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Letter from the Editor

ie of the most important challenges developing countries will face over the
next few decades is soaring demand for energy, as economic growth boosts
energy consumption. Substantial new investment will be needed in the energy
sector to keep up with demand, or growth could falter.
Although the developing countries have attracted the interest of international
investors—they offer large new markets, the world's greatest concentration of
proven oil and gas reserves, and an improved business environment following
successful economic reforms—finance for energy projects is scarce. Many
investors and financiers find the commercial and political risks intimidating. In
his article, "Financing Oil and Gas Projects in Developing Countries," Hossein
Razavi outlines steps that governments and project sponsors can take to mitigate these risks, and describes what the World Bank is doing to facilitate the
flow of funds.
Charles McPherson's article, "Policy Reform in Russia's Oil Sector," focuses on
the problems faced by one particular country. The world's largest producer of oil
in 1990, Russia has experienced an annual decline in oil production of 7-14 percent per year over the past five years. Investments on the order of $50 billion to
$60 billion will be necessary to halt this decline; even bigger amounts will be
needed if the oil sector is to live up to its potential. Clearly, funding on this scale
will have to come from the private sector. To attract private investment to its oil
sector, Russia will need to stay the course with policy reforms. Although considerable progress has already been made under very difficult conditions, much
remains to be done, particularly in connection with reforming the price structure, tax system, and legal framework of the energy sector.
Environmental damage is often the unintended by-product of increased
energy production and consumption. But, as Dennis Anderson points out in his
article, "Energy and the Environment: Technical and Economic Possibilities,"
pollution can be significantly decreased, even with the fivefold increase in
energy consumption that is expected to occur in the developing countries over
the next three decades. A number of instruments are already available for reducing emissions—for example, cleaner fuels, low-polluting technologies, and environmental policy measures such as taxes and environmental regulations—and
promising new technologies are being developed. Moreover, the cost of less polluting environmental practices is low or declining—and is even negative in
some cases, if environmental benefits are taken into account. The main barriers
are policies and attitudes. Investment in research and development, demonstration of technologies, and education and training are therefore as important in
pollution-abatement efforts as the other instruments at the disposal of governments and businesses.
The challenge is indeed daunting. To enjoy sustained economic growth and
raise standards of living, developing countries need to pursue policy reforms
that will enable them to attract sizable investments in their energy sectors. At
the same time, they need to safeguard the environment for future generations.
As these articles show, the difficulties are great but not insuperable.
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Financing Oil and Gas Projects
in Developing Countries
HOSSEIN R A Z A V I
In the future, investment
opportunities in the oil and
gas sector are likely to be concentrated in developing countries. Project financing is
scarce, however, because of
the commercial and political
risks. What can be done to
mitigate the risks and attract
funding?

T

HE BIGGEST increases in demand for oil and gas are occurring
in the developing world, which is
also where most of the world's
proven oil and gas reserves are located.
International
energy
companies—
investors, equipment suppliers, contractors, and consulting firms—are therefore
shifting their attention from Europe and
North America to developing countries,
which are likely to offer more business
opportunities in the oil and gas sector in
the future.
Although many new projects are being
formulated, most do not take off because of
the difficulties of securing sufficient financing. Project sponsors are being forced to
design more flexible and innovative financing packages involving a range of partners
from both the public and private sectors.
Still, the commercial and political risks
often discourage potential partners. In an
effort to facilitate the flow of funds, the
World Bank recently revised its strategy in

the oil and gas sector, giving greater
emphasis to helping governments and private companies manage and mitigate project risks.

A changing sector
During the past five years, the political
and economic environments in the developing countries have changed drastically, as
has the international oil and gas industry.
These changes have had a profound effect
on the hydrocarbon sector.
The role of the state has been
redefined. Recognizing that the state does
not make a good entrepreneur, many governments have redefined their role as policymaker and regulator. They are giving a
freer rein to the private sector and letting
market forces determine the most efficient
ways of supplying commodities and services. This trend, although global, has had
the most dramatic results in the former centrally planned economies.
The international petroleum market has changed markedly. In the
1970s and 1980s, there was substantial concern about the security of petroleum supplies and the danger of rising prices. Some
of these risks still exist, but crude oil and
petroleum products are now viewed as commodities that should be supplied through
the most cost-effective channels. The
emphasis is on procuring petroleum products in the international market, and development of domestic resources is seen as
justified only when oil and gas can be produced and marketed at internationally competitive prices.
Environmental concerns are now
prominent. Deterioration of the environment has become one of the primary
concerns of the international community.

Environmental issues are of particular concern with respect to the hydrocarbon sector
in developing countries.
First, oil and gas projects often have
potential environmental and safety risks,
which have to be investigated and managed. In industrial countries, projects are
designed and implemented in accordance
with clear and transparent standards, but,
in most developing countries, there are no
environmental standards for the oil and gas
sector. In the past, major oil companies
applied in-house standards and acted as
custodians for environmental concerns, but
this is changing as many small private
companies begin to operate in the hydrocarbon sector.
Second, existing oil and gas facilities in
many developing countries are operating at
sub-optimum standards, causing damage
to the local and global environment. Oil
spills and gas leakages, which need to be
cleaned up as rapidly as possible, are of
particular concern.
Natural gas has become the fuel
of choice. Partly because of environmental concerns and partly because of
economic and efficiency considerations,
natural gas has become a popular fuel in
developing countries. Outside of the countries of the former Soviet Union, the use of
natural gas in developing countries was
quite limited until recently. In the past five
years, gas consumption has increased by 6
percent annually. A large share of the gas
consumed is used for power generation, as
efficiency of gas-based combined cycle
plants has increased significantly.

Business opportunities
Total world oil consumption is projected
to grow by about 36 percent between 1995

Hossein Razavi,
an Iranian national, is Chief of the Oil and Gas Division in the World Bank's Industry and Energy Department.
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and 2010. Most of this growth will be in
developing countries, where demand is
expected to increase in almost all sectors
(Chart 1). In contrast, the growth of oil consumption in the industrial countries is
likely to be limited to the transportation
sector. Over the same period, total world
gas consumption is also projected to grow
by about 36 percent. The growth of gas
consumption in developing and industrial
countries alike will be due largely to the
expansion of gas-based power generation;
the largest additions to gas demand will
therefore be in developing countries, where
most of the expansion of power-generating
capacity is taking place.
Hydrocarbon reserves are also concentrated in developing countries (Chart 1).
Only 5 percent of total proven oil reserves
and 9 percent of proven gas reserves are in
the industrial countries; the remainder are
in developing countries.
This concentration of market prospects
and oil and gas reserves, combined with

recent economic reforms, has stimulated
substantial interest in the developing countries' hydrocarbon sector. As business
opportunities in the oil and gas sectors of
industrial countries diminish, energy companies are shifting their attention to the
energy investment requirements of developing countries. But the traditional system of
financing oil and gas projects in developing
countries has been dismantled, and a new
system is not yet in place, resulting in a
shortage of financing.
Until the 1970s, most petroleum projects
in developing countries were financed by
the international oil companies, through
internal cash generation. This situation
changed during the 1970s, when governments became heavily involved in the
petroleum sector to ensure better control of
their reserves and, in the case of petroleumimporting countries, to quell concerns
regarding the security of oil supply.
Consequently, funds for oil and gas projects
came from government budgets and official

borrowing, as well as from international oil
companies. In the early 1990s, emphasis
shifted again toward private sector financing, as most governments began limiting
their involvement in, and budgetary contributions to, the oil and gas sector. However,
the international oil companies have
become less willing to finance these projects on their own and have begun to
include a wide range of partners in projects
for a variety of reasons, including a political need for local participation and a desire
to share project risks. As a result, funding
of oil and gas projects has become quite
complex, involving public as well as private
investors and financiers.

Project risks are bottlenecks
Project risks are normally classified
under two general categories—commercial
and political. Commercial risks (e.g., cost
overruns, delays, and shortfalls in project
revenues caused by uncertain sales and
prices) are all considered to be under the

Cham
Oil and gas: demand and resources
Most of the increase in demand is occurring in developing countries

Sourece Wold Bankestimates
1 Newly indepenent states of the former soviet Union
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Chart 2

World Bank lending for oil and gas projects
(1975-99)

Source: World Bank data.
Note: Technical assistance refers to loans aimed at improving institutional efficiency, restructuring, etc.

control of project sponsors, while political
risks (e.g., expropriation of assets, civil
unrest, and foreign exchange inconvertibility) are not. With conventional project
financing methods, project sponsors
assume and manage the commercial risks
and buy insurance against political risks.
In many developing countries, there is
another dimension to political risk that is
more difficult to handle. The lack of wellestablished legal, institutional, and regulatory systems and policies makes it possible
for governments to take unpredictable
actions that could substantially affect costs
and revenue streams—particularly if, for
example, governments control the domestic
prices of oil and gas, or decide to change
the terms of oil and gas taxes and royalties.
This risk is the biggest deterrent to private
investment in the oil and gas sector of
developing countries. Even in countries
where governments have taken steps to
establish a stable framework and clarify
policies, project sponsors (and financiers)
may not have full confidence that the new
business environment will remain unchanged and that the government will fulfill its obligations fairly and consistently.
Project risks are allocated to the different
parties involved through numerous agreements and contracts included in the security package. These documents are aimed
at protecting the interests of the sponsors
and, more often, at providing comfort to
lenders that risks will be managed to a reasonable extent. From a lender's point of
view, three questions need to be answered.
First, can the project be constructed and
commissioned within the planned schedule
and budget? Second, can the project generate the projected net revenue? Third, can
the net revenue be allocated and paid back
4

to the lenders and investors according to
the project agreement? In connection with
these questions, lenders want to know who
would be responsible for damages in the
event the project fails in any of these areas.
The issue of political risk should be
addressed at the outset of project preparation. Most investors and financiers are convinced that commercial risks can be
effectively addressed when the time comes,
but they feel that political risks cannot be
controlled by anyone. Thus, they do not
take a proposal seriously until they receive
some assurance that political risks are
manageable. Political risks can be mitigated through a variety of measures,
including different forms of guarantees and
the involvement of certain types of partners—for example, a key state entity or
powerful local individuals and companies.
Formal guarantees can be provided by host
governments and by multilateral and bilateral agencies. Often, rather than choosing
one form of comfort over another, sponsors
will try to combine them to get the most
comprehensive coverage at the lowest possible cost.
Commercial risks can be mitigated
through two distinct avenues. First, sponsors need to reach an agreement with the
government of the host country or with government entities about some aspects of
marketing the project's output. The government's role varies depending on the country
and the type of project. For gas projects, the
government's role is substantial because
most of the output is bought by a state
entity or is sold at prices regulated by the
state. Therefore, project sponsors need to
secure take-or-pay or throughput agreements with the state entities. The government needs to guarantee the credibility of

the state entities or to provide assurance
that it will permit any necessary increase in
energy prices. Securing government guarantees and agreements takes a relatively
long time, particularly in countries that lack
clear precedents. The second avenue involves negotiating with contractors, equipment suppliers, fuel suppliers, operating
companies, and so on, to determine their
willingness to compensate for damages if
they fail to fulfill their obligations. Although
technically complex, this process is normally accomplished efficiently because it is
driven by commercial incentives.

The role of the World Bank
In 1995, the World Bank re-examined its
oil and gas lending strategy in consultation
with member countries, representatives of
the international petroleum industry, and
other sources of finance. The strategy was
revised to take account of the changes that
had taken place over the previous 5 to 10
years and to enable the Bank to provide
member countries with the most effective
assistance. In accordance with the new
strategy, which puts substantial emphasis
on helping developing countries to mitigate
project risks and enabling governments to
serve as effective regulators, the Bank will
support the creation of open and competitive markets; encourage protection of
health, safety, and the environment; and
serve both as a magnet for private capital
and as a lender of last resort. The Bank's
new agenda, designed in cooperation with
other World Bank Group members—the
International Finance Corporation (IFC)
and the Multilateral Investment Guarantee
Agency (MIGA)—includes technical assistance, lending, and guarantees as follows:
• Helping countries to establish legal
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and regulatory frameworks that facilitate
private investment and enhance efficiency.
• Assisting in the restructuring of public
hydrocarbon companies through corporatization, commercialization, and privatization.
• Identifying more efficient and benign
fuels and promoting the substitution of
gas for coal and oil when this would be
both more efficient and environmentally
beneficial. As a recent study in India has
shown, liberalized access to modern fuels
can—directly or indirectly—help poor
households move up the "energy ladder" to
cleaner, more efficient fuels for cooking
than wood fuels and agricultural residues
for cooking.
• Assisting governments in the environmental cleanup of existing oil and gas facilities and in establishing standards and
institutions required for monitoring the environmental impacts of oil and gas projects.
• Facilitating international trade projects
(mainly gas pipelines but also liquefied natural gas projects and oil pipelines). Gas
pipeline projects may particularly benefit
from Bank support because, as investments
with long payback periods, no alternative
uses, and often uncertain local markets,
they are seen by private investors as relatively risky. World Bank participation as a
facilitator is warranted in projects that are
very complex and that require direct participation by the state or a state company.
• Financing urgent, economically sound
projects in oil development, processing,
transmission, and distribution—but only in
the absence of sufficient private sector
resources.
• Providing guarantees to cover risks for
important and environmentally vital projects. Since September 1994, the Bank has
been offering two different types of guarantees as a way of "leveraging" private investments in key projects: (1) a partial risk
guarantee covering governmental nonperformance of contractual obligations in a
project (such as selling inputs to the project, buying end-products, or making certain related investment); and (2) a partial
credit guarantee that typically extends
maturities beyond what creditors would
otherwise provide, for example, by guaranteeing late-dated repayments.
The level of World Bank lending to the
oil and gas sector has fluctuated substantially over the past two decades in response
to changes in market conditions as well as
to shifts in the Bank's own policy. After the
oil crisis of the 1970s, the Bank began to
play a prominent role in the oil and gas sector, assisting member countries in develop-

ing their indigenous energy resources.
Bank lending, initially concentrated in
exploration and development of hydrocarbon resources, climbed to $1 billion in 1983.
This rapid expansion caused concern that
the Bank might pre-empt the private sector.
The Bank therefore imposed limitations on
its lending for oil exploration and production. These limitations, combined with a
perception that future oil demand would be
weak, caused lending to drop sharply (it fell
to $300 million in 1986). By 1990, the Bank
was again active in the hydrocarbon sector,
but this time the emphasis was on promoting private sector involvement and supporting the development of natural gas as a
substitute for coal and oil.
Bank lending in the oil and gas sector is
expected to reach about $1 billion yearly
during the second half of the 1990s (Chart
2). However, the sectoral composition is
expected to shift away from upstream
industries to infrastructure, reflecting the
Bank's view that the private sector will
invest in upstream projects if the infrastructure for delivering the output is in
place. The Bank is also increasing its
emphasis on technical assistance, which
will be aimed at facilitating sector restructuring, privatization, private sector development, and the establishment of
environmental standards and monitoring
institutions.

Recommendations
Sponsors of oil and gas projects in developing countries often find themselves in a
seemingly never-ending process while
designing the ownership structure, security
package, and financing plan. They must try
to achieve conflicting objectives—minimizing the risk and financing costs while maximizing the likelihood of successful and
timely project implementation. To manage
project risks, sponsors try to get more players involved. There is a strong tendency to
involve local partners—in the hydrocarbon
sector, these are normally state oil and gas
companies. Despite the great differences
between state-owned and privately owned
companies, recently there has been a surprising convergence in the way these entities seek to finance projects in developing
countries. State-owned companies, which
have traditionally financed their projects
through government budgets or official
government-sponsored borrowing, have
recently turned to commercial sources of
finance, such as commercial bank loans, private bond placements, and sales of equity in
stock markets. And private investors now
seek to incorporate official sources of

finance with government sponsorship into
their projects—even going so far as to form
joint ventures with state entities.
The trend is clearly toward using the full
range of financial tools available for oil and
gas projects in developing countries. Thus,
with a larger number of project partners
and a wider range of financial instruments,
project preparation has become much more
complex. A critical question while designing the ownership structure is the role of
government or state entities in the project.
Often, some ownership by state entities provides access to a variety of sources of official funding, but, in practice, most official
financiers hesitate to support full state
ownership. The appropriate degree of state
participation varies, depending on the type
of project and the country's business environment. For upstream oil and gas projects
and refineries, the role of the state should be
minimized. For infrastructure projects, a
larger role for the state is normally
justified. With an appropriate ownership
structure, sponsors could receive support
from multilateral institutions such as the
World Bank, which now offer a menu of
instruments that are more flexible than in
the past. The different types of assistance
offered by the World Bank can be combined
to facilitate the mobilization of funds from a
variety of sources.
Governments can further facilitate
investment in the oil and gas sector by
establishing clear regulatory and fiscal
regimes. Often the risk-reward profile of a
project can be substantially improved by
clarifying the rules of the game and assuring project sponsors and lenders of the stability of relevant policies. Governments
may also benefit by studying the practices
of other countries with regard to fiscal systems and the parameters of regulatory
regimes. This is another area in which the
World Bank and other multilateral institutions can offer valuable assistance based on
their cross-country experience. IF&D

For information on obtaining funds from
multilateral, bilateral, and commercial
financiers, see Hossein Razavi, 1996, Financing
Energy Projects in Emerging Economies (Tulsa,
Oklahoma: PennWett Books).
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Policy Reform in Russia's Oil Sector
C H A R L E S P. M c P H E R S O N

Despite difficult circumstances, policy reform in
Russia's oil sector has been
impressive. Nevertheless,
further reforms and investments in excess of $60 billion
over the next 10 years will be
needed to help the sector
realize its potential

R

USSIA'S OIL sector is critical to
the country's overall economic
recovery. Oil accounts for 5 percent of Russia's GDP, 20 percent of
its foreign exchange earnings, and 10 percent of its fiscal revenues. Over the past five
years, oil sector performance has fallen far
below its potential. The world's largest oil
producer in 1990, Russia has now slipped
to third place, with production declining at
annual rates of 7-14 percent. Investments
on the order of $50 billion to $60 billion will
be required over the next 10 years just to
stabilize production, and even larger sums
will be needed to bring about a recovery.
Funding at these levels will not be forth-

coming unless the private sector, both foreign and domestic, can be engaged. Private
sector commitments will depend crucially
on policy reform in the oil sector.
Achieving policy reform in Russia has
presented major challenges. Many reform
concepts were entirely new to Russia four
years ago, especially those based on market
principles or the need for legal transparency. The number and range of participants involved has also made the reform
process highly complex (see table). Against
this background, Russia's achievements in
the oil sector have been impressive. Not
surprisingly, however, a number of critical
issues are still outstanding.

Oil prices
At the beginning of the reform period
(1992), Russia's oil prices were administratively set at less than 5 percent of world levels. A move to market prices was urgently
required to better allocate resources in both
production and consumption. It was also
recognized that appropriate pricing would
reduce Russia's disproportionately high
consumption of fossil fuels with beneficial
effects on the environment.
These arguments seem straightforward
enough but they ran into serious obstacles,
among them charges that oil price liberalization would fuel inflation, cause unaccept-

able hardship for consumers, and create
windfall profits for the "oil barons." Similar
arguments against price reform were commonly heard in the industrial countries following the leap in world oil prices in the
1970s.
There were at least two additional
sources of resistance to oil price liberalization in Russia. First, complete price reform
depended—and still depends—on the unrestricted access of Russian oil to world markets. Domestic policymakers have expressed concern over the social and political consequences of a diversion of crude oil
supplies away from the domestic market in
favor of exports. Second, any significant
difference between domestic and world
price levels translates into a favorable environment for arbitrage and establishes
vested interests in blocking reform.
These considerations prevented oil from
being included in Russia's general price liberalization of January 1992. Nevertheless, a
process of steady reform got under way.
Within 18 months, all administrative controls, limitations on profit margins, and
sales allocations for the domestic market
were largely ended. Once prices had been
liberalized on the domestic market, the
reformers turned their attention to trade
liberalization. Oil export quotas were abolished in early 1995, and oil export duties,

Charles P. McPherson,
a Canadian national, is Principal Energy Economist in the Infrastructure, Energy, and Environment Division of the Europe and Central Asia Regional
Office of the World Bank.
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Oil sector reform involves many participants
Price reform

Tax reform

Legal reform

Enterprise reform

Foreign direct investment

President's office
Ministry of Fuel and Power
Ministry of Finance
Ministry of Economy
Ministry of Foreign Economic
Relations
Duma Economic Policy
Committee
Regional government
Producers
Consumers
World Bank and IMF
Bilateral lenders

President's office
Ministry of Fuel and Power
Ministry of Finance
Ministry of Economy
Duma Economic Policy
Committee
Regional government
Producers
World Bank and IMF
Bilateral lenders

President's office
Ministry of Fuel and Power
State Committee on Geology
Ministry of Environment and
Natural Resources
Duma Industry and Energy
Committee
Duma Ecology and Natural
Resources Committee
Duma Economic Policy
Committee
Federation Council
Regional government
Producers
World Bank and IMF
Bilateral lenders

President's office
Ministry of Fuel and Power
Ministry of Economy
State Property Agency
Regional government
Producers
World Bank and IMF

President's office
Ministry of Fuel and Power
State Committee on Geology
Regional government
Producers
World Bank and IMF
Bilateral lenders

Source: World Bank.

which were driving a wedge between
domestic and international prices, were
reduced. By the end of 1995, domestic
prices were at parity with international
prices, net of the export duty, and were
equivalent to 70 percent of world prices in
absolute terms (Chart 1). The government
announced a 50 percent reduction in the oil
export duty, effective April 1,1996, and has
made a commitment to abolish the remaining duty by July 1,1996.
Although offset to a degree by parallel
tax increases, higher domestic prices have
improved the industry's cash flow and
incentives, and contributed to some renewed rehabilitation of low-cost production
facilities. Domestic consumption of oil and
Chart 1

Russian crude oil prices
converging to world levels 1

Source: World Bank.
1
Crude oil price at border.

oil products has declined sharply, not only
because of industrial restructuring and
declining incomes but also, in part, because
of the price increases.

simple, calling for a modest royalty or revenue tax, a corporate profits tax, and an
additional profits-based tax (or production
share) that would escalate with the actual
profitability of a project.
Oil taxation
The formula will apply only to projects
Tax reform remains one of the most to be carried out under PSAs. There is no
pressing oil sector policy issues. The heart reason, however, why the same concept,
of the debate lies in the tension between the with some modification, should not be more
urgent need for revenue to reduce the bud- generally applied. A shift in this direction is
get deficit and the equally compelling con- one of the options the government is likely
cern that increased oil taxation not "kill the to explore over the next 12 to 18 months.
One of the advantages of the new system
goose that lays the golden eggs." It should
be possible to reconcile these two objectives is its greater reliance on profits-based—as
by putting in place a tax system that is flex- opposed to revenue-based—taxation. The
ible enough to encourage a wide range of oil principal concern of the government in
production and development projects, while assessing any possible change to the existcollecting a significant and progressive ing system is that the fiscal contribution of
the oil sector might be jeopardized. In parshare of the economic rents from the sector.
Russia's present oil tax system attempts allel with its review of tax design, the govto satisfy both fiscal and incentive objec- ernment is committed to taking muchtives by varying the incidence of an excise needed steps to strengthen administration
tax and certain revenue taxes as a function and enhance tax compliance.
of the estimated profitability or cost of an
oil producer's operations. The government Legislation
has experienced problems with the applicaA legal framework setting out clearly the
tion of this system, however, and a critical rights and duties of the government and
review of its efficiency is planned.
contractors, and covering key issues such
Russia is already well on its way toward as ownership and taxation is a sine qua
introducing new tax arrangements for non for investment in the oil sector of any
major oil development projects that are now major oil-producing region. While some
pending. To get such projects off the saw the urgency of establishing such a
ground, the government has negotiated a framework, many Russians, including leadseries of production sharing agreements ers in the oil industry, did not at first recog(PSAs) with foreign and domestic investors nize the importance of the necessary
on an individual project basis. These agree- legislation. During the Soviet era, the
ments contain attractive, "state-of-the-art" industry had operated through administrafiscal provisions and will become effective tive fiat and the lobbying of powerful
when acceptable enabling legislation is contacts. Now, acceptable framework legisenacted. The PSA formula is relatively lation is widely regarded as essential, but
Finance & Development /June 1996
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questions remain concerning what form the
legislation should take:
• Should legislation cover all resources,
or focus specifically on petroleum?
• Should the legal regime be licensebased, raising the specter of unilateral
withdrawal or revision of licenses by the
government, or should it be a contractbased regime that is mutually binding on
the government and the investor?
• Should the parliament approve all
contracts and amendments, or should
reasonable authority be delegated to the
government?
• How should federal and regional interests and authority be balanced in such difficult areas as approving licenses and
contracts, controlling operations, safeguarding the environment, and sharing tax
revenues?
• What special privileges, if any, should
be granted to foreign investors?
These conceptual issues and most of the
standard provisions of petroleum legislation and contracts represented largely
uncharted water for the Russian reformers.
Not surprisingly, progress has come in fits
and starts. Overlapping and sometimes
competing legal drafting initiatives were
common, as were serious inconsistencies
and conflicts among the laws and drafts
affecting petroleum operations.
An omnibus law, the Law on
Underground Resources, covering all natural resources was enacted in 1992, but it
contained no specific provisions for
petroleum and established a license-based,
rather than a contract-based, regime.
During 1992-95, considerable effort was
made to draft more than half a dozen laws
or regulatory packages, involving several
government ministries, parliamentary committees, and industry lobbies, and some
coherence began to emerge. Over the same
period, foreign and domestic investors
made great strides in negotiating PSAs
containing provisions that were standard
internationally for the petroleum industry.
The Law on PSAs, enacted in December
1995, represents a very important step
toward an acceptable legal framework for
major PSA investments in the oil sector.
Several key issues relating to assurances of
a contract-based regime, contract stability,
governing law, and arbitration, are still
unresolved, but the government is working
actively to address them, drafting clarifying regulations and, as required, legislative
amendments.

Enterprise reform
Viewed against the background of the
8

legacy of central planning and a complete
absence of accountability, transparency,
and competition, Russia's achievements in
the areas of institutional and enterprise
reform in the oil sector have been considerable. Legislation and decrees have, with
reasonable clarity, defined the roles of government at both the national (Moscow) and
regional levels. The government has
increasingly distanced itself from interference in the commercial operations of the oil
industry and recently decided against the
creation of a national oil company.
As early as November 1992, a presidential decree established a blueprint for
enterprise reform: all oil enterprises were to
be given independent legal (joint stock
company) status as quickly as possible; up
to 12 vertically integrated oil companies
would be formed; and the government's
controlling shareholdings would be sold off
in three years. These goals have all been
largely met. The one cloud still hanging
over this chapter of the reform story is
the lack of transparency and the haste
with which major oil enterprise privatizations were handled in late 1995. It is generally accepted that with more careful
management, and more openness and
time, these sales could have realized much
larger revenues for the government and

Chart 2

Russian-foreign joint ventures
have performed well 1

Source: World Bank.
1
Crude oil production.

attracted more experienced, marketoriented investors.
With independent legal status and the
prospect of privatization, enterprises have
begun to restructure, to put their operations on a commercial basis. The need to
gain access to international capital markets
and to attract share capital has led most
companies to conduct independent legal,
financial, tax, and reserve audits, thereby
promoting good corporate governance.
Recent gains notwithstanding, tax arrears
are a major, urgent problem for companies
and the government alike.
Finally, competition, supported by legislation, appears to be developing well at the
producing level and even at the refining
and distribution levels of the "oil chain."
Local monopolies are likely to be shortlived. Natural monopolies in oil pipeline
transport are still state-owned and will be
subject to regulation of rates and rules of
access. The potential for private ownership
of new transport projects is being seriously
discussed.

Foreign direct investment
Foreign private investment is playing,
and will continue to play, a critical role in
achieving stabilization and recovery in the
oil sector. What it will take to attract foreign capital is largely reflected in the
reform agenda discussed above: international prices, export access, an internationally competitive tax and legal framework,
restricted government intervention, and
well-run, financially sound Russian counterpart companies. Attracting foreign capital will also depend on a welcoming or
accommodating Russian attitude toward
such investment.
Russians have generally been deeply
skeptical of foreign involvement in their
economy. In good part, this is due to nationalist sentiments, which have deep historical
roots, as well as to professional pride.
Foreign direct investment has been viewed
as a necessary evil, providing essential
bridge finance during economic transition,
at the expense of giving away part of the
national heritage. In fact, Russia stands to
gain a great deal from the involvement of
foreign capital, as do other major oil regions
in the world. These gains include shared
financial and technical risk, accelerated
development, and shared technical and
managerial ideas and practices. These
advantages have become increasingly
apparent to the larger Russian firms that
have now been exposed to major international firms for several years. Their foreign
partners hold an average of less than
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45 percent of international deals because
they recognize the benefits of joint ventures.
Through 1995, approximately $1 billion
has been invested in foreign joint-venture
projects in Russia under special incentive
schemes providing exemptions from the
more onerous features of the existing tax
system. These projects have performed
well relative to the rest of the sector (Chart
2), but, because they have been limited in
scope and number, represent only a small
fraction of total production.
Russian focus has now shifted to the
negotiation of megadeals with foreign
investors in the context of PSAs. As part of
this process, many important issues
between the government and foreign
investors, and between Russian and foreign
joint ventures, have been resolved or at
least clearly identified. Ten of these projects, worth an estimated $60 billion in new
investments, have been negotiated with 14
different international companies. Their
implementation depends on the completion

of an enabling legal framework. Once these
projects are fully operational and the benefits of cooperation become more tangible,
Russian resistance to foreign investment, at
least in the oil sector, could erode rapidly.

Next steps
Given the difficult
circumstances,
Russian progress on oil sector reform has
been substantial. Prices have risen from less
than 5 percent of world levels to 70 percent;
an acceptable tax package has been developed, which was negotiated in the context
of PSAs; and the government has committed itself to seriously considering broader
tax reform. Competing drafts of petroleum
legislation have begun to coalesce, and there
is growing consensus on the required legal
reforms. The recently enacted Law on PSAs
was a major achievement. A rational institutional framework for the oil sector now
exists, with minimal state interference, and
enterprises have rapidly become more commercial. Despite the fact that many

Russians remain ambivalent about foreign
investment in the oil sector, truly worldscale projects are now pending on a foreign
joint-venture basis, and more are planned.
These achievements notwithstanding, a
number of critical obstacles to reform
remain: export duties need to be abolished
in order to complete price reform; PSA fiscal provisions should be further defined
and confirmed by legislation; broader tax
reform for the oil sector needs to be
urgently addressed; regulations and legislative amendments will be required to complement the PSA law and unlock the
billions of dollars in pending PSA investments; and further progress on commercialization, audits, and tax compliance is
required to bring oil sector enterprises up
to international standards.
The Russian reform context remains
very complex and, if anything, this complexity is increasing as the number of
active participants grows. Nevertheless, the
potential payoff to reform is enormous. F&DJ
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Energy and the Environment:
Technical and Economic Possibilities
D E N N I S ANDERSON

Total energy consumption in
developing countries is
expected to soar over the next
few decades. But this does not
necessarily bode ill for the
environment. Technological
advances are making it
possible to reduce pollution
considerably, even as energy
use increases.

D

EVELOPING countries will soon
be the world's largest markets for
energy. Their total energy consumption today is only half that of
the rich countries—and their per capita
energy consumption a mere one-tenth of
what it is in the rich countries—but it is
doubling every 15 years and is expected to
increase fivefold over the next three
decades or so in the course of economic
growth. This projection assumes significant improvements in energy efficiency,
without which the increase could be higher
yet. Moreover, even with an increase of this
magnitude, per capita energy consumption
in the developing countries would still be
relatively low—allowing for population
growth, it would be less than one-fourth of
per capita energy consumption in the
industrial countries today.

Will developing countries be able to
increase energy use while reducing pollution? From a technical and an economic perspective, the answer is yes, if the
environmental policies required are put in
place. It is possible to reduce pollution by
factors of 10 or more in the most serious
cases, even if energy consumption levels
rise fivefold. Furthermore, developing countries would find themselves better off both
economically and environmentally.

A basic identity
Let us recall a basic identity relating pollution to energy use:
Emissions of pollutants = [energy use] x
[emissions per unit of energy use]
In every country, opportunities to reduce
energy use through efficiency improvements can always be found. Decreasing
the subsidies—common in many countries—for fossil fuels and electricity production would reduce both physical and
economic waste, as would innovations that
improve the efficiency with which energy is
used in factories, commercial establishments, homes, electricity production, and
transport. In electricity production alone,
the amount of fossil fuels needed to generate a kilowatt-hour has declined by 90 percent over the past hundred years, almost
entirely because of technical advances that
increased the thermal efficiency of power
stations. Yet demand for electricity doubled
every decade for more than 70 years, partly
because energy efficiency also reduced
costs and prices. The demand for energy in
developing countries is highly income elas-

tic: per capita income elasticities for the
consumption of electricity, for example, are
currently 2.0 or higher. Also, more than 2
billion people are still without (or are
unable to afford) electricity, oil, or gas for
domestic purposes. As incomes rise in
developing countries, energy use can be
expected to increase appreciably, even with
continued gains in efficiency.
Hence we need to turn our attention to
the second term on the right-hand side of
the equation—emissions per unit of energy
use. The evidence that these can be reduced
is encouraging. Data on the emissions
intensities of technically proven low-polluting practices relative to the emissions intensities of practices still in widespread use in
developing countries are presented in the
table. The pollution indexes show how
large the scope for improvement is in four
key areas:
• Household fuels. The pollution from
smoke and the damage to natural resources
(e.g., soil depletion and erosion) caused by
the use of fuelwood and dung for cooking.
• Electricity production. Particulate
matter emissions and acid deposition from
the use of coal.
• Motor vehicles. A range of tailpipe
emissions from diesel and gasoline engines.
• All fossil fuels. Carbon dioxide (CO2)
emissions and climate change.
The striking feature of the low-polluting
practices listed is that emissions (or erosion, in the case of soils), with the partial
exception of nitrogen oxides (NO*), can be
reduced to very low levels, often to one-hundredth or less of emissions levels resulting
from polluting practices. Even if energy use

Dennis Anderson,
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Low-polluting technologies are available
Relative pollution intensities of polluting and low-polluting practices for
selected activities and pollutants
(polluting practice = 100)

Index per unit of output
Source and type of emissions
or environmental damage

Polluting

Household fuels
Smoke from firewood, dung

100

Soil erosion (sediment yield)

100

Low-

polluting
0.0
<1 to 5
<1 to 5

Low-polluting
practices
Gas, kerosene
Stoves with flues
Agroforestry; erosion-prevention
practices such as contouring,
mulching, use of vetiver grass,
"no till" agriculture

Electricity production
Paniculate matter
Carbon monoxide (CO)
Sulfur dioxide (SO2)
Nitrogen oxides (NOX)

100
100
100
100

O t o <5
5 to 10

Motor vehicles: diesel engines
Particulate matter
Sulfur dioxide (SOZ)

100
100

<10
5

Clean fuels and particulate traps
Low-sulfur fuels

Motor vehicles: gasoline engines
Lead
Carbon monoxide (CO)
Nitrogen oxides (NOX)
Volatile organic compounds

100
100
100
100

0
5
20
5

Unleaded and reformulated fuels;
catalytic converters

All fossil fuels
Carbon dioxide (CO2)

100

<01

<0.1
<0.1

Natural gas; clean coal technologies;
scrubbers; low-sulfur fuels;
low NOX combusion methods;
emission control catalysts

Renewable energy sources

Sources:
Energy-related pollution. Smith (1988) for household fuels. For electricity production, gasoline and
diesel engines, CO2 emissions, and marine pollution (oil), a review of technologies and evidence of
pollution abatement are provided in Anderson (1991), drawing on Organization for Economic
Cooperation and Development (1989), Asian Development Bank (1991), and Bates and Moore
(1992). The possible negative figure for CO2 emissions could be realized by using biomass—especially wood—as an energy source in a renewable way, since this would be associated with an
increase of carbon storage.
Soil erosion. Site-specific evidence (for over 200 cases) of erosion with and without the erosion control methods noted is presented in Doolette and Magrath (1990). The decreases in erosion rates
shown here are based on their data for 11 cases in Taiwan Province of China and correspond to the
best agronomic (but not necessarily the most expensive) practices.
1 Can be negative if biomass (wood) fuels are used.

expands fivefold, therefore, a 90 percent
reduction or more is technically feasible in
most cases, and a substantial reduction is
possible in all cases.

Household fuels
The World Bank's World Development
Report 1992: Development and tlie
Environment (WDR 1992) noted that studies of smoke from the use of fuelwood and
dung ("biofuels") for cooking in rural areas
". . . have found particulate matter levels
which regularly exceed by several orders
of magnitude the safe levels of WHO
[World Health Organization] guidelines—
[SJmoke contributes to acute respiratory
infections that cause an estimated 4 million
deaths annually among infants and children. Recurrent episodes of such infections
show up in adults as chronic bronchitis and

emphysema, eventually contributing to
heart failure."
Nearly 2 billion people are dependent on
these fuels. The report's conclusion—that
indoor air pollution is one of the most
severe environmental problems facing lowincome developing countries—has not been
disputed.
Indoor air pollution could be almost
entirely eliminated by substituting gas,
kerosene, or electricity for the fuels now
used in cooking. Comparisons of fuel use
across countries and over time show that a
steady transition to cleaner fuels occurs as
incomes rise and as industries expand. By
the time per capita annual income in a
given country has risen to around $1,500,
the transition to modern fuels is almost
complete. However, no fewer than 70 developing countries with populations totaling

3.5 billion have incomes well below this
level and are likely to be dependent on biofuels for cooking for some time. Other measures thus need to be taken in the interim. It
has been found, for example, that improved
wood stoves with flues not only raise
energy efficiency—typically, by 30-50 percent—but also reduce indoor pollution—by
a factor of 20 to 100—to levels well within
WHO guidelines.
What can be done about the other environmental impacts associated with the
widespread use of biofuels, such as soil erosion, the loss of soil nutrients, and deforestation? As indicated in the table, changes
in agricultural practices show immense
promise, not only for accelerating afforestation and taking pressures off forests and
woodlands but also for raising agricultural
productivity by reducing soil erosion—in
fact, by offering ways to regenerate topsoil—and improving the nutrient and moisture content of soils. Examples are
agroforestry practices, contouring, terracing, bunding of fields (that is, creating
embankments in them to control the flow of
water), and the planting of vetiver grass.

Electricity production
Controls of particulate matter emissions
through electrostatic precipitators were pioneered more than 40 years ago in industrial
countries and have been widely adopted in
new plant since the late 1950s. Emissions
have been reduced by two to three orders of
magnitude (factors of ten) relative to conventional coal boilers with mechanical
controls.
In the 1960s and 1970s, the problem of
acid deposition became more widely recognized. Once again, there was an innovative
response, this time in the form of flue gas
desulfurization, a switch to low-sulfur coals
and gas, and, more recently, developments
in combustion technologies—often known
as "clean coal" technologies—such as fluidized bed and coal gasification. The
remarkable growth of commercially proven
world gas reserves has also opened up new
opportunities for a very low-polluting and
efficient means of electricity generation.
Abatement levels of 95 percent for sulfur
dioxide (S02) are now feasible—and even of
100 percent, if gas is available. For NOX,
abatements of around 90 percent are feasible using catalysts and by changing boiler
designs to reduce combustion temperatures.

Motor vehicles
In terms of the most harmful tailpipe
emissions of local pollutants—particulates,
lead, carbon monoxide, volatile organic
Finance & Development /June

©International Monetary Fund. Not for Redistribution

1996 11

compounds, and nitrous oxides—
Chart 1
the story is roughly the same as
Global carbon emissions under
for coal-fired plants for electricity
two scenarios
generation. The rich countries
have already greatly reduced
emissions through the technologies now in use, mainly unleaded
and reformulated gasolines and
tailpipe controls. Urban air pollution in developing countries could
be substantially reduced through
application of these technologies.
There is, however, a major qualification—the effects of traffic
congestion. Vehicle emission stanSource: Anderson (1991), (1994).
dards are usually based on "stationary tests." But emissions rise
rapidly when vehicles accelerate,
stand in traffic, and make frequent stops do know that it will not be possible to preand starts—in short, when there is traffic vent the accumulation of carbon in the
congestion. In addition, the accumulation of atmosphere unless noncarbon (or non-netpollutants in the atmosphere is the source carbon-emitting) alternatives become availof the damage, rather than the emissions able. Improving energy efficiency will help
per se. Thus, the picture is not quite as rosy and is important for economic as well as
as the data in the table suggest. However, environmental reasons, but it will not prewe do know that pollution from lead in vent carbon accumulations from growing
fuels can be eliminated; there has been a exponentially or indefinitely, so long as
major improvement in industrial countries, carbon emissions from the burning of fossil
compared with most developing countries, where reformulated gasolines
and tailpipe controls are not in
"The main barriers to
widespread use. Progress in reducing
urban pollution from motor vehicles
pollution abatement are
will therefore depend greatly on traffic
policies and attitudes."
management, congestion pricing, and
urban transport policies, as well as on
the introduction of reformulated fuels
and tailpipe controls.
fuels exceed 2-3 billion tons per year—the
current estimate of the "natural" net rate of
Global warming
absorption of carbon by the earth's oceans
More than 90 percent of the world's and land masses. Presently, the rate of
primary commercial energy demands are emissions is around 6 billion tons per year,
met by fossil fuels, 7 percent by nuclear and emissions are growing almost in direct
power, and 3 percent by hydroelectricity. proportion to world energy demand; it is
Noncommercial traditional fuels—fuel- conceivable that emissions will exceed
wood, crop wastes, and animal dung—add 10 billion tons in 20 years, and 20 billion
another 10-15 percent to primary energy tons in 50 years—and this would be in an
supplies. On current trends, the share of energy-efficient world.
fossil fuels in total energy consumption
Alternative technologies are emerging,
seems likely to rise further for four reasons: however (Chart 1). These technologies are
the growth of commercially proven re- based on direct solar energy—primarily
serves; technical progress in extracting and photovoltaics and solar-thermal schemes
using fossil fuels, and, thus, lower costs; the for power generation—or on other renewsubstitution of fossil fuels for wood and able energy sources such as wind and
dung for cooking; and the relatively high biomass. (See K. Ahmed and D. Anderson,
costs and environmental problems associ- "Where We Stand With Renewable
ated with nuclear power. Will global warm- Energy," Finance & Development, June
ing change the situation? Are alternatives 1993; Jennings, 1995; and World Energy
to fossil fuels emerging should there be a Council, 1993.) To the list should be added
need for them?
geothermal resources, which hold considerDespite the uncertainties about global able promise. These technologies have a
warming and its possible consequences, we number of attractive features:
12

• Potential for further
development. Although already proven, they are a new
industry and fertile ground for
innovation and discovery. Costs
continue to decline, and there is a
rapidly growing market for solar
and solar-derived technologies in
developing countries. Private
industry is especially active in
their development.
• Modularity. All of these
technologies can be designed for
small or large-scale uses.
• Short
lead
times.
Installation takes months, rather
than years.
• Low land requirements
(except for biomass). It has been estimated
that the developing countries could meet all
of their current and future energy needs
with solar energy, using an area amounting
to only 5 percent or less of the land now
being used for crops agriculture. Moreover,
unused areas are often the best locations.
A hurdle still to be overcome is the cost
of storage. In the case of solar and wind
energy, it may be necessary to produce
hydrogen through electrolysis and to
use fuel cells or combustion to reconvert the hydrogen back into useful
energy. Alternatively, solar energy may
be stored in other ways: electrically by
using batteries (several advanced battery technologies are under development but are still expensive);
kinetically (using ultra-high-speed flywheel devices with low-friction bearings);
thermally (for example, using molten salts
or even metals or heated bricks);
thermochemically (using the high temperatures of solar concentrators to create synthetic gases); hydraulically (by pumping
water into reservoirs); by the storage of
compressed air, which can later be used to
drive turbines; or in the form of biomass.
All of these options are under active
research, and all are known to work. For
example, the Weizmann Institute in Israel
has successfully demonstrated an approach
in which a synthetic gas is created from
methane (CH4) and carbon dioxide (C02)
using solar heat. The gas can be stored
until needed, when it can be desynthesized
in the presence of a catalyst to give off the
stored (solar) energy for use in electricity
generation; the residuals are the original
constituent gases (CH4 and C02). The cycle
can be repeated indefinitely.
These developments in solar energy and
related storage technologies show much
commercial promise. However, most of the
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world's energy requirements will
be met by fossil fuels for some
years to come. If renewable energy
were to become the primary
energy source—for environmental
or commercial reasons,
or
both—the transition would take
decades. In this period, the options
for using fossil fuels more efficiently and in less polluting ways
will be of much importance.

Chart 2

Developing countries: marginal costs
of pollution abatement in
electricity production

Declining costs
At the time the WDR 1992 was
published, the costs of the lowpolluting practices examined in
the report were large in absolute
terms but quite small in relative
terms. For vehicle fuels and emissions controls, for example, they
Source: Anderson (1994).
were in the range of 5 to 15 cents
per gallon of fuel used, including
the annualized capital costs of
equipment divided by annual fuel con- the availability or costs of low-polluting
sumption. The report showed that reduc- technologies. The good news is that if
tion of particulate matter emissions and appropriate policies are introduced, there
acid deposition from electricity generation will be a response from business and conwould increase supply costs by about 5-10 sumers, as in the past. The main policy
percent, but that these costs could be fully instruments are familiar: environmental
offset by the gains in efficiency from the taxes on the main pollutants or sources of
new technologies or if gas were available. pollution; environmental laws and regulaFor the supply of fuelwood through agro- tions, traditionally the instruments most
forestry, field studies consistently find that favored by governments; and, for local polfinancial rates of return to farmers who lution, negotiated arrangements, backed by
introduce more sustainable practices are 15 local laws and institutions, between the polpercent or more. With respect to the global luting and polluted parties.
Three other policy instruments tend to
warming problem, it seems that the costs of
the noncarbon technologies will be far from receive less attention, but can be just as
prohibitive and may even lead to a (pleas- important in the long term as environmenant) economic surprise because of technical tal taxes and laws. First are public and priadvances in solar and solar-derived energy. vate research and development (R&D)
In general, the costs of addressing environ- programs—all the developments described
mental problems related to energy produc- above would not have taken place without
such programs. Second, technologies need
tion and use have declined since 1992.
For electricity generation, estimates of to be demonstrated before they become fullthe marginal costs of abating various pollu- blown marketable propositions, in the pretants are shown in Chart 2. The negative sent case stimulated by environmental
costs on the left side of the curve represent taxes or laws. In this respect, tax incentives
the economic benefits that would arise from and investment grants in recognition of the
pursuing the "win-win" option of energy positive externalities of innovation have a
efficiency—mainly by eliminating subsi- valuable role to play. Third, investment in
dies. To the right are points representing education and training is crucial. Most peothe marginal costs of turning to the low- ple in business and finance are familiar
polluting options. As can be seen, very high with the technologies and practices already
levels of abatement can be achieved using being used, and very often with some of the
the new technologies—probably at a nega- emerging options. However, significant
tive overall cost, once the economic benefits investments are required to retrain staff
and produce new generations of engineers
of efficiency are taken into account.
and business leaders familiar with, and
Policies
willing to invest in, new technologies and
The main barriers to pollution abatement practices.
There is every reason to believe that
are policies and attitudes, not economics or

developing countries will be able
to increase their energy use in the
future while greatly reducing pollution. Energy is an economic
"good," not an economic "bad."
Technologies and practices capable of addressing the environmental problems arising from energy
use are either already available or
in development. What is needed
is broader recognition of their
immense potential for abating
pollution and supportive environmental policies based on economic principles. I F&D I
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How Successful Are IMF-Supported
Adjustment Programs?
SUSAN S C H A D L E R

How successful have countries
been during adjustment
programs? While most have
seen a quick turnaround in
their external accounts, a
sharper focus on mediumterm sustainability, firm
nominal anchors, and better
coordination of fiscal and
monetary policy would help
to raise growth and stamp out
inflation.

T

HE 1980s were marked by severe
strains in the international economy. External financing slowed to
a trickle for many countries, while
primary commodity prices dropped sharply.
As a result, IMF lending rose to unprecedented levels during the late 1980s and
early 1990s. Moreover, conditions in the
countries borrowing from the IMF were, by
historical standards, unusually weak: fiscal
and external imbalances were large; output
was often falling; frequently, inflation was
high. In most countries, these weaknesses
were not simply cyclical but resulted from
deep-seated structural distortions.
These circumstances posed considerable
challenges for the design of "conditionality"—the policies that a country agrees to
follow as a condition for borrowing from
the IMF. Conditionality had to be pushed

beyond the traditional reliance on demand
restraint. For countries that were addressing large debt overhangs or entrenched
structural distortions rather than cyclical
weaknesses in the balance of payments,
reliance on demand restraint alone for the
needed adjustment would have required an
unacceptably deep depression of domestic
demand. Thus, supply-side policies aimed
at bolstering growth—such as reducing the
role of the government and opening the
economy to external competition—became
an important part of conditionality. Also,
conditionality began to focus more on
the sustainability of policies over the
medium term.
These issues were examined in a 1995
IMF study (see references) of the conditionality attached to 45 IMF lending
arrangements approved between mid-1988
and mid-1991 for 36 middle-income countries. The study concluded that the conceptual approach to designing adjustment
programs was sound, that most countries
adhered reasonably well to their policy
programs, and that most aspects of
macroeconomic performance improved.
The most striking gains were on the external accounts; developments in the key
domestic targets—inflation, investment,
and growth—were less impressive. These
patterns prompted an examination of ways
to strengthen the design of programs.

The setting and the strategy
Economic conditions at the outset of the
arrangements were, almost without exception, dire. Most countries had debilitating
underlying problems—severe institutional
weaknesses, fiscal indiscipline, and weak
external competitiveness. In these circum-

stances, many had been pushed to a crisis
by a sudden outside disturbance, such as a
deterioration in the terms of trade. Others
had seen a gradual deterioration in the
external accounts, erosion of external
reserves, slow growth, inadequate savings
and investment, and rising inflation (see
chart). Typically, a country's first response
was to borrow abroad, without addressing
underlying problems. Countries usually
sought IMF support as a last resort.
Although the countries shared severe
external financing constraints, initial conditions did vary. Almost half of the countries
had had at least two recent borrowing
arrangements with the IMF; for these countries, trade imbalances had been narrowed
in preceding arrangements, and remaining
external problems largely reflected debt
overhangs. In countries that were just
beginning the adjustment process, external
difficulties more frequently reflected an
acute imbalance between what they
absorbed and what they produced. In many
Latin American and Eastern European
countries, excess demand showed up in
high inflation, but in many African, Asian,
and Middle Eastern countries, inflation
was low. The Central European countries
brought a new dimension to the traditional
diversity of initial conditions: in general,
their need for, and commitment to, structural reform surpassed that in other countries. At the same time, the collapse of their
principal export markets and a deterioration in their terms of trade made their
adjustment unusually daunting.
The strategy for addressing macroeconomic imbalances had three prongs:
(1) reining in domestic demand through
fiscal and credit restraint; (2) implementing
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Initial conditions varied

Countries with IMF arrangements and other developing countries 1

Sources: IMF Executive Board documents; and World Economic Outlook, various issues.
1
Figures for other developing countries are a weighted average of calendar year data with weights
corresponding to the share of each calendar year in t-1, t-2, t-3 of countries with arrangements, excluding
Central Europe.
2
Ratio to exports of goods and services before debt rescheduling.
3
Argentina, Brazil, Costa Rica, Cote d'lvoire, Ecuador, Haiti, Jamaica, Madagascar, Mali, Mexico,
Morocco, the Philippines, Uruguay, Yugoslavia, and Zaire.
4
Algeria, the Congo, Egypt, Gabon, Nigeria, and Tunisia.
5
Bulgaria, the former Czechoslovakia, Hungary, Poland, and Romania.
6
Cameroon, El Salvador, Guatemala, Honduras, Jordan, Pakistan, Papua New Guinea, Trinidad and
Tobago, and Venezuela.

structural reforms to promote a supply
response and improve the efficiency of
resource use; and (3) securing external
financing to support the program (and
often to clear external arrears). While this
broad approach was suitable for virtually
all countries confronting unsustainable
external positions, the diversity of specific
circumstances meant that the degree of

reliance on each prong needed to be attuned
to each country's circumstances.

Program developments

In most countries, macroeconomic performance improved during the arrangement and, in many, continued to do so
afterward. Improvements were large in the
external sector. In countries that started

their arrangements in the midst of acute
balance of payments crises (mostly the
countries that had not had recent arrangements with the IMF), a marked improvement occurred quickly. In countries with
less acute difficulties, underlying problems
were addressed. Official reserves rose to
more comfortable levels; about half of the
countries that had had external arrears
cleared them; some countries (particularly
those that had had recent arrangements)
benefited from large increases in capital
inflows; and current accounts converged
toward positions that could be financed by
normal capital inflows.
There were disappointments, however,
even in external developments—particularly in sub-Saharan Africa and Central
Europe, capital inflows failed to materialize as projected; several countries did not
fully resolve their debt overhangs and
arrears; and, in most countries, strong
export growth early in the program faded
toward the end of the period reviewed.
Developments in the domestic economy
were less impressive. A few countries (the
former Czechoslovakia, Mexico, and
Poland) sustained dramatic reductions of
inflation from very high initial rates, but
many continued to experience the moderately high inflation rates they started with;
a few (Algeria, Hungary, Jamaica, and
Romania) even saw inflation accelerate. For
most countries outside Central Europe,
there was some strengthening of growth
and, on average, an increase in savings
ratios. Still, no country shifted to a distinctly more rapid pace of growth backed
by higher savings. Most worrisome was
that few countries saw an increase in total
investment as a share of GDP. On the
brighter side, however, private investment
rates rose, on average, as public investment
rates fell, and the productivity of investment—as measured by the incremental
capital-output ratio—rose.

Policy focus
In light of these developments, the
review focused on the characteristics of
policies supported by the arrangements
and how they could be improved. The
review examined whether policies were
tailored to the particular needs of each
economy, whether there was too much
emphasis on reaching external objectives
or a subordination of domestic objectives,
and whether there was adequate focus on
the sustainability of policies over the
medium term.
Government budgets. Fiscal adjustment strategies were tailored, in several
Finance & Development /June 1996
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crucial respects, to the specific nature of
initial imbalances. Fiscal adjustment, on
average, was targeted to come about
equally from revenue increases and expenditure restraint. Planned expenditure cuts,
however, were largest in the countries
where the ratio of expenditure to GDP was
the highest, while the opposite was true for
revenue. Targeted changes in overall
deficits were greatest in the countries with
the largest initial imbalances.
In fact, fiscal adjustment was, on average, close to that targeted. With available
data, however, and the short period considered, it is impossible to account precisely
for the separate roles of discretionary policy change, exogenous influences, and
cyclical factors. On average, spending
restraint was somewhat greater than
planned, and revenue increases were
slightly short of target. Proportionately,
restraint of capital spending was greater
than that of current spending.
These observations suggest that fiscal
adjustment strategies were sensitive to
countries' initial conditions and policies
were largely implemented as planned.
However, programs were often not presented in the context of an explicit mediumterm analysis of the potential for revenue
mobilization, expenditure needs, and
financing. It was, therefore, not possible
to answer one critical question: how
much of the gap between actual and sustainable fiscal deficits was closed over the
program period?
One recommendation of the study is that
programs should be based more explicitly
on medium-term fiscal frameworks that
consider the medium-term targets for
money creation and inflation, the intertemporal dynamics of the government debt
ratio, and the impact of fiscal adjustment
on the savings-investment balance of the
economy. Also, where data permit, programs should take fuller account of the
effect of current decisions on future fiscal
trends or prospects for investment and
growth—for example, where protecting
capital spending is important, where social
expenditures have borne a large share of
cuts, or where the efficiency of revenue
measures is questionable.
Financial programs. The study
found that targets for money supply
growth were exceeded in two-thirds of the
program years. About as often, inflation
targets were missed by sizable margins.
Most missed money targets did not reflect
higher-than-targeted credit growth, but
rather higher-than-targeted inflows of foreign exchange.
16

This echoes the earlier observation that
programs more consistently achieved
external objectives than inflation targets.
The typical structure of financial programs—ceilings on the net domestic assets
of the monetary authority or banking system and floors on the net international
reserves of the monetary authority—is
highly effective in achieving reserve targets
but inherently less so in restraining
money creation and reducing inflation.
When inflation expectations are entrenched
and nominal exchange rate appreciation is
resisted, capital inflows can accommodate
higher-than-targeted inflation. To help
redress this limitation, programs should
specify benchmarks for an appropriate
monetary aggregate. Deviations from such
benchmarks would signal dangers for inflation targets and the need for prompt policy
responses, guided by the causes of the deviations and by the short-term trade-offs
between building reserves, controlling
inflation, and preserving competitiveness.
Financial market reform. Financial
market liberalization, particularly the decontrol of interest rates and the introduction of auctions for government paper,
progressed quite remarkably. As a result,
real interest rates often rose from negative
to positive levels—sometimes even to levels
that could be considered excessive. In general, high real rates fell back to moderately
low levels within one or two years.
The study considered ways to avoid high
real interest rates even for short periods.
Essentially, these involve ensuring that, as
financial market liberalization and shifts in
fiscal financing from bank to market borrowing create a market-clearing role for
interest rates, the persistence of other distortions does not put excessive pressure on
interest rates. Two issues are particularly
important. First, programs need to focus on
improving prudential controls, bank supervision, and the competitive structure of
financial markets to minimize oligopolistic
behavior and reduce pressure on interest
rates from adverse selection by banks.
Second, programs must ensure adequate
fiscal adjustment to avoid excessive reliance on tight credit for achieving inflation
targets. Judging the appropriate mix of
financial policies—even ex post—is difficult. Typical indicators of insufficient fiscal
adjustment and excessive reliance on credit
restraint—persistently high real interest
rates, large capital inflows, or weak private
investment—can occur for reasons unrelated to excessive credit restraint. Few of
the countries reviewed showed clear evidence of excessive reliance on credit

restraint. Nevertheless, further work on the
development of indicators is needed.
Exchange rate as an anchor.
Almost half of the countries reviewed used
the exchange rate as a nominal anchor—
that is, a fixed or pre-announced path for
the nominal exchange rate. These were usually countries with inflation rates that were
initially either very low or very high. By
contrast, most countries with moderately
high initial inflation (annual rates of 20-50
percent) chose to manage their exchange
rates more flexibly. These differences
reflected the choice between two possible
short-term roles for the exchange rate—on
the one hand, anchoring inflation expectations and disciplining policies, and, on the
other, maintaining or improving competitiveness. In general, the countries that had
an exchange rate anchor reduced inflation
or maintained it at low levels. The cost was
typically a loss of price competitiveness as
inflation fell or stayed low, but was still
above that in trading partners. In two countries—Argentina (1989) and Yugoslavia
(1988)—an exchange rate peg was not adequately supported by other policies and
proved unsustainable. Countries that chose
a more flexible policy tended to see little
decline or even increases in inflation, but,
on average, saw some improvement in
competitiveness.
The experience confirms the results of
other studies that exchange rate anchors
are effective in reducing high, or sustaining
low, inflation when supported by macroeconomic discipline and when initial exchange
rates are not misaligned. In a first-best
world, where financial policies are sufficiently restrictive, there would be clear
rewards to using the exchange rate as an
anchor for a period of at least a few months
to a year. In fact, policies are often not
strong enough and a short-term trade-off
between inflation and competitiveness
arises; often the choice is dictated by the
external constraint. The trade-off needs to
be kept under review, especially in the face
of adverse movements in the terms of trade
or protracted loss of competitiveness.
When the exchange rate is used more
flexibly, limits to the effectiveness of nominal depreciation to achieve real depreciations must be recognized. Real exchange
rate rules—targets for the real exchange
rate to guide nominal exchange rate policy—should be avoided. Decisions on
whether to adjust nominal rates should
take into account the prospects for needed
support from fiscal policy and wages.
Structural reforms. All countries
pursued structural reforms—typically
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fastest and first in exchange, trade, and
financial systems, and, in Central Europe,
price liberalization. Reform of taxes, public
spending, and, particularly, public enterprises and labor markets was slower. There
was no evident pattern in the sequencing of
reforms, which appears to have been a
function more of political opportunities and
administrative capabilities than optimal
sequencing considerations. In some cases
this may have led to problems, but they
were not especially serious. In general, the
analytical basis for comparing different
sequences for removing distortions is
weak, and insisting on specific patterns of
sequencing may often have slowed or even
obstructed structural reform owing to
delays in taking politically difficult actions.
The experience suggests that, except
when there are clear risks in a specific
pattern of reform, it is best to move as
rapidly as possible with reforms when they
are technically and politically feasible
and to channel any resulting tensions into
a consensus for further change. Nevertheless, the costs of sequences of reforms that
may prove particularly risky—such as
financial market liberalization before adequate prudential controls and bank supervision are in place—need to be recognized
and avoided.
Labor markets. Although widespread,
labor market rigidities were addressed only
to a limited degree. In many countries, real
wages in the organized sector were not very
responsive to labor market conditions.
Backward-looking indexation (de facto or
explicit) existed in many countries, especially those with high and intermediate levels of inflation. Modifying this practice was
essential to lowering inflation, reducing real
wages to market-clearing levels, and girding economies against disruptions from
nonfinancial shocks. In most countries, the
problem was recognized, but a political consensus for change could not be secured.
Poor data and political sensitivities hampered an evaluation of the degree to which
labor market and wage-setting practices
constrained job creation, investment, and
growth. Greater efforts are needed to collect
wage and employment data, and, where
possible, to apply analytical techniques
common in industrial countries for judging
whether real wages are excessive.

Saving, investment, growth
The study looked at possible causes of
the rather weak development of savings
during programs. The econometric evidence bears out the conclusions of other
studies that the channels for policies to

influence saving rates directly were limited.
Changes in government savings had a
direct effect on aggregate savings,
although, on average, about half of any
such change was offset by an opposite
movement in private savings. Other
systematic determinants of private savings—actual and expected growth rates
and the terms of trade—were beyond the
direct control of policies. The influences
that were controlled most directly by policies—changes in real interest rates and
exchange rates, financial reform, and pension reform—proved to have weak effects.
Indeed the success of programs in attracting capital inflows and raising expectations
about future growth may, in the short run,
even depress private saving ratios.
There are several possible reasons for
the sluggishness of investment and
growth—slow growth of final demand,
deficient savings (domestic or foreign) to
finance investment, restraint on government investment, and the need to establish
a track record to gain investors' confidence.
A first perusal of the evidence suggests
that the last of these—a wait-and-see tendency among investors—is likely to have
been the strongest explanatory factor. Final
demand generally picked up during the
programs; countries that experienced large
increases in the availability of foreign savings did not systematically see better outcomes for investment than other countries;
and many of the countries that squeezed
government investment the most saw the
largest rebounds in private investment. The
exploration of these issues clearly needed
to be more exhaustive than was possible in
the study, and follow-up studies were
undertaken on the responses of investment
and growth to adjustment policies.

of the process of establishing conditions for
greater efficiency, saving, investment, and
growth over the longer term.
Still, the study did identify several areas
where program design could be strengthened. In general, programs would benefit,
data permitting, from comprehensive
medium-term scenarios that spell out consistent medium-term prospects for savings,
investment, intertemporal debt dynamics,
and the current account. This would help
determine the adequacy of fiscal adjustment, realistic investment and growth
goals, and the need for structural reform to
cultivate an environment attractive to
investment. With respect to financial policies, episodes of very high real interest
rates underscore the importance of bank
reform and adequate fiscal adjustment so
as to avoid excessive reliance on credit
restraint to rein in demand and contain
inflation. The increasing number of countries for which disinflation is an important
objective means that more attention needs
to be given to establishing a nominal
anchor in each program. In many circumstances, the exchange rate is best suited for
this role, although firm money targets are
useful when uncertainties about the equilibrium real exchange rate exist. Finally, programs need to extend the good record of
structural change in exchange, trade, and
financial systems to labor markets, tax
policy, and public enterprise finances. iF&Dl

Were strategies right?
In broad terms, the study concluded that
the basic three-pronged approach was
appropriate. The approach did place a
strong emphasis on achieving balance of
payments objectives, but this was inevitable
in light of limited access to external
resources and the generally dire balance of
payments problems that brought countries
to the IMF for support. Most programs
appear to have pursued these objectives
with sensitivity for the ultimate goals of economic policy—to improve living standards
through higher growth. Fostering sustainable growth is invariably a protracted process requiring steadfast adherence to
sensible policies over a long period. Thus,
most programs aimed to secure immediate
improvements in external finances as part
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The Response of Investment and Growth to
Adjustment Policies
E R I K C. OFFERDAL

The basic pillars of economic
growth—investment and saving—are strongly influenced
by the private sector's confidence in a country's policies.
The timeliness, sustainability,
and consistency of policies are
therefore critically important.

A

RECENT IMF study asked how
adjustment policies could better
contribute to reinvigorating
medium-term growth in developing countries. To answer this question, the
study examined the influence of macroeconomic policies and core structural reforms
on the investment, saving, and growth performances of eight developing countries
(Bangladesh, Chile, Ghana, India, Mexico,
Morocco, Senegal, and Thailand) since
1970. The impetus for this study came from
a review of IMF-supported adjustment programs. (See the article by Susan Schadler
in this issue.)
Most of the eight countries suffered
adverse external shocks—higher oil prices,
falling commodity export prices, and rising
world interest rates—during the latter half
of the 1970s and the early 1980s. Their initial responses to these shocks typically
included expansionary policies, mainly the
running up of large fiscal deficits, sometimes combined with new or intensified

import restrictions and exchange controls.
These policies exacerbated, rather than
relieved, an already difficult situation by
fueling inflation or increasing external debt
burdens, or both. In many cases, the result
was a macroeconomic crisis, frequently
involving a severe external financing constraint that entailed an abrupt shift in net
resource flows. The subsequent adjustment
program typically had to begin with efforts
to restore macroeconomic stability. The
adjustment effort started in the early 1980s
and continued up to the present time for all
countries except Chile and India.
The short-term declines in output, investment, and measured productivity
resulting from the crisis and early adjustment were especially dramatic in Chile
(both in 1975 and 1982) and Mexico (in
1982-83). Most other countries experienced
a more moderate slowdown in growth.
Private investment as a share of GDP typically fell for several years, while cuts in
public investment were part of the fiscal
consolidation. An exception was Ghana,
where growth picked up quickly as a severe
import compression was reversed in 1983.
In the medium term, Chile, Thailand,
and—to a lesser extent—Ghana succeeded
in achieving sustained growth rates that
were higher than those prevailing before
the implementation of adjustment policies.
Both Chile and Thailand also achieved a
marked and sustained increase in private
investment, supported by higher domestic
savings and capital inflows. In many of the
other countries—especially Bangladesh,
Mexico, Morocco, and Senegal—the
recorded gains in output growth were mo-

dest at best, and in some (India, Mexico, and
Morocco) the recovery in private investment
occurred only after a "pause" of a few years.

Economic stability
One approach to answering the question
of whether economic stability matters for
growth is to compare growth rates for each
of the eight countries with world average
growth rates after taking into account
the effects on growth of key, longer-term
influences (such as investment and termsof-trade movements) and of macroeconomic
policies. This amounts to comparing each
country's performance with a control group
that is modified to take account of these
broader influences on growth. Of course,
all such comparisons involve potential
pitfalls, since it is difficult to predict what
would have happened in the absence of
adjustment.
This comparison indicates that countries
experiencing episodes of severe macroeconomic instability—Chile in the early 1970s,
Ghana prior to 1983, and Mexico in the
aftermath of the 1980s debt crisis—typically had growth rates well below the world
average during those episodes. Moreover,
following implementation of their adjustment programs and restoration of macroeconomic stability, both Chile and Ghana
achieved growth rates well above the world
average. Thus, after controlling for other
influences on growth, policies oriented
toward supporting macroeconomic stability do appear to be beneficial to rapid
recovery of output.
However, there is more to the story
than stability. In Mexico, on the one hand,
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significant stabilization was achieved in the
aftermath of the debt crisis, yet recorded
growth rates have barely recovered to the
world average. Thailand, on the other hand,
enjoyed prolonged macroeconomic stability,
yet it achieved growth rates above the
world average both before and after adjustment. Both experiences suggest important
additional roles for confidence in a country's policies and for structural factors.

Growth-fostering policies
Three aspects of policies—timeliness,
sustainability, and consistency—are crucial
for investor confidence. An inappropriate
design of adjustment policies may prolong
or contribute to macroeconomic instability
and uncertainty, and thus sap private sector
confidence.
Delaying adjustment until the point of
crisis will generally result in a longer
and more protracted slowdown of
output growth for three principal reasons. First, the rapid contraction
in domestic demand will leave little
time for resources to be reallocated to
cushion the impact on output.
Second, policies undertaken in a
crisis may well include ad hoc
measures that are not conducive to
investment and growth. Evidence
suggests that, at least initially, fiscal
adjustment in many of the countries
discussed was not based on growthoriented changes in tax and expenditure
systems. (See the article by George A.
Mackenzie and David W.H. Orsmond in this
issue.) Third, in a crisis environment, private sector confidence weakens, which, in
turn, is likely to reduce the effectiveness of
adjustment policies. For example, a tightening of fiscal policy should be partly offset
by "crowding in" of private investment,
since the reduced demand for credit by the
public sector would entail lower interest
rates and more credit being available to the
private sector. However, expectations of
policy reversals may induce investors to
take a "wait-and-see" attitude, thereby
stalling growth.
Progress toward sustainability of economic policies can foster private sector confidence by reducing concerns about policy
reversals. One limited yet useful criterion
for gauging sustainability is a fiscal balance that will maintain a constant ratio of
public debt to GDP, in the context of low
inflation and market-determined interest
rates. Judged by this criterion, Thailand's
deficit was broadly sustainable from the
outset of adjustment. This perception probably contributed to the relatively rapid

increase in private investment. The other
seven countries all made progress toward a
sustainable fiscal position. However, in several of them (notably Morocco), such a position was reached only after several years;
and in others (Ghana and India), the
improvement was later partly reversed,
probably delaying the "crowding in" of private investment. Moreover, the initially
slow response of private investment to a
strong fiscal adjustment, especially in
Mexico, is probably closely linked to the
debt crisis. The sudden loss of external
financing meant that even a sharply
reduced deficit had to be financed largely
from domestic sources, which put considerable upward pressure on interest rates,
thereby squeezing private investment.
Consistency between the elements of
macroeconomic policies is crucial. The mix

Why an investment pause?

Most of the eight countries experienced a
considerable decline in private investment,
either before or during the early part of
their adjustment programs, amounting to
3-4 percentage points of GDP. Moreover, in
some countries (Mexico, Morocco, and, to a
lesser extent, India) private investment
remained at this more depressed level for
2-4 years before beginning a recovery. In
other countries (Bangladesh, Ghana, and
Senegal), the recovery started earlier but
was weak and uneven.
An examination of the behavior of investment in the eight countries indicates that
both the credibility of policies and the
degree of macroeconomic instability and
uncertainty are important influences on the
forward-looking decisions of private
investors. If investors are concerned that a
market environment is highly uncertain, they may delay investing until
a more positive assessment can be
reached. This may lock the economy
into a low-investment, low-growth
equilibrium if a sufficient number of
firms postpone investments. In contrast, policies perceived as consistent and unlikely to be reversed may
turn expectations around and
induce private investors to go ahead
with their plans, thereby reducing
the costs of adjustment.
These influences appear to have been
especially important in Ghana, where both
the lingering impact of foreign exchange
controls and slippages in financial policies
induced the 1992-93 investment decline; in
Mexico, where persistent high inflation was
an important deterrent to real private
investment during 1983-87; and in Senegal,
where inflation and rising external debt
contributed to holding back investment in
the early 1980s.
Economic policies were also found to
influence investment through several other
channels: changes in the level of economic
activity (capturing the contractionary
impact of adjustment policies and confidence effects), as well as real interest rates
and the supply of credit to the private sector (reflecting the effects of the mix of fiscal
and monetary policies and financial sector
reforms). In six countries, public investment was found to compete with and crowd
out private investment, implying that selective rationalization of public investment
would help to promote private investment.
However, this is an issue where generalizations are difficult, since investment in some
components of public infrastructure may
well encourage private investment.

"Three aspects of
policies—timeliness, sustainability, and consistency—
are crucial for investor
confidence."
of fiscal and monetary policy must include
strong enough fiscal adjustment to minimize upward pressure on interest rates
and increase private sector access to bank
credit. Moreover, the policy mix should
be kept under review to ensure its consistency with the overall macroeconomic
objectives, in view of the unpredictable
shifts in private sector saving and investment behavior at a time of substantial
changes in macroeconomic and structural
policies. In Mexico, even though fiscal
policy was sustainable when gauged by the
above-mentioned criterion, the external
position proved to be untenable owing to an
unexpectedly sharp fall in private saving.
The coordination of fiscal, exchange rate,
and wage policies is also essential to
establishing policy credibility and strengthening external competitiveness. In both
Chile and Thailand (after 1984), depreciations of the nominal exchange rate led to
significant gains in external competitiveness as fiscal consolidation held domestic
price pressures in check. These improvements were supported by the suspension
of compulsory wage indexation in Chile
(in 1982) and, in Thailand, by the flexibility
of the labor market, which facilitated the
necessary adjustments in real wages.
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Why a slow saving response?

Only Chile and Thailand achieved large
and lasting increases in their saving rates.
By contrast, Bangladesh, Ghana, Morocco,
and Senegal achieved moderate increases
in saving rates during adjustment, although Ghana's gain was short-lived.
In most countries, the increase in saving
resulted primarily from higher public saving, although this was partly offset by
decreased private saving. This offset, typically on the order of 50 percent, suggests
the need to be cautious about projections of
a recovery in overall saving, especially in
the short term. Also, when public saving is
raised at the expense of current expenditures, such as primary education—that
should more correctly be measured as
investment in human capital—it may harm
growth prospects. The impact of other
policy-related factors, including real interest rates, were, however, found to be small.
Large terms-of-trade fluctuations and supply shocks also played a substantial role in
Ghana, Morocco, and Senegal.
On the one hand, strong fiscal adjustment contributed to the saving performances of Chile and Thailand. Moreover,
the offset between public and private saving was moderated by a history of macroeconomic stability and a fall in the
dependency ratio (the share of the old and
the young in the total working-age population) in Thailand, and public sector reforms
(of the tax, public enterprise, and pension
systems) in Chile. Mexico, on the other
hand, has recorded a marked decline in
national saving, resulting from a boom in
consumer spending. This boom was fueled
by concerns about policy reversals, eased
liquidity constraints, and expectations of
higher real incomes.

Structural reform
Macroeconomic adjustment efforts must
be accompanied by structural reforms
aimed at improving the efficiency of
resource allocation and productivity in
order to permanently increase a country's
growth rate.
Those countries that began with
relatively small structural distortions
(Thailand) or made significant progress
toward eliminating major distortions (Chile
and Ghana) experienced the greatest productivity gains. In contrast, Senegal's slow
and faltering progress in structural reform
appears to have yielded few productivity
gains. The modest gains in measured productivity developments in Mexico and
Morocco cannot be explained solely by the
extent of their structural distortions; both
20

countries had only moderate distortions to
begin with and both made major progress
in carrying out several aspects of reform.
Some observers have noted that growth in
newly emerging sectors of the Mexican
economy may not have been fully
recorded. Moreover, important weaknesses
in Mexico's financial and agricultural sectors either remain or have been addressed
too recently for the reforms to have had
their full impact. The same is true of
Morocco's financial sector and the development of its human capital.
There is also evidence that certain clusters of coordinated reforms can provide a
critical mass that will enhance efficiency
gains. The linkages among reforms can,
however, vary from country to country, and
structural reforms will also be more effective if implemented along with restoration
of macroeconomic stability. Three clusters
of reforms stand out. First, the economy's
supply response to trade reforms is influenced by the strength of supporting
sectoral reforms, such as reducing the dominance of the public sector (Bangladesh,
Ghana, and India); building a legal infrastructure to accompany reductions in
industrial licensing requirements (India);
and increasing labor market flexibility
(notably Chile and India). Second, it is critically important that bank supervision and
regulation be strengthened at the same time
that the financial sector is liberalized.
Otherwise, a serious banking crisis may
result, as in Chile during the early 1980s,
when its banking regulations were too
weak to prevent rapid growth in the volume of nonperforming loans. Third, inadequate public enterprise reforms can be a
major obstacle to the development of efficient financial intermediation. Decisions
to support a weak public enterprise sector—as were made, for example, in
Bangladesh, Ghana, India, and Senegal—
have resulted in large intermediation costs
and high lending rates, which, in turn, risk
dampening the private
investment
response.

rates—Chile and Thailand—suggest that
no single blueprint exists. Still, two central
themes emerge despite the difficulties of
generalizing from a small group. First, market assessments of the internal consistency
and sustainability of policies greatly influence the size and speed of the response to
forward-looking decisions such as private
investment and saving. Second, in each
country, there appear to be close links
between particular aspects of macroeconomic and structural reforms that are likely
to be mutually supporting; hence the importance of a critical mass. Several specific
lessons for the design of adjustment policies stem from these propositions:
• Delayed adjustment is costly. Stabilization policies implemented in a macroeconomic crisis will generally have deeper
contractionary effects than those implemented in a more timely fashion.
• A forward-looking, medium-term
framework is essential, in order to ensure
the sustainability and consistency of policies that can prevent an economy from
being locked into a low-investment, lowgrowth equilibrium.
• Fiscal adjustment should be strong
enough both to minimize any adverse
effects on private investment and to support real exchange rate adjustment to promote resource switching and thereby
minimize the initial contraction of output.
• Increasing public saving is likely to be
the most effective means of raising national
saving in the short run, although a partially offsetting decrease in private saving
should typically be expected.
• Structural reforms need an early start.
In each country discussed, there were
strong indications that certain types of
structural reform tend to reinforce each
other, suggesting that carefully combining
mutually supportive reforms is likely to
maximize their beneficial impact on
growth. Moreover, insufficient emphasis on,
or delays in, implementing sectoral reform
measures can dampen the economy's supply response to macroeconomic reforms.

Key lessons
The linkages between a country's policies and its economic growth are often indirect and can operate with significant and
variable lags. Moreover, many factors other
than policies have an impact on growth.
Nevertheless, macroeconomic and structural policies clearly matter. How can the
design and implementation of adjustment
policies help foster growth? The different
experiences of two countries that appear to
have achieved higher sustained growth

This article summarizes the principal findings
of "Reinvigorating Growth in Developing
Countries: Lessons from Adjustment Policies in
Eight Economies," by David Goldsbrough, Louis
Dicks-Mireaux, Sharmini Coorey, Mauro
Mecagni, Balazs Horvath, Kalpana Kochhar,
Erik Offerdal, andjianping Zhou, which will be
published shortly in the IMF's Occasional Paper
serc
i es
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The Quality of Fiscal Adjustment and Growth
GEORGE A. MACKENZIE AND DAVID W.H. ORSMOND

"^~~~~~^~^
Fiscal adjustment is usually
., f.
.,
,.
tne first Step on me roaa to
macroeconomic Stability. But
*u«taitu>H0rniutl, veauire* that
SUStainea growm requires mat
OS much attention be paid to

the wav the government's

Growth-friendly policies
The magnitude of the change in the fiscal balance is relatively easy to measure,

duces reliable, comprehensible, transparent,
y data: and the use of project
appraisal techniques where appropriate.
Thg game camot bg gaid Qf the oyerall
These activities must be financed by a
quality of fiscal adjustment—it is not easy tax system that does not impede growth.
to tdl exactl what
y
combination of tax and While all—or virtually all—taxes are distorting and entail some loss of welfare, a
expenditure reforms begt promotes growth
Nevertheless, as a general rule, public sec- growth-promoting tax system is one that
tor activities wil1 best achieve that end

. . .
.
deficit is cut as to the size of
the cut

and timel

exercises the least distort

when they complement, rather than compe^e with, what the private sector does.
The would
y
include:
• Primary education, basic health care,
and basic infrastructure, which are activi___
ties with a high social rate of return that are
fT^HE PRINCIPAL objective of typically not supplied in adequate quantity
I
adjustment programs is to foster by the private sector;
I
sustained
economic growth.
• Basic administrative and regulatory
^L Because countries beginning services to protect private property and
adjustment usually suffer from a combina- promote a stable, predictable climate for
tion of a balance of payments crisis and entrepreneurial activity. This requires a
domestic financial instability, and because well-functioning and adequately remunerof the key role fiscal policy plays in elimi- ated civil service;
nating these disequilibria, a substantial
• A cost-effective basic social safety net
reduction in the size of the budget deficit is to foster acceptance of adjustment protypically at the core of adjustment pro- grams when these are necessary and
grams. However, the way the deficit is increase the human capital of the poor; and
reduced—the quality of fiscal adjust• Efficient and effective public expendiment—can also affect growth, since some ture management, without which even the
components of government expenditure are best-designed expenditure policy will not
more productive than others, some tax be well executed. This entails the use of a
reforms more beneficial in their impact on consistent macroeconomic framework in
resource allocation than others, and some preparing the budget; an effective ceiling
types of fiscal adjustment more sustainable and control mechanism on overall expendithan others.
ture; a budget reporting system that pro-
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ing effects on

work effort and the quantity and allocation
°f investment and saving, and minimizes
reliance on scarce administrative resources
and
demands on taxpayers' compliance.
Such a s stem would have the
y
following
characteristics:
• A company income tax with a uniform
and moderate rate, and a personal income
tax with a moderate top rate and few
exemptions;
• A general sales tax, like the valueadded tax (VAT), preferably with one rate
a
nd minimal exemptions;
• A customs tariff with as low an avera
ge rate as possible, and limited dispersion
of rates;
'Export taxes only as a proxy for
income taxes in hard-to-tax sectors; and
• An efficient tax administration that
encourages "voluntary compliance" (e.g.,
by designing simple forms), effectively
monitors tax payments, promptly follows
up on late payment or nonpayment, and
discourages evasion and fraud by means of
an adequate program of audits and an
appropriate penalty system.
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Adjustment in practice

Although we know roughly what a
growth-promoting public sector should look
like, knowing the desired destination of economic policy cannot give us a road map
that a country can use to get there. To
improve understanding of this issue, a
recent IMF study analyzed the nature of
the fiscal adjustment and public sector
reform efforts of eight countries—
Bangladesh, Chile, Ghana, India, Mexico,
Morocco, Senegal, and Thailand. For most
countries, an observation period of about 15
years—usually from 1978 to 1993—was
divided into three subperiods; that is,
a pre-adjustment period and, for analytical purposes, two subsequent
adjustment periods. (There was only
one adjustment period in India.)
Initial adjustment efforts. All
the sample countries reduced their
primary deficits (their overall deficits
excluding interest payments) over the
whole period by an average of 6.5 percent of GDP, ranging from 1.1 percent
of GDP in Ghana to 10.6 percent in
Morocco. But most of the decline
occurred during the first adjustment
period, reflecting the urgency of restoring
macroeconomic stability. The adjustment in
the first period was achieved mainly by a
reducion of non-interest expenditure (3.6
percentage points of the 4.6 percent decline
in the primary deficit occurred during the
first adjustment period). In the second
period there was a more balanced mix of
expenditure reductions and revenue
increases (excluding the large adjustments
in Chile).
Non-interest expenditure bore the brunt
of the early adjustment because there was
only limited scope for raising revenue. Tax
rates were already high and probably quite
distorting, and the scope for broadening
the base of existing taxes was limited by,
among other things, the difficulty of taxing
agriculture and services, retroactively rescinding tax incentive schemes, and the
increased cascading that broadening the
base of the existing sales tax would have
entailed.
This left no alternative but fundamental
reform—introducing new and more
broadly based taxes, like the VAT. Mexico
and Senegal had already introduced VATs
with multiple rates prior to their first
adjustment periods, though the revenue
yields were relatively limited; in contrast,
Chile, which had a relatively efficient tax
administration, successfully introduced a
single-rate VAT early in the first adjustment period. For reasons that included the

extensive administrative preparations necessary for its introduction, none of the five
remaining countries introduced a VAT during the first adjustment period. Of these
countries, only Ghana substantially increased revenue, and this was mainly
attributable to the effect of the exchange
rate devaluation on the effective tax rates
on existing major tax bases.
Not only were the initial adjustments primarily focused on non-interest expenditure,
but the cutbacks were not spread equally.
The scope for quick but substantial and
lasting reductions in the civil service wage

• minimized reliance on indiscriminate
expenditure cuts, which would typically
prove to be temporary;
• took early action to reform the tax system;
• strengthened expenditure and tax
administration, so as to improve the efficiency of expenditure, increase the tax
yield over time, and allow for the adoption
of a less distortive tax system; and
• reformed public enterprises to increase
their operational efficiency and eliminate
uneconomic subsidies.
Later adjustment efforts. While all
eight countries adopted policies along
these lines, there were distinct differences within the group.
After making disproportionately
large cuts in capital expenditure and
operations and maintenance in the
initial adjustment period, almost
every country increased government
investment in the second period, in
reaction to growing bottlenecks and
less budgetary stringency. Chile,
Ghana, Morocco, and Thailand
appear to have best preserved investment in the more productive areas.
The shares of total education and health
expenditures in GDP decreased only
marginally during the adjustment period.
Primary education standards, of particular
importance for growth, were protected and
improved in Chile and Thailand, but not in
most of the other countries. Although in
general there was some improvement in primary health care, the countries with the
poorest health indicators at the outset of
the adjustment effort—Bangladesh, Ghana,
and Senegal—made less progress than the
others in this respect.
Overall, the budget-cutting ax fell less
heavily on the civil service wage bill. Wage
freezes were tried in almost every country—especially in the early years—but
were usually reversed. Hiring freezes
proved ineffective, because the policy made
it difficult to fill more senior and professional positions. A growth-enhancing policy to reduce employment at the unskilled
level, combined with increased pay and
employment for skilled workers, was followed by only two countries—Chile,
toward the end of the first adjustment
period, and Ghana during the second.
Some success was achieved in cutting
subsidies and transfers, in part through better targeting of commodity subsidies
toward the poor. Transfers to enterprises
were
decreased
mainly by price
adjustments.
All of the countries achieved some ratio-

"... it is not easy to tell
exactly what combination of
tax and expenditure reforms
best promotes growth."
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bill and in subsidies and transfers proved
limited. This left two vulnerable forms of
expenditure that were cut in virtually all
countries to enable them to realize budget
savings quickly: other current goods and
services, and capital expenditure. Reductions in capital spending that cut sharply
into productive capital expenditure would
have eventually reduced medium-term
growth prospects if they had not later been
reversed. Similarly, over time, underspending on operation and maintenance would
sharply reduce the productivity of the public capital stock, while cuts in expenditures
for other goods and services would contribute to a growing imbalance between
labor and materials and supplies.
The study was mindful of this initial fiscal rigidity, since it was experienced to
some extent by all eight countries. Thus,
each country's performance was evaluated
not simply from the point of view of how
close it came to the growth-fostering ideal
but also on the basis of the direction, depth,
and sequencing of its reforms. One basic
question the study posed was how quickly
a country undertook reforms that enabled it
to accomplish some reversal of the initial
cuts in expenditure on capital and other
goods and services. More generally, countries with the best adjustment profiles
would be those that
• reallocated
expenditure
priorities
toward, or at least preserved, the most productive areas;
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nalization of income taxes. The top personal
income tax rate was reduced and the minimum taxable income, an indicator of the
administrative burden of the tax, was
increased in most. Company income tax
rates were also reduced and unified in a few
countries. Efforts in most countries to
widen the income tax base were confined to
the introduction of a minimum corporate
tax and to some rollback of tax holidays.
Exemptions and preferences in most income
tax codes remained extensive.
Reforms of indirect taxation were more
substantial. Bangladesh, Chile, Morocco,
and Thailand all introduced VATs,
which tended to raise domestic sales
tax receipts as a share of GDP. The
VATs in Bangladesh, Morocco, and
Senegal excluded the retail and/or
wholesale sector, while in Morocco,
Senegal, and, initially, Mexico, the
VAT had up to five rates, which made
it more distortive, harder to administer, and less elastic than it could have
been. Governments usually switched
from specific to ad valorem excise
rates, which increased their elasticity,
but the excise tax structure often
remained complex.
The dispersion and maximum
rates of import duties declined in all countries—and in consequence their complexity
and distortive effects were diminished—though the extent and pace of these
reforms varied, being most substantial and
rapid in Chile, India, Mexico, and Morocco.
Export taxes were virtually abolished during the adjustment efforts, except in Ghana.
In Chile, India, Mexico, Morocco, and
Thailand, the public expenditure management systems were relatively strong, in
contrast to the corresponding systems in
Bangladesh, Ghana, and Senegal; of the latter group, only Ghana improved its system
during the adjustment effort. The most
substantive improvements were undertaken by countries that had already
achieved reasonably effective basic systems. Countries with strong public expenditure management systems seemed to have
more efficient expenditure programs.
More efforts were undertaken to improve
tax and customs administration systems.
Like public expenditure management, the
most substantial reforms were undertaken
in countries—for example, Chile, Mexico,
and Thailand—that started with a solid
base. Ghana also made substantial reforms.
Bangladesh and India did not achieve substantial improvements, and in Senegal,
reforms were begun but not sustained. In
some countries, administrative efficiency

and effectiveness were hampered by inflexible public sector pay and employment policies, inadequate equipment and supplies,
the complexity of the tax code, and the constraints imposed by fiscal federalism (for
example, in India).
Although the data are incomplete, the
operating position of the public enterprise
sector improved and the cost of budgetary
support declined during the adjustment
period in all countries but Bangladesh.
Enterprise reform was typically limited to
increases in tariffs during the initial adjustment years; reforms to increase productiv-

" Whatever the pattern of
expenditure reduction
and/or tax increases initially adopted, structural
reform will, for most countries, be an essential part
of growth-oriented fiscal
adjustment."
ity were generally delayed until later in the
second adjustment period. Reform took a
variety of forms including outright privatization, establishment of performance contracts for enterprises remaining in the
public domain, and private sector involvement in public enterprise operations.

Lessons
The study suggested a number of conclusions for a growth-enhancing fiscal adjustment strategy:
• Stabilization need not play havoc with
a growth-friendly fiscal policy regime. As
shown in Chile and Thailand—whose
growth-enhancing policies stood out relative to those of the other countries—it is
possible to protect a core program of the
most productive expenditures.
• Whatever the pattern of expenditure
reduction and/or tax increases initially
adopted, structural reform will, for most
countries, be an essential part of growthoriented fiscal adjustment. Ad hoc
approaches, though they may cut the
deficit, fail to address more basic problems
and are thus prone to reversal. Some measures—like civil service and enterprise
reforms—important though they may be,
yield little budgetary savings in the short
run. Reform in these areas needs to start
as soon as possible to reap savings

and enhance growth prospects over the
medium term.
• The countries that either have basically
good public expenditure management systems to begin with or that improve a deficient system are on the whole more
successful in protecting expenditure with a
high social rate of return. In general, the
better the system is in permitting the government to set priorities and then enforce
changes in the composition of expenditure
that are consistent with them, the more productive the ultimate outcome will be.
• Major tax reform, such as the introduction of a VAT, requires either a
reasonably well-functioning tax administration or a concurrent effort at
administrative reform. At the same
time, tax design must be cognizant of
the limitations of tax administration.
As is true of public expenditure management, early action to reform tax
administration will be necessary for
most countries to achieve a growthenhancing fiscal structure.
• Increases in revenue are possible
without higher average tax rates.
With the exception of Ghana, the
countries achieving substantial increases in the ratio of taxes to GDP
did so by broadening the effective base of
the tax system, usually with the introduction of a VAT.
• A reorientation of social expenditure
toward primary education and public
health and clinics is doubly desirable, since
it boosts human capital formation and reinforces the social safety net.
• Certain reforms—such as an ambitious
reform of the civil service—can entail a
trade-off between deficit reduction now and
deficit reduction in the future, which can be
an issue when there is some flexibility in
the timing of fiscal adjustment. In such
cases, the budget needs to be viewed in a
multiperiod, rather than a single-period,
framework. iF&Dj

This article is based on a longer paper by the
authors, "The Quality of Fiscal Adjustment and
Growth," forthcoming in the IMF's Occasional
Paper series.
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GUEST ARTICLE
The Tobin Tax and Exchange
Rate Stability
PAUL B E R N D SPAHN

Recent turbulence in world
financial markets has
rekindled interest in the
so-called Tobin tax on international financial transactions
as a way to discourage
speculative currency trading
and reduce exchange rate
volatility. A two-tier structure
might be more effective than a
pure transaction tax.

T

HE PRIMARY aim of the Tobin
tax, first proposed in 1972 by
Professor James Tobin during his
Janeway Lectures at Princeton
University, is to reduce exchange rate
volatility. A uniform international tax
payable on all spot transactions involving
the conversion of one currency into another,
in both domestic security markets and foreign exchange markets, the Tobin tax
would, in theory, discourage speculation by
making currency trading more costly. The
volume of destabilizing short-term capital
flows would decrease, leading to greater
exchange rate stability.
The proposed tax is said to possess a
number of advantages. It would reduce
"noise" from market trading while allowing
traders to react to changes in economic fundamentals and policy, and would therefore

be superior to protective measures such as
capital controls. Because it would require
the international coordination of macroeconomic policies and could be used as a policy instrument by such organizations as
the IMF and the World Bank, it would
enhance not only market efficiency but also
global financial stability.
As a pure transaction tax, however, the
Tobin tax would not be effective. Because of
problems in the way it is structured, the
proposed tax would impair the operations
of the international financial markets and
create liquidity problems without deterring
speculation. An alternative solution might
be a two-tier structure consisting of a low
tax rate for normal transactions and an
exchange surcharge on profits from very
short-term transactions deemed to be speculative attacks on currencies. Under this
scheme, an exchange rate would be allowed
to move freely within a band, but overshooting the band would result in a tax on
the discrepancy between the market
exchange rate and the closest margin of the
band. Exchange rates would thus be kept
within a target range through taxation
rather than central bank intervention or the
depletion of international reserves.

Policy dilemmas
The main problems limiting the effectiveness of the Tobin tax lie in four crucial
areas: establishing the tax base, identifying
taxable transactions, setting the tax rate,
and distributing tax revenues.
The tax base. To limit financial market
distortions, the base for any tax on international financial transactions would have to
be as broad as possible. No category of

market participants would be excluded,
and the nationality of traders would be
irrelevant. The tax would apply to transactions by financial institutions, governments
and international organizations, producers
of goods and services, commercial enterprises, and private households.
However, even leaving aside exemptions
for market interventions by central banks
and for transactions between governments
and international organizations, there are
strong economic and political arguments
for exempting certain types of trades from
the tax—for example, those made by market makers and those that increase market
liquidity. Indeed, a case can be made to
exempt all financial intermediaries from
the tax on the grounds that their trading is
usually stabilizing (through liquidity trading) rather than speculative.
The first dilemma is, therefore, that the
Tobin tax cannot distinguish, on an institutional basis, between normal trading that
assures the efficiency and stability of financial markets and destabilizing noise trading, which should be the only target of the
tax. The Tobin tax would be applied to all
foreign exchange transactions whether or
not they involve financial institutions and
market makers. A solution to this dilemma
is not readily found, however. On the one
hand, exempting such institutions from the
tax would simply encourage tax-free transactions by and through intermediaries; taxing them, on the other hand, would entail
efficiency costs.
Taxable transactions. Applying the
Tobin tax only to spot transactions involving foreign currencies is likely to be inadequate because it would be possible to avoid
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the tax by trading in financial derivatives.
The substitutability of financial instruments thus poses a severe problem for the
scheme. The markets have developed cash
substitutes that would escape the tax; new
short-term instruments, similar to banker's
acceptances and commercial paper, could
be used to evade a cash-based tax, as could
foreign exchange market funds and repurchase agreements (made against collateral
and not settled on central bank accounts).
Moreover, financial derivatives (for example, forward transactions, futures, and
financial swaps) permit the transformation
of "long trading" into "short trading" with
important repercussions on spot markets.
The volume of such transactions has
grown rapidly over the past few years and
now accounts for a significant
share of all foreign exchange
transactions.
The problem cannot be
resolved simply by extending
the tax to transactions in
derivatives because the size of
such transactions cannot be
related to the underlying long
transactions in a straightforward manner. A Tobin tax on
the transactions themselves
would grossly understate the
volume of funds that can be channeled
through foreign exchange markets; however, taxing the notional value of a derivatives contract would probably severely
damage the derivatives markets and might
even destroy them completely. Given the
important role played by the forward and
futures markets in hedging risks related to
exchange rate fluctuations, the eventual
disappearance of these markets would
threaten the stability of foreign exchange
markets. Another option would be to tax
the notional amounts of derivatives contracts, but at lower rates. However,
although this would be justified by the
lower costs of derivatives, it is undesirable
because it would create a selective tax system that would be arbitrary, formidably
complex to administer, and biased.
The tax rate. It can be argued that a
tax on foreign exchange transactions
should ideally operate with a zero rate (or,
equivalently, a zero base) when the
exchange rate for the currencies in a given
transaction is in equilibrium and that the
tax rate should increase in accordance with
the deviation from equilibrium. This would
mean a variable tax, however, and Tobin's
proposal calls for a uniform tax rate.
Moreover, a low, fixed-rate Tobin tax at, say,
1 percent on round-trip transactions (sale

and repurchase of foreign currencies) is
unlikely to deter investors who expect a
short-term devaluation of 3 percent during
periods of speculation. A tax rate high
enough to deter speculation would seriously
hamper efficient financial intermediation.
The distribution of revenues. Revenues generated by the Tobin tax would
depend on a number of factors, including
the tax base, the tax rate, and the volume of
exempt trading. The tax is likely to provoke
a significant behavioral response by market
participants that is difficult, if not impossible, to assess, although it is likely that a
higher tax rate would result in a lower taxable base. Nonetheless, because of the sheer
size of foreign exchange markets, revenues
from the Tobin tax could be considerable.

proposed the World Bank and the IMF as
candidates for this role. However, it does
not necessarily follow that proceeds from
the tax would be assigned to the institution
responsible for orchestrating it.
Proceeds could be returned to national
governments, but this poses several difficulties. Redistribution to the countries
where the tax revenues originated would
favor countries with important financial
centers and would be inequitable. Another
basis for determining redistribution of proceeds to national governments could be the
relative size of countries' quotas (voting
shares) in an international organization
such as the IMF, although this, too, would
result in certain inequities.
The basic philosophy behind Tobin's
ideas on tax assignment is economically sound. Given the difficulty of determining the
regional incidence of proceeds,
they could be assigned to a
supranational body and used to
fund the provision of public
goods or global causes such
as basic research in health
or protection of the environment. However, the revenueraising potential of the Tobin
tax is so large that this alternative is unlikely to be accepted by all countries. Moreover, assignment of tax revenues
to an international organization would confer considerable power on that organization
and is likely to arouse national resentments.
Significant costs could thus be incurred
simply in trying to establish a worldwide
consensus on the issue of tax assignment.
Even if all technical and policy issues could
be resolved, the issue of assignment could
be a serious obstacle to implementation of
the tax.

"Whenever the tax is activated,
transaction costs would rise significantly, inducing markets to smooth
out large fluctuations..."
Net turnover in the world's foreign exchange
markets (spot, forward, and derivative contracts) is estimated at $1.23 trillion a day. A
static revenue estimate (that is, an estimate
that does not take into account behavioral
reactions to the tax) for a 1 percent tax on
total net turnover in all of the world's spot
and derivative markets would amount to
$13 billion a day, or about $3,250 billion
annually (assuming 250 business days per
year). This figure is unrealistic, however,
because it does not take into account the
effect of the tax on the behavior of market
participants. But, even if foreign exchange
markets were to shrink by 99 percent in
response to the new tax, it would still raise
sizable revenues of $32 billion. Alternatively,
a tax rate of 2 basis points (0.02 percent) on
$1.23 trillion could raise $64 billion annually.
Such a small tax is likely to trigger only an
insignificant behavioral response, and the
static revenue estimate is more realistic for
such a low tax rate.
The question as to who should be entitled to the proceeds from the Tobin tax presents yet another difficulty. Tax assignment
is a highly controversial political question.
Although the Tobin tax would be assessed
and collected by national governments,
international coordination would be required to set and enforce the rules. Tobin

Other policy options
Despite these problems, there are few
alternatives to the Tobin tax that could
serve as stabilizing devices in the financial
markets.
Foreign assets. A tax on the domestic
stock of foreign assets—as opposed to one
on flows—has been used by some countries
(for example, Germany and Switzerland) in
the past. Such a tax would increase the
opportunity costs of holding foreign assets,
causing investors to shift to domestic
assets. It is questionable, however, whether
a tax on the stock of foreign assets can
deter short-term speculation—it is more
likely to have a longer-term structural
impact. Moreover, discriminatory taxation
of foreign and domestic assets may not be
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wholly consistent with the Liberalization of would function on a continuing basis and ing. The surcharge would be levied only
Capital Markets Code of the Organization raise substantial, stable revenues without during periods of speculative trading when
for
Economic
Cooperation
and necessarily impairing the normal liquidity the tax base becomes positive. It could be
Development or with the spirit of the World function of world financial markets. It confined to cash transactions or, if necesTrade Organization.
would also serve as a monitoring and con- sary, could easily be extended to the derivaCapital flows. Another possibility trolling device for the exchange surcharge, tive market. Ideally, if the exchange
would be to levy taxes on capital outflows which would be administered jointly with surcharge achieves its objective, it would
or inflows. The United States, for example, the transaction tax. The exchange sur- generate no revenues.
taxed outflows during the 1960s (the inter- charge, which would be dormant so long as
The surcharge would be price-sensitive;
est rate equalization tax); more recently, foreign exchange markets were operating it would be switched on whenever the tradIsrael imposed a tax on inflows. But such normally, would not be used to raise rev- ing price for a currency passed a predetertaxes have regularly been abandoned, per- enue; it would function as an automatic mined threshold, which would be
determined by a crawling peg
haps because of their structural
(like a moving average) plus a
impact and ineffectiveness in fightA tax on exchange rate movements outside
safety margin (defined as a pering speculation. They have also
centage of the target rate). The
failed to resolve underlying struca band could discourage speculative trading
margins may vary for different
tural problems on a more permacurrencies but the same rules
nent basis and been difficult to
would apply to all markets and
reconcile with the freedom of capito all institutions operating in
tal movements.
the markets. Of course, the
Capital gains. Another altershorter the time interval for the
native to the Tobin tax would be a
crawl, the greater the scope for
sliding-scale capital gains tax that
short-term fluctuations. The
would be higher for short-term
interval should, however, be
capital gains. However, such a tax
short enough to avoid "leaning
would presumably have to be
against the wind"—sustaining
embedded in national income tax
an effective exchange rate
legislation; it is difficult to see how
against market trends—so that
it could be coordinated at the inter8
12
16
20 24
28
32
36
40
44
48
(number of days)
markets can adjust fully to
national level. Experience with
changes in fundamentals.
national withholding taxes on
Source: Author's calculations.
Whenever the tax is actiinterest income demonstrates that
vated, transaction costs would
financial markets that benefit from
low or no taxes on the incomes or capital circuit-breaker
whenever
speculative rise significantly, inducing markets to
gains of foreigners have little incentive to attacks against currencies occurred (if they smooth out large fluctuations to avoid such
cooperate at an international level. A slid- occurred at all under this regime). The two high costs. Traders would be given the
ing-scale capital gains tax would also pose taxes would thus be fully integrated, with right to recontract, however, because transsevere administrative problems because the the former constituting the operational and action costs could not be known in advance.
This would make a significant proportion
tax rate would have to vary according to computational vehicle for the latter.
the term structure, as well as the source, of
The underlying transaction tax. A of contracts contingent, and speculative
capital gains. Furthermore, in a world of minimal nominal charge of, for example, 2 attacks would become more difficult to
integrated information and telecommunica- basis points on foreign exchange transac- carry out because traders would automatition networks, it is difficult to pin down tions would raise the cost of capital cally withdraw from markets during periwhere capital gains originate.
insignificantly and would probably have no ods of large fluctuations in prices. Ideally,
effect on the volume of transactions involv- this should induce markets to behave more
A two-tier Tobin tax
ing currency conversions. A transaction tax smoothly, in their own interests, and the tax
Achieving exchange rate stability could also be imposed on derivative trades would seldom need to be activated.
The idea is illustrated in the chart. An
through taxation would require high and/or at half the standard rate, or 1 basis point.
varying tax rates, which would seriously This would allow the derivatives markets effective exchange rate is simulated over 50
obstruct the workings of international to continue functioning at low cost while days with a forward-looking moving averfinancial markets. In contrast, a small preventing the use of derivatives to evade age as the target exchange rate for each
day. A higher and lower tolerable rate are
charge on international financial transac- taxes.
The exchange surcharge. The defined in proportion to the target rate. As
tions would not create distortions but
would also fail to inhibit speculative behav- exchange surcharge would be administered long as daily fluctuations remain within the
ior in foreign exchange markets. A possible in conjunction with the underlying transac- band, no tax is levied. Once the effective
compromise would be a two-tier structure: tion tax, but its aim and implementation rate moves beyond the tolerable range, the
a minimal-rate transaction tax and an would be different. The aim would be to tax difference between the band and the effecexchange surcharge that, as an antispecula- negative externalities associated with tive rate (shaded area) is taxed at a constant
tion device, would be triggered only during excessive volatility. For normal operations, but high rate.
The scheme is very similar to the
periods of exchange rate turbulence and on the fixed-rate surcharge would be zero
the basis of well-established quantitative because the tax base is zero, which assures European Monetary System's mechanism
criteria. The minimal-rate transaction tax market liquidity and allows efficient trad- for achieving exchange rate stability
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through a target rate and an admissible
spread or band. However, rather than supporting a weakening currency through
high premiums on overnight money
deposits or through sales of foreign
exchange reserves, with the exchange surcharge, currencies are defended by taxing
technically well-defined windfall profits.
Unlike the Tobin tax, which would indiscriminately tax all transactions at the
"wrong end" and therefore penalize normal
liquidity trading, the exchange surcharge
would apply only to transactions at the
"speculative end" and would not affect normal trading.
Ideally, the two-tier scheme would work
on a global scale, as would the tax originally proposed by Tobin, but, initially, it
could be implemented unilaterally by one
or a few countries.

Benefits
The exchange surcharge proposed in
this article is intended to be a short-term
stabilizing tool of monetary policy, of

course; it would not be used to correct
structural problems. Its purpose would be
to allow smooth adjustment of exchange
rates to economic fundamentals, not to
restore an ailing economy to health. Nor
would the surcharge be able to prevent
speculative trading triggered by sudden
fears of payment defaults or political crises.
The exchange surcharge would, however, avoid the negative effects of other
monetary policy measures that sacrifice
valuable international reserves or offer
excessively generous interest rates to combat speculative attacks. Instead of depleting public assets, it would generate
revenues. It would also eliminate expectations of recurrent bailouts by central banks,
reducing moral hazard as well as the incidence of financial crises. Moreover, the surcharge would be likely to stabilize
longer-term exchange rate movements, primarily through its impact on investors'
expectations.
The goal of the surcharge—exchange
rate stability—is, of course, not an end in

itself. Stability reduces the scope for price
bubbles and false signals, improves the
allocation of international resources, and
reduces risk premiums—in particular those
related to inflation. It also restores some of
the autonomy governments and central
banks can lose as a result of heavy speculation and may help prevent harmful political
measures taken in attempts to correct misaligned exchange rates. IF&DI
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COUNTERPOINT
Why a Two-Tier Tobin Tax Won't Work
J A N E T G. STOTSKY

Financial market variability
is a perennial problem for
investors and policymakers
alike. While attractive in some
ways, a two-tier Tobin tax
would not solve this problem
and would have a number of
undesirable side effects.

I

N HIS article in this issue of Finance &
Development, Paul Bernd Spahn offers
a creative extension on the Tobin tax
idea. His proposed two-tier tax is
designed to deal with a major problem of a
Tobin tax, namely, if imposed at a high rate,
the tax would seriously impair the normal
operations of financial markets; while if the
tax is imposed at a low rate, it would not
deter currency traders who expect significant short-term changes in currency values.
The top tier of Spahn's proposed tax—the
exchange surcharge—would function as an
automatic circuit breaker whenever speculative attacks against currencies occurred.
Spahn argues that when the surcharge was
triggered, transactions costs would rise
enough to cause some traders to delay
transactions, thus smoothing out changes
in the value of the currency. Revenues from
the tax might be allocated to the countries
of origin, to an international body, or in
some other fashion.
Spahn's argument in favor of such a tax
rests on the assertion that imposing the
high rate during speculative attacks would
curb volatility, while the low rate that
would apply during normal market condi-

tions would not impair market efficiency.
He acknowledges that there are several
important drawbacks to the proposal. The
tax would apply to all transactions, without
distinguishing stabilizing from destabilizing ones; it would be difficult to design the
tax so that it applied equally to all financial
instruments; and the allocation of revenues
from the tax would be contentious.
Spahn faces an uphill battle in gaining
acceptance for such an idea. There are the
usual arguments against the Tobin tax
itself to contend with. The main one is that
there is little evidence that such taxes
reduce market volatility—volatility could
even increase. At the same time such taxes
increase transaction costs and hinder the
operation of financial markets. There
would also be enormous administrative difficulties in implementing such a tax.
Spahn's proposal raises several other
important issues. One issue is the desirability of using variable rate taxes. In practice,
such taxes are rarely used. The main reason for their unpopularity is that they create uncertainty over prices in markets. This
is, in fact, the feature of Spahn's proposed
variable surcharge that could make it effective in altering market behavior. But at the
same time, in the absence of volatility, the
additional uncertainty it would create in
financial markets is likely to impair their
operation and increase spreads. Variablerate taxes are also rarely used because they
complicate considerably the burdens on
taxpayers and tax administrations. This
effect would be particularly severe in the
case of a two-tier Tobin tax because the
number of separate transactions to which
the tax would apply is so huge.
A second issue is the advisability of mixing monetary policy with tax policy, given
the different constraints under which each

operates. Monetary policy can change
quickly and is generally somewhat insulated from politics. Tax policy changes only
infrequently and political considerations
are generally paramount. Spahn does not
address either of these two issues, though
they are crucial to assessing his proposal.
Effect on market volatility and
efficiency. Since Tobin taxes do not exist
in practice, there is little empirical evidence
to suggest that such taxes would be effective in reducing currency fluctuations, as
Spahn asserts. Countries have used various
forms of capital controls to reduce currency
fluctuations, including implicit taxes such
as nonremunerated deposits in the central
bank. An extensive literature has examined
how capital controls affect foreign exchange markets (see Dooley, 1995), reaching the broad conclusion that while capital
controls may delay currency adjustments
in the short run, they are ineffective in the
long run. Similar conclusions have been
reached in studies of the US stock market,
where a variety of methods, such as circuit
breakers and margin controls, have been
employed to reduce volatility.
More generally, empirical observations
do not provide a basis for asserting a firm
link between transaction costs and volatility. Even in the past, when transaction
costs in financial markets were generally
larger than today, fluctuations in capital
flows and prices were observed. In recent
years, transaction costs have fallen significantly for participants in major foreign
exchange and stock and derivative markets
without any apparent increase in volatility.
The main argument against financial
transaction taxes is that they reduce market efficiency, as Spahn acknowledges.
Such taxes could impose a cost on financial
markets by creating a disincentive to trade

Janet G. Stotsky,
a US national, is an Economist in the Tax Policy Division of the IMF's Fiscal Affairs Department.
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assets by inducing investors to hold a less
desired portfolio and by potentially reducing stabilizing arbitrage. Moreover, these
taxes would increase the cost of capital,
and thereby lead to lower rates of capital
formation and economic growth.
Since transaction taxes levied equally on
all assets would effectively tax more heavily short-term assets and those traded more
frequently, the most critical issue is the
desirability of taxing short-term transactions more heavily. Proponents of financial
transaction taxes have argued that shortterm traders are precisely those whose
activities are most destabilizing and thus
advocate financial transaction taxes on the
grounds that they would effectively target
this group. The motivations of different
traders in financial markets are not, however, well understood (see IMF, 1995,
International Capital Markets: Developments, Prospects, and Policy Issues), and
there is no way to target only destabilizing
traders. The case for limiting the activities
of all short-term traders is not persuasive.
Intermediaries. Financial transactions taxes would have a negative effect on
the short-term liquidity trading of financial
institutions, which rely heavily on trade in
short-term financial assets to hedge currency and other investment risks and to
provide liquidity to enterprises and individuals. Acknowledging this problem, Spahn
suggests that the tax could exempt financial institutions and market makers.
However, financial institutions and market
makers are not necessarily stabilizing
traders. In addition, exempting certain
intermediaries would encourage their use
by taxable market participants, irrespective of any advantages these intermediaries
might provide.
Cascading effects. Spahn dismisses
the efficiency effects of the low-rate Tobin
tax that would apply under normal market
conditions on the grounds that the tax
would be negligible. Under circumstances
of stable currency values, even what
appear to be small tax rates on turnover
may constitute a significant tax on the
returns to trading financial assets in view
of the narrow spreads that characterize foreign exchange market transactions. Even a
2 basis point (0.02 percent) tax on transactions value, as Spahn suggests, would
result in a significant tax on the return to
trading.
It is often assumed that taxes on turnover
are shifted forward to the consumer and
hence do not reduce the return to an activity. However, this is not likely to be the case
with a tax on financial transactions, since

most financial transactions are undertaken recently received an icy reception from US
by intermediaries. Taxes levied on turnover policymakers.
in this manner tend to cascade, so that the
Interaction between monetary
effective rate can be many times the nomi- and fiscal policies. The introduction of
nal rate applied to a single transaction.
even the simpler Tobin tax in major finanDerivatives. Derivative instruments cial markets would entail significant
have grown rapidly and are especially administrative costs in developing methods
important in foreign exchange markets. for its collection, monitoring, and enforceSince investors can construct equivalent ment. The introduction of Spahn's proposed
positions with derivatives as they would two-tier tax would be even more complex,
with cash instruments, transactions in requiring not only the apparatus of the simderivatives should be taxed. It is difficult, ple tax, but all of the monetary policy
however, to achieve equivalent taxation of considerations relevant to setting and
cash and derivative instruments, as Spahn maintaining exchange rates. The proper
notes. His solution—to tax derivative trans- use of the tax would require a degree of
actions at one-half the standard rate—is cooperation between monetary and fiscal
not appropriate. Given the complexity of authorities that does not exist in practice.
the strategies underlying the use of deriva- Compared with monetary policy, fiscal poltives, it would be impossible to establish icy is generally determined in a far more
one rate for derivatives and one for the constrained environment. It is doubtful that
underlying instruments that would yield monetary authorities would have the ability
exact tax equivalences. Markets would and independence to administer such a tax
wisclylF&Dl
quickly figure this out.
Ease of avoidance. Another fundamental problem with Spahn's proposal is
that if a country were to unilaterally
impose a financial transactions tax, it
would be easily avoided. If transactions
taxes applied to transactions only in
domestic markets, investors could easily
substitute foreign trading as a means to
avoid the tax. For instance, a considerable
amount of trading in US currency or equities takes place abroad. If financial transac- References
Michael P. Dooley, 1995, "A Survey of
tions taxes applied to all currencies, traders
could shift into vehicle currencies to avoid Academic Literature on Controls Over
making currency conversions, increasing International Capital Transactions," IMF
Working Paper No. 95/127 (November).
costs for small, not widely traded currenBarry Eichengreen and Charles Wyplosz,
cies and impairing monetary control in 1993, "The Unstable EMS," Brookings Papers
these countries.
on Economic Activity: 1, pp. 51-139.
In terms of the effective implementation
Barry Eichengreen, James Tobin, and Charles
of the tax, the mobility of financial transac- Wyplosz, 1995, "Two Cases for Sand in the
tions would make the tax easy to avoid Wheels of International Finance," Economic
unless the tax were internationally agreed Journal, Vol. 105, pp. 162-72.
Peter Garber and Mark P Taylor, 1995,
upon and administered by each government. The effectiveness of the tax would be "Sand in the Wheels of Foreign Exchange
greatly reduced if only a few governments Markets: A Skeptical Note," Economic Journal,
Vol. 105, pp. 173-80.
with major financial markets enacted it.
David Greenaway, 1995, "Policy Forum:
Tax havens have proliferated in recent Sand in the Wheels of International Finance,"
years. Such a tax would only add impetus Economic Journal, Vol. 105, pp. 160-61.
to this trend. The rules for applying the tax
IMF, 1995, International Capital Markets:
would have to be established by an interna- Developments, Prospects, and Policy Issues
tional consensus. But it has proven difficult (Washington).
Peter B. Kenen, 1995, "Capital Controls, The
to get countries to agree upon uniform taxation in other areas of taxation, even by rel- EMS and EMU," Economic Journal,
atively homogeneous groups of countries, Vol. 105, pp. 181-92.
Parthasarathi Shome and Janet G. Stotsky,
such as the European Union.
1996, "Financial Transactions Taxes,"Tax
Use of revenues. The use of the rev- Notes International (January 1), pp. 47-56.
enues from the tax is likely to be more conJames Tobin, 1978, "A Proposal for
tentious than Spahn suggests. The idea International Monetary Reform," Eastern
that the revenues could be used to support Economic Journal, Vol. 4 (July-October),
the United Nations, for instance, has pp. 153-59.
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The Revenue Decline in the Countries of the
Former Soviet Union
A D R I E N N E CHEASTY

In almost all the countries of
the former Soviet Union,
severe revenue losses have
complicated stabilization
efforts. The situation can be
alleviated by measures to
broaden tax bases and
improve tax administration.

I

N 1989, general government revenue
in the Soviet Union was 41 percent of
GDP—not far from the average for
member countries of the Organization for Economic Cooperation and
Development (OECD). But by 1995, revenues in the countries of the former Soviet
Union were down to an average of 25 percent of GDP. (See chart and Table 1.)
The revenue decline was not the result of
decisions by reform-minded governments
to withdraw from intervention in the economy. Rather, it came at a time when they
urgently needed resources to finance economic restructuring and a social safety net
to cushion the impact of falling living standards. Because spending pressures have

been hard to resist, revenue losses have
made stabilization considerably more difficult, contributed to high inflation rates, and
caused governments to delay structural
reforms.

Main causes

In the general upheaval of the transition,
some decline in revenue was to be expected.
Since much of the revenue decline could be
blamed on decreasing output, the revenueGDP ratio was expected to remain stable. In
fact, the decline has been sharper and
deeper than predicted. Some causes are
• Many system-wide changes created a
more difficult environment for revenue collection than had existed during the 1980s.
• Traditional tax bases (state industrial
production, retail turnover, and wages) all
shrank faster than GDP, while agriculture
and the private sector—which were more
or less untaxed—did relatively well.
• Many market-oriented tax reforms
were revenue-losing, largely because the
Soviet tax system had been heavily distortionary, and establishing market incentives
would have been impossible without lower
tax burdens.
• The legitimacy of the new governments is being tested by the growth of the
gray economy, by powerful interest groups
exerting pressures for tax exemptions, by

tax competition among regions, and by various types of civil unrest that limit the
reach of the tax authorities.
System-wide influences. Regional
wars and civil strife clearly explain some of
the more extreme cases of revenue loss in
the countries of the former Soviet Union.
Also, some countries lost important intergovernmental transfers that had boosted

Falling revenues in the countries
of the former Soviet Union 1

Source: International Monetary Fund.
1
General government revenue as a percentage
of GDP (unweighted average).
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tax bases; in the Central Asian countries,
for example, transfers had amounted to 20
percent or more of GDP toward the end of
the 1980s.
Two reform-related systemic shocks also
had a notable impact on revenues. (See
Table 2.) The first was the decentralization
of foreign trade. Trade-related levies had
provided the Soviet Union with 15 percent
of its revenue (more than 6 percent of GDP).
Since much of this trade was in energy, this
should have been by far the most buoyant
revenue base after energy prices were liberalized. But trade tax revenues fell below 2
percent of GDP in all but three countries,
and trade taxes on energy brought in only a
small share of total revenues. This outcome
reflected both a policy choice—reforming
governments opted for extremely open
trade regimes—and a pragmatic decision—the countries had few border controls and no customs mechanisms.
The second shock was the 1991 overhaul
of the former Soviet pension system, which
raised payroll tax rates from 9 percent in

1989 to an eventual 36 percent in most
countries. This complicates the interpretation of movements in individual taxes,
since, by reducing profits and equilibrium
wages, the overhaul was partly responsible
for the sharp decline in enterprise and individual income tax receipts.
Declining tax bases. The most significant part of the fall in revenue ratios can
be explained by a sharper decline in taxed
activities than in the untaxed part of the
economy—notably the earnings of agriculture and small private businesses. Systemic
shocks, price liberalization, the elimination
of most producer subsidies, and tight monetary programs hit industrial production
and official retail sales particularly hard.
These developments forced real wages
down, which eventually lowered revenue
from both production- and consumptionbased taxes.
The impact of the loss of traditional tax
bases was most pronounced in the first two
years of transition. In 11 of the 15 countries,
the decline in enterprise taxes during

Table 1

Varying severity of the revenue decline in the countries of
the former Soviet Union, 1991-95
(percent of GDP)

1995

Difference
1991-95

1991

1992

1993

1994

Georgia
Turkmenistan
Tajikistan
Azerbaijan
Armenia
Moldova '
Russia
Kyrgyz Republic 1
Kazakhstan 1

34
38
33
36
26
32
462
22
21

15
42
36
48
27
20
46
16
23

2
19
36
41
24
17
41
15
22

4
10
54
26
16
17
37
19
17

5
9
14
19
14
20
362
15
16

-29
-29
-19
-17
-13
-12
-10
-7
-5

Lithuania
Latvia
Estonia

41
37
41

34
28
33

28
36
40

25
36
41

24
36
41

-18
-1
0

Belarus
Ukraine
Uzbekistan 1

48
38
31

46
44
32

52
44
42

48
46
36

44
41
35

-4
3
4

Average

35

33

31

29

25

-10

Sources: IMF, Economic Reviews, various countries of the former Soviet Union; and World
Economic Outlook, various issues; World Bank, 1 992, Statistical Handbook: States of the Former
USSR, and 1996, Fiscal Management in the Russian Federation.
1
Does not include all payroll taxes.
2
Estimates.

1991-93 could be completely accounted for
by the fall in industrial production or enterprise profits. In all countries, more than
two-thirds of the decline in domestic indirect taxes could be explained by the drop in
retail turnover from state stores.
Plummeting real wages and the (minor)
impact of emerging unemployment fully
explained the erosion of personal income
taxes and payroll taxes in 10 of the 13 countries for which data were available.
The shrinking of traditional tax bases
was accompanied by an expansion of private activity. Even in Ukraine, a slow
reformer, the officially measured private
sector grew to 20 percent of GDP in 1995
from 6 percent in 1993. Since small enterprises are hard to tax and new firms typically take some time to recover start-up
costs, this transformation would have
implied some revenue loss even if output
had not fallen.
The decline in tax bases was exacerbated
by interenterprise arrears. Taxes were, in
almost all cases, levied on a cash basis.
Enterprise output that was consumed, but
not paid for, was not taxed. Since arrears
could be sizable (for example, they
amounted to 100 percent of GDP in Russia
in the first four months of 1992), the erosion
of the true tax base (as opposed to recorded
production) was considerable. Moreover,
high inflation rates meant that even if
arrears were eventually paid, the real value
of tax revenue was seriously eroded.
Revenue-losing tax reform. Many of
the tax reforms undertaken by transition
countries have been revenue-losing—an
outcome that is not surprising considering
that, as late as 1990, the top marginal
income tax rate was 90 percent. Revenuelosing reforms included the dismantling of
the trade revenue regime and the
narrowing of the enterprise tax base to
reflect a more economic definition of profits, by eliminating the taxation of wages
and other cost elements. The average effective profit tax rate was an estimated 55 percent in 1990; now, the central rate in all
countries of the former Soviet Union is 35
percent or less.
Many countries, and particularly slow
reformers—such as Belarus, Tajikistan,
and Ukraine—sustained their high effective
yields by reincorporating cost elements
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Table 2
lost tax bases—though the shift of
(mainly wages or "excess wages")
Which taxes have been most affected?
activity into the private sector means
into the profit tax base. However, as
that more dynamic collection procethe output decline has spread, enterSoviet Unweighted
dures will have to be put in place.
prises have clamored for lighter tax
Union
average
Decline
Likewise, the imposition of hard budburdens. Belarus and Ukraine have
19941
1989-942
1989
(percent of GDP)
get constraints on enterprises and
responded by granting wider exemp28.7
-12.3
Total
41.0
the consequent dampening of arrears
tions, Tajikistan by increasing bank
will help boost the effective tax
credit so that enterprises can meet
0.2
8.2
Taxes on wages
8.0
-1.8
2.6
base—as will taming inflation. This
Personal income tax
4.4
their obligations. But even in some of
2.0
5.6
Social insurance
3.5
does not mean, however, that policy
the faster reformers, costs are taxed
-5.2
7.1
Taxes on enterprises 3
12.3
improvements should not be made to
in the sense that depreciation
-2.9
9.0
Taxes on consumption
12.0
help reverse the revenue decline. The
allowances remain significantly
-4.6
1.7
Foreign activity
6.3
0.2
2.7
Nontax revenue
2.5
main feature distinguishing indusbelow industrial country norms, and
trial countries from countries with
enterprises remain decapitalized.
(percent of total)
low revenue ratios is the breadth of
The introduction of the value-1.7
28.0
Taxes on wages
19.0
the former's domestic tax bases:
added tax (VAT) also led to a net loss
14.9
9.0
Personal income tax
11.0
exemptions
and preferences are relaof revenue for half of the countries in
19.0
Social insurance
9.0
-16.6
the region, compared with the previtively few and compliance is rela42.2
25.0
Taxes on enterprises 3
30.0
23.7
31.0
Taxes on consumption
29.0
ous turnover tax regime, which had
tively high.
37.5
6.0
Foreign activity
15.0
Recapturing the tax base.
levied (tax-exclusive) rates of several
-1.7
9.0
Nontax revenue
6.0
Several policy initiatives need to be
hundred percent on some goods.
Moreover, to cushion businesses
taken to broaden existing tax bases.
Sources: IMF, Economic Reviews, various countries of the
• Significant exemptions should
against the effects of price liberalizaformer Soviet Union; and World Economic Outlook, various
issues; World Bank, 1992, Statistical Handbook: States of
tion, several countries subsequently
be eliminated in the core taxes—
the Former USSR; and IMF, World Bank, Organization for
cut their VAT rates.
enterprise profit taxes, VATs, and
Economic Cooperation and Development, and European
excises. In most countries of the forPart of the revenue loss from the
Bank for Reconstruction and Development, 1991, A Study
mer Soviet Union, exemptions beneVAT arose from defects in the former
of the Soviet Economy (Paris).
1
Countries of the former Soviet Union.
fit agriculture and new technology,
Soviet Union countries' versions of
2
The calculation of the decline is included for illustrative
but
these tend to be so broadly
the tax, compared with industrial
purposes only; the USSR figures and the average figures
defined that many unrelated activicountries' VATs. The former Soviet
for the former Soviet Union are not strictly comparable
because the 1994 average is unweighted.
ties can qualify for them. Other cenUnion countries' VATs were levied
3
Miscellaneous "other taxes" have been added to "taxes
tral government exemptions are
partially on a cash basis and in an
on enterprises." In all countries where they could be identidesigned to favor energy—in proasymmetric way that exacerbated
fied, they were property taxes or taxes on natural
resources.
ducer countries by encouraging the
the revenue losses from arrears
development of the sector, and in
described earlier. Also, in sectors
consumer countries by cushioning
where accounting practices were not
sufficiently developed to include the use of tors are finding it difficult to capture it in the impact of the immense energy price
invoices as payment records, the VAT was the tax net—partly because much of the rises seen since 1991. Another important
often levied on a fixed markup over cost trade is very small scale and partly because group of exemptions worth considering for
rather than on actual prices. This meant of the activities of criminal elements. A sur- elimination are preferences for foreign
that value added higher than the vey conducted in Ukraine (Kaufman (1994)) investors, which may have been necessary
markup—an amount that could be large suggested that 75 percent of private to attract venture capital to risky regions
when prices were rising rapidly and unpre- traders' activity was carried on outside the but should now be scaled back.
• The lost revenue from trade should be
dictably—remained untaxed. Further, official economy.
because borders were not well established
The uncertain allegiance of some regions reclaimed. This should not have to be done
within the former Soviet Union, VATs on to their national governments has also lim- by raising tariff walls and obstructing
mutual trade were levied on an origin ited the scope for those governments to structural reform. Rather, efforts should be
basis—with exports subject to VAT while raise taxes. In Russia, for example, the fear focused on ensuring that traders' transacimports were not taxed—while the custom- that energy-rich regions might secede has tions are fully captured in the domestic tax
ary destination basis (with imports taxed, reportedly made the government reluctant net. Exporters and importers must pay
exports not) was (with some delay) applied to increase energy taxes. Moreover, in some income tax, and imports must be fully
to VAT levied on trade with the rest of the areas, unrest has made it physically impos- liable for VAT, as well as for excises on
world. This dual system created incentives sible to collect taxes at all. Tax collection some groups of goods (notably energy,
and opportunities to divert and misrepre- has also been affected by inadequate tax tobacco, alcohol, and perhaps vehicles). As
an interim measure (where trade arrangesent trade flows and values, and resulted in administration.
ments permit), a modest but broad-based
a low compliance rate for VATs on trade.
uniform tariff would ensure that traders
Deficiencies in governance. Some Lessons and policy directions
of the teething troubles of the countries'
A successful revenue turnaround in the paid at least some tax and would provide
new governments have added to their diffi- countries of the former Soviet Union will be the information basis for ensuring that
culties in collecting taxes. Much of the new intimately linked to success in other traders were eventually incorporated into
private sector activity has disappeared into aspects of reform. The recovery of output domestic tax registers. As the domestic tax
the shadow economy, and tax administra- should help recapture at least some of the administration becomes more sophisticated
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and comprehensive in its coverage, the tariff can be phased out. Where depletable natural resources are being sold, the payment
of royalties is an appropriate way for
energy producers to compensate the state
for the loss of national wealth.
• Finally, taxes should be extended to the
private sector.
Institution building. Successful taxation of the private sector is one of the main
challenges facing policymakers. New
income earners need to be identified and
their incomes measured, and they need to
be persuaded to pay taxes. This requires
the reform and development of many kinds
of institutions, ranging from tax administrations to accounting procedures and legal
systems, as well as the solidification of governments' legitimacy. Resources need to be
devoted to registering taxpayers, improving audits, educating the public, removing

J u s t

red tape, and designing and imposing realistic and effective penalties for noncompliance. Governments also need to hire
enough competent tax officials and insulate
them from corruption.
Supporting reforms should include
developing good accounting standards,
eliminating inconsistencies and loopholes
in legislation, providing adequate enforcement powers, and establishing trust in government through the consistent, strict, and
fair application of a transparent set of tax
rules—which should change as infrequently as possible once the basic reforms
have been put in place. These reforms, of
course, will take time. As an interim measure, levying simple presumptive taxes
such as small-business license fees might
be considered, both for revenue reasons
and—as is true of tariffs—because it is an
easy way to bring new taxpayers into the

net and to compile information that will
eventually allow them to be transferred to
the standard tax system. iF&Dl

This article draws on an earlier study by
Richard Hemming, Adrienne Cheasty, and
Ashok K. Lahiri, 1995, "The Revenue Decline,"
in Policy Experiences and Issues in the Baltics,
Russia, and Other Countries of the Former
Soviet Union, ed. by Daniel A. Citrin and Ashok
V. Lahiri, IMF Occasional Paper No. 133
(Washington). The material in this artick
covering 1994-95 was researched by/itendra
Modi.
Suggestion for further reading:
Daniel Kaufman, 1994, "Diminishing
Returns to Administrative Controls and the
Emergence of the Unofficial Economy,"
Economic Policy, Supplement to Issue 19
(December), pp. 51-70.
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The Implicit
Pension Debt
C H E I K H K A N E A N D ROBERT PALACIOS

Underfunded pension plans
are a serious problem for
industrial and developing
countries alike. Because this
implicit pension debt has
important macroeconomic
implications, governments
need to tackle the problem as
soon as possible.

I

N CONTRAST to conventional public
debt, both internal and external, public guarantees that imply large liabilities are not assessed and publicly
reported by the authorities in most countries. These include the obligations implicit
in guarantees of bank deposits, rural credit
programs, home mortgages, and student
loans. The difficulty of both measuring and
monitoring these hidden liabilities has
caused concern about their macroeconomic
effects.
One of the largest of these liabilities is
created by a government's promise to provide income support to some of its citizens
during retirement. These pension obligations fall into two broad categories: guarantees of private pension schemes and direct
promises to pay pensions to individuals.

Private pension guarantees
Private pension guarantees can take the
form of insurance against the default or
failure of private company pension funds,
such as is provided by the US Pension
Benefit Guarantee Corporation. They can
also include partial or complete protection
against rising prices, as is provided in
Japan and the United Kingdom. The importance of these guarantees varies according
to the size of the private pension sector.
Coverage in company or occupational
schemes ranges from practically zero in
many developing countries to almost universal in such countries as the Netherlands
and Switzerland.
Another kind of guarantee was developed in Chile, in the context of its pioneering system of mandatory private accounts.
In Chile, the government commits itself to
pay the difference between the accumulated
balance in an individual's private account at
the time of retirement and the amount that
would provide an annuity equivalent to the
minimum pension. The minimum pension
has hovered around one-fourth of the average wage, and 20 years of contributions are
required to qualify for the guarantee. In
addition, the government assures that
annuities purchased through the scheme
will be paid even if the life insurance companies from which they were purchased go
bankrupt. Like Chile's scheme, the reformed
Argentine and Colombian schemes now
guarantee that a minimum pension will be
provided to all workers who contribute for a

specified period to their privately managed,
defined-contribution accounts.

Liabilities of public plans
Although private pension guarantees
can lead to significant expenditures, the
largest pension obligations are almost
always those incurred by governments that
make unfunded promises to pay definedbenefit pensions (see box). The concept of
the implicit pension debt (EPD) recognizes
that workers and pensioners have claims
on current and future governments that are
not unlike those of government bondholders. Public pension promises are often
accorded contractual status in practice, if
not in the legal sense, owing to the "insurance" terminology often used to describe
the scheme. In fact, constitutional protections have been invoked in many countries
to prevent governments from reducing the
value of accrued pension wealth. In this
regard, it could be argued that social insurance programs impose more severe fiscal
constraints than other government programs do.
Liabilities have grown rapidly with the
proliferation of publicly managed, definedbenefit pension plans throughout the twentieth century. Today they are found in more
than 150 countries and probably cover
more than one-half of the world's labor
force. The extent of their coverage in individual countries ranges from a tiny fraction
of the labor force to almost everyone and is
strongly and positively correlated with the
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country's per capita income. (See Palacios,
1996.) Many countries have multiple
schemes that cover specific groups, most
commonly the military and civil servants.
Although interest in the IPD is growing
as countries re-evaluate their pension
schemes, estimates of its magnitude are
included in only a few recent studies that
have focused principally on several member countries of the Organization for
Economic Cooperation and Development
(OECD). (See van der Noord and Herd,
1993.) Studies of developing or former centrally planned economies' pension liabilities are rare and have generally been
confined to Latin America, where they have
tended to focus on the unique circumstances of particular pension reforms. (See,
for example, Schmidt-Hebbel, 1995.) The
existing empirical work does not use a consistent methodology, and almost no work
comparing different countries has been
done. The available estimates show that
unfunded pension liabilities are large even
in young, poor countries with limited pension coverage and that they can reach
alarming proportions in the demographically advanced developing countries.
Timely, comparable estimates of the IPD
can and should be produced. These will be
important inputs into the public debate on
pension reform and will provide important
indicators that policymakers can use to
compare the results of different reform proposals. If this liability is expressed as a

stock, it can be readily compared with the
more familiar domestic and foreign public
debts. Finally, calculating the value of the
IPD is a useful step when a country's
authorities are considering the implications
of ending a pay-as-you-go scheme. (For
information on pension schemes, see
"Averting the Old-Age Crisis," by Estelle
James, Finance & Development, June 1995.)

Pension debt overhang
Some interesting analogies can be drawn
between a country's external debt and its
implicit pension debt. It is usually accepted
that when it comes to servicing external
debt, two aspects should be taken into
account. The first concern is the immediate
cash-flow requirement as measured by the
country's debt-service ratio (that is, the
ratio of scheduled debt-service payments
for the current year to annual exports of
goods and services). The second, and
longer-term, concern is the extent of debt
overhang, as measured by the ratio of the
discounted present value of all future debtservice payments to annual exports of
goods and services. Applying these concepts to pensions, one can measure cashflow requirements by using the cost rate—
that is, the ratio of pension expenditures to
the portion of the wage bill covered by the
pension system. Because most pension
expenditures are financed through payroll
taxes, the wage bill is the relevant tax base,
just as exports are the relevant base for

external debt servicing. A cost rate above
the statutory contribution rate would indicate that pension expenses could not be met
by contributions alone and therefore would
require transfers from general revenue, a
higher contribution rate, or a lower pension
benefit. In short, the cost rate is to a country's pension system what the debt-service
ratio is to its external debt.
The concept of external debt overhang
can be applied to pensions. The pension
debt overhang would be captured by the
ratio of discounted future pension liabilities
to the covered wage bill. This ratio is
shown in columns (2) and (3) of the table,
using two different discount rates to calculate net present value. The discount rate of
8 percent is added to allow direct comparison with the external debt overhang shown
in column (5). Usually, an external debtservice ratio of 200 percent, calculated on a
present-value basis with an 8 percent discount, indicates a severe external debt
problem. For the countries in the table,
except Peru and Venezuela, the pension
debt overhang is well above 200 percent.
These figures show in stark terms that pension liabilities deserve far more attention
than they have received so far. Indeed, a
case can be made for making the calculation of a country's implicit pension debt a
requirement for any long-term assessment
of its fiscal policy.
When pay-as-you-go pension schemes
become unsustainable, either on their own

Measuring defined-benefit pension liabilities
Measuring defined-benefit pension obligations
is a tricky business, and international accounting standards for the private sector do not
concur on a single methodology. The complex
parameters of the actuarial calculations can be
and are manipulated toward various ends, with
the result that "defined benefits" are really not
very well defined. These ambiguities can
frustrate workers covered by the plans, firms'
shareholders, and government regulators. Most
formulas involve multiplying a certain
"accrual factor" by the number of years of a
worker's service, and then multiplying the
result by an average of that worker's wages
toward the end of his or her career. If it is
difficult to calculate the private pension wealth
accumulated by an individual worker, it should
be even more difficult to evaluate the liabilities
of all individuals working at a particular firm
and to compare these with the assets of the
pension plan. There are, however, strong legal
and economic incentives for firms to make
these estimates. Firms need such information
to make informed long-term business deci-

sions, and these liabilities must be reported to
regulators and tax authorities. In some countries, regulations even require plan members to
be informed of their expected benefits.
For example, in the United States, the
complex Employee Retirement Insurance
Security Act (ERISA) of 1974 and subsequent
amendments set minimum and maximum
funding ratios along with rules about how to
pay off the liabilities of terminated plans. The
minimum funding requirements are supposed
to protect the taxpayer from abuse of Pension
Benefit Guarantee Corporation (PBGC) insurance while the maximum limit reduces possible tax expenditures that could arise as
companies "overfund." It also protects workers,
because the PBGC insurance covers only a
portion of each worker's accrued pension
rights when a pension scheme is terminated. In
addition, since the mid-1980s, the Financial
Accounting Standards Board has required that
the unfunded liability, which is to be calculated
in a specified manner, appear on a firm's
balance sheet. In Germany and Japan, the

measurement of companies' liabilities is
necessary to satisfy criteria for tax-exempt
"book reserves." In Japan, up to 40 percent of
these liabilities are tax deductible.
Pension liabilities are financed using various
"actuarial cost methods." This is the umbrella
term used in the United States to describe "the
method of allocating the cost of a defined
benefit pension plan to each year of the plan's
existence in an orderly fashion" (Archer, 1993,
p. 123). Examples of the methods available
include pay-as-you-go, terminal funding (where
lump-sum contributions are made as the
employee retires that are equivalent to the
estimated present value of the annuity), and
book reserve (where liabilities are entered on
the balance sheet of the plan sponsor). The
pay-as-you-go method is used by occupational
pension schemes in France, while book-reserve
schemes are prevalent in Germany and Japan.
The actuarial cost method will influence the
way the unfunded liability is financed over
time, but not the value of the liability itself.
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Selected countries: implicit pension debt during the early 1990s
(percent)
IPD/GDP
(discount rate
= 4 percent)

IPD/Wage bill
(discount rate (discount rate
= 4 percent)
= 8 percent)

External debt indicators
Stock/
Present
GNP value/exports

(1)

(2)

(3)

(4)

(5)

214
187
37
(3)
30

959
591
174
(15)
303

713
390
113
(7)
199

59
28
63

287
300
436

65

195

Africa
Cameroon
Senegal

44
27

410
467

318
324

65
64

253
161

Asia
China

63

414

295

19

76

350
213
141
72

739
745

486
549
220
388

67
2
51

186
7
170

Latin America
Uruguay
Brazil
Peru
(recognition bonds)
Venezuela

Europe
Croatia
Hungary
Ukraine
Turkey

779
592

Sources: Authors' estimates for implicit pension debts (IPDs); World Bank, World Debt Tables
(1994-95) for external debt indicators.
Note: The IPD estimates in this table are based on data for different years in the early 1990s. The
IPD calculation is based on a termination liability concept that measures the value, under certain
assumptions, of the accrued pension wealth of contributors and pensioners at a given point in time.
In contrast, some other studies calculate the present value of all future pension spending assuming
that the scheme continues indefinitely. The present value of debt-service payments is based on a
discount rate of 8 percent. For a detailed explanation, see Cheikh Kane and Robert Palacios, "The
Implicit Pension Debt: Concepts and Measurement," forthcoming in the World Bank's Discussion
Paper series (Washington).
...: Data not available.

or when the IPD is considered with other
public debt, governments must seriously
consider reducing the IPD. They can do this
by raising the retirement age and reducing
the statutory value of the pension as a proportion of the worker's wage (the replacement rate). In Ukraine, for instance,
equalizing the retirement age at 65 (from
the current levels of 60 for men and 55 for
women) would reduce the pension debt
overhang by about 23 percent. By comparison, under the Toronto terms for repayment of bilateral nonconcessional loans,
low-income developing countries were
granted an average reduction of their external debt, in present-value terms, of about 20
percent of their nonconcessional debts.
Correcting the imbalances of pension systems thus might very well bring more debt
relief than a typical debt-reduction scheme.

Don't ignore the IPD
The IPD is a fiscal burden that cannot be
ignored in low- and middle-income countries, especially those whose economies
used to be centrally planned, or anywhere
else for that matter. In addition to the longterm balance of the pension scheme, the
38

IPD measures intergenerational transfers of
massive proportions. Changing the parameters of a country's pension system can
help, but a more important objective would
be to move away from pension schemes
that entail large burdens that get heavier as
populations become older. This can be
achieved by moving toward fully funded,
defined-contribution schemes.
Standardized IPD estimates would add
an element of transparency to pay-as-yougo pension financing and provide a more
accurate indicator of long-term fiscal commitments than estimates of implicit government debt alone. Once an accepted
methodology for calculating the IPD is
designed and applied, it can be compared
across countries and over time, and viewed
in relation to national income and the wage
bill. Such calculations would also provide
international lending institutions and governments with an objective indicator they
could use to measure the impact of such
policies as increasing the retirement age or
revising the benefit formula. Perhaps policies expanding pension eligibility or
increasing pension benefits in many countries over the last few decades would have

been reconsidered had the impacts of these
measures been shown using a widely
understood indicator. An IPD indicator
might also provide useful input into policy
debates in India and other countries that
are now beginning to make unfunded pension promises to their citizens. Measuring
the IPD is also an important means of
encouraging the spread of comprehensive
pension reforms. Ironically, current pension
accounting systems in many countries
penalize, to some extent, reformers who
make the IPD explicit by ignoring the true
improvement in their long-term fiscal positions that can result from pension reform.
Much research has taken the perspective
of pension plan participants and looked at
the possible impacts of pension wealth, both
public and private, on saving rates and individual saving decisions. Feldstein and others have also examined the relationships
between unfunded pension liabilities in the
private sector and stock market prices on
the assumption that share prices should
reflect these liabilities if the market recognizes their existence. Future research may
look at unfunded pension liabilities of governments in a similar way to see to what
extent pension debt influences their cost of
borrowing. To the extent that such a cost
exists, this would reinforce the case for pension reform aimed at reducing the size of the
pension debt. In the meantime, the implicit
pension debt continues to grow as pay-asyou-go schemes expand and the world continues to undergo demographic transition.
This article is based on a longer paper by the
authors, "The Implicit Pension Debt: Concepts
and Measurement," which is to be published in
1996 in the World Bank's Discussion Paper
series.
Suggestions for further reading:
Michael Archer, 1993, "Minimum Funding
Requirement," in ERISA: A Comprehensive
Guide, ed. by Martin Wald and David Kenty
(New York: John Wiley).
Martin Feldstein and S. Seligman, 1981,
"Pension Funding, Share Price and National
Saving," Journal of Finance, Vol. 36
(September), pp. 802-24.
Robert Palacios, 1996, International Patterns
of Pension Coverage and Expenditures, forthcoming Working Paper (Washington: World
Bank).
Klaus Schmidt-Hebbel, 1995, Colombia's
Pension Reform: Fiscal and Macroeconomic
Effects, World Bank Discussion Paper No. 314
(Washington: World Bank).
Paul van der Noord and Richard Herd, 1993,
"Pension Liabilities in the Seven Major
Economies," OECD Working Paper No. 1142
(Paris).
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IMF's New Data Standards Online

W

HEN corporations want to
issue stock on an exchange,
they typically offer investors
a regular and timely flow
of corporate financial statements that
have been vetted using generally accepted
accounting principles—otherwise, a stock
exchange listing is not likely. But
when countries—particularly developing
ones—want to tap capital markets,
investors are often left to wonder: How
reliable are the data used to analyze the
country's economic prospects? Is the
methodology very different from that used
by other countries? Are there reasons to
doubt the integrity of the data? When will
new data come out?
These unanswered questions—reflecting
a lack of uniformity in data provision—
have long impeded the efficient operation of
capital markets, raising the costs of doing
business. In an era of increasing globalization of financial markets, the need for
answers has taken on a new urgency—as
underscored by the turbulence in international markets in late 1994 and early 1995
following the Mexican financial crisis.
For this reason, the Interim Committee of
the Board of Governors—the IMF's advisory body—asked the IMF in April 1995 to
establish standards to guide countries in
publishing a regular and timely flow of
comprehensive economic and financial
data. The goal is to help reduce surprises
for markets and aid policymakers in implementing sound economic policies. One year
later, a framework is now in place. And,
before the year is out, the general public
should be able to bone up on various countries' data practices by tapping into an IMF
bulletin board in cyberspace.

Laura Wallace,
a US national, is a Senior Public Affairs Officer
in the IMF's External Relations Department.

A two-tier standard
The new data publication standards consist of two tiers: (1) a general standard,
which provides guidance to all member
countries for publishing data; and (2) a special standard, which provides guidance to
countries participating in international
financial markets, or aspiring to do so.
The details of the special standard, or
second tier, were hammered out after extensive consultations with producers and users
of statistics—paying special attention to the
needs of capital markets. In late 1995, IMF
staff visited 23 countries and several international organizations, and corresponded
with government officials in another 42
countries. The initial proposal for the special standard was released to the public for
further discussion in February 1996—the
first time the IMF had ever issued a draft
policy document for public comment.
As of April, countries wishing to sign up
for the special standard could do so,
although they will have until the end of a
transition period that finishes at the close
of 1998 to bring their statistical practices
fully into line with the standard, seeking
technical assistance if needed. These countries, expected to eventually include 40-60
industrial and emerging market economies,
will be required to provide the IMF with relevant "metadata"—a statistical term for
information about data (e.g., measurement
characteristics and calendars for release of
data). The requirements of the first
tier—the general standard—are now being
readied.
The two tiers have the same four dimensions, with the second tier setting tougher
norms for the first dimension.
• Coverage, periodicity, and timeliness. The standards call for publishing
official statistics that shed the most light on
macroeconomic policies and performance.
These statistics cover four areas: the real
sector (GDP, production, employment, and
prices), the fiscal sector (government
deficits and their determinants), the financial sector (money, credit, and related

variables), and the external sector (international reserves, exchange rate, debt, trade,
and balance of payments). The standards
also set norms for the frequency of compilation and the speed of dissemination (e.g.,
second-tier participants must provide data
on international reserves on a monthly
basis within a week of the reference month).
• Access by the public. Given that
dissemination is an essential feature of official statistics as a public good, the standards call for timely, nondiscriminatory,
and ready access for all—including the
advance dissemination of release calendars
that indicate when data will be made publicly available.
• Integrity. Official statistics must
enjoy the confidence of users. The standards include elements such as identifying
the group of government officials who have
advance access to the data before official
release.
• Quality. Although the quality of
statistics is difficult to define and judge, the
standards require proxies of data quality
that can be monitored (e.g., data for crosschecks) to help users make such judgments.

Electronic bulletin board
How will the public gain access to all this
information? By the end of the summer of
1996, the IMF plans to launch a data dissemination bulletin board, which will be
maintained at a World Wide Web site on
the Internet. The bulletin board will publicly identify countries in the second tier,
provide the relevant metadata, and let users
know where they can obtain data for individual countries.
Market participants have indicated that
the metadata should be extremely useful, as
they often have trouble finding out release
dates for data, the reasons for delays, and
the methodology used to compile the data.
The hope is that users will serve on the
front line in monitoring compliance with
the new standards—perhaps even calling a
central bank directly if data are inexplicably late.[
Finance & Development /June 1996
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Forget Convergence: Divergence Past, Present,
and Future
LANT PRITCHETT
Looking for evidence of
income convergence among
the world's nations has
become a fashionable pursuit.
Far from narrowing, the gap
between the incomes of the
rich and poor countries has
grown markedly and is likely
to widen further.

C

ONVERGENCE—the tendency for
poorer countries to grow faster
than richer ones and, hence, for
their levels of income to converge—has recently received a great deal of
attention in the economics literature. Along
with "globalization" and "competitiveness,"
the theme of "convergence" has spilled over
into public discussions of policies and
prospects for developing countries. Well,
forget convergence—the overwhelming feature of modern economic history is a massive divergence in per capita incomes
between rich and poor countries, a gap
which is continuing to grow today.
Moreover, unless the future is different in
important ways from the recent past, we
can expect this gap to grow ever wider.

Divergence past
The very feature that marks the beginning of modern economic history also
implies a major increase in the difference in
per capita incomes across nations. Call it
the industrial revolution, the emergence of
modern capitalism, or the take-off into sustained growth, at some point in the late

nineteenth century the annual growth rates
of the now-rich industrial countries accelerated from historically low levels (0.5 percent or less), to 1-2 percent per year. The
fact that this acceleration was not universal, or even widespread, implies that the
gap between rich and poor countries'
growth rates widened and the gulf between
their per capita incomes—which was probably already wide—began to grow.
Given different exchange rates and different mixes of tradable and nontradable
goods among countries, how can we compare income levels? We can compare them
by using purchasing-power-adjusted measures of income. One important feature of
this adjustment of incomes is to account for
the relative cheapness of nontradables in
poorer countries. Using a purchasingpower-parity measure substantially raises
the estimate of income of poor countries relative to their income expressed in US dollars at official exchange rates—typically by
a factor of 3 to 5, depending on particular
countries' prices.
Measured in purchasing-power-parity
terms at 1985 prices (P$), the ratio of the
per capita income of the richest country
(the United States) to the average per capita
income of the poorest countries grew from
around 9 (P$2,181 compared with P$250) in
1870 to over 50 (P$16,779 compared with
P$325) in 1960. In absolute terms, the
income gap between countries grew even
more, expanding more than eightfold over
this period. The average absolute difference
between the income of the richest country
and the incomes of all others was about
P$l,500 in 1870 but, by 1960, this gap had
grown to P$12,662.
Alert readers may wonder how the
incomes of poor countries in 1870 can be
estimated. Most of the industrial countries

have roughly comparable estimates of GDP
per capita extending back to 1870. In contrast, GDP estimates for most developing
countries began only in 1950 or 1960.
Moreover, most did not even exist as independent countries with their present boundaries in 1870. How then can we venture to
guess what the evolution of income gaps
from 1870 to 1960 might have been?
It can be done. Suppose that we only
needed to estimate the change in the gap
between the richest and the poorest country between 1870 and 1960. To do this we
would need the income of today's richest
country in 1870 and 1960 (P$2,181 and
P$9,900, respectively), and the average
income of today's poorest country—
Ethiopia—for those years. The data for the
United States are available, as is the income
per capita of Ethiopia in 1960 (P$260).
What is missing is Ethiopia's per capita
income in 1870. But we are not stuck,
because if we can make a sufficiently good
guess at how low incomes could possibly
have been in 1870, we can work backward
by a process of deduction to estimate
income divergence for all countries.
Since we know the growth rate of the
United States over the entire period, we also
know that the ratio of US income per capita
in 1960 to its level in 1870 is about 4.5. If
Ethiopia grew faster than the United States
over this period, then the ratio of Ethiopia's
per capita income in 1960 to its level in 1870
would have to be larger than 4.5. But, if the
ratio between Ethiopia's 1960 income and
the lowest it could plausibly have been in
1870 is smaller than 4.5, then we know that
Ethiopia in fact grew more slowly than the
United States and, hence, that there has
been a divergence in per capita incomes
between the world's richest country and the
poorest countries. Moreover, applying this

Lant Pritchett,
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methodology to other countries, we can
make rough guesses of the average magnitude of divergence in the cross-national distribution of income.
In "Divergence, Big Time," a background study for the World Bank's World
Development Report 1995, five different
methods were used to estimate the lower
bound of incomes: the lowest recorded
incomes in the data available for 1960-90;
current estimates of poverty lines (the level
of income that defines poverty in a given
country); incomes required for nutritional
adequacy; the relationship between income, mortality, and demographic sustainability; and known historical estimates
of income. Using these five distinct
approaches we arrived at a figure of P$250
as a reasonable guess at the lowest level
that income could have reached in 1870.
But using this lower bound of P$250, we
extrapolate incomes backward from per
capita incomes observed today. For example, assume that every country grew at the
same rate as the richest country (of course,
to generate convergence, poorer countries
would need to have grown even faster). But
it is simply impossible for the countries
considered poor today to have grown
that fast on average since 1870, as the
assumption of equal growth rates—or
equivalently, of no divergence—implies impossibly low incomes for those countries in
1870. Therefore, for historical growth rates
to be compatible with the current level of
income in poor countries, growth must
have been considerably slower for the poor
countries than for the leaders. Even without historical data, we know that there has
been massive divergence in income levels
since 1870 (see chart).

Divergence present
Divergence is not confined to the past
century. For relative income levels to converge, poor countries must grow faster
than rich countries. Between 1960 and
1990, income grew, on average, 2.6 percent
per year in the Organization for Economic
Cooperation and Development (OECD)
countries, and 1.8 percent in other countries. Among the poor countries, 43 percent
have grown more slowly than the slowestgrowing OECD country, and 70 percent
have grown at a slower rate than the
median for OECD countries. Since poor
countries are growing more slowly on average, the dispersion in incomes among countries (as measured by the standard
deviation—the dispersion of observations
around an average measure—of the natural
logarithm of per capita income) between

The income gap has grown manyfold since 1870
Per capita GDP in 1985 purchasing power parity dollars 1

Source: Lant Pritchett, 1995, "Divergence, Big Time," World Bank Policy Research Working Paper
No. 1522.
1
Expressed in logarithms.

1960 and 1990 increased by 28 percent
(from 0.86 to 1.1) and the ratio of the
incomes of the richest to the poorest countries rose by 45 percent just since 1960.
Especially given the recent record of
developing countries, it is very difficult to
understand an upsurge of interest in convergence. During the Great Depression of
the 1930s, income fell by 32 percent in the
United States and by 19 percent in France,
two of the hardest-hit industrial countries.
Since 1960, more than 60 percent of the
developing countries have experienced at
least one episode during which incomes fell
more than the decline recorded in France,
and almost one-third of developing countries have suffered an episode of income
reduction larger than that which occurred
in the United States. Moreover, in many
developing countries, the decline in income
has not been reversed. Estimates of income
in 1990 show that 72 percent of developing
countries still fell short of their own peak
income level and two-thirds were not within
5 percent of their peak. In discussions
about developing countries, it is not surprising that the 1980s are often referred to
as the "lost" decade, but never as the "convergence" decade.

Divergence future?
What would happen if current growth
rates in developing and industrial countries
were to persist? How quickly would developing countries overtake the United States
in per capita income? Using the data for

the 93 developing countries for which the
World Development Report 1995 reports
income growth rates for 1980-93, we calculated how long it would take various countries to achieve three levels of income: their
own peak income level; the current income
level of high-income countries; and the
average future income of high-income countries, assuming that high-income countries
also continue to grow.
First, more than half of the developing
countries had negative growth during
1980-93. These countries are not gaining
on anything—their incomes are converging
only on the floor of subsistence. Unless
their growth rates accelerate, they will
never reach even their previous peaks. (The
reported data are, if anything, optimistic
about the number of countries with negative growth, as many of the countries that
do not report data fail to do so because of
internal and external strife.)
Second, many developing countries had
positive growth rates during 1980-93, but
in more than four-fifths of these countries
growth rates were still lower than the
average (2.2 percent) registered by the highincome countries. Moreover, many developing countries grew slowly after suffering
recessions during the 1980s. Against this
admittedly pessimistic background and
assuming unchanged growth rates, if
Brazil, for example, were to grow annually
only at its 1980-93 pace of 0.3 percent, it
would take 33 years for the country to
regain its own previous income peak, and
Finance & Development /June 1996
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487 years before it achieved the current
income level of the high-income countries.
Third, a few developing countries were
actually "converging," that is, they were
growing faster than the United States.
When are these lucky "convergers" going to
overtake the United States? India, for example, registered an annual average growth
rate of 3 percent between 1980 and 1993. If
India could sustain this pace for another
100 years, its income would reach the level
of high-income countries today. And, if
India can sustain this growth differential
for 377 years, my great-great-great-greatgreat-great-great-great-great-great-great
grandchildren will be alive to see India's
income level "converge."
Fourth, since 1980 only 10 developing
countries have had growth rates that were
more than 1 percentage point higher than
the average for high-income countries.
These countries can be said to be converging rapidly to high-income country levels. If
they can maintain this pace, these countries
can look forward to attaining today's level
of income in high-income countries within a
couple of generations (50 years in the case
of Indonesia), and they would actually
reach the future income level of the highincome countries in less than a century.

Does convergence ever occur?
Of course, what will happen "if current
trends persist" is not really a prediction of
the future. First, the 1980s were an exceptionally bad decade and things may get
somewhat better for poor countries because
of improved global conditions. Second, the
future will be determined by policy actions
taken today, and there is no iron law that
dictates divergence. Convergence can happen. There are several instances of absolute
income convergence among deeply integrated economies and there are examples of
very rapid growth among countries that
were quite poor.
The best-documented examples of absolute convergence are those of economies
that have achieved deep integration. This
includes regions within nations (particularly in Europe, Japan, and the United
States), the European Union countries—
which have experienced absolute convergence—and, perhaps, all OECD countries,
as the European countries as a group have
made some gains on the United States in
the postwar period.
Even where deep integration has been
achieved, three points can be made. First,
by any absolute standard, the rate of convergence within Europe, Japan, and the
United States has been slow. Robert Barro
42

and Xavier Sala-i-Martin (1995) have
argued that within these countries, regional
convergence occurs at a near-uniform rate
of about 2 percent per year, meaning that
only 2 percent of the income gap is eliminated each year. Second, the integration
needed to achieve even that slow pace may
well be very deep. In the United States, for
instance, in any given five-year period, 10
percent of the population moves across
state borders.
Some countries do not show regional
convergence. For instance, the data presented in "Regional Economic Growth and
Convergence in India," by Paul Cashin and
Ratna Sahay, Finance & Development,
March 1996, show substantial absolute
divergence among the states of India, with
the dispersion of the logarithm of incomes
increasing from 0.29 to 0.33. In another
example, China, the evidence for income
convergence is mixed, but certainly does
not show any uniform tendency toward
absolute convergence over time.
Third, the mechanisms that lead to
regional convergence may not be applicable
to countries. In the United States, for example, from 1930 to 1970, there is evidence of
convergence because states like California
had high initial incomes and low per capita
growth, while states like Mississippi had
low initial incomes and high per capita
growth. However, one should not ignore the
fact that population growth in California
was 10 times higher than in Mississippi
and hence the growth of absolute (not per
capita) output in California was substantially higher than in Mississippi. No one
really thinks that California's economy was
outperformed by Mississippi's.
A second type of absolute convergence
obviously occurs when countries that start
out behind experience truly rapid growth.
That a country has to be behind to gain on
the leader has led economists from Hume to
Gershenkron to expect that poor countries
would gain on the leaders. But can doesn't
mean will.
What can we learn from the examples of
Japan and Korea and, most recently, China?
If anything, they demonstrate the possibility of "policy-conditional" conditional convergence. That is, if a country's initial
income is low and its government pursues
growth-oriented policies, then very rapid
growth rates may be possible. Jeffrey Sachs
and Andrew Warner (1995), for instance,
have recently suggested that countries that
adopted such policies did in fact exhibit
very strong conditional convergence, while
those poor countries that did not adopt
them did not display any conditional con-

vergence. However, it is important to note
that only 12 developing countries, using
their criteria, did adopt growth-oriented
policies. This suggests that the likelihood
of having good policies was lower the
poorer a country might be, and that this
strong "policy-conditional" conditional convergence is compatible with absolute divergence and very weak "unconditional"
conditional convergence.

Why focus on convergence?
If the divergence of incomes is obvious in
past and present data, and is a worrisome
possibility for the future, why has convergence received so much attention?
The first good reason that convergence is
in the news is that even though a large
number of poor countries may be falling
behind, the two largest countries—China
and India—have been doing well. The
population-weighted average of income
growth over 1980-93 for all poor countries
is 3.7 percent, but when China and India are
excluded, that average falls to 0.1 percent.
Obviously, the fact that the world's most
populous country is also its most rapidly
growing has significant implications for
both rich and poor countries. But these
implications are specific to China—they are
not an example of a more generalized experience of convergence.
The second good reason for the attention
to convergence is its importance for the
resurgent economic literature on models of
economic growth. Many economists argue
that a critical empirical hypothesis for distinguishing a new generation of endogenous growth models that predict steady
state differences in growth rates from the
older Solow/Swann neoclassical models
(augmented for human capital) is whether
or not there is conditional convergence. But
both types of growth models are capable of
predicting absolute divergence in per capita
incomes (as they, of course, must to retain
even surface plausibility). Whatever its theoretical importance for growth models, the
debate boils down to whether the observed
absolute income divergence is attributed
either to nondiverging fundamentals that
cause permanent differences in growth
(endogenous) or to conditional convergence
to divergent levels of income (exogenous).
Unfortunately, convergence has also
received attention because many people
have misunderstood the concept of conditional convergence. In this context, "conditional" has a very specific econometric
meaning. Conditioning in this technical
sense means extracting from the differences
in actual growth rates across countries the
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effects of other variables, particularly
investment in physical and human capital.
Thus, while growth rates are higher among
the rich countries, growth rates conditional
on variables like the initial level of schooling and rate of investment are lower. But
since initial schooling and investment rates
are themselves higher in the rich countries,
this "conditional" convergence is perfectly
compatible with continued absolute divergence.
An example might be instructive.
Suppose we tried to explain people's weight
gain with a model in which weight gains or
losses are predicted based on one's weight
last year and one's height. If an individual's
weight fluctuates around a more or less stable level that depends on height, then one
will find convergence of weight, conditional
on height. People who are thinner than their
long-term average will, on average, gain
weight and those heavier will, on average,
lose weight. This does not imply that over
time everyone will weigh the same. The distribution of weight across individuals will
remain exactly the same, irrespective of the
speed of "conditional" weight convergence.
There are other, not so good, reasons for
attention to convergence in the richer coun-

tries. First, since horse race metaphors of
economic competition dominate the thinking of policymakers, they tend to worry
only about the horse just behind them, not
about what is happening at the back of the
pack. There is no question that Germany
and Japan have gained on the United States
in the postwar period, but this has nothing
to do with the prospects for poor countries.
Second, there is a near-universal tendency
to give more political attention to domestic
jobs lost to imports than either to jobs that
are lost to export jobs forgone or even to
jobs gained from exports. The importcompeting jobs "lost" to Korean imports,
for example, are politically more visible
than the export jobs "lost" to the collapse of
investment in Latin America in the 1980s.

Conclusion
There are three good reasons not to
worry about convergence. First, it just
hasn't happened, isn't happening, and isn't
going to happen without serious changes in
economic policies in developing countries.
Second, casual talk of "convergence" conveys the wrong impression; there is nothing
automatic or easy about economic development. Rapid growth is not the result of

being poor—it is the result of creating a set
of policies that facilitate rapid growth. The
policy environment that developing countries need to establish rapid growth and
development is difficult to achieve, as is evidenced by the fact that so few have done so,
and there is no "advantage to backwardness" in this endeavor. Third, talk of convergence, especially in the industrial
countries, implies that their real concern is
to protect themselves from the "converging" poor countries when exactly the opposite is the case. Given the facts, more, not
less, concern for the promotion of economic
development and acceleration of growth in
poor countries is in order. IF&D
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Secured Transactions:
The Power of Collateral
HEYWOOD FLEISIG

In many developing countries,
businesses are unable to get
low-cost, long-term loans from
private lenders to finance
investment projects. Reforms
that make it easier for borrowers to use movable property as
collateral would give comfort
to lenders, stimulate investment, and boost productivity
and growth.

T

HE FIRST question any private
lender asks is, "How do I get my
money back?" Given the risks
involved in lending—borrowers
may be unlucky, unwise, or dishonest—
what conditions give comfort to lenders?
Two basic loan transactions have
evolved in private markets: unsecured and
secured. When a borrower offers an unsecured promise to pay, the lender must rely
on the borrower's reputation, or trust that
the borrower will pay back the loan in
order to have access to future loans. In
secured transactions, promises to repay are
backed by collateral that lenders can seize

and sell in the event loan payments are not
made as agreed. Collateral may be real
estate or personal property—tangible personal property such as inventory, equipment, livestock, and tractors; or intangible
personal property such as unsecured
accounts owed to merchants (accounts
receivable) and secured agreements (chattel
paper). Secured transactions have advantages for borrowers and lenders alike—
transaction costs are lower and lenders do
not need to gather as much information
about borrowers.
The issue of collateral is one of great economic importance. When borrowers cannot
use their assets as collateral for loans and
cannot purchase goods on credit using the
goods themselves as collateral, interest
rates on loans tend to be higher to reflect
the risk to lenders. In many developing
countries, where legal and regulatory constraints make it difficult to use movable
property as loan collateral, the cost of loans
makes capital equipment more expensive
for entrepreneurs relative to their counterparts in industrial countries; businesses
either postpone buying new equipment or
finance it more slowly out of their own limited savings. Small businesses, in particular, are hit hard by the scarcity of low-cost
financing, but the whole economy suffers
because the lack of new investment dampens productivity and keeps incomes down.
Estimates put welfare losses caused by bar-

riers to secured transactions at 5-10
percent of GNP in Argentina and Bolivia.

Legal barriers
Movable property is widely used as collateral in the industrial countries. About
half the credit offered in the United States is
secured by some kind of movable property:
about two-thirds of bank loans are secured
by either movable property or real estate,
and nonbank institutions that lend against
movable property—such as leasing and
finance companies—do almost as much
lending as banks.
In contrast, private lenders in developing
countries rarely make loans secured by
movable property unless at least one of two
conditions is satisfied: borrowers must own
real estate that can be attached if they do
not pay, or borrowers must place the movable property under the physical control of
the lenders, as in a pawnshop or warehouse
financing. If neither of these restrictive conditions can be met, private lenders rarely
make loans secured by movable property.
They may still make unsecured loans, but
these are likely to be smaller loans with
higher interest rates and shorter maturities.
This phenomenon has been studied in a
broad range of countries with different traditions, income levels, macroeconomic outlooks, religions, and levels of urbanization
and industrial activity. The difficulties in
securing loans with movable property have
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been observed in Africa, Asia, Eastern
Europe, and Latin America—in countries
with legal and regulatory systems modeled
after the civil codes of continental
European countries, as well as in African
and Asian countries whose systems are
modeled after British common law.
What prevents the use of movable property as collateral in developing and transition countries? Three obstacles stand out:
• The creation of security interests is difficult, expensive, and uncertain.
• The perfection of security interests—
the public demonstration of their existence
and the establishment of their priority—is
not effectively possible.
• The enforcement of security interests is
slow and expensive.
These abstract notions can be understood more easily with an example.
Compare the financing available to farmers
raising cattle in Uruguay with that available to their counterparts in Kansas, in the
United States. Uruguay and Kansas have
similar topographies and well-educated
populations interested in advanced technologies and able to apply them, and both
are world-class exporters of beef cattle. In
Kansas, private banks view cattle as one of
the best forms of loan collateral; this is also
the view of the bank examiners at the
Federal Reserve Bank of Kansas City.
Banks with "cattle paper" are seen as solid
whereas banks with "exposure to farm real
estate" are seen as risky. By contrast, in
Uruguay, because of flaws in the legal
framework governing secured transactions,
private banks and bank examiners prefer
real estate as collateral for loans; they consider a pledge on cattle worthless as collateral. The unacceptability of cattle as
collateral applies to all types of transactions, including sales of cattle on credit,
sales of cattle financed by third-party
lenders like banks or finance companies, or
working capital loans for other purposes
that might be secured by cattle.
Creating security interests. First, it
is difficult to create a security interest in
Uruguay. Suppose a private bank in
Uruguay were to lend against 100 cattle
worth $200,000. Uruguayan law calls for a
specific description of the property that is
pledged. A pledge against cattle might
identify the individual cows pledged by
name (Bessie, Elmer, etc.) or by the numbers tattooed on them. The need to identify
the collateral so specifically undermines the
secured transaction because the bank must
ensure that the cattle designated in the
pledge are available to be seized in the
event of nonpayment—the lender is not

allowed to repossess a different group
of cows.
As a result, the supervision of such loans
is costly. It would not be enough, as it is in
Canada and the United States, for example,
to verify simply that there are enough cattle
in the farmer's field; in Uruguay, the loan
officer would have to verify that the cattle
in the field are the ones specifically identified in the pledge. The Uruguayan bank
might try to get around this problem by
using a more general description of the collateral in the pledge contract—say, "100
calves." But, with a loan of one year's maturity, the calves would become cows, bulls,
or steers, and the enforceability of the contract would be clouded. In Canada and the
United States, however, a binding agreement can be written with a floating security
interest in "$200,000 worth of cattle." Moreover, in Uruguay, the bank would have to
worry that the farmer might sell the cattle
without notifying the bank, whereas a
Canadian or US bank would have a continuing security interest in the proceeds of the
sale and could automatically attach the proceeds—whether they were placed in
another bank or used to buy a tractor.
Perfecting
security
interests.
Second, Uruguayan lenders cannot easily
find out whether prior and superior claims
exist on their security interest. In Canada,
Norway, and the United States, for example, all security interests against property
are registered; the registries are public and
indexed by borrower, by description of
security interest, and by other relevant
information. Lenders can easily conduct a
thorough search to ensure that they have
identified any outstanding security interests; security interests that are not registered have no legal standing. By contrast,
the registry in Uruguay files security interests in chronological order and does not
index them. The only way lenders can find
out whether a security interest exists is if
borrowers inform them.
Enforcing
security
interests.
Finally, repossession and sale of collateral
takes longer in Uruguay than in Kansas. In
Kansas, repossession and sale of cattle
takes one to five days and can be contracted between private parties. Typically,
judicial intervention or the action of government officials is unnecessary. In
Uruguay, the process requires six months
to two years. In the case of cattle, there is a
risk that the collateral will die, disappear,
or get sick. Not surprisingly, under these
conditions, lenders demand collateral that
is sure to outlast a lengthy adjudication
process—in other words, real estate.

Economic impact
In Kansas, the ease of creating a security
interest, the inexpensiveness and high
degree of confidence that can be attached to
the perfection of a security interest, and the
speed and low cost of enforcement explain
why farmers can get private loans for a
large fraction of the value of their cattle at
interest rates close to the prime rate. The
difficulty of using cattle as collateral in
Uruguay explains why Uruguayan farmers
cannot get any financing for cattle.
However, although both rich and poor
farmers are affected, rich farmers own land
and have access to some credit by virtue of
their real estate holdings; poor farmers,
who are often tenants, have to use their own
savings to finance the additional investment required to raise their incomes. But
neither rich nor poor farmers have the easy
access to credit enjoyed by their Canadian
and US counterparts (and competitors in
the world beef markets).
With minor adjustments, the same story
can be told for Argentina, Bangladesh,
Bolivia, Bulgaria, Mexico, and other developing and transition economies, both urban
and rural, regardless of whether their legal
systems are based on civil or common law.
And the same story can be told, with slight
variations, for lending against all movable
property in developing countries, except for
loans and leases secured by automobiles or
loans secured by goods stored—under the
control of lenders—in warehouses and
pawnshops. Barriers to using movable
property as collateral block access to credit
and make it difficult to obtain term financing for investment. They also make it difficult to reform banking systems burdened
by risky, unsecured loans. Lacking usable
collateral, developing countries do not
enjoy the major benefit of financial markets—the transfer of funds from savers
with limited investment opportunities to
investors with insufficient savings to
finance profitable projects.
Access to credit. Even in the best of
circumstances, poor people do not often
go to banks for loans to finance small
equipment purchases. But, in industrial
countries, small-scale farmers and entrepreneurs can usually purchase equipment,
livestock, or inventory on credit from merchants. In developing countries, however,
merchants willing to sell on credit to poor
customers whose reputation is good have
their own problems gaining access to
credit: legal constraints on collateral prevent merchants from getting financing
secured by their inventories or accounts
receivable. If merchants want to extend
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credit to microenterprises and small and
medium-sized businesses, they typically
must do so out of their own capital.
Term finance. Although operators of
small industrial operations may find it possible to finance "plant"—real estate—with
a mortgage, it may be impossible for them
to get medium-term loans for working capital or equipment. The reason is not the loan
maturities—the same lenders happily
make longer-term loans secured by real
estate—but the underlying collateral
(equipment and inventory) that is unacceptable to lenders. In the United States, movable property accounts for half of the
nonresidential capital stock and two-thirds
of corresponding gross investment. The
difficulty of financing this investment in
developing countries greatly hampers
industrial and agricultural development.
Bank reform. In developing countries,
well-regulated banks typically only make
loans secured by real estate or make unsecured loans to those who give evidence of
owning real estate. Because the costs of
mortgaging property are usually quite
high, most bank loans are actually unsecured but made to borrowers who own real
estate on the theory that, in the event of
default, banks can file a lien against the
real estate.
Most bank loans in industrial countries
are secured—70 percent in the United
States, for example. The difference between
industrial and developing countries is striking—nearly 90 percent of bank loans in
Argentina are unsecured, and the figure is
similar for Bulgaria. Unsecured banking
systems are necessarily more risky and
prone to failure. And, because mortgages
are unregistered, a lender has no idea how
many times a borrower has used the same
property to indirectly back up a loan. If the
borrower defaults, only the bank that files a
lien the fastest will be able to back up the
loan. Inability to use anything else as collateral means that about half of the nonresidential private capital stock is inaccessible
to banks as security for loans.
Capital markets. The World Bank
has supported capital market reforms that
encourage the securitization of equipment
loans, real estate mortgages, and credit
card accounts receivable. Such mechanisms
can change the conduits through which
financing takes place, improve the allocation of capital, and promote competition in
the financial sector. However, their effectiveness is limited by the difficulty of
creating, perfecting, and enforcing the
underlying secured transactions. At the
most rudimentary level, the easiest securiti46

zation is one where an enforceable security
interest is given in the underlying paper.
Successful securitizations in Canada and
the United States are based on predictable
collection rates for underlying mortgages,
chattel paper, leases, and accounts receivable. In countries where the underlying
loans cannot be collected or leases enforced,
securitization offers only limited actuarial
benefits. And, if a government guarantees
such securitizations, it risks accumulating
large uncollectible debts.
Leasing, a type of secured transaction,
may facilitate repossession by not requiring proof of ownership. Even so, repossession can be a lengthy process. Leasing is
also subject to problems of creation and
perfection. When these problems are not
addressed, leasing primarily benefits those
who can already borrow.

Seeking solutions
Some analysts have concluded that, if the
private sector is unwilling to provide credit,
market imperfections justify the creation of
state agencies that make loans. However,
this strategy has severe limitations. First,
state lenders are no more able to collect
these loans than are private lenders. The
main difference is that state lenders are
willing to make loans despite the risk of losing money. Not surprisingly, they have lost
a great deal. Second, because borrowers
know that these loans are hard to collect,
such lenders tend to attract a different type
of client—one who specializes in getting
loans from the government, not one who
specializes in investments with high
returns. What typically takes place with
state agency lending programs is a great
deal of lending, little repayment, and not
much positive impact on economic growth.
To get around the difficulties of repossession and sale of collateral, some lenders
simply seize and sell the collateral without
the sanction of law. Some leasing operations disguise their underlying financial
nature and pretend that their seizures are
not repossessions, hoping that the judicial
system will not uncover the equivalence of
the transactions. For large and valuable
pieces of equipment, dealers in every developing country tell tales of dispatching
armed men and bribing police to recover
machinery at gunpoint.
In some countries, lenders use a postdated check to convert the civil offense of
nonpayment into a criminal act. They may
demand a postdated check in the amount of
both the loan and the interest. On the date
the loan is due, the lender requests payment. If the borrower cannot pay, the lender

deposits the check in a bank. If the check is
returned unpaid, the lender can take the
check, stamped "check without funds," to
the police station. In Bolivia, for example,
writing a check without funds is prima facie
evidence of a criminal act of fraud. The borrower may be arrested. If he or she fails to
raise the funds, conviction is certain. (The
sentence in Bolivia for writing bad checks is
about four years.)
Lenders in the formal sector, obviously,
cannot use such collection techniques; the
risk of civil and criminal damages is too
great. Therefore, the resources of the formal
sector are not tapped for credit, and movable property remains the province of lending techniques in the informal sector. This
is costly for developing economies—faced
with the prospect of jail if they are unable to
repay, business people tend to borrow less
and borrow only for operations with very
high returns—and costly for society,
because incarcerating risk-taking entrepreneurs stifles development.
Governments can implement a number
of legal reforms to address the fundamental
problems in credit markets that make it
so difficult to secure loans with movable
property:
• Changing the law to permit a greater
variety of security interests in a wider
range of transactions by a broader group of
people.
• Making registry records public,
reforming state-operated registries, restructuring public registries to permit competition, and privatizing registry services or
allowing private registry services to compete with public ones.
• Speeding up enforcement and making
it cheaper, changing the law to permit private parties to contract for nonjudicial
repossession and sale, and, when possible,
allowing private parties to contract for
repossession and sale without government
intervention. iF&Dl

This article draws on the work of several lawyers
and economists who have advised the World
Bank on a variety of issues related to the Bank's
lending activity and economic and sector work in
the area of secured transactions.
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Stock Market Development
and Corporate Finance Decisions
ASLI D E M I R G U g - K U N T AND VOJISLAV MAKSIMOVIC

In developing countries, how
is the growth of stock markets
affecting corporate financing
decisions? Initially, stock market development tends to be
accompanied by higher corporate debt-equity ratios and
more business for banks.

O

$35 billion in 1994, compared with $0.1 billion in 1985.
The growth of equity markets in developing countries has won the enthusiastic
support of policymakers and expanded the
financing options available to firms. But it
raises a number of questions. How do firms
decide whether to finance investment by
debt or equity? How does stock market
development affect the financing choices of
firms? And how does it affect banks in
developing countries?

Debt or equity?

VER THE past ten years, total
capitalization of stock markets
worldwide has grown from $4.7
trillion to $15.2 trillion; developing countries' share of this total has jumped
from less than 4 percent to 13 percent.
These increases have been accompanied by
the liberalization of stock markets, especially in the developing world. In a successful attempt to attract foreign portfolio
flows, many developing countries have
removed restrictions on foreign ownership,
liberalized capital account transactions,
and improved accounting and information
standards. Portfolio flows of equity investment to emerging markets have
increased sharply in recent years, reaching

Finance theory tells us that, in the
absence of bankruptcy costs, corporate
income taxation, or other market imperfections, the value of a firm is independent of
its financial structure. The theory is intuitive—because a firm's value is determined
by real assets, it cannot be changed by
purely financial transactions. In other
words, financial assets on the right side of
the balance sheet have value only because
of the real assets, including intangibles and
growth opportunities, on the left side.
Therefore, if markets are doing their job, it
should not be possible to create value by
shuffling the paper claims on the firm's real
assets. However, if there are imperfections—such as taxes, underdeveloped
financial markets, and inefficient legal sys-

Asli Demirgii£-Kunt,
a Turkish national, is a Senior Economist in the Finance and Private
Sector Development Division of the World Bank's Policy and Research
Department.

tems—financial structure becomes relevant Firms must decide whether to issue
debt or equity securities to minimize the
costs entailed by these imperfections.
Existing theories have focused on two
different determinants of financing choices
made by firms: "agency" theories stress
conflicts of interest between owners, creditors, and managers; other theories stress
tax consequences. Empirical evidence
shows that differences in the capital structures of firms in industrial and developing
countries can be attributed to the potential
for a firm's owners or managers to engage
in opportunistic behavior (captured by factors such as asset composition, liquidity
constraints, industry classification, and
growth opportunities) as well as to the tax
advantages of debt financing in many countries. However, these differences explain
only part of the cross-country variation in
corporate debt-equity ratios. As shown in
Chart 1, this variation is considerable.

Stock markets
One possible determinant of corporate
financing choices that theory has overlooked is the level of development of financial markets, especially equity markets.
Most of the finance literature assumes the
existence of liquid, well-functioning stock
markets. However, economies without a
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expansion more attractive; such an expansion could be financed either through addiCorporate debt-equity ratios
tional debt or equity. A fourth possibility is
(average, 1980-91)
that, by facilitating the flow of information
and improving corporate governance, wellfunctioning stock markets may lower the
cost of raising capital. In this case, external
finance—both debt and equity—would
become less costly, although it is not clear
which would increase more.
The effect of stock market development
on corporate debt-equity ratios depends on
the initial level of stock market development.
We examined corporate debt-equity ratios
in 30 industrial and developing countries
(Chart 1). After ranking countries based on
the level of stock market development (measured by the size and liquidity of stock
markets), we divided the sample into three
groups of equal numbers of countries. The
first group has the least developed stock
markets; the stock markets in the second
group are twice as developed; and the third
group has the most developed stock markets—almost four times as developed as
the first group. When less-developed stock
markets double, in terms of size and liquidSources: IFC's corporate finance data base and Global Vantage data.
ity, corporate debt-equity ratios increase by
10 percent. (See Chart 2.) When a stock
well-functioning stock market may suffer issuance of equity would mitigate the market quadruples in size and liquidity,
incentive problems, allowing the firm to however, corporate debt-equity ratios
from three types of imperfections.
decline by 25 percent.
First, if there is no stock market, or the borrow more.
This finding suggests that, as a relaThird, besides their role in supplying
stock market is not liquid, opportunities for
risk diversification are limited for investors capital, stock markets play an important tively undeveloped stock market begins to
and entrepreneurs. Outside investors may informational role. Well-functioning stock develop in a given country, firms in that
require a premium to acquire company markets collect information about the country initially increase their debt-equity
stock that is traded on an illiquid market. prospects of firms whose shares are traded ratios. Not only do they issue new equity
The high costs of diversification may and make it available to creditors and but they also borrow more. So, at early
induce firms to avoid the use of financial investors. By improving the flow of infor- stages of market development, improvemarkets and may influence the firms' mation about firms and simplifying ments in information quality, monitoring,
investment decisions. Thus, firms may takeovers, well-functioning stock markets and corporate control may be large enough
choose less capital-intensive production may contribute to corporate control and to induce creditors to lend more. For these
technologies that are subject to lower long- thus lead to greater managerial compe- firms, debt and equity finance are completerm risk, or they may invest less and tency. Better corporate control and firm mentary. However, as stock markets conremain smaller than if their shares were management will, in turn, promote invest- tinue to develop, the ratio changes. In
countries with relatively developed stock
widely held.
ment and efficiency.
However, the effect of stock market markets, as the latter continue to develop,
Second, in the absence of a well-functioning stock market, firms are unable to opti- development on corporate financing deci- firms begin to substitute equity for debt.
Could this reflect other factors that determally structure their financing packages. sions is ambiguous. Sudden access to a
Usually, there are conflicts of interest well-functioning stock market could have a mine corporate financing decisions? While
between a firm's managers and its cus- variety of possible effects on corporate the simple correlations between debt-equity
tomers and suppliers as well as between debt-equity ratios. One possible outcome is ratios and the level of stock market develdifferent classes of investors in the firm. the substitution of outside equity, through opment are telling, they do not take into
For example, firms with high levels of debt public offerings, for debt; in this case, the account other possible determinants of cormay have increased their probability of debt-equity ratios of firms previously able porate financial structure. In addition to the
bankruptcy sufficiently that they may enter to issue only debt would decrease. Or a differences, identified in the corporate
into overly risky projects, thus harming closely held firm might open itself to public finance literature, between firms, capital
their creditors. Because debt financing cre- ownership by issuing shares and substitut- structures may be different across countries
ates incentives to take greater risks, a ing outside equity for inside equity, which because of differences in economic develophighly leveraged firm may not be able to would not affect the debt-equity ratio. A ment, supporting institutions, tax treatobtain additional credit. In these cases, if third possibility is that the firm's owners' ment of debt versus equity, and level of
there were a well-functioning stock market, new ability to diversify risks would make development of financial institutions.
Chartl

48

Finance & Development / June 1996

©International Monetary Fund. Not for Redistribution

Differences in growth rates capture
differences in growth opportunities
available to firms in industrial and
developing countries. All countries in
Chart 1, except Jordan and South Africa,
experienced GDP growth in the 1980s.
Some countries—especially Brazil,
Mexico, and Turkey—experienced high
rates of inflation in the 1980s.
Differences in inflation rates can also
explain some of the cross-country variation in debt-equity ratios. Because debt
contracts are typically written in nominal dollars, the rate of inflation may
affect the riskiness, in real terms, of debt
financing.
The countries in the study also present
a wide range of economic development—
GDP per capita for 1991 ranges from
$359 (Pakistan) to $27,492 (Switzerland).
Income is a good indicator of institutional development. Although the general
trend has been toward liberalization,
markets are much more heavily regulated in most developing countries; there
are often fewer protections for investors;
accounting standards are inadequate;
and governments are, in general, more
active in business affairs. The efficiency
of the legal system and the ability to
enforce contracts are also highly correlated with the level of income.
Countries also vary with respect to
their tax treatment of interest income,
dividends, and capital gains. In most
industrial countries in the sample—for
example, Japan, the United Kingdom, and
the United States—interest payments have
tax advantages. However this is true for
only two developing countries in the sample: India and Korea. In the others, the net
tax burden is generally lower on equity
income.
Finally, the level of development of financial institutions, especially banks, is also
important in provision of credit and corporate financing decisions. Differences in
bank development also reflect differences in
legal structure. For example, different combinations of financial intermediaries have
been developed by European countries
with universal banking than by industrial
countries with regulatory restrictions that
segregate banking and commerce (the
United States, for example). Even though
the overall size of the financial system may
be similar across these countries, the
financing decisions of firms may reflect
these structural differences.
Multiple regression procedures suggest
that our findings on stock market development and leverage hold even after control-

Chart 2

Leverage and stock market
develooment M 980-91)

large firms to increase their leverage.
However, for large firms in countries
with more developed markets, further
stock market development is associated
with lower debt-equity ratios.

Complementarity of banks

Stock market development in terms of size
and liquidity
Sources: IFC's corporate finance data base and
Global Vantage data.
Note: The 30 countries in the study are grouped
according to the level of stock market development.
The index of stock market development is based on
size and liquidity and is a means-removed average
of the ratios of stock market capitalization to GDP,
value traded to GDP, and value traded to stock
market capitalization.
1
Least developed stock markets: Belgium, Brazil,
Finland, France, Italy, New Zealand, Pakistan, Spain,
Turkey, and Zimbabwe.
2
Developed stock markets: Australia, Austria,
Canada, India, Jordan, Mexico, the Netherlands,
Norway, Sweden, and Thailand.
3
Most developed stock markets: Germany, Hong
Kong, Japan, Korea, Malaysia, Singapore, South
Africa, Switzerland, the United Kingdom, and the
United States.

ling for these other determinants of corporate financing decisions.
Size matters. It is likely that the role
played by the market in gathering and disclosing information may be more important for large firms because their stocks are
traded more often and are followed by
many analysts. Small firms may not benefit
as much from stock market development, at
least initially, because their access may be
limited by high fixed issuance costs. Even
the stock of small firms that are listed on an
exchange may not be traded as often as the
stock of larger firms, since it may be more
costly for traders to acquire information
about the prospects of small firms.
An examination of the quartiles composed of the smallest and the largest firms
(measured by asset size) in each country
demonstrates that debt-equity complementarity in developing markets is indeed
driven by large firms. The findings suggest
that the development of a stock market initially affects the financial policies of only
the largest firms. In countries where stock
markets do not play a significant economic
role, stock market development permits

Stock markets serve important functions even in economies with well-developed banking sectors. Because stock
markets provide a means of diversifying
risk, mitigate conflicts of interest among
different creditors, and improve information flow and corporate governance,
equity and debt financing are, in general, not perfect substitutes for each
other. This is especially true in countries with developing stock markets. In
these countries, although development
of stock markets makes more investment feasible, new equity sales are not
the only source of finance for investment. By providing better information
and decreasing monitoring costs for
investors and financial intermediaries,
stock markets lower the costs of both
external debt and external equity. Some
of the new investment stimulated by
stock market development is financed
by new bank loans and bond sales.
Thus, in the early stages of stock market development, equity issues tend to
complement rather than replace bank
lending and bond issues.
In many developing countries, banks
fear that the volume of their business will
decrease as stock markets grow. However,
analysis suggests that initial improvements
in the functioning of a developing stock
market produce higher debt-equity ratios
for firms, and thus more business for
banks. In countries with developing financial systems, stock markets and banks play
different, but complementary roles. Policies
undertaken to develop stock markets need
not affect existing banking systems
adversely. Stock markets and banks can be
developed simultaneously. iF&Dl

This article is based on two papers by the
authors: "Capital Structures in Developing
Countries: Evidence from Ten Countries,"
World Bank Policy Research Working Paper
No. 1320 (Washington, 1994); and "Stock
Market Development and Firm Financing
Choices," World Bank Policy Research Working
Paper No. 1461 (Washington, 1995). These
papers were part of a World Bank research
project, "Stock Markets, Corporate Finance, and
Economic Growth," organized by Asli DemirgucKunt and Ross Levine.
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Urbanization: The Challenge
for the Next Century

ORE PEOPLE will live in
them less capable of supporting
Chart 1
cities by the year 2025
rural
populations and thus adding
Urban population growth
than occupied the whole
to
the
pressures for urban migration
(billions)
planet ten years ago.
(Chart 2). Air pollution already
A new report, World Resources
exceeds health standards in many
1996-97, from the World Resources
megacities in developing countries.
Institute, the United Nations
Sewage and industrial effluents are
Environment Program, the United
released into waterways with miniNations Development Program, and
mal or no treatment, threatening
the World Bank finds that urbanizahuman health and aquatic life.
tion is reshaping the physical and
Thus, in the absence of policy
social environment as it fuels ecoreform, stronger institutions, and
nomic growth and spurs environenlightened political leadership, ecomental degradation.
nomic and population growth in
Urban environmental conditions
developing countries in the near
are important to the health and
term may lead to a deterioration of
quality of life of a city's inhabitants
the urban environment, both physiand can impose significant costs on
cal and social.
Chart 2
economic and social development.
Three issues emerge as partiThe impact of urban areas on the
Population subject to
cularly critical: water supply,
surrounding environment is an issue
water srarcitv
sanitation, and water resource manof growing concern. More than half
agement; solid waste management;
of humankind will live in urban
and air pollution. In each area, there
areas by the end of the century, and
are compelling economic, social,
60 percent by 2020 (Chart 1). In most
and environmental rationales for
nations, cities generate a majority of
change. Successful efforts, however,
the economic activity, ultimately
are likely to require significant
consume most of the natural
changes in urban practices and
resources, and produce most of the
strategies.
pollution and waste. Thus, urban
Beyond the immediate priorities
environmental issues, although
for improving the urban environoften overlooked, are important both
ment lies the need to strengthen
locally and on national and global
local governments, to implement
scales. Neglect of these issues could
new approaches to alleviating
compromise larger economic, social,
poverty and supporting communiand environmental goals in both
ties, and to develop more environSource: World Resources Institute.
developed and developing countries.
mentally friendly cities. Virtually all
The developed world is already
of the policies needed to improve
largely urbanized. In the developing world, the rapid urbanization
the urban environment require more effective urban governance.
now under way will increasingly concentrate both population and
That will require not only strengthened governments but also
economic growth in cities—as much as 90 percent of future poputhe involvement of many other actors in the urban
lation growth and a major share of future economic
environment—including the poor and the private sector.
growth—intensifying the problems of the urban environment. In
Community-based approaches are essential if urban services are to
recent decades, urban areas in developed countries have made
reach those who need them and if there is to be broad-based supmajor progress in cleaning up local environmental problems, but
port for needed changes in strategies and practices. The sheer size
they remain significant contributors to regional and global enviof urban populations and economies means that cities must lead
ronmental burdens. In developing countries, urban areas often
the way toward more environmentally sustainable practices for the
have huge populations living in poverty. Their problems are simiworld as a whole. IF&D
lar to those of the rural poor—lack of access to clean water, sanitation, and adequate housing—compounded by overcrowding and
This article is drawn from World Resources 1996-97, a joint publication
exposure to industrial wastes and urban air pollution.
of the World Resources Institute, the United Nations Environment
Burgeoning cities are expanding into fragile ecosystems. Cities
Program, the United Nations Development Program, and the World Bank,
sometimes deplete nearby areas of water and firewood, rendering
Oxford University Press, Oxford, 1996.
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IMF Programmes in
Developing
Countries (Design
and Impact)
Routledge, London, 1995,
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K

ullick has written a responsible and
well-researched critique of Fund-supported
programs. After surveying the literature
on the effects of Fund-supported programs
and the methodological problems involved,
Killick presents the results of his own
research. As in all such studies, the existence of a program seems to have little
statistically identifiable impact on outcomes. In fact, Killick finds a more significant positive effect on a number of
variables than has most previous research,
including that done within the Fund.
At first sight, the weakness of this
relationship is surprising, since an agreement with the Fund on a program is considered a major event by the parties
involved and by third parties, both public
and private. The reason for the weakness
of the relationship is probably that models
do not capture the rather complex interactions between the Fund and the country
during the implementation of the program.
In this process, the decision to approve an
arrangement with the country is only one,
albeit an important, element. Fundsupported programs are not missiles that,
once launched, have a pre-ordained trajectory. The more interesting questions are
whether the Fund is helping a member
country to adopt the right policies and
whether the institution is using its
undoubted influence wisely.
Among Killick's serious concerns with
the structure of Fund-supported programs
is that the bulk of the cut in absorption is
typically borne by investment. In defense
of Fund-supported programs, it could be
noted that, if a shock is temporary and
external financing constrained, it may be
more rational and welfare-enhancing to cut
investment rather than consumption.
There is also a tendency for private investment to slump after a period of macroeconomic instability as investors wait to see

whether stability has been restored before
making irreversible investment decisions.
Thus the fall in investment directly associated with Fund-supported programs may
not reflect excessive tightness.
Killick's concern with the cuts in investment feeds, however, into his critique that
the Fund's integration of growth into the
design of programs is more rhetoric than
reality. He suggests that programs should
normally incorporate a growth target at
least 1 percent above the rate of population
growth, and that sufficient financing for
this should be mobilized. In my view, the
real problem is to ensure that the basis is
laid for high-quality and sustainable
growth. The recovery of growth may often
occur only after the expiration of the program, and often it will be impossible to
avoid a period of retrenchment as the
negative consequences of past policies are
overcome.
Killick recognizes the increased incorporation of safety nets in Fund-supported
programs but argues that more can and
should be done. He notes that it is very
hard to come by data on the effects of
Fund-supported programs on income
distribution, but the urban poor as a group
are probably often adversely affected.
Killick does note that both incomedistribution outcomes and cuts in public
investment may reflect the priorities of the
governments involved, rather than those of
the Fund.
Killick finds no evidence for Fund
financing as a catalyst for other financing,
particularly as far as private sector flows
are concerned, and he describes this
"catalytic role" as a myth. By contrast, the
Fund staff has found a strong link between
aid flows and loans under the enhanced
structural adjustment facility (ESAF), and
the experience of mobilizing resources
through consultative groups would also
indicate such a link with regard to official
financing. Fund-supported programs are
certainly intended to lead ultimately to
finer borrowing terms and better market
access. Killick's failure to find this relationship may lie in the estimating techniques
used: simple before-and-after analysis will
often show reduced inflows. Programs
usually aim for an improvement in the
current account and thus less reliance on

foreign borrowing than in the immediate
past. But Killick may be identifying a real
problem reflecting the lags associated with
the restoration of cover by export credit
agencies.
Killick strongly criticizes the intellectual
underpinnings of performance criteria and
calls for radical change. While there is
more variation in performance criteria than
Killick gives the Fund credit for, it is true
that the core constellation of financial
performance criteria has not changed
much over the years. A number of valid
criticisms of credit ceilings and other criteria are presented, but he does not suggest
any alternatives. From the Fund's point of
view, it is crucially important to link the
authorities' policy commitments to operationally important magnitudes controlled
by the central bank and the ministry of
finance.
Killick's book is a balanced assessment
of Fund-supported programs and a valuable and independent contribution to the
literature on the Fund. The Fund can only
benefit from the scrutiny that he gives its
record and would be well advised to continue the debate. Finally, the book contains
helpful suggestions for improvements in
the Fund's operations that should be taken
seriously within the institution.
Mark Allen

Yegor Gaidar and Karl Otto Pohl

Russian
Reform/International
Money
MIT Press, Cambridge,
Mass.,1995, 146 pp., $25.00
(cloth).

.his volume reproduces the 1993 Lionel
Robbins Memorial Lectures given by two
figures who played crucial roles in shaping
the major economic events of recent times.
Yegor Gaidar launched economic reforms
in Russia in 1992, while Karl Otto Pohl
was at the center of German efforts to
control inflation in Europe in the 1970s
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and 1980s and to lay the framework for enhanced monetary
cooperation among industrial countries.
Gaidar's essay provides a fascinating and candid insight into
the unprecedented policy challenges facing a small group of
reformers as the Soviet Union collapsed in late 1991. He argues
very persuasively that given the previous failed attempts at
reform, traditional theoretical arguments about shock treatment
versus gradualism were largely irrelevant. The only option was to
liberalize prices immediately and introduce market mechanisms
as quickly as possible. While most observers—or, at any rate,
those outside Russia—supported this approach, there was much
debate, both at the time and afterward, about whether an additional element, tight monetary and fiscal policies, was essential
for it to work.
Gaidar makes a strong case that, in addition to liberalization,
steps (drastically slashing military spending and subsidies) were
taken to stop the very real threat of hyperinflation—to him, this
achieved the "maximum" program of the reformers. To be sure,
keeping monthly inflation to no more than 10 percent in the first
half of 1992 was considered a failure by some, but it should not be
forgotten that, at the time, many observers had predicted much
worse outcomes. Actually, inflation later accelerated somewhat, as
Gaidar's political influence began to wane. But by then the
reformers had begun to push radical privatization, which Gaidar
rightly regarded as an essential means of creating a class whose
members would not tolerate hyperinflation.
Gaidar's personal account is essential reading for anyone wishing to understand the political and economic pressures of those
tumultuous times. Notwithstanding the current uncertainties
about the future course of Russian reform, his legacy will not be
easily overturned.
While the monetary policy crises faced by industrial countries
were much less dramatic than those in Russia, Pohl's insider's
view of the German role nevertheless makes for absorbing reading. In discussing the events leading up to the collapse of the
Bretton Woods system, he leaves no doubt that the German
authorities were more strongly committed to maintaining domestic monetary stability than to maintaining fixed exchange rates.
Pohl stresses again and again the (by now fairly obvious) point
that "exchange rate stabilization cannot work if underlying economic fundamentals do not converge."
This philosophy also pervades the second part of Pohl's essay,
which deals with Europe's experience on the road to economic and
monetary union. For a long time, Pohl and the Bundesbank were
skeptical about the possibility of a convergence of low inflation
policies within Europe. But gradually this skepticism was overcome, and by the time the Maastricht Treaty was signed, Pohl
appeared willing to give other countries the benefit of the doubt.
He felt that, first, most politicians (and their electorates) had come
to accept the basic arguments for price stability and against
debasement of the currency, and, second, the increased integration
of world financial markets had already begun to impose severe
constraints on countries' ability to pursue truly independent
monetary policies. But Pohl remained cautious, stressing repeatedly that the institutional structure of a European monetary union
must protect monetary policy against political pressures. An
appendix provides an interesting critique of the alternative
approaches that seemed possible at the time.
Pohl's account is a well-argued statement of the classic German
approach to monetary policy and of the importance he attaches to
the independent role of the Bundesbank. However, one omission is
somewhat striking: there is virtually no discussion of the
52

upheavals in the European Monetary System resulting from the
effects of German unification—an episode suggesting that matters may not be quite as clear cut as Pohl would wish.
Donal Donovan
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Adrian Wood

North-South Trade,
Employment and
Inequality
Changing Fortunes in a
Skill-Driven World
Oxford University Press,
New York, 1994, xii + 505 pp., $24.95 (paper).

T
Ah

Lhe rise in wage inequality between
skilled and unskilled workers in industrial
nations in the 1980s has brought forth a
wide literature whose authors are seeking
explanations for this phenomenon. The
generally accepted view is that a relative
decline in the demand for unskilled workers overwhelmed the long-term decline in
the relative supply of them. The principal
dispute in the literature is about the causes
of this relative decline. Two explanations
are usually offered: one involves the greater
penetration by developing countries of the
global market for manufactured goods and
the other involves skill-biased technical
change.
In his book, North-South Trade,
Employment and Inequality, Adrian Wood
argues strongly in favor of the first explanation. Using factor-content analysis, he
estimates that changes in trade with developing countries reduced the demand for
unskilled labor relative to skilled labor in
the industrial nations by 20 percent.
Moreover, he finds that the differential
between the wages of skilled and unskilled
workers, using various measures, lies
between 10 and 21 percent. Therefore,
assuming a relative labor demand elastic-

^he authors of this volume explore the
following interlinked and fundamental
issues: What has been the lot of Latin
America's poor during the "lost decade" of
the 1980s? What has been the impact of
structural adjustment programs on their
well-being? And, what kinds of programs
and results have governments implemented to mitigate the impact of structural
adjustment?
The first four chapters explore various
thematic issues—they describe what
actually happened to poverty in a group of
Latin American countries and explore the
underlying determinants of poverty.
Although there can be little doubt that the

ity equal to 1, he concludes that the growth
of trade with developing countries is sufficient to explain all of the increase in the
wage differential.
In the final section of the book, Wood
offers various policy options to address the
rise in wage inequality. He argues that an
appropriate policy response would be to
combine improvements in education and
training for new labor force entrants, with
a system of income supplements for lowwage workers in the United States and with
a progressive payroll tax in Europe. The
different prescriptions for the United States
and Europe reflect the differing degree of
wage flexibility in both regions. The flexibility of wages in the United States has led
to much greater income inequality than in
Europe, where policies have buttressed the
bottom of the wage distribution, at the cost
of higher unemployment. Therefore, the
policy prescriptions attempt to reduce
income inequality in the United States and
to stimulate the employment of unskilled
workers in Europe.
Wood's explanation of the rise in wage
inequality relies on the validity of his
estimate of the factor content of trade. To
derive his estimate, he makes various
adjustments to the standard way of calculating the cumulative reduction in the
demand for unskilled labor. First, he uses
labor-input coefficients for developing
countries rather than those for developed
countries (the latter coefficients are used in
the standard methodology) because developing countries export different (and noncompeting) goods than developed
countries. Second, he corrects for defensive
unskilled-labor-saving innovation and
spillover effects on the nontraded sector.

Nora Lustig (editor)

Coping with
Austerity
Poverty and
Inequality in Latin
America
Brookings Institution,
Washington, 1995,
xviii + 460 pp., $39.95 (cloth), $18.95 (paper).

"head-count ratio" (the ratio of persons
whose incomes fall below the poverty line)
rose in most Latin American countries
during the 1980s, it is also clear that information on poverty in the region is still

Both these modifications raise the standard
calculation of the factor content of trade by
a multiple of 10. While the corrections that
are made by Wood go in the right direction,
their magnitude is subject to debate. It
seems more reasonable to attribute part of
the rise in wage inequality to greater exposure of developed country markets to
manufactured products from developing
countries and the remainder to the competing explanation of skill-biased technical
change.
Wood's general policy prescriptions are
not dependent on whether the falling
demand for unskilled labor is caused by
trade or by new technology, and they can
therefore be assessed independently of the
position taken on the relative importance
of both explanations. The argument that
providing education and training to new
labor force entrants will raise the supply of
skilled workers over time and hence reduce
the skilled wage differential is debatable.
The recent US experience of training programs targeted at youths has been unfavorable, and a number of commentators
have suggested reassessing education
policy earlier in the life cycle of labor force
entrants.
In general, the presentation of the facts
of wage inequality and rising penetration
of the global market for manufactured
goods by developing countries is clear and
cogent. Moreover, the exposition of the
factor content of trade is comprehensive
and original. For those interested in understanding the potential causes of, and remedies for, the rise in wage inequality in the
1980s, this book should certainly be high
on their list of publications to read.
Alun Thomas

incomplete. The authors tackle the
intractable issue of the impact of structural
adjustment per se (i.e., as opposed to the
impact of the crisis environment that
makes it necessary) on the poor. In the final
thematic chapter, they provide an excellent
discussion of the ways in which poverty
programs, such as food distribution, can be
evaluated in a reasonably systematic way
even without the benefit of a rigorous
analytical model. This reader felt, however,
that the analyses of Bolivia's experience
with the Social Emergency Fund and
Jamaica's with food aid programs could
have been a bit more pointed.
These chapters are followed by case
studies on the relationship between the
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economic crisis of the 1980s and the social
safety net programs in Argentina, Brazil,
Chile, Mexico, Peru, and Venezuela. These
country case studies deal, with varying
degrees of thoroughness,with issues such
as the origins of the country's macroeconomic problems, the impact of the crisis on
the prevalence and depth of poverty, and
governments' efforts to safeguard existing
social programs or introduce new ones to
alleviate poverty. The most comprehensive
treatments are those of Chile and
Venezuela; the chapter on Peru has seen its
major thesis overtaken by events. The
Venezuela study is notable for its concise
discussion of the macroeconomic background to the late 1980s crisis and for its
analysis of the opposition to fundamental
reform in various areas by diverse vested
interests. In the case of social expenditure,
the authors argue, it is the public sector
unions that resist the reorientation of, for
example, health and education expenditure
from the tertiary to the primary sectors,
because of its impact on jobs. The chapter
also clarifies how the targeted nature of
programs introduced in early 1989, after

Ricardo Lopez Murphy (editor)

Fiscal
Decentralization in
Latin America
Inter-American Development
Bank, Washington, 1995,
297 pp., $18.50 (paper).

Jie concept of the nation-state is not
dead, but it has come under increasing
pressure from two sides. First, the significant advances in regional and global integration and coordination over the last few
decades—like the European Union or
Mercosur—have demonstrated conclusively that regional arrangements can be
an effective mechanism for carrying out
policies traditionally in the realm of the
nation-state. Second, increased decentralization of national decision making to
subnational levels of government, a process that has paralleled the advance of
democracy around the world, has revealed
a significant potential for efficiency gains.
Further decentralization seems inevitable,
but major questions remain as to what
government functions should be decentralized and in which sectors and regions; to

the riots, distinguishes them from those
already in place.
The Chilean study provides an exhaustive account of the country's social programs. Chile sought to contain education
and health expenditures mainly by squeezing teachers' and health workers' salaries,
and by postponing capital expenditure.
The government did, however, try to
increase the share of primary expenditure
and of targeted special programs for mothers and infants. The authors argue that this
resulted in undue neglect of others in need,
and that, given Chile's demographic and
epidemiological profile—"older" than that
of other Latin American countries, and
with fewer diseases of malnutrition and
less bad sanitation—it was misguided.
This seems debatable given the importance
of early care and attention for future health
and productivity. On the discussion of the
decline in total public expenditure, the
authors could have explained more carefully the role of devolution of such expenditure to the municipalities—it is not clear
whether total expenditure includes expenditure at this level or not. Chile's experi-

ence contrasts markedly with those of
Argentina and Venezuela, whose politically
different governments were unsuccessful
(at least in the 1980s) in achieving fundamental change in the structure of public
expenditure.
The vexing issue of the counterfactual
could be more clearly handled by the country studies. Thus, one feels that structural
adjustment is "blamed" for the increase in
poverty when, in reality, one should ask
what would have happened in the absence
of adjustment. The Chilean study argues
that the impact of the boom-and-bust cycle
is asymmetric: the increase in poverty that
occurs during the recession is not eliminated fully during the recovery. This is an
important argument, but one that needs to
be developed.
These criticisms notwithstanding, this
volume is a worthwhile read—not just for
regional specialists, but for anyone interested in the issues it raises. Would that
there were similar studies for other parts of
the world.
George A. Mackenzie

what extent and how decentralization
should be implemented; and how macroeconomic stabilization objectives can be
safeguarded in this process.
This book examines fiscal aspects of
decentralization in Latin America, a timely
topic that has gained much prominence in
the context of the sweeping democratization processes in the region. It contains
four case studies—Argentina, Chile,
Colombia, and Peru—and an overview
chapter that synthesizes the lessons
learned from the case studies. All of the
studies are based on the hypothesis that a
high degree of centralization may be
wasteful, as it prevents local or regional
features and advantages from being taken
into account.
Decentralization, when badly done,
however, may increase regional disparities,
jeopardize macroeconomic stability, and
undermine economic efficiency. The
authors recognize this by emphasizing that
fiscal decentralization without adequate
institutions (for example, a strong tax
administration and expenditure management system) at all levels of government,
clear rules governing revenue and expenditure assignments and responsibilities, and
a well-designed system of transfers
between different levels of government
actually reduces fiscal accountability and

creates macroeconomic and allocation
problems that may lead to severe economic
crises.
A major strength of this book is that it
provides concrete, detailed policy advice.
Indeed, it could even serve as a blueprint
for reforming intergovernmental fiscal
relations in these four countries, given its
dazzling range of policy recommendations.
These recommendations cover enhancing
the efficiency of institutional, administrative, and regulatory structures; restructuring revenues, expenditures, and
intergovernmental transfers; addressing
income distribution problems; and safeguarding macroeconomic stabilization
objectives within a decentralized fiscal
system. The book convincingly shows how
a well-designed decentralized fiscal system
would improve the effectiveness of government expenditure in each of the four countries and, most important, how this could
be achieved without compromising hardwon macroeconomic stability.
Of course, reform needs differ from
country to country. Take, for example,
macroeconomic stabilization. Chile is probably the most centralized of the four
economies, and it already has a strong
arsenal of stabilization tools, ranging from
funds that keep fluctuations in copper
revenues from destabilizing the budget, to
Finance & Development /June
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a constitutional framework that prevents
the legislature from making upward
adjustments in the calculation of available
resources, to strict controls over the power
of subnational levels of government to
incur debt. In contrast, Argentina, the most
decentralized of the four countries, has an
elaborate revenue-sharing system with a
strong procyclical bias and traditionally
has had insufficient controls on provincial
finances. The book argues that these
remain weak points in the otherwise successful stabilization program now under

Dennis T. Yasutomo

The New
Multilateralism in
Japan's Foreign
Policy
St. Martin's Press, New
York, 1995, x + 130pp.,
$39.95 (cloth).

•Japan's emergence as the world's second
largest economy has been one of the most
significant events of the postwar period.
While the bulk of its economic development was financed by domestic savings, it
should not be forgotten that in 1960, Japan
shared with India the status of top recipient of World Bank loans. It received its last
loan from the Bank in 1966 and did not
finish repaying all of its loans from the
Bank until 1990.
While Japan's economic development
has been extraordinary, its international
role in influencing foreign affairs and in
providing global leadership has been, until
recently, quite muted. Postwar regional
animosity toward Japan, as well as constitutional limits on its military capabilities,
resulted in a risk-avoiding diplomacy that
separated economic development from
international politics. This was reinforced
by Japan's reliance on military protection
from the United States, which still causes
friction today. As its economic strength has
increased in both absolute and relative
terms, however, and as global military
tensions have abated, Japan has been
belatedly but increasingly speaking with a
louder international voice—one that is no
longer automatically aligned with that of
the United States.
In this well-organized and clearly argued
book, Professor Yasutomo examines
Japan's evolving foreign policy as
56

way. The same features, however—a relatively powerful central government in
Chile, and fairly powerful but inefficient
provincial administrations in
Argentina—make for important differences in the reforms needed to obtain the
efficiency gains that a decentralized fiscal
system potentially promises.
Unfortunately, the book's coverage of
countries is not as broad as its title suggests, and, in particular, one wishes the
diverse experience of large federal states
like Brazil and Mexico had been included.

Also, the book could have benefited from
more meticulous editing to highlight the
main policy lessons. While it requires a
rather patient reader who does not mind
getting immersed in overwhelming detail,
its careful analyses and detailed policy
recommendations make it an invaluable
source for policymakers and researchers
interested in intergovernmental fiscal
relations.
Gerd Schwartz

expressed through its membership in
multilateral development banks. He argues
that, given constitutional and geopolitical
constraints, it is official development assistance (ODA) and not military activities that
has been Japan's contribution to the world
community. Tracing Japan's contributions
from its membership in the Colombo Plan
in 1954, followed by its first bilateral loan
(to India) in 1958, Yasutomo characterizes
Japan's aid policy in the 1950s and 1960s
as largely commercially based, with an
explicit separation of politics from economics, and almost exclusively focused on
its Asian neighbors.
Yasutomo states that in the 1970s, following the normalization of US-Chinese
relations and the end of the Vietnam War,
Japanese aid policy became increasingly
diversified and politicized. ODA terms and
conditions were softened, amounts were
increased, and new aid forms and new
recipients, including Mongolia and
Vietnam, emerged. Thus, while economic
interests remained paramount, the political
dimension was increasingly apparent
(though yet to be acknowledged). These
changes in policy were also visible in
Japan's introduction of aid to the Middle
East and Latin America, which was part of
an attempt to secure and diversify its
energy sources.
In the 1980s, the emergence of Japan's
sizable and persistent external surpluses
simultaneously with the global debt crisis
resulted in renewed appeals to Japan to
further increase ODA. Japan responded
with three debt-relief plans totaling
$65 billion over 1986-89, with increasingly
heavy emphasis on intermediation through
multilateral institutions. Yasutomo argues
that four major developments have characterized Japanese ODA policy in the
1990s—the political and strategic use of
ODA has become explicit; the country's

Asian ODA policy has changed, as some
recipients have graduated and others
(especially from the former Soviet Union)
have emerged; a new ODA philosophy,
reflected in Japan's recently adopted ODA
charter, has arisen; and multilateral aid has
expanded into new areas and received new
emphasis.
Yasutomo discusses Japan's evolving
foreign aid policy through detailed examinations of its activities in the World Bank,
the Asian Development Bank, and the
European Bank for Reconstruction and
Development. In addition to examining
Japan's increased financial contributions to
the multilateral development banks,
Yasutomo discusses Japan's heightened
desire to increase the share of Japanese
personnel in these institutions. He also
highlights Japan's ODA policies in the
1990s with a chapter examining the multilaterialization of Japan's dealings with the
former Soviet Union. In addition, he argues
that Japan has become increasingly vocal in
its view—which is shared by other Asian
governments and academics—that the
prevailing development strategy is excessively narrow and ignores the government's
role in recent "miracles" in East Asian
economic growth. This perception resulted
in the Japanese-financed study, The East
Asian Miracle: Economic Growth and
Public Policy, by the World Bank in 1993.
While the debate about whether or not
there have been miracles (with strong
doubts cast by Paul Krugman and Alwyn
Young) is far from over—and, if so, what
their causes have been—there is no doubt
that Japan will continue to influence the
multilateral development banks in ways
that are more in line with its economic
strength.
Mark S. Lutz
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