which lies at the heart of the system, has
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helped ensure that new trade opportunities arising from
tariff reductions under the GATT/WTO have been available
to all countries participating in the system and not just to a
favored few.
Third, the system’s predictability and transparency have
encouraged reform because countries know the parameters
within which their trading partners operate and because of
demonstration effects. Multilateral negotiations center on
bound and not applied tariffs (the duty actually levied on
an imported good, generally lower than the bound tariff),
allowing countries to liberalize at their own pace, knowing
that they would not waste negotiating chips as they reduced
their applied tariffs.
Fourth, WTO accession has permitted countries to negotiate
MFN treatment in exchange for liberalization commitments.
China’s accession in 2001 underpinned far-reaching domestic reforms and helped China become the world’s third largest exporter. Accession of such countries as Vietnam, Saudi
Arabia, and, prospectively, Russia may imply less far-reaching
commitments but has brought, or is expected to bring, almost
250 million people into the mainstream of world trade.
Fifth, the WTO’s dispute-settlement mechanism has
enabled smaller, poorer countries to achieve changes to trade
policies in much larger and more powerful countries. More
than 300 disputes have been resolved, about one-third of
them brought by developing countries (Messerlin, Zedillo,
and Nielson, 2005). Moreover, a number of disputes never
make it to court because of the mechanisms the WTO provides for countries to negotiate solutions.

Developing countries are key players
A key question now is how to take account of the increasing
role of developing countries. These countries have become
major participants in world trade: their share of global
exports rose from 22 percent in 1980 to 32 percent in 2005
and is expected to reach 45 percent by 2030 (see Chart 1)
(World Bank, 2006). About two-thirds of the WTO’s members are developing countries.
Reaching agreements. The strength of the WTO is that it is
based on a contract among its members, and its core function

Chart 1

Major traders
Developing countries are playing an active role in world trade.
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is to provide a forum for governments to negotiate with each
other. But consensus decision making in the WTO, with 151
members, can be long and arduous. The frank, back-room
exchanges that led to deals in the past have become increasingly unwieldy as the membership and expectations of inclusiveness have grown. If the United States and the European
Union can no longer present deals to other members as a fait
accompli, reaching agreement essentially remains a process of
concentric circles: tentative agreements among a small circle
of major players and/or small countries for which the issue is
critical (in what is known as the “Green Room” process) are
gradually extended to others, with additional concessions or
adjustments along the way.
A debate has arisen about the inclusiveness of this process,
in part because some of the poorest members are not represented at the WTO in Geneva, and other developing countries
attempt to cover the broad agenda with small delegations.
The solution has been an informal system of like-minded
countries—whose leaders are represented in the Green Room
process—coming together on particular issues.
Reaping the benefits. Although representative groups of
countries are essential, one of the strengths of the negotiating process in the WTO is the fluidity of the alliances that
comprise them. Countries can be allies on one issue and
opponents on another. This fluidity is a healthy sign of the
seriousness with which obligations are taken.
Central to the WTO’s success has been the fact that countries have multiple interests that they are constantly balancing against each other. A suboptimal outcome in one area
can be accepted in the context of gains in other areas. These
trade-offs make consensus possible.
But many of the poorest WTO members may not see a
balance of gains across the system. Their immediate gains
may be limited to a handful of products, reflecting the lack
of diversification in their exports. For them, it may be worth
blocking consensus on a broader deal over the outcome on a
single issue.
Even developing countries with broader trade interests
may feel they cannot benefit from the system. The WTO
can reinforce domestic reforms, but reforms are not without adjustment costs, and some developing countries may
struggle to provide safety nets. Others may be unable to
invest in the machinery necessary to reap the benefits from
some WTO agreements (for example, related to standards).
Critically, they may be unable to take advantage of new
market access.
High costs and delays from inefficient customs, ports,
and transportation constrain exports from developing
countries. The location of labor-intensive apparel production, traditionally an important export for poor countries,
is increasingly determined by lead time and reliability
requirements. Costs per operator hour in Kenya may be
more than 10 percent lower than in coastal China, but lower
productivity and less efficient supply chains eliminate that
advantage (Werner International; World Bank, 2007). Shifts
into higher-value-added products are also constrained by
weak infrastructure.
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Agricultural protection. Fifty years of the multilateral trading system has seen limited progress in reining in agricultural
protection. In all regions, tariffs remain significantly higher
in agriculture than in manufactures (see Chart 2), and tradedistorting subsidies, banned in manufacturing, continue
to be a feature of the agricultural sector. According to the
Organization for Economic Cooperation and Development,
rich-country taxpayers (in the form of subsidies) and consumers (in the form of higher prices because of trade barriers) pay about $268 billion a year to support agriculture, with
the European Union ($134 billion), Japan ($47 billion), and
the United States ($43 billion) leading the pack.
Meanwhile, in developing countries, 73 percent of the
poor live in rural areas, and agriculture and agroprocessing
account for 30–60 percent of GDP and an even larger share
of employment. But agricultural protection is also high in
developing countries, to the detriment of their own poor
consumers, exporters, and other poor countries, which are
increasingly their trading partners.
Bringing agriculture into line with trade rules for other
sectors is an important test of the WTO’s ability to deliver for
development—all the more because the multilateral system is
the only forum in which agricultural subsidies (which cannot
be reduced on a preferential basis) can be tackled.
Protection on manufactures. Although the remaining high
tariffs in developed countries tend to be concentrated in areas
of developing country export interest (labor-intensive manufactures, such as clothing), protection in developing countries
is some four times higher than in high-income countries. The
price of high tariffs in developing countries is, again, paid by
their own consumers, exporters (whose competitiveness in
world markets and participation in global production chains
are harmed by more expensive inputs), and their developing
country trading partners (which account for one-fourth of
developing country exports).
As the counterpart to agricultural reform in rich countries,
developing countries should be prepared to lower and bind
their tariffs on manufactures in the current negotiations.
There is considerable scope to do so: bound tariffs are, on
Chart 2

Protection for agriculture
Barriers are much higher in agriculture than in manufacturing.
(average tariffs, percent)
35
Agriculture and food
30
Manufactures
25
20
15
10
5

24

L
Am atin
eri
ca
dE
No ast
rth and
Af
ric
a
So
ut
hA
sia
Su
bSa
ha
ra
Af n
ric
a
Ind
us
co tri
un al
tri
es
Mi

Eu

r
Ce ope

st

Challenges also remain on the substance of the regotiating
agenda.

Ea

The unfinished agenda

nt an
ra d
lA
sia

ia

0
As

Some of the poorest countries fear that the system may
even harm their interests. Those that have received unilateral
preferences for particular products fear that liberalization
by trading partners will erode the value of these preferences.
They oppose not only their own liberalization, but also liberalization by others because of the adjustment costs.
More aid for trade. Additional aid to address these
constraints—aid for trade—will be an essential complement
to any multilateral trade deal. Paradoxically, part of the solution to helping poor countries feel that they have a stake in
the trading system lies in the broader development community, with donors supporting countries that highlight trade
as a priority in their development strategies. But donors will
need to honor their commitments to increase overall aid if
trade needs are to be better addressed without competing for
resources with existing development priorities.
Differentiation. Developing countries have formed influential
coalitions and are playing a more active role in the Doha Round
negotiations. For example, the Group of 20, led by Brazil and
India, argues for agricultural reform in developed countries.
This greater activism has occurred in parallel with the
decision to make development the focus of the current negotiations. But negotiations under the Doha Development
Agenda have struggled, in part because of differences over
what a “development round” means. There is general agreement that rich countries should reduce trade barriers, but
some think the development round means a focus on developing countries’ own reforms, and others feel that development is best served by additional flexibility not to reform.
Considerable debate has focused on how much flexibility
should be extended and to whom.
WTO rules grant “special and differential treatment” to
developing countries, with additional flexibility for the least
developed countries. But there is no further generalized differentiation by income level among developing countries.
The 18 low-income countries that are not classified as least
developed receive no additional special treatment beyond that
extended to all developing countries. Developing countries
also self-designate in the WTO and include some high-income
(Singapore) countries. This has complicated negotiations
because developed countries are reluctant to extend to China
the special treatment they may grant to Cameroon.
There is pressure for greater differentiation among developing countries, both from some developing countries—
such as small economies—that want their special problems
recognized and from developed countries that want to limit
flexibility for more advanced developing countries. However,
most developing countries resist greater differentiation, in
part because, despite their diverse interests, it undermines
their power as a group. For the system to remain relevant
beyond the Doha Round, it is likely that reforms will need
to be considered to increase the speed and flexibility of the
negotiating apparatus.

Source: World Bank calculations based on Purdue University, Global Trade Analysis Project,
version 6.03.
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average, some two and a half times higher than applied tariffs
in developing countries.
Protection on services. But the gains from further liberalization in manufactures are dwarfed by the potential gains from
liberalization in services: the increase in real income from halving protection on services would be five times larger than that
from comparable liberalization in goods trade. Global trade
in services accounts for $2.8 trillion, or not quite one-fifth of
world trade (World Bank, World Development Indicators).
Access to quality and cost-effective services, such as finance,
transport, and telecommunications, plays a key role in determining competitiveness.
But market opening in services is complex because new
regulations or institutions may be needed to ensure that
liberalization strengthens competition and that important
public policy goals—such as universal service—are met.
Aid for trade may be needed for the design of regulations
and financing of new institutions in developing countries.
Regulatory and political challenges are also entailed in an
area of key offensive interest for developing countries in the
Doha Round: the temporary movement of people to supply
services. Greater coordination between trade and migration authorities will be required to realize the potential for
win-win outcomes for both developed countries with aging
populations and developing countries with large numbers
of young job seekers.
Current WTO commitments on services are significantly
less liberal than the regimes being applied, and narrowing
this gap will be an important objective of the current negotiations. Progress in binding services liberalization is a further
quid pro quo for the industrial countries in return for their
politically difficult reforms in agriculture.
Pressure to include new issues.Notwithstanding this unfinished agenda, some of the most advanced WTO members are

The PTA debate
Whether PTAs enhance welfare depends on their design.
Although deep integration agreements and open regionalism
may benefit the parties and assist MFN liberalization, not all
PTAs are high quality, some are net trade diverting, and still
others are paper agreements. Such PTAs are creating a web
of different requirements, posing problems for small traders
in poor countries. Simplified and nonrestrictive rules of origin are critical if PTAs are to promote participation in global
production chains, as are parallel reductions in MFN tariffs to
limit the scope for trade diversion.
But PTAs, which have been around for centuries, often
reflect geopolitical objectives or the desire for more and
faster liberalization than can be achieved multilaterally. Few
would challenge the notion that PTAs are here to stay. But
the WTO can help minimize possible harm. It can promote
greater transparency and opportunities for learning and help
reduce their trade-diverting effects. And the WTO remains
the only place where agricultural subsidies can realistically
be tackled and is the key channel for the major trading powers to manage their trade relationships with each other.

seeking rules in new areas, reflecting the sophistication of
their economies. Many of these areas (such as competition
policy) require investments in domestic institutions, investments that may not represent development priorities for
resource-strapped countries.
The system is also under increasing pressure to address
such issues as human rights, migration, labor, and environmental concerns. Part of the reason is the effectiveness of the
WTO’s dispute-settlement system, but the absence of similar
mechanisms in the other organizations that exist to address
such issues suggests that the problem is one not of forum but
of political will.
This pressure also reflects the fact that globalization has
seen large trends in the global economy (often understood as
trade) affecting people’s lives more directly than ever before.
While the system may find it difficult to resist the pressure to
address new issues, WTO members’ energies would be better
spent addressing those outstanding trade issues, such as egregiously high protection on agriculture, that lie at the core of
what the system can deliver for development.
Managing these challenges is further complicated by the
proliferation in recent years of reciprocal preferential trade
agreements (PTAs): more than 200 PTAs are in force, a sixfold increase over the past two decades (see box). By 2010,
close to 400 PTAs are due to be implemented.
The challenges facing the multilateral trading system
are difficult, and we offer no blueprint for their resolution
beyond general observations. The system is a global public
good of enormous importance, and its importance grows
along with the share of trade in world economic activity. We
must continue to build on the existing foundations that have
served the global economy well to date. A successful conclusion to the Doha Round will be critical, and a Doha deal
along the lines currently being negotiated is possible and
would bring significant benefits. Not least, it would demonstrate that the WTO remains capable of making inroads
into the large unfinished agenda we have outlined. ■
Uri Dadush is Director of the World Bank’s International
Trade Department, in which Julia Nielson is a Senior Trade
Specialist.
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Financial

Crises
of the Future
Homeless Russians affected by the economic crisis of 1998.

Paolo Mauro and Yishay Yafeh

Will they
resemble the
contagious
crises of the
1990s or
the countryspecific crises
of the 1890s?

26

T

HE damaging financial crises of
the 1990s—originating in Mexico
in 1994, Asia in 1997, and Russia
in 1998—spread quickly across
emerging markets, prompting calls for reform of the financial architecture. That
was a decade ago, however. The only major,
full-blown emerging market crisis of this
century—in Argentina in 2001—led to little
spillover, or “contagion,” except in neighboring Uruguay. In recent years, commentary
in the financial press and in publications by
investment banks and rating agencies has
often emphasized an apparent decline in international contagion risk.
That is not to say that investors are not
occasionally reminded of the issue of con-

tagion: recent episodes of financial market
turbulence include the drop in equity prices
in emerging markets in May–June 2006,
the global equity sell-off that began with an
unwinding of positions on the Chinese stock
market in February–March 2007, and the
most recent woes that began in mid-2007,
triggered by developments in the subprime
mortgage markets in the United States.
On the whole, however, over the past few
years emerging markets have enjoyed abundant liquidity, low bond spreads, and surges
in capital inflows. Moreover, a very longterm perspective suggests that the contagious
crises of the 1990s were not the norm but an
unusual phenomenon. During the last period
of financial globalization—the half century
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prior to World War I—the world witnessed several crises,
but essentially no contagion. Even the most famous financial collapse of the period, the Barings crisis that originated
in Argentina in 1890, did not have much impact outside the
borders of that nation.
Will future crises look more like those of the 1990s or of
the 1890s? Was the Argentine crisis of 2001 a harbinger of a
return to self-contained crises? And if international spillovers
remain possible, are there implications for global governance
in the area of financial markets? To shed light on these questions, it is useful to analyze the historical record.

Changing influences on asset prices
What explains the observed differences in the extent of comovement of asset prices between the two periods? The evidence (based on event studies and econometric analysis of
data on asset prices, macroeconomic variables, and contemporary newspaper articles) shows that the determinants of
asset prices were different. Bond spreads a century ago were
driven primarily by country-specific events such as droughts,
rebellions, wars, other changes in the political climate, and
economic fundamentals. In particular, episodes of politically motivated violence had the most visible impact on bond

A tale of two eras
The 1870–1913 period of financial globalization—
characterized by free trade, nearly unrestricted migration,
large international capital flows, and sophisticated financial
markets—resembles, and in some respects surpasses, globalization as we know it today. The London market for bonds
issued by the “emerging economies” of the day was large
(with an overall capitalization amounting to more than half
of Britain’s GDP), liquid (with bond spreads fluctuating considerably and reported daily in the newspapers), and supported by timely and reliable information (with political and
economic news about emerging economies widely available
in the British press). The typical portfolio of a British investor around the turn of the 20th century was probably more
internationally diversified, and included a far larger share of
emerging market securities, than that of his great-grandchild
living at the beginning of the 21st century.
This global integration came to an abrupt end with the
outbreak of World War I and the subsequent upheaval of the
Great Depression and World War II. International financial
flows resumed in the 1970s, but only in the final years of the
20th century did financial globalization achieve a level and a
form reminiscent of the pre-1914 period. In particular, reliance on tradable emerging market bonds was jump-started
by the Brady deals of the early 1990s, which repackaged the
defaulted bank debt of the 1970s and early 1980s into bonds.
Despite these similarities in scale and reliance on bond
finance, a striking difference between the 1870–1913 era and
the 1990s relates to the extent that asset prices—specifically,
sovereign bond spreads—moved together. Sovereign bond
spreads are defined, for the historical period, as the yields on
emerging market countries’ bonds issued in pounds sterling
on the London Stock Exchange, minus yields on British consols; and, for the modern period, as the yields on emerging
market countries’ bonds issued in U.S. dollars, minus yields
on long-term U.S. treasury bonds. Whereas bond spreads
followed country-specific trajectories during the pre-1914
era (see Chart 1), emerging market bond spreads tended
to move in tandem to a much greater extent in the 1990s
(see Chart 2). The message is similar when one focuses on
comovement in times of crisis: sharp increases in sovereign
bond spreads (of, say, more than 200 basis points) often took
place simultaneously in several emerging markets in the
1990s, but they were typically restricted to one country in
the pre-1914 period.

“It is difficult to predict the nature
of financial crises in the 21st
century, but it is quite likely that
they will incorporate features from
both the more distant past and
the 1990s.”
spreads. By contrast, in the 1990s, country-specific macroeconomic data and events, while still relevant, had more limited power in explaining individual-country bond spreads,
with developments in the overall emerging market indices
(and, especially, contagious emerging market crises) playing
a greater role.
To some extent, the greater degree of comovement of
emerging market bond spreads in modern times than in the
past is explained by greater similarity in the economic structures of emerging market economies today. Before World
War I, these economies tended to be very specialized (for
example, Argentina produced wheat and wool and Brazil
produced coffee and rubber). Now, they are better diversified
and, as a result, engage in more similar economic activities,
so that their economic fundamentals tend to move together
to a greater extent than they did a century ago. Nevertheless,
the increased similarity in the economies of today’s emerging
markets cannot fully account for the rise in asset price comovement and shared crises.
Changes in investor behavior and the way in which international investment is organized and undertaken also contribute to greater comovement of asset prices in modern times.
During the 1990s, losses incurred at the outset of a crisis in
a given country induced large investment funds (including
mutual funds and hedge funds) to sell assets in (initially) unaffected countries to maintain certain liquidity and risk profiles.
For example, when open-end mutual funds foresaw future
redemptions after a shock in one country, they raised cash by
selling assets they held in other countries. Similarly, leveraged
investors, such as banks and especially hedge funds, faced regulatory requirements, internal provisioning practices, or margin calls that led them to rebalance their portfolios by selling
Finance & Development December 2007
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Chart 1

Moving on their own merits
During the 50 years before World War I, spreads on sovereign debt changed in response to country-specific events.
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Source: Mauro, Sussman, and Yafeh (2006).
Note: Spreads are the yields on the emerging market country’s bonds issued in pounds sterling on the London Stock Exchange minus yields on British consols (British bonds that have no specified
maturity date and pay a coupon forever).

their asset holdings in countries that were initially unscathed.
By contrast, investors in the past operated primarily as individuals at a time when trading technologies were also slower.
In times of impending crisis, investors may have responded to
trouble in one emerging market by buying assets in another,
thus shifting assets rather than selling them en masse.

The strange case of Argentina
Why was there a near absence of contagion in the case of
the Argentine crisis of late 2001 (only Uruguay was affected,
mainly because of withdrawals by Argentines who had deposits in its banking system)? Here too investor behavior is the
key. Whereas the crises of the 1990s took many investors by
surprise, the Argentine crisis was widely expected and market players had ample opportunities to adjust their exposure.
28

Data on international mutual funds reveal a major decline
in Argentine holdings throughout 2001. By the time the
Argentine currency board collapsed in December, such holdings were extremely low. At a more technical level, a timely
reduction of Argentina’s weight in the Emerging Markets
Bond Index tracked by many market participants may have
facilitated an orderly shift of investment positions out of
Argentina into other emerging markets.
Although there are some who argue that the 2001 Argentine
crisis indicates that contagion may have permanently “vanished,” the anticipated nature of this crisis casts doubt on that
view. On the contrary, the generalized surge of capital inflows
into emerging markets observed in recent years is consistent
with the view that in some cases investors fail to discriminate
sufficiently among emerging markets, based on fundamentals.
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Trouble in the core and on the periphery
An additional factor determining whether contagion occurs
has to do with whether financial market players in the
“core” advanced countries are adversely affected by developments in the country in which a crisis originates. Indeed, in
many of the best-known contagious emerging market crises, advanced-country financial institutions played a role in
transmitting the initial shock to countries on the “periphery.” For example, losses incurred by advanced-country
banks and other financial institutions were an important
transmission channel of contagion during the Asian crisis.
The debacle of Long-Term Capital Management was a key
factor in the spread of the Russian crisis of August 1998 to
other emerging market economies. And the most recent woes
that began with developments in the subprime market in the
United States caused concern, though not a full-blown crisis, in
a number of emerging markets. In fact, prompt liquidity provision by the central banks of the main advanced countries—
while obviously aimed squarely at restoring confidence
domestically—may also have reduced the likelihood of contagion to the emerging markets. The importance of liquidity provision by central banks in the core financial markets
has not changed much since the previous era of financial
globalization. Prompt action by the Bank of England is often
credited with averting international contagion that might
otherwise have emanated from the collapse of the investment
house of Barings in 1890.

reinforced by the entry and increased importance of new
financial instruments and new players on international
financial markets:
Hedge funds have grown tremendously in recent years and
manage assets in excess of $1 trillion. As seen in the 1990s
and in the recent crisis in subprime mortgages, hedge funds’

“Although some observers have
suggested forms of regulation
of international financial flows,
attention will probably be focused
on the possible need for additional
transparency and data provision, and
refinements to existing prudential
regulations.”

operations have often added to asset price comovement.
Some commentators, however, have suggested that hedge
funds may also occasionally mitigate the severity of financial
crises by trading “against” the market when prices fall too low
for investors with lower risk appetite.
Private equity funds affect comovement and the nature of
financial crises, but how they do so is less clear. Private equity
The future of contagion
funds are typically long-term investors, so their presence
The likelihood of contagious financial crises and high comight mitigate crises and contribute to stability. But were they
movement across global financial markets in the future is
to unwind a large position suddenly,
the opposite would occur. Moreover,
private equity funds occasionally
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of $1!/2 trillion, with most of this amount accounted for by a
handful of such funds. Although most have used conservative
and long-term investment strategies, in principle they could
play a destabilizing role if they reversed a position abruptly,
particularly one in a small emerging market country.
Beyond the emergence of new players, new investment
vehicles for individual investors also have the potential
to increase asset price comovement across countries. For
example, the rise and growing popularity of index-based
investing—through index mutual funds and, more recently,
exchange-traded funds—leads to investment in aggregate
country or regional indices rather than in individual securities
(or countries). Exchange-traded funds are open-end mutual
funds that typically seek to replicate a well-established market
index. Flows into and out of them may cause all underlying
securities to move together, with limited regard for countryspecific information. On the other hand, the introduction of
new financial instruments, such as exchange-traded funds,
may help investors diversify their portfolios and increase
market liquidity, contributing to investors’ willingness to
invest in individual stocks and bonds. The growth in crossborder banking has no doubt also played a role in increasing
the potential for international transmission of financial and
other shocks.

Prepare for the future
It is difficult to predict the nature of financial crises in the
21st century, but it is quite likely that they will incorporate
features from both the more distant past and the 1990s.
Financial crises in the pre–World War I era occurred against
the background of macroeconomic difficulties, but were
typically triggered by such events as wars or other episodes
of politically motivated violence, reflecting institutional
deficiencies and political instability. Macroeconomic policies have improved in many emerging markets. But, in some,
institutional weaknesses remain, so future crises may well
also be triggered by political upheaval. And today’s greater
financial linkages—including those generated by the activities of new players—may lead to the rapid transmission of
crises to other countries, much as happened in the 1990s.
A prudent working assumption, then, would be that contagion is likely to reemerge, suggesting the need to be prepared at both the domestic and the international level. At the
domestic level, many countries have taken steps—including
improved macroeconomic policies and debt management—
aimed at reducing their vulnerability and at softening the
blow in the event of a crisis. At the international level, to the
extent that market failures and externalities require global
governance and coordination, the debate has focused on the
possible role of international financial or other supranational
institutions, for example, in establishing mechanisms committed to providing liquidity in a crisis. Regional groups of
countries have arranged to pool their international reserves to
provide a backstop in case of a crisis.
Beyond increased stockpiles of official sector liquidity—
whether through self-insurance in the form of international
reserves, or international arrangements among countries or
30

with international institutions—are there additional implications for global governance in the area of international financial flows? The debate is likely to concentrate on whether the
official sector should increase its scrutiny of private financial
market players. Although some observers have suggested
forms of regulation of international financial flows, attention
will probably be focused on the possible need for additional
transparency and data provision, and refinements to existing prudential regulations. This will include a discussion of
whether gaps were uncovered by the recent turmoil originating in the subprime market.
The implications of newly important players, such as hedge
funds, private equity funds, and sovereign wealth funds, are
not yet fully understood, and reasonable arguments can be
made for whether—on a net basis—each of these players is
likely to foster stability or volatility. Regardless, it is not difficult to imagine scenarios in which these players would be
a source of volatility and contagion; a careful discussion of
how to avoid such scenarios seems warranted. In particular,
the policy debate is likely to concentrate on whether these
players should provide additional information about their
strategies and investments (that is, greater transparency), and
on the possibility that new (voluntary) codes of conduct will
be conceived for these new players. Progress in these areas
will require identifying exactly what information is needed
to permit effective prudential regulation and to facilitate
informed decisions by investors without unnecessarily hampering the operation of the financial system.
What seems clear is that both advanced and emerging
market countries will pay close attention to this debate.
Traditionally, the importance of good governance and transparency has been emphasized with regard to avoiding hidden
liabilities, and related vulnerabilities, in crisis-prone emerging markets. The focus on transparency in emerging markets
has shifted to the asset side, with frequent calls for greater
transparency in the operations of emerging market sovereign
wealth funds. However, the financial turmoil that began during the summer of 2007 has shined the spotlight on issues
related to transparency of advanced-country financial institutions and the importance of preserving stability in the core
financial markets—not only for the well-being of domestic
investors, but also to avoid harmful international contagion.
The debate on these issues is likely to become more prominent still in the years ahead. ■
Paolo Mauro is a Division Chief in the IMF’s Fiscal Affairs
Department, and Yishay Yafeh is a Visiting Scholar in the
IMF’s Research Department from the Hebrew University of
Jerusalem and the Center for Economic Policy Research.
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Governing Global

Health

How better coordination can advance global
health and improve value for money
David E. Bloom

H

EALTH problems have never respected borders. Leprosy spread
from Asia to Europe in the
4th century B.C., thanks most
likely to the army of Alexander the Great.
The Black Death originated in Central Asia
and subsequently ripped through Europe
and the Middle East in the 1340s. Diseases carried across the Atlantic by
European invaders decimated native
populations in the Americas in the
17th and 18th centuries.
Health threats have become increasingly global in modern times. In 1918–
19, the Spanish flu took an estimated
50–100 million lives—more than all
those killed in World War I. And these
days, the ever-greater integration of
economies makes it that much easier
for diseases, such as HIV/AIDS, to
cross borders and leap continents.
Moreover, some argue that if avian flu
makes the jump to human-to-human
transmissible form, the rapidity of its
spread could be devastating.
Exacerbating matters, ill health can
be spread through other spillovers of
globalization. For example, climate
change—driven largely by industrial
expansion in the West and emerging
markets—promotes desertification and
drought (which result in food shortages
and malnutrition) and will likely result
in population movements (which could
have a major impact on health). And
national or regional economic policies, such as agricultural subsidies to
European and U.S. farmers, hamper the
prospects for developing world farmers
to climb out of poverty and shrug off
the diseases that are strongly associated
with poverty and inequality.

As the health system has become more
global, new players have altered its shape.
Private funding, once relatively insignificant,
now accounts for nearly one-fourth of all
development aid for health. For example, the
Bill & Melinda Gates Foundation has emerged
as the dominant player in that sector (see

An employee of an Indonesian
pharmaceutical company holds
pills used to treat HIV patients.
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Table 1), with its expenditure accounting for nearly 65 percent
of all private aid, worldwide, for health—and equal to more
than half of the expenditure of the World Health Organization
(WHO), to which essentially all countries belong. It is perhaps
noteworthy that much Gates funding goes toward technology
development (for example, new drugs and vaccines) that will
ultimately translate into new ways of providing direct services.
These new actors have dramatically increased the funds available for investment in global health. But depending on such
institutions is risky. Private philanthropies are not accountable
to the public, and their decisions may not be in line with the
most urgent (or the long-term) needs of recipient countries. If
their programs are ineffective, if resources decline, or if interest
diminishes, recipient countries dependent on such funds may
be left in the lurch.
At the same time as private philanthropy has increased, a
plethora of financing bodies, bilateral donors, multilateral
organizations, and business groups dedicated to tackling
global health threats have emerged or expanded. Like private
donors, these groups are also not necessarily fully accountable
to the public; often they respond only indirectly to nationally perceived needs. Bilateral donors contributed more than
$8 billion in 2005 to public health, with six countries—the
United States, Japan, the United Kingdom, Germany, France,
and Canada—accounting for about 80 percent of the funds
(see Table 2). Most industrial countries are still well below
the UN target of devoting 0.7 percent of gross national
income to official development assistance; the portion going
to health varies widely.
Is the current system of health governance adequate to
oversee the changing array of players and ensure that the
right health issues are being tackled fairly, effectively, and
efficiently? The answer appears to be no. New diseases have
come to the fore, and many countries (including some relatively poor ones), at least partway through the epidemiological transition from infectious to chronic diseases, are
experiencing a twin burden: they still have high morbidity
and mortality from the traditional diseases of poverty, but
also face obesity, diabetes, lung cancer, and heart disease.
What, if anything, can be done to amend and strengthen curTable 1

Private philanthropy
Gates leads by a long shot the top 10 U.S. foundations
awarding international health grants.
(2005, million dollars)
Bill & Melinda Gates Foundation
Ford Foundation
Rockefeller Foundation
David and Lucile Packard Foundation
William and Flora Hewlett Foundation
John D. and Catherine T. MacArthur Foundation
Merck Company Foundation
Bristol-Myers Squibb Foundation, Inc.
ExxonMobil Foundation
Starr Foundation

895
24
22
18
13
10
10
10
9
8

Source: The Foundation Center.
Note: International grants include cross-border grants and grants to U.S.-based international
programs.
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rent governance arrangements so that they more adequately
respond to the challenges at hand? This article examines the
successes and failures of the current system of global health
governance and suggests the beginnings of a way forward.

Global health achievements
Over the past few decades, the global health governance system has recorded a number of successes. It should be noted
here that by governance we mean the manner in which governments, the private sector, and civil society make and implement decisions to promote and protect good health. As such,
it includes not only the roles of public and private organizations, but also the formal and informal rules and traditions
through which these institutions relate to each other and to
the people whose health they seek to defend. Governance also
encompasses fostering the exchange of information—about
actions and strategies that have proved successful and about
those that have not worked.
The most prominent of the successes relate to efforts to
control specific diseases, but other programs have also been
very important.
Combating specific diseases. Global immunization campaigns have eradicated smallpox, controlled the spread of
severe acute respiratory syndrome (SARS), and almost eliminated polio. What was the key to their success? The SARS
campaign is illustrative. Although the disease initially took
the world by surprise, concerted action after the virus spread
beyond East Asia quickly brought it under control. The
Table 2

Country giving
A few countries account for most official international aid for
health, with some donors focusing more on health than others.
Bilateral ODA1
United States
26,081
Japan
15,116
United Kingdom
7,187
Germany
9,122
France
10,012
Canada
1,915
Netherlands
3,872
Sweden
1,947
Norway
2,048
Belgium
1,379
Denmark
785
Spain
968
Ireland
483
Switzerland
1,477
Luxembourg
222
Greece
207
Austria
1,246
New Zealand
217
Australia
1,440
Portugal
251
Total
85,976

ODA percent ODA to public Percent of ODA to
of GNI
health1,2
public health2
0.22
3,636
13.9
0.28
1,156
7.6
0.47
729
10.1
0.36
593
6.5
0.47
394
3.9
0.34
380
19.8
0.82
318
8.2
0.94
266
13.7
0.94
243
11.8
0.53
142
10.3
0.81
131
16.6
0.27
127
13.1
0.42
122
25.3
0.44
84
5.7
0.86
54
24.2
0.17
33
15.8
0.52
24
1.9
0.27
18
8.4
0.25
14
1.0
0.21
13
5.1
0.33
8,475
9.9

Source: http://stats.oecd.org/wbos/default.aspx.
Notes: ODA = official development assistance. GNI = gross national income. Italy and Finland
are not included because data on ODA to public health are unavailable.
1Million 2005 dollars.
2Public health is the sum of health, population policies/programs and reproductive health, and
water supply and sanitation defined at www.oecd.org/dataoecd/44/45/35646083.pdf. This
column includes core HIV aid (code 13040) but not social mitigation of HIV/AIDS (section
16064).
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WHO, the centerpiece of our system of global health governance, worked closely with national health authorities and
was key to this success. Given the global threat, agencies put
aside their competing interests and coordinated their efforts
through the rapid establishment of global epidemiological,
clinical, and laboratory networks.
Controlling tobacco use. The WHO created and led the
Framework Convention on Tobacco Control, adopted in 2003.
With the participation of 300 organizations worldwide, the
framework has initiated activities to reduce the nearly 5 million
deaths attributable to tobacco use every year and has worked
with governments to raise their understanding of relevant scientific research. It has also helped raise public awareness of the
dangers of tobacco and paved the way, politically, for countries
to counter the efforts of tobacco companies.
Tracking diseases. The WHO’s Global Alert and Response
System systematically tracks disease outbreaks across the
world. It investigates over 200 outbreaks each year, with about
5–15 requiring “a major international response.”
Developing vaccines and making pharmaceuticals affordable. Public-private partnerships such as the GAVI Alliance
have marshaled resources and brought pharmaceutical
companies, governments, and donors together to drive the
development and distribution of promising new vaccines.
Antiretroviral drugs developed by Western pharmaceutical
companies and disseminated across the world (including in a
major way by companies in India) have slowed the rising tide
of AIDS deaths. And pressure from civil society and information campaigns have helped reduce drug prices for global
disease threats such as HIV/AIDS.

Global health gaps
No doubt one trigger for greater funding of health has been
the UN Millennium Development Goals (MDGs), adopted in
2000. Although not legally binding, they have focused intellectual and financial resources on solving a number of problems that bedevil poor countries. In fact, of the eight goals,
three are specific to health, and others indirectly affect health
as a stepping stone to a better standard of living.
A recent report of the Global Campaign for the Health
MDGs warns that none of these goals is likely to be achieved
by the due date of 2015. It says that at the current pace, MDG
4 (reducing child mortality by two-thirds) won’t be achieved
until 2045; MDG 5 (reducing maternal mortality by threefourths) won’t be fulfilled and maternal mortality rates will
worsen in some regions; and regarding MDG 6, although
malaria and tuberculosis may well be controlled by 2015, the
spread of HIV/AIDS won’t have been reversed—HIV infections are still growing fast, outpacing the rising number of
people on AIDS treatment. However, the Global Campaign
reached its gloomy conclusions about HIV/AIDS before
UNAIDS/WHO released its November 2007 “AIDS Epidemic
Update,” which reports that, finally, and to some extent
because of prevention efforts, new infections are decreasing,
but are still numerous (estimated at 2.5 million in 2007).
In the midst of a complex and not always coordinated
interplay among the various donors and governance organi-

zations, many major health problems remain unaddressed
and lack champions. Moreover, a focus on tackling specific
diseases may obscure the bigger picture: structural conditions
such as poverty and gender inequality also lead to poor health.
Unfortunately, increased resources have not led to an acrossthe-board improvement in global health. For example, research
and surveillance programs and financial and technical assistance to address HIV/AIDS, although somewhat (and increasingly) successful in some regions, have not led to sufficiently
effective prevention programs or to universal treatment; the
disease is thought to have killed 2.1 million people in 2007.
Current health gaps fall into three types:
(1) Core inequalities. Access to health services and clean
water and sanitation: Approximately 1 billion people lack
access to health services, and billions more have inadequate
access. Those who do have access are sometimes led to buy
useless or even harmful health care—in some circumstances,
counterfeit drugs. Clean water and sanitation are not available for much of the world’s population, and millions die
from waterborne diseases each year as a consequence.
Large disparities in population health status: There continue
to be extreme differences in health outcomes between developed and developing countries and within these countries,
especially large middle-income countries with huge populations, such as China and India. Agencies responsible for
global health governance have been unable to marshal and
effectively channel sufficient resources to close these gaps.
They have also been unable to stop “brain drain”: the movement of trained doctors, nurses, and other health workers
from the countries where they are most needed to the developed world, where they can earn higher wages.
Inadequate nutrition: Despite abundant food for most of
the population in the developed world, inadequate nutrition—
in terms of both caloric intake and specific nutrients—is still
widespread in many poor countries.
(2) Gathering and disseminating information. Global disease surveillance: Global surveillance is not yet fully equipped
to spot and respond to threats, as evidenced by the recent
refusal of Indonesia to share viral samples of the H5N1 strain
of avian flu with the WHO—a stance aimed at ensuring that
a costly and likely scarce vaccine developed from such samples would be available to Indonesians.
Worldwide dissemination of health information: Some
countries, such as Costa Rica, Cuba, and Sri Lanka—and also
the Indian state of Kerala—have made particularly effective
use of limited resources for improving health. Although these
pioneers may have useful lessons to impart, mechanisms for
global knowledge sharing are still underdeveloped.
(3) Key governance issues. Coordination of global agencies:
Governments looking to tackle health problems in their countries face a bewildering array of global agencies from which to
elicit support. Health ministries often complain of the large
amount of time spent writing proposals and reports for donors
whose interests, activities, and processes sometimes overlap,
but often differ. Financing mechanisms such as the Global
Fund to Fight AIDS, Tuberculosis and Malaria (GFATM) are
one attempt to pool resources and streamline the process, but
Finance & Development December 2007

©International Monetary Fund. Not for Redistribution

33

Targeting official aid
The poorest countries received more than 30 percent of
bilateral health aid.
(all ODA recipients, income group share, percent)
60
Total gross national income
50
40

Total health official
development assistance

30
20
10
0

Least developed Other low-income Lower-middlecountries
income

Upper-middleincome

Sources: World Bank, World Development Indicators, 2007; OECD.
Note: Data are for 2005 and include author’s extrapolations in cases where data are
available only from earlier years. “Total Health ODA” does not include ODA for health that is
not allocated to a specific income group.

similar initiatives are lacking at a health-system (as opposed to
disease-specific) level.
Standards for measuring effectiveness of global health agencies: Although the WHO and other UN bodies are accountable to their member states, they often lack detailed and
realistic targets for health outcomes or for the intermediate
actions they take to promote health—and in any case such
global assessments are difficult for a cash-strapped agency to
undertake. Similarly, bilateral donors and civil society bodies
that work to improve global health are rarely held to account
for their successes or failures.
Global intellectual property laws: Patent protection laws
vary by country, which has led to conflict between developed
and developing countries and between civil society and the
pharmaceutical industry over, for example, antiretroviral
drug pricing. Countries have not yet found a balance that
gives incentives to the private sector to invest in drug development while encouraging adequate attention to the immediate
health needs of the poor. Laws and regulations promoting
such a balance are unlikely to be agreed upon or effectively
enforced without international cooperation.

Picking goalposts . . .
Historically, national governments have taken the lead in safeguarding population health, with very little cross-border cooperation. Yet, as the crossing of national borders has become
more common, national governments’ control has weakened,
and the global effects of the actions of individual countries
have intensified. Because health threats are increasingly likely
to span multiple countries and regions, national and even
bilateral action is no longer sufficient. In many instances,
only a pooling of regional or global resources can ensure that
population health, in many respects a global public good, is
adequately addressed.
Here, it is important to note that one of the downsides of
a public good is the potential for market failures in its pro34

vision. In the health arena, this sometimes means that if an
entity produces a new technology or bit of knowledge whose
benefits also accrue to others, it is unlikely to invest as much
in that product as it would if it could claim all of the benefits
for itself. One example is the paucity of research funding provided by Western governments for work on diseases such as
malaria that are major killers in the developing world but not
in Western societies (although their long-term impacts on
global security and prosperity are unknown). Another example is China’s early reluctance to disseminate information
about SARS. Immediate action would have benefited health
in other countries but potentially harmed China’s reputation
and its economy, so its pursuit was sluggish.
Which health-related governance issues should top the
list for international cooperation? First, all countries should
have adequate resources to achieve the health-related MDGs.
Bilateral donors are at the heart of international efforts to
make sure that disease prevention, treatment, and care in poor
countries are properly funded, but such relationships inevitably lead to unequal attention across countries. This matters
because neglect of individual countries may have wide-ranging
and long-term negative consequences even for the world as
a whole. There is also a strong moral case for international
aid to spur health improvements in developing countries.
In a globalized world, no one can claim ignorance about the
appalling conditions in which much of humanity lives.
The good news is that bilateral donors do successfully target their health aid to the poorest countries (see chart). But
although many health experts expect foreign aid for health to
continue to increase, a recent study (Hecht and Shah, 2007)
points out that this is far from certain. Not only might recent
increases in development assistance not continue, but donors
to health care may become reluctant to continue their expenditures if results are not apparent.
Most central, perhaps, in ensuring adequate funds for
health care, is improving the current inefficient use of existing resources. In many countries, basic management and
accountability (not to mention resource allocation to the
most cost-effective interventions) are largely lacking.
Second, there is a need to monitor and assess country-level
health issues. These efforts should include the surveillance of
new and existing diseases and the promotion of research into
global threats.
Third, there is a need to devise means for ensuring adherence to the many rules and standards that are best developed
and applied globally. Global standards (for example, food
safety; for pharmaceutical, medical, and other manufactured
products; safety levels for air and water; and, with sensitivity
to local economic conditions, for labor practices) can help prevent public health crises, including those that cross boundaries.
Rules in areas not directly linked to health—such as caps on
carbon emissions to slow global warming—may also be vital.

. . . and how to reach the goal line
What steps could be taken to move toward these imperatives?
There are multiple ways to strengthen governance arrangements for global health, a few of which are described here.
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Clear definition of roles. Because it is accountable to its
mostly democratically elected member states, the WHO
enjoys considerable legitimacy of public support. It is therefore well placed to take the lead on global health governance,
although many believe that its performance needs to be
strengthened. The international community should make a
concerted effort to come to agreement on whether and how
the WHO’s mandate should be expanded, whether its authority to promulgate international health regulations should be
strengthened, and whether it should be funded at a higher
level. The World Health Assembly (the WHO’s decisionmaking body) should perhaps consider new mechanisms
that allow for the participation of other global health actors.
In addition, the WHO’s governance and regional structures
should be reformed to give the WHO the teeth it needs.
Increased sharing of experiences. With countries continuing to pursue long-standing health policies and exploring
new ones, systematic dissemination of information about the
advantages and disadvantages, and the successes and failures,
of different approaches is crucial.
Greater coordination. A wide range of donors are working in quite narrow disease-specific fields, but they do not
necessarily share a similar ethos, much less similar methods. Developing global indicators that would show the
health outcomes associated with donor programs and hold
donors accountable for achieving them could help focus
resources on the most effective interventions. Also helpful is the International Health Partnership, launched in
2007, which “aims to improve the coordination of support
for national health plans and brings together international
health organizations and major donor countries, as well as
developing countries.” Cooperation is to be established in
conjunction with the newly created Heads of Health Agencies
(the “Health 8”—the WHO, the World Bank, UNICEF, UN
Fund for Population Activities, UNAIDS, GAVI Alliance,
GFATM, and the Gates Foundation).
Redressing health inequalities.Donors and recipient country governments must strengthen cooperation in defining and
advancing developing country health agendas. Much international effort aims to tackle specific diseases, but the underlying causes of health problems must also be addressed. The
weakness of health systems is a major factor behind ongoing
health deficits in poor countries. Broader structural issues
that affect health also require increased attention, including
poverty, human rights, gender imbalances, and the powerlessness of poor people to improve their access to quality
health care. More proximate determinants of health, such as
water and sanitation, pollution, workplace safety, road safety,
and violence, are also of obvious and great importance.
Aligning with other arenas. Global health governance
arrangements should support and be supported by other
international agreements, including those that address labor,
trade, and the environment. One test of such agreements is to
ask whether they unequivocally help the poor gain access to
health care.
Involving other health players.The private sector and civil
society can help coordinate local and global efforts. Initiatives

such as the GAVI Alliance, the Global Business Coalition on
HIV/AIDS, and the World Economic Forum’s Global Health
Initiative have begun enlisting the support of businesses in
promoting global health. Privately run, nonprofit businesses,
such as India’s Aurolab, have helped make medical technologies accessible to the poor. Still, the potential for cross-sectoral collaboration is far from being realized. The WHO or
other international organizations could undertake to monitor, evaluate, and rank corporations on their degree of “health
responsibility,” much the way that companies are ranked on
their “greenness.”
Evaluating country governance.Better national governance
(for example, reducing corruption, increasing the competence of officials, adopting and/or strengthening democratic
practices, and ensuring a central decision-making role for
the poorest and least powerful sectors of society) would
help countries find the fiscal resources for health. Although
important, such reforms will likely still leave the health sector
with inadequate resources. A more focused strategy will often
be necessary: detailed reexamination of a country’s spending
with the explicit aim of redirecting a greater share of funds
toward health.
*****
As we move forward, we should think about governance
not only as the institutions discussed here, the relations
between them, and the rules and standards they follow. We
should also think about the need for civil society to engage
in a discussion about what we want good governance to
achieve and about what citizens of an increasingly globalized
world owe to, and can expect from, each other. In this context, information sharing is not just the exchange of technical
information but also an interchange about values, expectations, and accountability.
None of the above reforms will be possible without buy-in
from both rich and poor countries. Tackling ill health in poor
countries would be the right thing to do even if it did not have
broader impacts on economies, social stability, and international security. In a globalized world, however, the potential
consequences for societies across the world, rich and poor,
make a strong global health governance system imperative. ■
David E. Bloom is Clarence James Gamble Professor of Economics
and Demography at the Harvard School of Public Health.
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POINT

OF VIEW

Is the Global Health

3

Three points of view on how the global health system
can be improved

In September 2000, the global community committed with great fanfare to meet a set of eight Millennium
Development Goals by 2015—three of which center on health: reducing child mortality by two-thirds; reducing
maternal mortality by three-fourths; and halting and beginning to reverse the spread of HIV/AIDS, malaria, and
other major diseases. With eight years left, how are we doing? The answer is not good; in fact, the world looks set to
miss all three of these goals. Could the problem be that the global health system is now outdated and badly in need
of an overhaul? F&D asked a few key health players for their insights.

1

Making Markets Work
Joe Cerrell, Director, Global Health Policy &
Advocacy, Bill & Melinda Gates Foundation

THE current global health system has achieved stunning,
lifesaving successes—from the global eradication of smallpox to smaller daily victories, such as delivering healthy
babies in refugee camps in the most war-torn parts of the
world. And yet the system also fails. It fails the 2 million
children who die each year of vaccine-preventable disease;
it fails the millions who die of malaria, tuberculosis, and
AIDS; and it fails to mobilize the financial and scientific
resources to give every child born in this world an equal
chance at a healthy life.
But declaring that the global health system is “broken”
suggests a sense of hopelessness, perhaps even defeat. In
fact, the global health system is not beyond repair. With
increased resources, improved policies, and greater political will, it is possible to transform health conditions in
developing countries and save millions of lives. And, as
traditional geographic boundaries blur and the fates of
nations intertwine, improving global health is not only the
moral thing to do: it is essential to the strategic interests of
all countries, both rich and poor.
Moreover, the notion that a global health system per se
is responsible for health outcomes removes personal and
organizational accountability from the equation. Everyone
involved in global health has a responsibility to help make
the system function better, including developed countries,
multilaterals, developing country governments, and civil
society organizations, including foundations.

36

Many strategies are needed to help repair the global
health system. One strategy that has tremendous potential,
but has been largely neglected until recent years, is to take
greater advantage of market dynamics.
Markets—from local craft markets to global markets—
have been central to the increase in standards of living for
millions in the developed world and are transforming the
global economic landscape. But sometimes markets need
some scaffolding to function effectively: recently, the Nobel
Prize in economics was awarded to three deserving individuals for their work in explaining how incentives, information, and structures affect the functioning of markets,
to “distinguish situations in which markets work well from
those in which they do not.” Influencing market dynamics
related to global health can bring about a transformation
similar to the one we have seen in developed countries.
Some of the greatest inequities in global health result
from markets that are not structured to serve the poor.
Every year, millions of people in developing countries die
from diseases, including malaria and tuberculosis, that
have been all but forgotten in rich countries. For these diseases, the economics of the marketplace are not sufficient
to commercially justify the large-scale investment needed
to develop and deliver vaccines and drugs; for example,
treatment and prevention of tuberculosis are still based
on drugs and vaccines that are only partially efficacious
and decades behind the promise that cutting-edge science
would offer.
Through global advocacy, the Bill & Melinda Gates
Foundation is working to address this market failure
by promoting innovative health financing mechanisms
that provide better incentives to the private sector to create global public goods. The guiding principle is to bring
together public agencies and private industry to deal with
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System Broken
grossly inadequate health care for the poor resulting from
failures of the marketplace.
One of the promising mechanisms we support is the
advance market commitment (AMC). A binding contract, the AMC is designed to guarantee viable markets for
vaccines addressing neglected diseases. By creating solid
financial incentives for biotechnology and pharmaceutical
companies to invest in research and development, investment in neglected diseases can become a more viable business decision.
In February 2007, several governments and the Gates
Foundation pledged a total of $1.5 billion to the first AMC
to speed development of a vaccine targeting pneumococcal
disease, a major cause of pneumonia and meningitis that
kills 1.6 million people every year. And I am hopeful that
AMCs for tuberculosis and malaria will be launched in the
near future.
Another innovative financing mechanism we are
supporting, the International Finance Facility for
Immunization (IFFIm), leverages funds from international
capital markets by issuing bonds based on legally binding,
long-term donor commitments. These funds support the
work of organizations, such as the GAVI Alliance, that support children’s immunization programs in poor countries.
To date, a billion dollars has been raised, and scheduled
payments of an additional $4 billion over the next 20 years
promise to save the lives of 5 million people.
For the 2 billion or so people who live on less than $2
a day—and whose access to health care stands in stark
contrast to those living in rich countries—markets aren’t
working well. New financing approaches like the AMC and
the IFFIm are showing exciting results. In the years ahead,
we must pursue additional ways to make markets work
better for the world’s poorest people.

2

Finding a Unified Vision
Helene Gayle, President, CARE
J. Stephen Morrison, Director, Africa Program,
Center for Strategic and International Studies

IS the global health system broken? Yes and no. Can it be
improved? Yes, incrementally, with effort, a long-term view,
and commitment.
Currently, global health efforts take place across many
different decentralized, semiautonomous entities. Global
health hardly constitutes a system if, by system, we mean
a unified, coherent entity that has a clearly defined structure, equipped with functional decision-making and governance mechanisms.

In reality, the global health system is a loose and fluid
agglomeration with multiple, shifting centers of influence. It comprises the World Health Organization, the 22
assorted UN agencies with health programs of some sort,
the World Bank, and new international bodies, such as
the Global Fund to Fight AIDS, Tuberculosis and Malaria.
It comprises the Western bilateral donors; the developing countries that live with extreme disease burdens and
struggle to overcome weak institutional capacities; and
the powers, such as China, India, and Russia, that are

“Coordination and integration of
efforts internationally have been
lacking.”
both recipients of assistance and, increasingly, sources of
assistance, new policy models, and scientific and technical
innovation. The system comprises more than 120 publicprivate partnerships focused on discrete health issues,
operational and advocacy nongovernmental organizations,
and foundations and corporations.
In this decade, the international mobilization to improve
public health in the developing world has outstripped our
expectations. Consciousness of the importance of global
health has spread; new norms have taken root; historically
unprecedented levels of new resources have been dedicated
to achieving tangible, positive health results; and large
numbers of vulnerable and impoverished people have seen
their health improve.
Several key factors—almost all of them outside the
international and bilateral institutions that are formally
charged with improving global health—have driven
these changes. Infectious diseases themselves have been a
critical push factor. By the beginning of this decade, the
HIV/AIDS pandemic had attained a drama, scale, and visibility that could not be ignored. This push was reinforced
by SARS, avian influenza, and, more recently, extensively
drug-resistant tuberculosis.
World leaders took up the call to action, as did Bono and
other celebrities. The freshly launched Gates and Clinton
Foundations have swung into action, as have new mediasavvy advocacy groups demanding affordable medications,
as well as corporate powers whose workforces and images
were under threat.
Until very recently, when global health was a backburner issue—inadequately funded, underpowered, and
largely ignored—the lack of a coherent, unified system
appeared to matter little. When global health graduated in
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this decade to become almost a mainstream foreign policy
priority, and when resources committed to health in the
developing world rose dramatically and conspicuously, the
confusing cacophony of efforts became more visible, and we
began to wonder if this system had broken down. In reality, it has not fallen apart. It has simply muddled along as
before, lagging behind global health’s ascent as a priority.
There are obvious advantages to the looseness of the current system: in some respects, it encourages innovation, speed,
and flexibility. But there are also inherent, complex problems
that, as the stakes have risen for global health, have become
more pressing. Coordination and integration of efforts internationally have been lacking and have shown little success in
minimizing the herd behavior of donors and the piling on of
bureaucratic reporting burdens. Sustaining momentum and
bringing forward adequate resources to meet true demand
remain great challenges.
It has been systemically difficult to focus attention and
achieve results on the chronic health deficits in developing
country workforces, which are exacerbated by competitive,
commercial recruitment to wealthier settings. The same can
be said for linking expanded global health commitments to
broader development concerns: climate change, safe water,
debt relief, and global trade regimes. Major donors face serious internal challenges. Among the U.S. agencies that carry
out health programs overseas, there is no unified, coordinated vision to guide U.S. efforts. Instead, there is an array of
fragmented initiatives. The United States is not alone among
donors in facing this problem.
Considerable progress has been made lately, particularly in
programs for such high-priority diseases as HIV/AIDS. But
even if there is a continued outpouring of financial support
and political leadership dedicated to global health, we should
anticipate that the complex, unresolved challenges that
bedevil current global health efforts will become more, not
less, onerous and costly and will begin to visibly test the limits of current arrangements. Now is the time to begin a serious
discussion through a focused multilateral and public-private
forum on how to construct a better-functioning global public health system.

3

Targeting the Health MDGs
Tore Godal, Special Advisor to the Norwegian
Prime Minister and founding Executive
Secretary of GAVI

ACHIEVING the health Millennium Development Goals
(MDGs)—reducing child mortality; improving maternal health; and combating HIV/AIDS, malaria, and other
diseases—by 2015 will be difficult. Although progress has
been made, many countries are off track. There is a real
danger that the appalling mortality figures for children and
pregnant women will continue unless countries, aid agencies,
nongovernmental organizations, and development partners
renew their efforts.
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One attempt to address the inefficiencies in the existing
global architecture of health aid is the Global Campaign for
the Health Millennium Development Goals. This rapidly
unfolding campaign encompasses several actions that aim to
accelerate progress on the basis of common principles:
• Countries decide their own health priorities and create
national health plans to achieve them. Aid agencies will coordinate their work to fit and support these plans.
• Aid agencies will not add to the reporting, information
collecting, and administration requirements that fall to governments and health workers.
• More attention will be given to results, so that the
money spent is linked to the results achieved in work on
women’s and children’s health, HIV/AIDS, tuberculosis,
and malaria. The objective is to get the greatest value for
money spent.
• Aid agencies will work in ways that strengthen countries’ health systems as a whole. That means increasing the
flexibility of funding so that countries can build systems that
respond to local needs and ensure that skilled health workers and medicines are in place where they are needed. It also
means making and delivering long-term commitments.
• All parties will benefit from openness and accountability,
primarily beneficiary populations, but also voters whose taxes
are spent on development work and contributors to charities. They all have a vested interest in knowing that money
is being spent, and health care provided, in a fair, open, honest, and effective way. Independent evaluation processes will
be critical to this principle and will ensure that resources are
used effectively.
The campaign, announced on September 26, 2007, in
New York, by Norwegian Prime Minister Jens Stoltenberg,
signals a commitment to finding better ways of achieving value for money and ensuring that the most vulnerable
groups have access to essential services. The day after the
launch, some of the largest development assistance donors
committed $9.7 billion in new finance for MDG 6—combating
HIV/AIDS, malaria, and other diseases—in the period 2008–10.
The campaign builds on other initiatives, such as the
International Health Partnership, launched in early September
by U.K. Prime Minister Gordon Brown. This partnership aims
to improve the coordination of support for national health
plans and brings together developing countries, international
health organizations, and major donor countries.
Because the campaign’s principles place so much emphasis on working with countries to meet their national health
plan goals, actions will be tailored to each country and
included with its national health plan. Partners will commit
to coordinated action around the national health plan and
to engage in “one conversation” with governments.
Development partners will closely coordinate their work
with other stakeholders, facilitated by the newly established Heads of Health Agencies (the “Health 8”: World
Health Organization; World Bank; UNICEF; UN Fund for
Population Activities; UNAIDS; GAVI Alliance; Global Fund
to Fight AIDS, Tuberculosis and Malaria; and Bill & Melinda
Gates Foundation). ■
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Backcasting
Latin America
L
Luis A.V. Catão

ATIN America is traditionally seen
as economically volatile. Yet there
has been relatively little work on
the evolution of business cycles in
the region and on how their main features
compare with those of other countries and
regions. That is somewhat surprising because
business cycle volatility can be influenced by
policy regimes, and Latin America has had a
fair number of dramatic regime changes.
The region potentially could provide
answers to such questions as, how do major
shifts in policy regimes affect the business
cycle, and are common external factors key
to cyclical outcomes, perhaps as much as or
even more so than policy regimes? But lack
of data, especially before World War II, has
hampered such research. A new technique
seeks to compensate for those data deficiencies by reconstructing, or backcasting, GDP
data using methods similar to those that
economists have employed to identify and
forecast business cycles.

We know that Latin America has swung
from policy regimes that were highly open
to foreign trade and capital (in the half century before the Great Depression) to regimes
that were extremely closed to such outside
links (in the decades following the Great
Depression). Then, starting in the 1970s and
more decidedly from the late 1980s, there
was a return to a vigorous process of financial and trade liberalization.
But there has been much debate over
which, if any, of these contrasting regimes
has made the Latin American economies
more volatile and their shocks more persistent, magnifying both the risk and the depth
of economic crises. One view, which goes
back to Raul Prebisch (1950), sees cyclical volatility in the region as emanating, by
and large, from financial and trade openness, because shocks to primary commodity
prices and world interest rates, as well as the
debt crises that often follow, tend to exacerbate output volatility. A contrasting view

Looking
back at the
business cycle
in one of the
most volatile
regions
requires
reconstructing
GDP data
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Unearthing parallel cycles
Based on “backcasted” data, the GDPs of the four largest Latin American countries show similar deviations from trend between 1870 and
2004, suggesting a common influence on output.
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Source: Aiolfi, Catão, and Timmerman (2006).

maintains that openness mitigates policy-induced volatility because of its disciplinary effects—open economies face
a less acute employment and inflation trade-off (Romer,
1993) and higher costs of debt repudiation (Rose, 2005). A
key question, then, is which view wins out when measured
against the data?
Another important issue is the extent to which closer international links have contributed to some commonality in business cycle behavior across the region and how commonality
has evolved. This is of particular relevance to the IMF, which
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has responsibility for multilateral surveillance to ensure global
financial stability. It is also relevant for institutions such as
the World Bank and the Inter-American Development Bank,
which have significant portfolio exposure to the region. The
strength of common business cycle factors could account
for what are perceived as virulent “contagion” episodes,
which make it extremely difficult for the countries to repay
their debts at around the same time. Moreover, the stronger
the common business cycle factor in a region, the smaller
the value of risk sharing among the countries. That would
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affect the soundness of such policy initiatives as creation of
a regional development bank or cooperation among regional
central banks to provide liquidity during financial crises.

Creating a new set of data
To address these questions from a broader historical perspective, researchers need business cycle indicators that span the
various policy regimes. Such historical GDP data have been
unavailable or unreliable for Latin America, notably for pre–
World War II years, and the deficient data can produce inaccurate inferences from interperiod comparisons of cyclical
behavior in these countries, leading to potentially misleading
conclusions about crucial policy issues.
Against this background, we developed a new methodology for real GDP reconstruction that seeks to fill this data
gap (Aiolfi, Catão, and Timmerman, 2006). In this new
methodology, we show that reasonably accurate estimates
of the aggregate business cycle can be constructed from a
sensible combination of macroeconomic, financial, and sectoral indicators for which there are data stretching far back
in time, at least for the largest Latin American economies.
Underpinning this new methodology is the idea that a cross
section of economic variables shares a similar factor structure. That is, fluctuations in any individual economic variable (such as manufacturing output, investment, or money
supply) stem from the combination of a common factor that
affects all individual economic variables in an economy plus
a component that is specific to that variable. That approach
is implicit in the pioneering business cycle work of Burns
and Mitchell (1946)—which sought to identify the aggregate business cycle by looking at comovements across a wide

Filling in the missing GDP
How did we go about constructing the missing GDP data for
the four largest economies in the region (Argentina, Brazil,
Chile, and Mexico) during the period 1870–2004? We used a
technique called backcasting to put together 130 years or so of
reliable GDP data for each country.
The missing GDP data for each country were built from about
25 available economic statistics for which long time-series data
exist, such as manufacturing output, agricultural output, output of some service industries, investment, and financial data,
including on the money supply and domestic interest rates.
The technique is based on the notion that the value of each
economic indicator can be derived from three fundamental
influences: its own past behavior, economywide (or common)
influences that affect all the statistics (some more strongly than
others), and influences specific to that statistic only (such as a
drought’s effect on agriculture). Each economy was represented
by about 25 equations, one for each of the variables.
Using a classical statistical technique called “principal
components,” economywide factors were extracted, yielding
a weight (or coefficient) for each individual time series—the
more strongly the common factor explains the behavior of the
indicator, the higher the weight. These common factors were
then correlated with the good GDP data that have existed since

range of economic variables—and has been more rigorously
formalized in a recent econometric literature (Stock and
Watson, 2002). While these models have typically been used
for forecasting purposes, we show that they can also be used
for backcasting—that is, to reconstruct aggregate indices of
economic activity (see box).
We use this methodology to reconstruct historical real GDP
estimates for four Latin American countries—Argentina,
Brazil, Chile, and Mexico (the LA-4)—spanning 1870–2004
(see chart). Because these four countries accounted for some

“The stronger the common business
cycle factor in a region, the smaller
the value of risk sharing among
the countries.”
70 percent of Latin America’s GDP over the past century or
so, this sample is reasonably representative of the region’s
overall macroeconomic performance.

A backcast for Latin America
So what did our backcasting show? First, during the highopenness era before 1930, average business cycle volatility in
LA-4 countries was typically much greater than in advanced
economies and many emerging market peers. In particular,
cyclical volatility was substantively greater than in other “new
world” primary commodity exporters such as Australia and

World War II. After the correlations were established and coefficients determined, they were applied to the common factors
to reconstruct, or backcast, missing GDP data.
The methods used are similar to those analysts use to predict, or forecast, future GDP. Several tests were used to assess
the accuracy of the technique, including applying it to U.S.
data. As a test, we applied the method to the U.S. business
cycle and compared the results with the good U.S. GDP data
that existed. The method did a good job of gauging the timing
and magnitude of U.S. business cycles before World War II.
Next, we used those GDP data to find what, if any, common economic factors drove the aggregate output of all the
countries simultaneously. Because there were weak economic
or financial relationships among the countries for most of
the period, any factor affecting regional cyclical behavior was
likely to come from outside the region.
To find the factor or factors that had an effect on the entire
region, the data from the four economies were combined as
if they were one. Techniques similar to those used to find the
common factors that helped predict each country’s GDP cycle
were used to isolate influences that affected the region’s business cycles. The two most important correlations, not unexpectedly, were with output and interest rates in advanced
countries, although their importance has changed over time.
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Canada and clearly much higher than that of the U.S. economy, which also had a large primary producing sector.
Second, the longer-range data show that there is not an
unconditional positive relationship between business cycle
volatility and openness. It has been widely argued that the
inward-looking regimes that dominated the four decades
after the Great Depression—characterized by import substitution, larger governments, and stringent trade and capital

“Recent trends toward greater
cross-border capital flows
within the region may not be
very beneficial in terms of risk
diversification for individual
countries.”
account restrictions—distorted relative prices and, as a result,
dragged down long-run growth either contemporaneously,
as in Argentina, or later, as in Brazil and Mexico following
the 1982 debt crisis (Taylor, 1998). Yet the data show that
these inward-looking regimes were instrumental in reducing
output volatility during a period when world output and real
interest rate volatility were at their highest.
Still, volatility in Latin America has declined to historic
lows precisely over the past 15 years or so, at the same time
that the countries have moved toward greater trade and
financial openness and despite some major financial crises,
such as Mexico’s 1994 “Tequila” crisis and Argentina’s default
in 2001. That the LA-4 business cycle declined to historic lows
during the more open regimes of the past two decades, when
the business cycle in advanced economies has undergone a
“great moderation,” suggests that openness can enhance or
inhibit cyclical volatility depending on other factors, such as
the volatility of the world economy.
Third, when the LA-4 economies were hit by a shock,
such as a rise in world interest rates, the impact on output
persisted for a long time. As with cyclical volatility, cyclical
persistence was highest before 1929 and declined during the
heyday of inward-looking regimes through 1970 before rising and declining again. Over the whole 1870–2004 period,
cyclical persistence in the LA-4 countries remained above
the advanced economy average, as well as above the respective averages for other emerging market groups. Because
persistence boosts the effects of output shocks, the result was
deeper and more prolonged cycles.
The bottom line is that greater openness is not unconditionally associated with either higher cyclical volatility or
persistence. Other factors are also at play.

A common regional cycle
Against this background, a question that arises is whether
there is a significant business cycle factor common to these
42

economies with effects that are impervious to national differences in policies and policy regimes. Our methodology allows
us to gauge this common factor (and its tendency to impel
greater cyclical synchronicity across the region) by pooling
the various sectoral, macroeconomic, and financial series of
each country and extracting from them any factors common
to all. The backcasted GDP for the LA-4 countries showed
that business cycles in each country bear some similarity
in timing and magnitude, suggesting that the four countries were experiencing common regional influences. Until
recently, the countries had few trade and financial linkages
with each other (nearly all their trade was with Europe or the
United States). So the effort was to find common external
factors.
What did we find? Certainly, several major cyclical turning points have been roughly simultaneous across the LA-4—
notably, the downturns associated with the famous Barings
crisis of 1890, World War I, the 1929 Wall Street crash, and
the debt crisis that began in 1982. The regional factor correlates relatively consistently with the individual countries’
cycles throughout 1870–2004 (see table, upper panel). Such
correlations did weaken somewhat during the closed regimes
of 1930–70, but not by much—which is striking because the
weak linkages should have resulted in little regional commonality. The supposedly stringent trade and capital controls
in effect during the period should have sharply reduced common external influences, and the insignificant intraregional
trade could not account for common cyclical behavior.
The correlation of a common regional (or world) factor
with individual country cycles strengthened again follow-

The common factor
For most of the period from 1870 to 2004, changes in GDP
in Latin America were heavily affected by a common, outside
influence. . .
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. . . that turned out to be mainly output changes and interest
rate movements in foreign economies, largely the United
States and Europe.
Foreign real interest rate1
Foreign output2

1880–1929

1930–70

1971–2004

–0.19

–0.20

–0.23

0.23

0.12

0.42

Source: Aiolfi, Catão, and Timmerman (2006).
Note: The closer the values are to 1 in the upper panel, the greater the correlation of the
respective country cycle with the common GDP movement in the LA-4 region.
1Three-month bond rate (or short-maturity equivalent) in the United Kingdom and the United
States. The sign indicates the direction of the impact. A 1 percentage point rise in foreign
interest rates in 1880–1929, for example, resulted in a 0.19 percent decline in LA-4 GDP
relative to trend.
2Output gap measured as weighted real GDP (in deviations from trend) in G-8 countries. An
increase in the output gap (the amount that real GDP is below its trend) in foreign economies
results in an increase in the output gap in LA-4 countries. A 1 percent rise in the G-8 countries
spelled a 0.42 percent rise in LA-4 countries during 1971–2004.
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ing the various external shocks of the 1970s and 1980s, but
declined again in 1988–2004. In this latter period, our estimates point to some decoupling by Chile and, more dramatically, by Mexico from that world factor. Yet our calculations
also show that the common regional factor is still far from
negligible for both countries.
What drives this common
regional factor? It was advanced
economy output and real interest
rates that clearly had a significant
bearing on the common regional
cycle during the pre-1930 policy
regimes. A 1 percentage point
increase in the external output gap
(that is, when output in foreign
countries falls a percentage point
below its trend) typically increased
the output gap in the LA-4 countries by some 0.23 percentage point.
Increases in the real external interest
rate have a similarly sized depressing effect (see table, lower panel).
Interestingly, this external interest rate effect stays at
roughly the same magnitude through the post-1930 inwardlooking regimes, suggesting that capital controls were not
particularly effective in cutting off linkages with core financial markets in advanced countries. In contrast—and consistent with the role of protectionist trade policies and sharply
lower trade shares in GDP in all countries in the region—the
impact of changes in external output was reduced by about
half, to 0.12 percentage point. This is sharply reversed in the
post-1970s period, when the regional cycle becomes far more
responsive to world output—a 1 percentage point change
in external activity affects LA-4 output by 0.42 percentage
point. Output and interest rate cycles in the United States
and other advanced countries have moderated over the past
two decades, and performance in the LA-4 implies that such
a “great moderation” has also had a significant dampening
effect on business cycles in those four countries.

ter policy management and institutional reforms that have
reduced the scope for distorting government intervention
and for instability that is policy induced. Yet the data also
suggest that some of these improvements (notably the fall in
business cycle volatility) reflect exceptionally favorable external conditions. That the decline in
cyclical volatility is not solely the
preserve of Latin America, but has
been observed across a wide spectrum of emerging markets, underscores this point.
Moreover, Latin America’s business cycle performance still lags
behind that of other emerging market peers (notably Asia). Volatility in
Latin America has remained higher
than in Asia and emerging Europe,
and persistence has been higher
than in any other region, including
Africa and the Middle East. These
differences in cyclical indicators are
important because higher cyclical
persistence, coupled with the likelihood of large shocks, tends
to raise interest rate spreads and the incidence of debt crises
and, hence, drag down economic growth (Catão, Fostel, and
Kapur, 2007). ■

“Volatility in Latin America
has remained higher than in
Asia and emerging Europe,
and persistence has been
higher than in any other
region, including Africa and
the Middle East.”

Limits to regional arrangements
The evidence also suggests that the scope for regional risk
sharing is relatively limited. From this perspective, recent
trends toward greater cross-border capital flows within the
region may not be very beneficial in terms of risk diversification for individual countries, even though there may be important gains on other fronts. Such limited scope for regional
risk sharing also means that there is a potentially important
role for lender-of-last-resort arrangements with countries and
institutions that have funding sources outside the region.
More stable world interest rates and greater business cycle
moderation in advanced countries have been important
to the recent benign external environment for developing
countries in general and Latin America in particular. Years of
plenty can be the right time to evaluate performance relative
to historical benchmarks. The data suggest there has been
much improvement. This is certainly consistent with bet-

Luis A.V. Catão is a Senior Economist in the IMF’s Research
Department, currently on leave at the Inter-American Development Bank.
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Africa’s Missing
Outside Malawi’s Kamuzu Central Hospital, relatives of patients prepare food.

Abdoulaye Bio-Tchané and Etienne B. Yehoue

B
How aid can
be better
directed to
entrench
development
in sub-Saharan
Africa
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Y SOME accounts, Africa is finally
on a growth path. Sub-Saharan Africa is experiencing its fourth year
of strong growth and is forecast to
do well next year too. Higher oil revenues,
strong commodity prices, and increased debt
relief are being used to make inroads into poverty. While parts of Africa are still plagued by
wars and tarnished by corruption, elsewhere
improved macroeconomic performance and
better policies are helping countries put their
economies on a firmer footing. But is the
good news temporary?
A look at the numbers gives pause for
thought. After all, despite some recent progress, income per capita in Africa (measured
in year 2000 dollars) is lower today than it
was 25 years ago (see Chart 1). And, at least
until recently, Africa was mired in a debilitating cycle of “stop-go” economic policies
and bouts of civil strife that led to macroeconomic instability and high inflation.
However, Africa’s lower per capita income
cannot be explained by falling levels of formal
education or of capital. Social and economic
indicators reveal that Africa is more educated today than it was 25 years ago. Indeed,
primary school enrollment now exceeds
90 percent and secondary school enrollment
has also risen, although only to about 30 percent (see Chart 2). Similarly, literacy rates
have reached 59 percent for adults and almost
70 percent for youth. Though these may not
be perfect measures of human capital, they do

indicate that human resources on the subcontinent have not been deteriorating.
Similarly, gross capital inflows to subSaharan Africa have increased over the past
three decades, and the region has benefited
from massive aid flows and recent debt
relief. Aid flows into Africa are not enough
to meet the Millennium Development Goals,
but their recent surge has been noticeable and even poses challenges for the conduct of monetary policy in a few countries.
However, rising aid flows have not enabled
the subcontinent to deliver on the promise
of economic development (see Chart 3). In
other words, important though they are,
education and capital are not enough to sustain high growth in Africa.
So what are the missing ingredients needed
for sustained growth in Africa? Certainly, tropical diseases such as malaria and worm diseases
create severe health conditions that reduce
labor productivity. Also, the extractive institutions inherited from former colonizers have
influenced the current weak institutions in
Africa and have thus contributed to the unfavorable conditions for growth. But this article
focuses on an often-overlooked key factor in
Africa’s long-term development: the need to
foster the creation of an independent and fair
government apparatus, supported by a strong
civil society, an effective private sector, and institutions that provide oversight of government
actions. Targeted external aid can assist the creation of this type of governance structure.
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Ingredients
Democracy is not enough
Despite the subcontinent’s newfound growth, African states
have been slow to adopt aggressive policy reforms that can
deliver rapid and sustainable development similar to that
experienced by Southeast Asia. What is the reason for this?
Africa has tried both democracy and dictatorship. In general,
both have failed to provide the conditions for sustained economic growth.
Since independence, Africa has been dominated by authoritarian governments. In fact, between 1946 and 2000, there
were only 189 country-years of democracy in Africa, compared with 1,823 country-years of dictatorship (Golder and
Wantchekon, 2004). In early elections immediately after
independence, numerous parties competed and voters had a
range of choices. However, perhaps because of the lack of a
democratic culture or tradition, competitive multiparty elections were soon replaced by single-party rule.
Under dictatorship, governments enjoyed complete autonomy and were not beholden to particular interest groups. But
these regimes did not deliver sustained growth (or in some
cases any growth). Instead, they undermined state-society

relations, which are so important for binding the government to society and providing institutionalized channels for
continual negotiation and renegotiation of goals and policies
(Evans, 1995).
Governments under these regimes lacked both sources of
intellectual power and the advantage of decentralized private
implementation. In some cases, these governments became
predatory, promoting corruption by extracting rents or kickbacks at the expense of society. Clearly, African dictatorships
did not demonstrate the type of autonomy that would create
the conditions for highly meritocratic administrations with
commitment and a sense of corporate coherence. As a result,
they undermined economic development and, in doing so,
provided the rationale for trying an alternative political system: democracy.
The 1990s witnessed many experiments in democratization in Africa. Indeed, all but four African countries staged
some sort of competitive election during the 1990s (Bratton
and van de Walle, 1997). Nonetheless, the emergence of
democracy in many African countries has not yet created the
conditions for sustained economic growth.

Chart 2
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. . . and literacy rates are rising, indicating that education
is not the main factor holding back development.
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A close look at the new political landscape seems to suggest that most of the political parties that emerged during
Africa’s transition to democracy follow ethnic lines. In many
countries, ethnic political parties have flourished, and in
those with a high degree of ethnic fractionalization, no single
party is capable of winning a majority of the popular vote.

“The incoherent bureaucratic
institutions that result from a
highly politicized administration
leave the government incapable of
resolving collective problems and
transcending individual or group
interests.”

in office. This fosters favoritism and clientelism; unqualified
people are appointed to key positions in the administration.
Thus, leaders of newly enfranchised ethnic groups use their
new power of the ballot to buy favors or wrest group-specific
benefits from the political machine. In other words, they trade
political power for money.
This new political dynamic reduces government autonomy.
Thus, ethnic groups unconsciously act as a rent-extracting
technology that fosters highly politicized administrations
and widespread corruption.
The incoherent bureaucratic institutions that result from
a highly politicized administration leave the government
incapable of resolving collective problems and transcending
individual or group interests. Thus, rules and decisions are
commodities, to be sold to the highest bidder. This produces
an unpredictable environment of political rules and decisions.
In these systems, state power reduces private productive capabilities, and distribution and growth both suffer. Thus, just
enacting democracy is not a sufficient condition for good economic performance. Whether this is a necessary condition for
economic growth is beyond the scope of this article.

The way forward
A candidate wins a presidential election by forming a coalition. This leads to the emergence of “kingmakers,” leaders of
ethnic groups or political parties who are supposed to represent the preferences of those belonging to their groups. Their
emergence is even more likely when the majority of voters are
uninformed, because kingmakers can convince members of
their group to mass behind a single party rather than distribute their votes across a range of parties. This occurs even if a
kingmaker’s preferences do not coincide exactly with those of
the group members (Yehoue, 2007).
Coalitions are formed in these situations before elections,
on the basis of candidates’ promises of administrative positions or other rents to kingmakers in exchange for endorsements that will attract the votes of their group members.
Candidates elected through such coalitions have to compensate the kingmakers to retain their support and survive

Chart 3

More aid for Africa
Higher aid flows are not necessarily a harbinger of stronger growth.
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What is the way out for Africa? Sustained growth demands
good governance, which in turn requires that the government be well organized. Effective organizational structure
of government is facilitated by highly selective and meritbased recruitment, which creates commitment and promotes corporate coherence. Also, some degree of insulation
from the surrounding social structure enables the government to adopt growth-promoting policies. In other words,
knowledge—in the sense of skills or competence to effectively manage state affairs—and some degree of government
autonomy are essential to good governance and hence economic development.
Governments need some insulation from the surrounding
social structure to avoid being hijacked by ethnic or specialinterest groups. An autonomous government would be in a
better position to adopt growth-enhancing policies, limit corruption, and promote accountability. A country can achieve
an autonomous government by promoting a free press and
by fostering the growth of both civil society and public institutions that encourage fiscal transparency while promoting
private sector development to create jobs and spread wealth.
The development of a strong civil society is important,
not only to liberate governments from kingmakers, but also
to hold them accountable. The development of the private
sector is crucial to create jobs and financial opportunity for
public officials who might otherwise engage in corruption.
Finally, the building up of institutions for fiscal transparency
would help keep governments honest.
Fostering civil society. The success of kingmakers in using
ethnic groups to extract rents in the early stages of democracy is made easier because a large proportion of voters are
uninformed. These uninformed voters believe that their
interests are best defended by a leader belonging to their own
ethnic group. Over time, as they become better informed,
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they start looking beyond ethnic identity, thereby reducing
the impact of ethnic groups as a rent-extracting technology.
At that point, elections can effectively perform their function
of disciplining public officials, and corruption will decrease.
This dynamic occurs when informed voters in society
organize and energize civil society. Civil society, through
nongovernmental and other private organizations, then sensitizes voters about issues and provides training for political
emancipation.
The importance of civil society in fighting corruption is
well recognized in the policy arena. A government cannot
combat corruption alone because it is perceived to be part of
the problem, whereas the private sector, in its quest to maximize profits, has little legitimacy in fighting corruption and
may be perceived as the initiator as well as the victim of corrupt practices (Bio-Tchané and Montigny, 2000). Civil society, as a third sector, has the legitimacy and the power to take
up arms against corruption by raising awareness of injustices
and the need for transparency. This, of course, is easier where
there is real freedom of expression and of association. A free
press, which facilitates the flow of information and helps
educate voters, is crucial for developing civil society.
The need, therefore, is to encourage the development of
both a free press and civil society and to reinforce the flow
of information to create an informed electorate. As democracy matures and people become more informed through
civil society activism, the government can thus reclaim some
autonomy from the surrounding social structure. As this process leads to balanced state-society relations with the necessary political backing of the population, the government can
then adopt growth-enhancing policies and formulate projects that go beyond responding to the immediate demands of
politically powerful constituents.
Promoting the private sector.The culture of corruption may
also be facilitated by the limited opportunities for accumulating wealth through private activity in most African countries. Thus, politics becomes the road to wealth. Corruption,
like violence, emerges when a lack of opportunities outside
politics, combined with weak political institutions, channels
energies into unacceptable behaviors (Huntington, 1968). In
addition, there is a crucial distinction between corruption
that stems from the public sector and corruption that stems
from the private sector.
Corruption that stems from the public sector refers to
nepotism, rent seeking by political parties or customs officials, fraud by public servants, favors to political kingmakers,
mismanaged privatization, rigged procurement contracts,
and extortion. Some of this occurs within the public sector without any interaction with the private sector; the rest
results from interaction between the two. Corruption stemming from the private sector refers to illegal campaign contributions, bribes, gifts, and so forth. For example, a business
owner may offer gifts to public officials in exchange for
favorable application of laws and regulations. Technologyinduced private sector expansion leads to a decline in corruption stemming from the public sector because it provides
outside options to public officials who might otherwise

engage in corruption (Ruhashyankiko and Yehoue, 2006).
Ruhashyankiko and Yehoue also show that the decline in
corruption stemming from the public sector outweighs the
potential increase in private sector–driven corruption that
could result from private sector expansion. In other words,
technology-induced private sector development is associated
with a decline in aggregate corruption, suggesting that anticorruption policies should incorporate strategies for developing the private sector.

“A free press, which facilitates
the flow of information and helps
educate voters, is crucial for
developing civil society.”
Strengthening public institutions for transparency. Civil
society will not be effective if it lacks the necessary information to raise awareness about issues, hence the need to
strengthen institutions for transparency. Institutions for disclosing public information, especially those promoting fiscal
transparency, must be reinforced.
The budget process should follow international practice in planning, resource allocation, and implementation.
While many African countries have made progress in some
areas of fiscal transparency standards, shortcomings remain
in others. For instance, in Zambia, the 2005 Public Financial
Management Performance Report, published by the Public
Expenditure Management and Financial Accountability program in collaboration with the Zambian government, points
out weaknesses in the extent of agency compliance with
internal controls because of both inadequate information
flows and capacity constraints. Because these make the budget less transparent, the original budget is not a good predictor of actual expenditures.
Similarly, while an IMF Fiscal Standards Observance Report
recognizes that Ghana meets fiscal transparency standards in
several areas, it notes that “(i) the coverage of the general and
central government in the budget document is incomplete;
(ii) a significant amount of budget spending is conducted
through transfers to statutory funds, whose spending is not
consolidated with that of the central government and is
sometimes poorly reported; (iii) internal and external audits
are ineffective, resulting in weak oversight and a major backlog of audit reports; [and] (iv) laws and regulation are implemented in a manner that hampers private sector activity”
(IMF, 2004).
In addition, few African countries have a budget review
law, which is a prime tool for controlling the execution of the
budget and helping to identify potential corruption niches.
For example, in some countries, the independence of the
judiciary allows it to use some nonstandard budgetary pracFinance & Development December 2007
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tices and thus offers judges considerable latitude to siphon
off money for their own purposes. Without a budget review
law, such abuse is difficult to discover. In Benin, it was the
budget review law, which went into effect in 1999, that
brought to light a corruption scandal involving many judges
diverting money from the system.

“Given their importance in the
fight against corruption, private
sector development, civil society
organizations (CSOs), and public
fiscal institutions deserve particular
attention, especially as aid to Africa
is scaled up.”
Thus, it is vital to build up institutions like the audit office,
whose role is essential to proper budget review. Internal
and external audit capacity must be upgraded. Audit offices
should be independent and staffed with well-trained accountants, because budget review requires considerable auditing
capacity. Not only should budget review be mandatory and
timely, but disclosure of the results is of utmost importance.
Strengthening the specialized committees within parliaments
to help improve their oversight role over the executive is also
crucial. In particular, the parliamentary committee in charge
of budget law should be staffed with experts in accounting and auditing. The technical assistance provided by the
African Capacity Building Foundation to the specialized parliamentary committees in many African countries is a move
in the right direction.
Similarly, reforming the procurement function to
increase transparency is crucial, along with reinforcing
banking supervision and making information about money
laundering public. Transparency in public finance depends
on strong institutions to apply the proper checks and balances. The purpose is to give civil society more information about corrupt behavior, so that uninformed voters
will be sensitized to the importance of holding their leaders
accountable.

Implications for aid delivery
Our analysis has several implications for external aid donors.
Given their importance in the fight against corruption, private sector development, civil society organizations (CSOs),
and public fiscal institutions deserve particular attention,
especially as aid to Africa is scaled up.
First, aid needs to be oriented toward supporting policies targeting private sector development, perhaps by promoting the emergence of venture capital or private equity
funds and small and medium-size enterprise guarantee facilities. This can be done through a special program similar to
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the Competitiveness and Innovation Program set up by the
European Commission to promote entrepreneurship and
innovation.
Second, some funds should be redirected to news agencies
and to CSOs in each country to promote both a free press
and a dynamic civil society. One criterion for news agencies
and CSOs receiving aid would be their independence from
the government in office—in some countries, news agencies
and CSOs collude with governments and can become agents
for government propaganda.
Aid should be given to CSOs to gather information and
to train voters about issues. CSOs receiving aid also deserve
to be monitored. Thus, periodic surveys could be conducted
by international institutions such as the World Bank, the
U.K.’s Department for International Development, and
France’s Agence Française de Développement to judge their
effectiveness.
Third, aid, if used to upgrade internal and external
audit capacity, will also make it easier for CSOs to gather
and disseminate information. These kinds of actions will
help make voters more familiar with the issues, so that they
can hold leaders who fail to adopt growth-promoting policies accountable. Such information would, in turn, increase
the likelihood that elections would effectively discipline
public officials. ■
Abdoulaye Bio-Tchané is Director of the IMF’s African Department and a former Minister of Finance and Economy in Benin.
Etienne B. Yehoue is an Economist in the IMF’s Monetary
and Capital Markets Department.
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Helping The Poor

Charles Karelis

The Persistence of Poverty
Why the Economics of the Well-Off
Can’t Help the Poor
Yale University Press, New Haven and London,
2007, 208 pp., $30 (cloth).

E

ven rich societies have many
poor people. And while their
situation may compare favorably with that of people in poor
countries, they are much worse off
than their peers. As a result, they feel
excluded and powerless. Sometimes
poverty is the result of a disability
or a natural disaster, but many poor
people seem trapped in a cycle of
underemployment, inadequate education, substance abuse, and crime.
They often do not make full use of
the social services and other opportunities offered in many advanced
economies.

Are the poor irrational?
The persistence of poverty is distressing both because we feel compassion
for the poor and because poverty is
associated with disruptive behaviors,
such as crime. It is also puzzling, because conventional economic wisdom
suggests that poor people have strong
incentives to find employment, get
educated, and, more generally, seek to
better their lives. If your income is low,
you ought to place an especially high
value on extra dollars earned through
longer work hours or on the future returns on education. It looks as if many
poor people do not act rationally.

Charles Karelis, a professor of philosophy at The George Washington
University, has provided us with a
provocative book that challenges conventional wisdom on this vexed topic.
To explain the puzzling persistence
of poverty, Karelis argues, we need to
revise our assumption that the marginal utility of consumption generally
declines with the level of consumption. Instead, when an individual
is faced with poverty, the marginal
utility of an extra unit of consumption increases, he says. If you are badly
off, having a little more to consume
is almost worthless, but having substantially more is disproportionately
beneficial. Hence, the poor like to
vary consumption and take risks for
the sake of breaking out of poverty
(at least for a while).
This line of argument has a certain
intuitive plausibility. Consider the
fact that poor people tend to be the
most avid lottery players, even though
the lottery offers a negative expected
return. They play because of the very
small chance of a life-transforming
win. Indeed, very few people would
play if the biggest prize was $100, even
if the number of winners were multiplied many times over. Similarly, the
temptation to down a whole bottle
of alcohol, rather than sip a glass of
wine, may be stronger when you have
many sorrows to drown.
The hypothesis has immediate
policy implications. Efforts to “make
work pay” by subsidizing wages
earned by the poor (for example,
through earned-income tax credits)
should be doubly effective—not only
will the poor have more reason to
substitute work for leisure, but higher
income will in itself increase the value
they attach to finding employment
and earning more. However, even
straight handouts to the poor, by raising the marginal utility of income,
should strengthen motivation to find
employment and earn still more (as
well as save for bad times).
Not all the policy implications
are equally cheering. For example,
Karelis’s line of argument implies that
self-help efforts, such as the establishment of microfinance institutions or

cooperative enterprises, are unlikely
to be successful without substantial
subsidies. As long as people are poor,
they will be bad savers, borrowers, and
investors because they (rationally) prefer immediate consumption.
The microfinance example hints
at a tension in the book between an
emphasis on physical scarcity, when
the marginal utility of consumption
is supposedly increasing, and on
treating poverty as a relative concept

“If you are badly off,
having a little more
to consume is almost
worthless.”
linked to a lack of empowerment.
Karelis focuses on material poverty in
his examples. But what if poor people
in the United States are lacking most
in respect—for themselves and in the
eyes of others? Then, subsidies and
other targeted aid will not ameliorate
their situation very much and could
even make it worse.
In Karelis’s defense, it should be
said that other explanations for
the persistence of poverty (such as
a lack of opportunities) may yield
similar policy recommendations.
But the reader—especially if he or
she is a trained economist—will be
frustrated by the author’s reliance on
words and a few simple diagrams.
Indeed, some of the criticism voiced
here could have been forestalled by
a more rigorous presentation of the
main hypothesis and a comparison
with alternatives, followed up by
empirical testing.
But these suggestions should not
detract from the main insight: that any
explanation of persistent poverty, and
policies designed to lift people out of
poverty, must fully take into account
the effects of poverty itself on the motivations of poor people.

Daniel Hardy

Division Chief
IMF Monetary and Capital
Markets Department
Finance & Development December 2007
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Explaining Sustainomics

Mohan Munasinghe

Making Development More
Sustainable
Sustainomics Framework and
Practical Applications
MIND Press, Colombo, Sri Lanka, 2007, 650 pp.,
$40 (paper).

H

aving adopted the sustainable development label,
most analysts initially struggled to agree on a good definition
of what it means in practice. Other
challenges quickly followed, including
how to develop quantitative measures of relevant factors, how to find
a common metric to deal with often
conflicting objectives, and how to
explain why so many obvious “winwin” solutions to further sustainable
development have failed to gain traction. More recently, the big challenge
has been to include climate change in
an overarching analytical framework
for sustainable development.
Professor Munasinghe, who recently
shared the 2007 Nobel Peace Prize
with Al Gore in his capacity as Vice
Chairman of the United Nations
Intergovernmental Panel on Climate
Change together with other colleagues,
is a long-standing champion for bringing together the economic, human,
and environmental aspects of development. He has developed a new analytical framework for doing so, called
“sustainomics.” This book summarizes
advances in the theory and practice
of sustainomics and is the result of an
extremely thorough literature survey,
brought to life through case studies.
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In the first part of the book,
Munasinghe explains the complex
relationships underpinning sustainomics. The not-so-surprising
conclusion seems to be that there is
no accepted measure of sustainable
development on par with measures of
economic development.
Munasinghe offers alternative—
and less-than-perfect—mechanisms
to help the analyst bring environmental degradation and social costs into
the analysis. He discusses the analytical frontier of negative discount rates
for long-term challenges and, at one
point, even appears to anticipate the
recent Stern Review on the Economics
of Climate Change, which seeks to
build an economic theory as dictated
by the science of climate change.

Applying the theory
Having told us about the limitations
of sustainomics, Munasinghe brings
much more excitement to the second
part of the book, with its excellent
and diverse case studies.
These studies demonstrate how
the analytic framework has, in some
instances at least, become robust
enough to offer strong conclusions.
For example, we learn that Bolivia
is on an unsustainable development
path and that a per capita allocation
of greenhouse gas emissions produces
the greatest average welfare gains.
The book also offers top-notch
analysis of the transport sector in Sri
Lanka, which combines technical,
environmental, and social dimensions
into an impressive quantification of
the health costs of pollutants. The
fact that some of the findings are
counterintuitive—for instance, one
case study comes out against railway
electrification—simply serves to
underline the importance of good
analysis to support decision making.

Brighter times ahead
Throughout the book, Munasinghe’s
underlying optimism can be sensed:
things will get better as incomes go up
and as increased awareness of environmental issues results in better policies.

But if rich people cause 20 to 40 times
more environmental degradation than
do poor people, will higher incomes
really help the environment? Or will
rich countries simply transfer pollution to poor countries or to regional
and global commons?
In searching for effective answers, the
author’s basic mantra is the importance
of internalizing environmental and
social costs, eliminating market failures
that lead to degradation, and pricing
natural resources to include all externalities. This mantra is backed up by
analytical tools that are well presented.
But why is the mantra rarely applied?
According to Munasinghe, environmental enhancements to mitigate
pollution damage cost only 5 percent
of investment costs. This makes one
wonder why pollution levels in the
most populated cities show little sign
of decreasing.
In sum, the policy analyst is well
served by this book, with its analytical tools, real-world applications, and
superb bibliography. However, the
policymaker, who must look hard to
find some basic rules of thumb, may
not feel as well served.
The book points but a weak finger
at governance, despite acknowledging
that in sustainable development there
is no single policymaker controlling all the relevant levers, no single
criterion, and no clear metric. The
power of rent seekers—those who live
off natural resources and undermine
legitimate political processes—is legendary. The voice of those who may
want things to be different, some of
whom may not even be born, is too
weak to galvanize change.
Munasinghe reaches out to values,
beliefs, and religion to create better
incentives to protect the environment
for future generations and to reverse
the unsustainable materialism of current times. Perhaps, in the process,
he misses out on giving more weight
to and examples of the role of wellinformed advocacy and a proactive
judiciary in achieving change.
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Greenspan Unplugged

Alan Greenspan

The Age of Turbulence
Adventures in a New World
Penguin Group, 2007, 531 pp., $35 (cloth).

A

t an event promoting his
new book, Alan Greenspan
was asked how it felt to no
longer be chairman of the Federal
Reserve Board. “A bit light-headed,
perhaps?” the questioner suggested.
“No,” Greenspan responded, “lightshouldered.” Reading this book, one
senses Greenspan’s relief that after
nearly two decades of weighing every
decision and word, he has finally been
able to spill out almost two hundred
thousand words of his choice.
The book splits evenly into an
autobiography and a series of essays
on economic issues. The former is a
book in itself and makes for compelling reading. Greenspan tells the story
of his life in a simple and engaging
way. Growing up in New York City, he
was obsessed with math and music,
along with New York Yankees baseball. “I learned fractions doing batting
averages: 3 for 11 was .273,” he writes.

Jazz musician turned economist
Greenspan first wanted to be a jazz
musician. Touring with the Henry
Jerome Orchestra, he was known
as “the band’s intellectual” because
he would read books about stock
markets and financiers between
sets. It wasn’t long before he gave up
on a career in music and turned to

economics. Two famous economists,
Geoffrey Moore and Arthur Burns,
were early influences. From Moore,
Greenspan acquired an interest in
the nuts and bolts of the American
economy, and from Burns the belief
that markets had the capacity to
self-correct. Greenspan’s support of
laissez-faire was cemented by what he
calls “a meeting of the minds—mostly
my mind meeting hers”—with
philosopher Ayn Rand.
Greenspan found his calling as a
business consultant starting in the
1950s. Over the next two decades, his
consulting firm, Townsend-Greenspan,
built up an impressive roster of clients
among U.S. blue-chip companies. On
the side, Greenspan wrote articles on
economic issues, which added to the
attention he was getting from political
circles. Greenspan ended up serving
in various capacities under Presidents
Nixon and Ford, but it was President
Reagan who, in 1987, gave him the role
of a lifetime—chairman of the Federal
Reserve Board.

From crashes to bubbles
Greenspan’s belief in the tendency
of markets to self-correct was tested
early in his tenure by the October
1987 stock market crash, the biggest
one-day loss in stock market history.
Greenspan issued an uncharacteristically clear one-sentence statement affirming the Fed’s intention to provide
liquidity to the markets as needed, in
keeping with its role as lender of last
resort. “It was as short and concise
as the Gettysburg address,” he says,
“although perhaps not as stirring.”
Greenspan continued to be tested
in the years that followed the 1987
crash. He was late to recognize the
recession of 1990 and may have been
too slow in cutting interest rates. That
certainly was the opinion of former
President George Bush, who said later
of Greenspan: “I reappointed him,
and he disappointed me.”
Greenspan fared better in the
Clinton years, as the reining in of
fiscal deficits lowered inflationary

expectations and, thereby, long-term
interest rates. Greenspan matched
this commendable fiscal policy with
increasingly deft handling of monetary policy. Convinced that inflation
was resurfacing, Greenspan guided
the Federal Open Market Committee
to raise interest rates in 1994,
engineering a slowdown but not a
recession—a soft landing. Then he
cut rates, and growth picked up again
with little sign of inflation.
During the mid-1990s, Greenspan
argued persuasively that the U.S.
economy was experiencing an
unprecedented burst in productivity that was not being recognized by
government statisticians and academics. The evidence he marshaled
helped Greenspan persuade his Fed
colleagues to keep interest rates lower
than they might have otherwise.
These lower interest rates and his
championing of the so-called new
economy, however, may also have
helped further a stock market bubble.
Greenspan tried to warn against the
euphoria in his famous “irrational
exuberance” speech, but he ultimately
decided that the Fed was powerless to
determine, in real time, whether there
was a bubble and how to prick it.

A good batting average
In the essay section of his book,
Greenspan voices deep concerns about
the increasing inequality of income
in the United States, overdue reforms
of Social Security and Medicare, the
struggle to maintain a balance in regulation following corporate scandals,
and his country’s “addiction to oil.”
But the U.S. economy would surely
be in far worse shape today without
Greenspan’s successful innings as
Fed chairman. Alan Blinder, former
vice-chairman of the Fed, was right
in comparing the Volcker-Greenspan
era to “the New York Yankees’ good
fortune in being able to replace Joe
DiMaggio with Mickey Mantle in center field.” In the conduct of monetary
policy, as in baseball, greatness does
not require a 1.000 average.

Prakash Loungani

Division Chief, IMF External
Relations Department
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opment industry quickly emerged
to help the new countries. But as we
all know, the region’s experience has
been deeply disappointing. Notwithstanding a recent pickup in economic
growth, most countries are unlikely
to meet the Millennium Development
Goals by 2015.
Todd Moss offers neither solutions
nor clearcut answers to why Africa’s
economic performance has been so
poor. Instead, the book is “intended
to give a simple, but hopefully not
simplistic, introduction to the main
themes, trends, and players in contemporary African development.” In
that, it mostly succeeds.

Todd J. Moss

African Development
Making Sense of the Issues and
Actors
Lynne Rienner Publishers, Inc., Boulder,
Colorado, 2007, 250 pp., $22 (paper).

S

ub-Saharan Africa’s early postindependence years were hopeful, and an international devel-

China Rising

C

hina’s radical transformation
from a moribund centrally
planned country to the world’s
fourth largest economy is one of the
fascinating stories of our era. Indeed,
the transformation has been so profound as to prompt the question, Will
the 21st century be Chinese, just as the
20th century was American and the
19th century British? The Writing on the
Wall by economist and correspondent
Will Hutton addresses this question
head-on, and with a narrative skill not
always found in economic and political literature. His arguments are well
researched and his reasoning, although
at times tangential, clearly laid out.
There are really two books here.
One deals with China’s political
and economic transformation and
its implications for the rest of the
world. It examines China’s prospects
for continuing rapid growth, given
one-party rule. Grafted onto this is a
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“Big men” and bad legacies
Moss presents a fast-moving account
of development in sub-Saharan
Africa starting with an overview of
the legacy of colonialism, the role of
“big men” and personal rule, conflict
and civil war, and contemporary
political change and democratization. He addresses core development

somewhat less successful discussion
of the advantages of economic and
political pluralism.
Any reader seeking a clear and accurate explanation of China’s economic
successes and challenges would do
well with the first half of this book.
Hutton begins with a brief but lucid
history of China and its interaction
with the rest of the world. This covers
the economic travails of the Chairman
Mao years, including the early mass
reorganization of the means of production, the Great Leap Forward, and
the policy of radical egalitarianism.
The profound failures of this period
created the consensus that a reorganization of the economy was needed,
and that reorganization was spearheaded in 1978 by Deng Xiaoping, the
architect of modern China. A series of
reforms dismantling central planning
and allowing for market-based activity contributed to a surge in economic
growth that has lasted 30 years. With
the new century, China began liberalizing external trade with stunning suc-

questions, including the slow-growth
puzzle, issues in economic reform,
and the role of international aid. He
concludes by discussing regionalism
and sub-Saharan Africa’s place in the
global economy.
The book has four underlying
themes. First, sub-Saharan Africa
has had an unlucky history and faces
many structural factors that impede
development, but the challenge is to
harness the region’s other advantages
and work around these obstacles.
Second, transforming the African
state to improve accountability and
the management of resources is key
to attracting larger aid flows. Third,
aid should be increased, but also
become more effective. Finally, there
is a shared responsibility between the
region and the world to ensure that
the former is able to take advantage
of global economic opportunities.
Moss emphasizes how little we know
about the development process and
what makes aid effective. He is adept at
presenting different, sometimes con-

Will Hutton

The Writing on the Wall
Why We Must Embrace China as a
Partner or Face It as an Enemy
Simon & Schuster Trade, New York, 2006,
432 pp., $28 (cloth).

cess, and a flood of foreign investment
helped turn the country overnight into
the world’s mass assembler of consumer goods.
There are many insights in Hutton’s
narrative. In contrast to eastern
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tradictory viewpoints. At all times, he
seeks to illustrate the issues rather than
suggest “magic bullet solutions.”
But there is a downside to this
“survey” approach. Moss is not always
critical enough of the various views in
the literature, leaving the reader wondering what to believe. For example,
why does the “natural resource curse”
lead to conflict? Is it because of the
struggle for rent, the lack of accountability, or weak institutions?
Moss also seems to contradict himself at times. For example, his discussion of ethnicity and conflict suggests
that ethnicity is not a major contributor to conflict. But when discussing
alternative forms of governance and
their tensions with liberal democracy,
he argues, in part, that “most of the
past and current conflicts in Africa
have had some ethnic or linguistic
component.”
It is surprising that the chapter on
Africa’s slow-growth puzzle does not
explore the case of countries endowed
with significant natural resources,

such as crude oil and diamonds. This
would have helped provide insight
into the unique challenges that these
countries face.
In discussing economic reform
and the politics of adjustment, Moss
is sometimes unsure what to argue.
On the one hand, he asserts that
conditionality (for instance, in connection with IMF loans) was a “neartotal failure.” On the other hand, he
concedes that structural adjustment
has visibly improved macroeconomic management across Africa.
What is not clear is the role played
by conditionality. Today, there is
little debate in Africa among policymakers that first-generation reforms
aimed, for instance, at achieving fiscal discipline and taming inflation
helped created the conditions for the
strong growth currently enjoyed by
the region.

Europe, there was no top-down
big bang in the path to a market
economy—rather, China pursued a
pragmatic, gradualist, bottom-up (or
as Hutton also argues, piecemeal and
reactive) approach to reform, “crossing
the river groping for stepping stones,”
as Deng put it, which continues to this
day. Hutton also emphasizes the role
of accidents in explaining much of
the success, in particular the surprise
boom in small rural manufacturers,
the large pool of savings that allowed
for sustained investment, and the
growth in globalization.
If the successes of the reform period
are sharply illuminated, so are the
challenges China now faces. With its
ideological basis eroded by its embrace
of market growth, the Communist
party is struggling for legitimacy
and facing the social strains of rising
income inequality, corruption, land
theft, and environmental degradation.
Economic strains are also emerging.
Mounting protectionist pressures
abroad threaten China’s export expan-

sion, while the scale of economic waste
leaves output growth increasingly
reliant on unsustainably high levels of
investment rather than driven by efficiency gains.

Africa into the global economic
system. But his discussion of the
potential benefits of intraregional
trade is disappointing. He could
have emphasized that the large number of regional trade arrangements
has not succeeded in boosting trade
within the region. Currently, there
are over 30 such arrangements, with
each country belonging to at least 4.
The result has been overlapping and
sometimes conflicting commitments.
Complicated and restrictive rules of
origin, together with other internal
barriers, have kept intraregional
trade relatively low compared with
other developing regions.
Despite these shortcomings, the
book is an excellent primer for students of African development, and the
section on further reading that follows each chapter provides additional
resources for those who want to delve
more into the issues.

Role of trade

Calvin McDonald

Advisor
IMF African Department

Moss makes a compelling case for
further integrating sub-Saharan

“Hutton believes that
the Communist party’s
balancing act cannot
be sustained.”
Given the current economic
and political strains, can China’s
remarkable economic performance
continue? Hutton’s answer is, Not
without sweeping political changes.
Despite the market reforms, the
Communist party still retains a spiderweb of control over all important
levers of economic activity, ranging
from the banking system—which
props up investment to the large

industrial sectors—to the private
economy. Indeed, the party believes
such control is necessary to guarantee
the high near-term growth so critical
to its legitimacy.
But the growth machine is running out of gas, locking China into
a low-productivity, low-innovation
economy. Refueling this machine will
require the “soft” institutional infrastructure that accompanies successful
capitalism: impartial courts, clear
property rights, independent banks
and auditors, a free press, effective
corporate governance, and free intellectual inquiry. Hutton believes that
the Communist party’s balancing act
cannot be sustained, and the necessary changes will have important
implications for the party’s ability to
run China as a single-party authoritarian state. This in turn will determine how the world should respond
to the Chinese century.

Brian Aitken

Deputy Division Chief
IMF Asia and Pacific Department
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TALK

The (Food) Price of Success
Higher global demand for calories brings
inflationary pressure and more

A

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

USTRALIAN wheat, Chinese pork,
U.S. corn. What do these three specific goods have to do with macroeconomics? Unfortunately, right
now, a great deal, and in ways that are globally
interconnected.
Over the past 12 months, the world has
experienced a substantial inflationary shock
in the form of higher food prices. This shock
doesn’t necessarily translate into higher sustained inflation; monetary policy in most
countries appears to be responding appropriately. But it will have adverse effects, particularly on relatively poor urban residents in
low-income countries.
There are also two potential silver linings:
direct benefits for farmers in low-income
countries and potential policy space for removing agricultural subsidies in rich countries.
The increase in food prices is a shock that
originates largely in rich and middle-income
countries. For some time now, commodity
prices have been increasing, and this has been
particularly apparent in fuels and metals. A
major driver of these increases has been high
rates of global growth—the last half decade
has seen the world’s best run in growth rates
since the 1960s. Of course, a big part of what
has sustained global growth is the strong performance of emerging markets.
Higher commodity prices should elicit a
supply response, with some lag, and almost
all developing countries have benefited on
net from the increase in global economic
activity. So part of what we’re observing is
perhaps an unavoidable side effect of rising
prosperity worldwide.
And then there’s the effect of weather.
There’ve been serious droughts in some parts
of the world, and animal disease has had an
impact elsewhere.

It’s also the biofuel policy
But more recently food prices have jumped
sharply, at least in part because of an attempt
54

to encourage the use of so-called biofuels in
industrial countries. Biofuels are a type of
renewable energy source; that is, you make
ethanol from corn, mix the ethanol with gasoline to drive your car, and also grow more
corn. As an approach to energy security, this
has some appeal—it’s a diversification of
energy sources.
Unfortunately, although the benefits of
biofuels are sometimes exaggerated, their side
effects have become all too apparent. Making
ethanol from corn doesn’t generate much net
energy—you use almost as much oil producing and transporting the ethanol as you’d use
to generate the equivalent amount of gasoline.
It also doesn’t significantly reduce carbon emission. But it does drive up the price of corn.
The surge in corn prices over the past
two years has been remarkable—prices have
roughly doubled both in the United States and
worldwide (although they have fallen slightly
in recent months). This then has knock-on
effects on other crops, as land is switched
from wheat on the margin, for example, into
corn or, as has been most marked in Europe,
out of dairy production and into crops used
for biodiesel (for example, rapeseed, whose
prices have also increased sharply). In the
IMF staff ’s assessment, a significant part of
the latest jump in food prices can be traced
directly to biofuels policy.
A key part of this approach to biofuels
is agricultural protectionism. A number of
countries, including Brazil, can produce ethanol much cheaper, with a greater saving of
nonrenewable energy and lower emissions, for
example, by using sugar. But this sugar-based
ethanol is subject to a prohibitive tariff in the
United States (and there are similar barriers in
Europe). In addition, production subsidies in
rich countries, which are intended to encourage innovation in this sector, seem to have led
to excessive entry into the U.S. ethanol distillery business. It’s a good idea to encourage
innovation—for example, the use of Jatropha
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trees in India shows great potential but needs considerable
investment to become fully viable—but there are more effective
ways to encourage research and development in this sector.

And the consequences are . . .
So if the food-price shock is driven in large part by biofuels policy in industrial countries, who faces the consequences? First of all, the industrial countries themselves are
not immune from the effects of such a shock. The Federal
Reserve does not include food prices in its measure of core
inflation (which guides U.S. monetary policy actions), but
this is because food prices are typically volatile. However, if
there is a likely permanent rise in food prices, because of the
shift to biofuels or for some other reason, there’s a case for
including these prices in core inflation (and they’re already
included by some industrial country central banks).
Nevertheless, the effect in rich countries will be limited for
a simple reason. Food is a relatively small part of what people
consume in most advanced economies—
about 10–15 percent on average, and some
of that relates to processing and distribution
rather than the cost of the raw material—and
is therefore a small part of the consumer
price index.
Food is a much larger component of
the consumer price index in many poorer
countries. For example, in China and other
emerging markets, food is about 30 percent
of what consumers buy, and, in many lowincome developing countries, it is 50 percent or more. This means that the same
global increase in the prices of corn, wheat,
milk, and meat immediately becomes
higher inflation in poorer countries.
Still, the implication is that monetary
policy in middle-income and developing countries will need to be tighter—with higher interest
rates—than it would otherwise be (of course, there may also
be non-market-based policies, such as price controls, that
lead to distortions). This will tend to increase the interest rate
differential between poorer and richer countries, which are
tending toward lowering interest rates. This will, in turn, tend
to increase the so-called global carry trade, in which people
borrow in a currency with a relatively lower interest rate (for
example, yen) and invest in a currency with a relatively higher
interest rate (for example, developing country currencies).
There’s nothing wrong with capital flowing from rich to
poor countries—in fact, if it happens in the right form and
with deliberate speed, it can definitely help development. But
the IMF’s work on financial globalization emphasizes a very
important health warning: if you get too much capital, too
fast, and in too footloose a fashion, there can be serious consequences for your economic stability and growth.

impact of high food prices on these people is straightforward and downright painful. They need to pay more for what
they eat. With population growth continuing in many poorer
countries, rising food prices will put increasing pressure on
the budgets of the very poorest. People who produce enough
food for themselves and the market can benefit (depending
on exactly what happens to the prices of what they produce
and what they consume), but the urban poor and many of
the rural poor are losing out.

So what about the silver linings?
The greatest potential gains are for farmers everywhere,
including the rural sector of poorer countries. Of course,
urban dwellers are likely to be hurt, so the net impact for
each country will vary.
There is another potential opportunity in this rapidly
developing difficult situation. Farm subsidies of various
kinds in rich countries have long plagued the international
trading system and currently make it
difficult to move forward with further
trade liberalization. Rich countries are
reluctant to improve access to their
most protected markets.
With high food prices, subsidies are
less compelling and—depending on
how they are structured—may not even
pay out when prices are above a certain level. Industrial countries need to
seize this moment and eliminate subsidies in such a way that it is hard to
reimpose them later.
Even though the European Union
is not always regarded as a model of
agricultural reform, it has taken an
impressive step forward in terms of
export subsidies for milk. With milk
at record-high prices this year, these subsidies have been
suspended. Given the nature of decision making over
agricultural policy, reinstating such subsidies might be
difficult.
But industrial country tariffs on ethanol should also
come down. The rich world is constantly admonishing the
poor to get serious about adding value in the agricultural
sector. This is exactly what the rapid development of a
global biofuels market could bring. But this will not happen unless and until tariffs on the import of biofuels into
rich countries are eliminated. There is no panacea here, of
course, but allowing freer trade in biofuels should generally help agricultural sectors everywhere and bring benefits to poor, rural societies. Opportunities to expand land
use will be greater if all countries have a fair chance to
produce biofuels. ■

“With high food prices,
subsidies are
less compelling
and—depending on how
they are structured—may
not even pay out when
prices are above a
certain level.”

Now for the bad news
The really bad news is for poor people in urban areas. Quite
aside from considerations of macroeconomic policy, the

For more detail, see Boxes 1.1 and 1.6 in the October 2007 World
Economic Outlook and our recent financial globalization paper: www.
imf.org/external/np/res/docs/2007/0607.htm.
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COUNTRY

FOCUS

United Arab Emirates
In recent years, the U.A.E. has enjoyed rapid economic growth—impressive by any global
standard. Its challenge now is to address the housing constraint that is pushing up
inflation while sustaining growth and ensuring macroeconomic and financial stability.
Over the past four years, the U.A.E.’s strong
economic growth has been driven by high oil prices
and a rapidly expanding non-oil sector.

Domestic and foreign-financed investments have
shot up, as the U.A.E. has become more service
oriented, with competitive tourism and other sectors.
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Private sector credit has also expanded rapidly,
financed from domestic resources and foreign
borrowing.

Record-high oil prices have generated increasing
current account and fiscal surpluses and facilitated
the buildup in official foreign assets . . .

(percent change)

(dollars per barrel)

120

70
60

Foreign liabilities of commercial banks
M22

80

40
Current account balance (right scale)

Domestic credit, net1

100

(percent of GDP)

Consolidated fiscal balance (right scale)
Average crude oil price (left scale)

32

50
24

60
40
40

16
30

20

8

20

0
–20
2003

04

05

10

06

. . . but fiscal policy has remained prudent, as
evidenced by the decline in expenditures to GDP and
the non-oil fiscal deficit to GDP.
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Sources: U.A.E. authorities; and IMF staff estimates.
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Includes claims on government (net), claims on public sector enterprises, and claims on the private sector.
2
Includes currency outside banks, dirham demand and time deposits, and foreign currency deposits.
3
Bahrain, Kuwait, Oman, Qatar, Saudi Arabia, and the U.A.E.

56

0

However, strong demand growth and housing
shortages have contributed to rising inflation, which is
higher than in most other oil producers in the region.
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biannually by the IMF cover the Middle East and Central
Asia, Asia and Pacific, the Western Hemisphere,
Sub-Saharan Africa, and Europe. In each of the
regional volumes, recent economic developments and
prospects for the region are discussed as a whole as
well as for specific countries. The reports include key
data for countries in the regions. Each report zeroes
in on economic policy developments that have affected
economic performance in the region and discusses
key challenges faced by policymakers. The near-term
outlook, key risks, and their related policy challenges
are analyzed throughout, as well as special chapters that
look more closely at topics such as the evolving nature

of capital inflows, housing market developments, the
impact of commodity price booms on lower-income
economies, or the prospects for sustainable growth in
developed economies.
These indispensable surveys of recent economic
developments and prospects are the product of
comprehensive intradepartmental reviews of economic
developments that draw primarily on information the staff
gathers through consultation with member countries in
the context of surveillance and lending activities.
Individual copies of the Regional Economic Outlooks
are available at $31 (academic rate: $26). Please visit
www.imfbookstore.org/fp/p0712GNO-FD for further
information. Approx 50 pp. Paperback

For detailed information or to place an order, please go
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reference promo code P0712GNO-FD.

©International Monetary Fund. Not for Redistribution

