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EARLY a decade ago, the fall of the Berlin Wall launched a chain of events that
rapidly transformed the economies of Central and Eastern Europe, the Baltics,
Russia, and the other countries of the former Soviet Union. After facing initial
problems of inflation and low growth, these countries have recently made considerable strides toward transforming themselves into market-based economies. The
achievements and challenges of this historic transformation were the focus of a conference at
the IMF earlier this year that brought together senior policymakers from the transition
economies, academicians, and international officials. In recognition of the wider importance
of this event, several articles in this issue of Finance & Development are drawn from papers
presented at the conference.
Our coverage opens with an overview by Saleh M. Nsouli of the key issues discussed. Then,
Yegor Gaidar, the former prime minister of Russia, analyzes some of the lessons of the
Russian crisis for other economies in transition. Carlo Cottarelli and Peter Doyle review the
progress of some transition economies in taming inflation and draw lessons for other countries, while Oleh Havrylyshyn and Thomas Wolf see the control of inflation and the liberalization of markets as essential criteria for a recovery of output. Privatization is a crucial element in transition, and John Nellis considers how it can be achieved in countries where governments lack the will and capacity to follow through on their plans. Vito Tanzi considers
what the role of government should be in the new environment and how the institutions
needed to support economic growth can be developed.
Another view of inflation and growth in the transition economies is provided in a guest
article by Michael Kaser, who asks how they can secure economic growth without prejudicing the gains they have made.
How is it that the countries hardest hit by the Asian crisis were among those that were
most admired for their economic achievements and that attracted the most foreign investment? Bijan B. Aghevli examines this conundrum and presents suggestions on how to forestall future crises.
Ways in which developing and transition countries might strengthen their financial systems to benefit from access to international financing are discussed by Malcolm Knight.
Two views of the usefulness of indicators to provide early warnings of banking crises are
presented in this issue. Brenda Gonzalez-Hermosillo argues that such indicators can play a
useful role in warning of incipient crisis, while Sunil Sharma cautions that the "holy grail" of
crisis prediction may be intrinsically unattainable.
The introduction of the euro has had a far-reaching impact on the global economy, and
Dorte Verner considers the effect of the new currency on the countries of Latin America and
the Caribbean. In thefinalarticle, the significance of the "brain drain" for both developing and
recipient industrial countries is assessed by William J. Carrington and Enrica Detragiache.
A year ago, in June 1998, the International Monetary Fund assumed full responsibility for
the publication of Finance & Development, ending the previous copublishing arrangement
with the World Bank. Since then, we have sought to develop the magazine and to provide our
worldwide readership with a broad range of articles on major issues affecting the international monetary system and the global economy. We continue to welcome your comments
and suggestions.
Beginning with the March 1999 i ssue, Finance & Development on the IMF's website
(http://www.imf.org/fandd) includes not only the English edition of the magazine but also
the French and Spanish editions.
Ian S. McDonald
Editor-in-Chief
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A Decade of Transition

An Overview of the Achievements
and Challenges
To take stock of the accomplishments of the transition economies over the past
10 years and identify the challenges ahead, in February 1999 the IMF organized a
conference for high-level officials from transition countries, academics, and staff
members of international organizations. This article highlights the key issues discussed at the conference, some of which are explored further in the articles that follow.
Sa I e h M . N so u Ii

S

INCE the fall of the Berlin Wall nearly a decade ago,
the former centrally planned economies of Central
and Eastern Europe and the Baltics, Russia, and
other former Soviet Union countries have made
major strides in moving toward market-based economies.
Initially, this historic transformation was accompanied by
considerable price and output instability. Stabilization programs supported by the IMF and the World Bank helped contain this instability in many countries and bolstered the
momentum for structural reforms. Yet the challenges that
remain are enormous, as demonstrated by the problems
Albania, Bulgaria, and Romania encountered during 1996-97,
and by the crisis that beset Russia in 1998.
The tone of the IMF conference, "A Decade of Transition:
Achievements and Challenges," was set by Michel Camdessus,
the IMF's Managing Director, in his opening remarks. He
pointed to the progress made, but cautioned that "we are
clearly far from the end of the road.... Now, most countries
can turn to the much more difficult and time-consuming
task of implementing second-generation reforms." He highlighted one specific task for the future: "enforcing the rule
of law and fostering a culture that respects and, indeed,
welcomes a framework of law, regulation, and codes of
good practice."
2
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The record
The record thus far was reviewed, with a focus on such issues
as disinflation, growth, public enterprise reform, budget constraints, governance, capital flows, banking sector reform, the
underground economy, and income inequality. (See box for
a list of the presentations made at the conference.)
The economic literature on the transition process has
grappled with two critical questions on disinflation. First,
how rapid has disinflation been during transition? Second,
what effect has disinflation had on output? In fact, Carlo
Cottarelli and Peter Doyle found that disinflation had been
achieved quite rapidly in many of the transition countries.
The median inflation rate in the Central and Eastern
European countries dropped from 84 percent in 1992 to
about 9 percent in 1995. Disinflation was achieved even
more rapidly in the Baltics, Russia, and other former Soviet
Union countries, where the median inflation rate fell from
1,210 percent in 1992 to 60 percent in 1995. The two
groups of countries converged to a median inflation rate of
11-12 percent by 1997. But the reduction in inflation, with a
few exceptions, has not been sustained, and inflation has
resurged in some countries.
Despite such rapid disinflation, no general evidence was
found that disinflation had been a factor in depressing
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output. Four factors played a key role in limiting the impact
of disinflation on output: there was considerable political
support for disinflation and price liberalization; stabilization
policies were introduced early; comprehensive fiscal consolidation underpinned disinflation in a number of countries;
and the various monetary frameworks were appropriately
flexible. In fact, rather than depressing output, the resulting
moderate- and low-inflation environment had, in due
course, a positive impact on growth.
Nonetheless, virtually every country in the region experienced a substantial decline in recorded output with the onset
of transition. According to Oleh Havrylyshyn and Thomas
Wolf, the initial output loss reflected the collapse of the
highly centralized and inefficient production and distribution network of the command economy, while there were
inevitable, long time lags in reallocating resources to more
efficient uses in a decentralized system. The differences in
initial conditions and policies led to a much greater decline
at the beginning of transition in the Baltics, Russia, and other
former Soviet Union countries than in the Central and
Eastern European countries. But after about three years of
decline, output in most countries has been growing for several years. There are a number of exceptions, however.
Albania, Bulgaria, and Romania began growing three to five
years into the transition period but suffered reversals during
1996-97 because they failed to undertake some important
structural reforms. Kazakhstan, Moldova, Russia, Tajikistan,
Turkmenistan, and Ukraine have registered little or no
growth after eight years of transition, for various reasons,
including civil conflict, the decline in world oil prices, weak
policies, and the spillover effects of Russia's crisis, which
itself reflects political uncertainties and an unfinished structural reform agenda.
By contrast, the experience of the East Asian transition
countries—notably, China—is considerably different in
terms of growth and inflation. Sanjay Kalra, Torsten Slok,
and David Robinson observed that the stronger performance
of the East Asian countries reflected not only more favorable
initial conditions but also far-reaching reforms in a number
of areas—agriculture, in particular—undertaken quite early
in the process.
The reform of the public enterprise sector has often been
patchy and inconsistent in the transition economies, according to Nicholas Stern, and, as a result, unprofitable enterprises have continued to operate. Furthermore, as John Nellis
pointed out, too much was promised—in Russia and elsewhere—of privatization. Some had viewed privatization as a

Pietro Garibaldi, Jeromin Zettelmeyer,
Ratna Sahay, and Nada Mora of IMF staff

sufficient condition to bring about a new liberal order.
Privatization was often pursued without due attention being
given to whether the necessary supporting systems for private enterprise were in place, to the length of time it would
take to put such systems in place, or to the likely consequences of privatization in their absence.
The difficulties and setbacks suffered by Russia during
transition were examined by former Prime Minister Yegor
Gaidar, who argued that they were due to the inability to
move effectively from a system of "soft" budget constraints
with "hard" administrative constraints to the decentralized
market system, which is characterized by hard budget constraints with little administrative and political interference. In
Russia today, however, both the budget and the administrative constraints have become soft, he explained. Even when
privatized, enterprises have not been subjected to hard budget
constraints owing to institutional weaknesses. Consequently,
the opportunities for rent seeking—that is, unproductive
profit seeking—are in place, but incentives for enhancing efficiency are not. To reduce corruption and enhance efficiency,
market discipline under hard macroeconomic constraints is
key. However, Gaidar emphasized, macroeconomic discipline
has been absent in Russia, and the resulting lax fiscal and
monetary policies have proved unsustainable.
The record of fiscal reforms in the 1990s has been mixed.
According to Vito Tanzi's analysis, the East European and
Baltic countries have, in general, made rapid progress while
the other countries have been less successful as a group in
establishing fiscal institutions and in controlling fiscal imbalances. In the pre-transition economies, revenue sources generated very high tax levels (at times up to 50 percent of GDP)
without the need for a full-fledged tax administration, and
tax liabilities tended to be vague ("soft") rather than welldefined obligations. The particular characteristics of the centrally planned economies made the collection of these taxes
relatively simple. The impact of the transition on the traditional revenue system was dramatic: the information that the
plan had provided was eliminated; the number of potential
taxpayers that tax administrators had to deal with increased
sharply; and incomes and production were created in areas,
such as financial markets, that had not existed under the previous system and that often involved foreigners. Because of
these changes, the old systems cannot simply be reformed.
Rather, totally new tax systems, capable of operating in the
new environment, are needed.
New tax systems, however, require not just new tax laws but
also new fiscal institutions and new skills. Often the personnel,
Finance & Development /June 1999

3

net inflows, while Russia was a net capital exporter.
Generally, capital inflows at the beginning of the transition
period consisted largely of exceptional financing, but their
composition later shifted to favor foreign direct investment
and other private capital. This would indicate that official
and private debt relief did indeed help the transition
economies to adjust and reform. The econometric analysis
demonstrated the importance of perceptions of country risk
and institutional obstacles (such as government red tape) in
determining foreign direct investment flows.
A survey of banking sector reforms in the Baltics and
Eastern Europe by Lajos Bokros shows that corporate governance, competition, and prudential regulation and supervision play a critical role in the transition to a market economy.
The transition countries that have been strong performers
share a number of features. Of particular importance are
effective foreign and domestic bank entry and exit regulations, which facilitate the entry of foreign banks, thereby
fostering competition, encouraging the development of
increasingly sophisticated financial products, and strengthening the domestic banking system. In contrast, the financial
sectors in the weak performers lack competition and sectorspecific expertise; have low-quality assets, significant state
ownership, and low levels of corporate lending; and operate
in an unstable macroeconomic environment. The transition
countries with inappropriate incentive structures that
encourage the accumulation of risky
assets in pursuit of quick profits have
made the least progress with bank
A Decade of Transition: Achievements and Challenges
restructuring.
Some of the transition countries
February 1-3,1999, Washington, DC
have
large underground economies.
The following presentations were made at the conference:
According to Simon Johnson and
Lajos Bokros, World Bank: "Banking Sector Reforms in Eastern Europe."
Daniel Kaufmann, overregulation,
Michel Camdessus, IMF Managing Director: "A Decade of Transition:
corruption, and a weak legal system
Achievements and Challenges."
often drive businesses underground.
Aggregate data and microsurveys show
Carlo Cottarelli and Peter Doyle, IMF: "Disinflation in Transition Economies."
that in Russia and Ukraine, unofficial
Pietro Garibaldi, Nada Mora, Ratna Sahay, and Jeromin Zettelmeyer, IMF:
output constitutes 40-50 percent of
"What Moves Capital to Transition Economies?"
total GDP, while in most of Eastern
Oleh Havrylyshyn and Thomas Wolf, IMF: "Growth Experience in Transition
Europe it is under 20 percent. The difEconomies."
ference across countries is due primarSimon Johnson, Massachusetts Institute of Technology, and Daniel Kaufmann,
ily to variations in the degree of
World Bank: "In the Underground."
institutional weaknesses and governSanjay Kalra, Torsten Slok, and David J. Robinson, IMF: "Inflation and Growth
ment corruption. As a result of the
in Transition: Are the Asian Economies Different?"
growing underground economy, tax
Branko Milanovic, World Bank: "Explaining the Increase in Inequality During
revenues have fallen, and the quality of
the Transition."
public administration has declined
accordingly, further reducing firms'
John Nellis, World Bank: "Is It Time to Rethink Privatization?"
incentives to be "official."
Nicholas Stern, European Bank for Reconstruction and Development:
The transition from a planned to a
"Challenges for the Next Decade of Transition."
market
economy has been accompaShigemitsu Sugisaki, IMF Deputy Managing Director, Concluding Remarks.
nied by one of the biggest and fastest
Vito Tanzi, IMF: "The Changing Role of Government During the Transition."
increases in income inequality ever
recorded. Branko Milanovic showed

schooled in the old ways, are the main obstacle to change. The
incentives for these individuals are to maintain the old system.
The tax system has come to be seen as a tool that should do
many things, including supporting failing enterprises, sustaining employment by allowing loss-making enterprises to pay
wages instead of taxes, and stimulating nonproductive activities. In some ways, the tax system replaced the plan as the key
instrument for economic and social policy. Thus, in some of
these countries, taxation has continued to be soft. In addition,
in many of these countries, especially the larger ones, public
spending levels have remained very high as shares of GDP, and
there has not yet been a well-thought-out policy of shrinking
the role of the state.
Following external and internal liberalization, the transition economies had large and growing current account
deficits, which were financed largely by capital inflows. An
examination of capital flows to 25 transition economies
between 1991 and 1997 by Pietro Garibaldi, Nada Mora,
Ratna Sahay, and Jeromin Zettelmeyer showed that during
the 1990s net capital inflows to transition economies were
sizable and, on a per capita basis, similar to those to Latin
American countries and the more advanced Asian
economies. They were much higher on a per capita basis
than those to other developing regions. The distribution of
inflows across countries, however, was not uniform. The
more advanced transition countries generally received higher

4
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that, on average, inequality in Eastern Europe,
would therefore be critical to fostering the
the Baltics, Russia, and other countries of the
growth of the private sector and shrinking the
former Soviet Union has increased rapidly, as
underground economy. They would also
measured by a rise in the Gini coefficient from
reduce the perception of risk, thereby helping
25-28 to 35-38 in less than 10 years. (The Gini
to attract foreign direct investment. The great
coefficient is a measure of the equality of
difficulty of creating basic institutions should
income distribution in a country, with 0 reprenot be underestimated, however.
senting absolute equality and 100 representing
Second, the process of privatization has to
absolute inequality.) In some countries, such as
be improved. A strong institutional frameBulgaria, Russia, and Ukraine, the increase in
work, as well as openness and transparency,
inequality has been even more dramatic, outare the keys to success in this area. Numerous
pacing by three to four times the yearly rate of
actions have to be taken to streamline privaincrease in the Gini coefficient in the United Saleh M. Nsouli is
tization. Downsizing and restructuring could
Kingdom and the United States in the 1980s. Deputy Director of the
take place through a reallocation of ownerWhat are the factors driving the growth of IMF Institute.
ship and control, which could be facilitated
inequality? First, wage inequality is greater in
by involving foreign investors. The transfer
the new private sector than in the old, relatively
of labor and social obligations of old firms
egalitarian state sector. Second, incomes from self-employto new owners would need to be avoided. These steps
ment and property, both of which are fairly unequal sources
would have to be reinforced by reorienting the role of the
of income, have grown during the transition. And third, the
state to promote market discipline and putting in place
incomes of former state sector workers who are now unemeffective bankruptcy procedures, while ensuring that
ployed have declined, contributing to a "hollowing out" of
financing be made dependent on a well-regulated and
the middle class.
supervised financial sector and on good business practices.
Such actions would effectively harden the budget constraints on enterprises.
The challenges ahead
Third, financial sector reform is fundamental to promotThe record of the past decade is thus one of progress by the
ing growth, by improving the intermediation process and
transition countries, but it also underscores the challenges
increasing efficiency in the allocation offinancialresources.
that still lie ahead, as pointed out by IMF Deputy Managing
The progress made in giving greater autonomy to central
Director Shigemitsu Sugisaki in his concluding remarks.
banks
represents a step in the right direction. However, creAlthough these countries have generally managed to reduce
ation
of
a competitive system open to foreign financial
inflation and to experience a recovery in output, their situainstitutions
and the enactment and effective implementation remains fragile. There is potential for a resurgence of
tion
of
strong
prudential regulations are key components
inflation, a weakening of output performance, and an intenthat
still
need
to be addressed in many transition
sification of external sector pressures. In this regard, the
economies.
main challenges that were identified at the conference
Fourth, severe income inequalities have to be tackled. Over
included fundamentally transforming the role of the state,
time, institutional change and increased competition should
moving enterprises into the market economy, pursuing
help reduce economic rents and income inequalities. This
banking sector reform, addressing the sharp inequalities in
process will take time, however, and governments will need
income, and strengthening the macroeconomic situation.
to put in place well-targeted social safety nets for the most
First, the role of government needs to be radically transvulnerable segments of their populations.
formed. As pointed out by Vito Tanzi, to function well, marFifth, macroeconomic stabilization is essential to underket economies need governments that are efficient and
pin structural reform and the recovery of economic activity
evenhanded in establishing and enforcing essential rules for
and sustained growth. The empirical evidence shows that
promoting widely shared social objectives, for raising revlower inflation rates are, indeed, associated with faster
enues to finance public sector activities, for spending these
economic growth. Moreover, transition countries with perrevenues productively, for bringing required corrections to
sistent moderate inflation, as well as other advanced transiand controls over the working of the private sector, and for
tion countries, now enjoy favorable circumstances for
enforcing contracts and protecting property. Governments
further disinflation. The threshold above which inflation
will need to establish rules of the game that are appropriate
involves significant output costs is now comparable in the
to market economies as well as regulations in such areas as
transition countries to what it is in the industrial countries;
private pensions and competition while eliminating most
therefore, a commitment to slowing inflation to industrial
discretionary regulations, which are often relics of the comcountry levels over the medium term would be appropriate,
mand economy. Such actions would create an environment
especially in those countries aspiring to join the European
Union. F&D
conducive to the efficient functioning of market forces, and
Finance & Development /June 1999
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Lessons of the Russian
Crisis for Transition
Economies
Soft budget constraints and weak administrative controls
brought Russia to the brink of hyperinflation. The lesson is
to disinflate rapidly and to impose hard budget constraints
quickly.
Yegor Gaidar

W
Yegor Gaidar was Prime
Minister of Russia in
1992. He is currently
Director of the Institute
for the Economy in
Transition (Moscow).
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HAT LESSONS does the
Russian financial crisis hold
for other economies in
transition? I could approach
the topic by providing an avalanche of
details about exchange rate, interest rate, and
budgetary policies, or, perhaps more interesting, details about errors committed by the
Russian government, the Russian central
bank, and, yes, even the IMF. I will not do so,
however, but will instead focus on the problem of soft and hard budget constraints.

Soft budget constraint
The concept of the soft budget constraint—
essentially a lack of financial accountability
by enterprise managers—was first elaborated
by nonsocialist economists for enterprises
under the socialist system. The application
of the term to enterprises in transition
economies and in postsocialist economies is,
in my view, entirely appropriate. Under the
socialist system, the authority of the enterprise manager had nothing to do with
whether or not the enterprise was profitable.
The soft budget constraint was normally the
result of a state budget process far removed
from considerations of efficiency or profit.
Under market conditions, because profits are
the very essence of a manager's authority, the
soft budget constraint is rare and always
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temporary. The market economy, as you well
know, is founded on very tough budgetary
discipline. A manager whose indifference to
budgetary considerations allows an enterprise to fall into bankruptcy suffers a swift
and unpleasant fate.

Hardadministrativeconstraint
On the other hand, under the socialist system, soft budget constraints coexisted with
hard administrative constraints. Since each
enterprise was part of a comprehensive hierarchy, the state exercised rigid control over
the appointment of managers and made sure
that they fulfilled the tasks assigned to them,
including the achievement of wide-ranging
social aims. When, however, the totalitarian
socialist regimes began to disintegrate,
administrative control over the enterprise
managers also fell apart. In some stage of
development in all postsocialist economies,
this phenomenon led to a fatal combination
of soft budget controls and soft or nonexistent administrative controls.
To understand the attitude of managers in
the socialist system, try to imagine an economy in which an enterprise owner has no
need to be concerned when the enterprise
fails to turn a profit. He knows that a weak
bottom line will be compensated by various
budgetary understandings, such as subsidies,

loans on easy terms, and the possibility of allowing tax
arrears to build up without untoward consequences. Imagine
what this would mean for the general efficiency of the market mechanism!
First, it would mean that the usual market instruments
for redistributing resources from poorly functioning, inefficient enterprises to better-functioning, efficient ones would
not work. The discipline of the market would be rendered
ineffectual.
Second, because soft budget constraints are incompatible
with an equitable and efficient tax system, the enterprise's tax
obligation would be determined in practice not by tax law
but by the terms of a contract negotiated between the enterprise and the state authorities. Such negotiations invariably
lead to corruption.

Worst of both worlds
As I just mentioned, practically all postcommunist countries
have experienced problems with this combination of soft
budget constraints and soft administrative constraints. What
is the difference between "market socialist" economies before
the start of serious reform and in the postcommunist reality?
Before the reforms, enterprise managers were firmly under a
system of totalitarian political control. They had to behave.
They had to show that they were loyal members of the party.
It is also unfortunately true that many managers skimmed off
funds from the enterprises, enriching themselves and their
families. There were limits to such transgressions, however.
The enterprise still had to meet the requirements of the central plan and still had to provide for the welfare of its workers.
Failure to carry out fundamental managerial duties would be
regarded as breaking the manager's contract with the political
establishment. This was simply not done and could result in
serious repercussions for the offending manager.
After the crash of communism, the totalitarian regime,
with all its social and administrative restraints, ceased to
exist. Then, the combination of easy budget constraints and
easy administrative constraints produced most undesirable
consequences for the enterprises, for society, and for the
economy as a whole. These developments were entirely to be
expected, given the social environment that emerged after
the breakup of the totalitarian regime. Why? First, because of
a mind-set deeply ingrained over 70 years of socialism. Far
from being distinct entities, enterprises were regarded as part
of the state, a result of socialist industrialization. How could
an enterprise be disciplined on the trivial grounds that for a
time it was unable to fulfill its tax obligations? It would be
absurd: the duty of the state was to provide for the enterprise, not the other way around.
Second, because enterprise managers were part of the social
infrastructure of the totalitarian society, they were in no way
different from other officials in the state administration. They
had gone to university together, they worked together, they
socialized with one another. They could also collude together.
Unless there were countervailing political and legal safe-

guards—and over the past decade there have been few—this
combination of feeble budgetary controls, weak administrative controls, and "old boy" cronyism engendered an inefficient, stagnant, and extremely corrupt environment.

Remedies
What could change this situation? What forces could nudge
the economy in the direction of tighter restraints on the
enterprises? The first prerequisite is to deal with the huge
budget imbalances and monetary overhang that remain as
the macroeconomic legacy of the socialist era. Aspirations on
the part of the political elite to conform to Western norms of
macroeconomic stabilization require a slowdown in the rate
of money creation, a reduction in the budget deficit, and the
elimination of soft budget constraints (including a very hard
stand against tax arrears). In Central European countries,
such as Hungary and Poland, that found themselves in a similar situation, and where these aspirations were reinforced by
the elite's commitment to join the European Union, governments acted resolutely and quickly to impose serious, not to
say harsh, financial discipline on enterprises during the early
stages of the transition. Their resolution was such that they
were able to eradicate the institutionalized culture of the soft
budget constraint soon after the transition began.
The Czech Republic provides an interesting example
because, of all the socialist countries, it found itself in the best
financial condition at the moment of the crash of the socialist
economy, and its financial condition remained strong during
the first years of transition. Lulled into complacency as a
result of its financial advantages, the government failed to
push seriously to harden budget constraints on enterprises.
Despite the Czech Republic's vaunted macroeconomic efficiency, the government delayed restructuring, allowing the
large state enterprises to continue to enjoy soft budget constraints during the first three years of transition and implementing a bankruptcy law only in 1993. The result of the
delay was the loss of three precious years of development.
In the majority of cases, macroeconomic stabilization in
the postsocialist countries is inseparable from the microeconomy. Stabilization cannot go forward without budgetary
restraint at the enterprise level and a wholesale restructuring
of inefficient operations. In Russia, of course, macroeconomic policy during the first years of transition was
extremely weak, mainly because of a lack of political consensus and a division of political power (as evidenced by rampant inflation during those years). Inadequate budgetary and
monetary constraints at the macroeconomic level combined
with inadequate budgetary constraints at the enterprise level.

Financing the budget
By the time monetary stabilization was attempted in Russia,
inflation had eroded cash balances and made the financing
of budget deficits all but impossible. People were sick of
the prolonged inflation. The situation was quite different
from what it had been at the moment of the collapse of the
Finance & Development /June 1999
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"It should be
understood
that hardening
the budget
constraint is
important . . . for

caught in a very serious trap. Foreign
socialist economy and demonstrated the
investors are extremely wary of taking
folly of delaying reform.
chances with an unpredictable exchange
The erosion of monetary balances by
rate policy: to attract capital, you must have
inflation made the ratio of money to GDP
much lower than it would have been if disa transparent and stable exchange rate.
inflation had been attempted at an earlier
Capital inflows will not occur if currency
stage. Moreover, the freedom of enterprises
risks are not hedged.
to accumulate tax arrears also contributed
Between the autumn of 1997 and August
to an erosion of budgetary receipts. It was
1998, the Russian government faced a
very difficult to challenge, let alone change,
choice between two possible strategies. The
this firmly established habit.
first was to demonstrate that it had the
political will to tighten the budget by
The government's ability to borrow in
increasing the
reforming its relationship with large enterthe domestic Russian market to finance the
deficit was severely limited by the lack of
prises, such as those in the oil and gas seccash balances in the economy. Its budgetary
tors, through the imposition of hard
revenues were low, both absolutely and relbudget constraints. The second was to give
ative to revenues in those transition
up, abandoning the attempt to promote
economies that had begun the reform
anti-inflation policies. Unfortunately, the
process earlier. And it seemed unable to legislate the drastic
attempt to tighten budgetary policy received insufficient
cuts in expenditures necessary for monetary stabilization.
political support. The result was inevitable: the continuation
Between 1995 and the first half of 1998, the government
of soft budget constraints, soft budget policy, and soft monestruggled against easy budgetary restraints at the enterprise
tary policy.
level, huge budgetary imbalances at the macroeconomic
The first steps of the new government formed in
level, and weak monetary policy. It succeeded in tightening
September 1998 showed that it, too, very much preferred the
monetary policy, but it continued to struggle with its microsoft budget alternative. What were these first steps? First, it
economic and macroeconomic budgetary problems.
negotiated tax agreements with the largest Russian taxpayers,
thus institutionalizing the practice of defining tax obligations
During 1995-98, the problem of tax collection was not a
problem of tax administration in the usual sense. It was
not by law but by agreement. Second, it also institutionalized
more a political struggle about what constituted the essence
a system of monetary offsets by allowing enterprises to pay
of the emerging economic system, whether it was to be a systaxes in kind and by forgiving the debts of enterprises in the
tem in which the relationship between the state and the
agricultural sector.
enterprises was to be regulated by law or whether it would be
These are not isolated initiatives. They are part of a combusiness as usual, based on political influence and personal
prehensive policy (even if the government does not recogcontacts. The result of the struggle was what I would call a
nize it) whose essence is to enable an elite to retain control
semi-equilibrium in which the budget deficit was stabilized
over valuable properties and to continue to manage enterat around 6 or 7 percent of GDP, but there was not enough
prises, regardless of their level of efficiency, while the state
political support to reduce this figure. Obviously, deficits of
picks up the tab. This is what has been happening in Russia
this magnitude are unsustainable in the long run. They can
during the past five months.
continue perhaps for a year or two, but then the government
A word of advice
must either cut expenditures and restructure the interface
between the state and the enterprises or forget about moneIn conclusion, I would draw a number of lessons from the
tary stabilization. The choice is clear.
Russian experience:
• If the socialist economy no longer functions, the governPresent dangers
ment should try to disinflate as rapidly as possible. A delayed
disinflation will be much more painful.
Radical changes in the international financial climate since
• If the government is confronted with delayed disinfla1997 have posed a considerable threat to the Russian econtion, it should cut budget deficits radically.
omy with its weak financial policies. Unable to reduce the
budget deficit, the Russian government is finding it extremely
• The illusion of being able to finance the deficit out of a
difficult to finance the gap entirely by borrowing from the
short-term portfolio should be abandoned.
IMF and the World Bank. Needless to say, it is experiencing
• Consideration should be given to the vulnerability of the
even more difficulty in finding commercial credits to finance
exchange rate regime to changes in commodity prices.
the deficit. Its ability to borrow commercially depends on
• It should be understood that hardening the budget conswings in the mood of the international financial markets. If
straint is important not only for raising budget revenues but
these markets are optimistic and expansive, there is some
also for allowing market mechanisms to work and thus for
breathing space, but if the mood changes, the borrower is
increasing the efficiency of the economy. F&D

efficiency of the
economy."
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Tanning Inflation in the
Transition Economies
Between 1992 and 1997, most of the transition countries
succeeded in getting inflation under control without evident
cost in terms of lost output. An understanding of the factors
behind their success could not only shed light on the transition
process but also yield lessons for other countries seeking to
tame inflation.
C a r l o

C o t t a

r e

l l
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HEN the centrally
fallen to 15 percent. planned
Nonetheless, with a few
exceptions—notably, Albania, Bulgaria, and
economies began to transRomania—the transition countries did not
form themselves into marsee a resurgence of high inflation during
ket economies in the early
1992-97. (At the end of 1995, inflation rates
1990s, inflation spiked in the context of loose
had fallen to 6 percent in Albania and to
macroeconomic policies and removal of
35 percent in Bulgaria and Romania; two
price controls. In 1992, the median inflation
years later, they had climbed to 40 percent
rate was nearly 100 percent in the Central
in Albania, 580 percent in Bulgaria, and
and Eastern European countries, and well
150 percent in Romania.)
over 1,000 percent and rising in the Baltics,
Russia, and other countries of the former
Pros and cons
Soviet Union. By 1997, the median inflation
rate in both areas had fallen to 11 percent.
Initially, the anti-inflationary stance adopted
by the transition countries was highly conMost of the transition countries achieved
troversial, for several reasons. First, some
inflation rates below 60 percent remarkably
observers believed that inflation, though
quickly—within six months of taking
high, was not unduly costly to output and
anti-inflationary measures. In Croatia and
should therefore not be the main focus of
Georgia, inflation rates fell even more rappolicy. Second, it was feared that efforts to
idly, although in other countries—including
subdue inflation, even if successful, would
Estonia and Ukraine—this initial reduction
precipitate a collapse of output, which had
of inflation took considerably longer.
already contracted more than anticipated.
Although the drop to 60 percent was rapid
Third, there was a possibility that attempts to
in most countries, further declines happened
control inflation would weaken already fragmore slowly in several countries. For examile external balances.
ple, inflation persisted at moderate to high
levels (between 15 and 60 percent) for more
It now appears that these concerns were
than two years in the advanced reformers—
unwarranted. There is formal evidence that,
the Baltic countries and the larger countries
controlling for other factors—particularly
of Central Europe. One year after inflation
the effects of structural reform and export
had fallen below 60 percent, the median
market growth on output—inflation above a
inflation rate in these countries was still
certain level was associated with output
roughly 30 percent; five years later, it had
losses in the transition countries. The data

W
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suggest that the threshold for this
region is in the low teens. And the
greater the extent to which inflation
exceeds that threshold, the greater
the loss of output associated with it.
Furthermore, controlling for the
underlying relationship between
inflation and output, as well as for
the other factors noted above, the
sacrifice ratio—that is, the loss of
output associated with disinflation—
for the region as a whole has been
zero. Moreover, it is also now clear
that there has been no strong link
between disinflation and the external
balance. On average, the external
current account balance deteriorated
in the years following disinflation
efforts, but the debt-financed external balance did not, because foreign
direct investment and other equity
flows filled the gap.
These striking successes call for an
explanation. Several factors appear to
account both for the reduction of
inflation and for the resilience of output and the external balance to antiinflationary measures (see chart).

The context for
disinflation

Former centrally planned economies have
made progress with transition while battling
inflation and boosting GDP growth

«*** Baltic countries, Russia, and other countries of
the former Soviet Union
***** Central and Eastern European countries
Sources: National authorities; IMF, international Financial
Statistics, various years; European Bank for Reconstruction
and Development, Transition Report, various years; and IMF
staff estimates.
1 As of December of each year.

to cope with major relative price
changes and shocks to the price
level. And yet this fragility did not
impede disinflation. In many countries, the banking sector was small
relative to output, partly as a result
of the inflation that had characterized the early stages of transition.
Georgia and Moldova, where broad
money was only about 3 percent
and 12 percent, respectively, of
GDP in 1994, present two extreme
examples of this. Because many
countries had small financial sectors, there was a limited need for
public resources to ensure financial
sector resilience in the midst of disinflation efforts. The financial sector was also not essential to the
transmission of disinflation policy
to the real economy. Instead, given
that the root of inflation was fiscal
in most countries, fiscal policy was
the key transmission mechanism.
And the fact that disinflation was
marked by sharply falling nominal
interest rates meant that, to the
limited extent that bank lending
rates were fixed relative to deposit
rates, bank spreads widened during
disinflation, bolstering financial
stability.

First, the context for disinflation may
2 The transition index summarizes progress with structural
reforms—including trade, price, and financial liberalization;
have been far more propitious than it
Finally, relative price shocks
privatization; and the legal framework—in each transition
country. The underlying assessments of progress in each area
appeared at first. Most important,
also made it easier to reduce inflawere prepared by the staff of the World Bank for 1990-94,
because the transition countries'
tion. Although relative price adjustand by the staff of the European Bank for Reconstruction and
Development for 1994-97.
experience with inflation was brief,
ment initially impeded disinflation
they did not resort to the adaptive
directly by raising the price level, it
ultimately resulted in greater supply-side flexibility, which
measures often seen in countries where inflation has become
a way of life—for example, backward-looking indexation.
was conducive to reducing inflation rates.
The only countries to rely on backward-looking indexation
Fiscal factors
were Croatia, Poland, and Slovenia—and Croatia abolished it
at the outset of its disinflation efforts. Many other forms of
Fiscal factors also contributed to the transition countries'
indexation were present, but they were rarely backward looksuccess in curbing inflation. Fiscal consolidation in the traning and therefore did not generate inflation inertia. In addisition area has been dramatic. In 1992, the average ratio of
tion, the fact that the general public was unaccustomed to
fiscal deficits to GDP was around 131/2 percent; five years
high inflation may have reinforced political commitment to
later, the ratio had dropped to 31/2 percent. In addition,
disinflation programs, which were associated in the minds of
almost all the countries had developed, at the very least, primany with the overthrow of the old regime. (Support for dismary treasury bill markets, thereby increasing the diversifiinflation was by no means universal in the region, however,
cation of funding sources available. As a result, central bank
and, in some countries, disinflation still has few supporters.)
credit to the government declined from about 11 percent of
Other factors contributing to the unexpectedly favorable
GDP in 1992 to less than 1 percent of GDP in 1997.
climate for disinflation are related to the small size of the
The correlation between a strong fiscal position and disintransition countries' financial sectors. At the outset, financial
flation is also evident in each country's experience. Fiscal
fragility was a critical concern—two-tier banking systems
corrections have been closely associated with disinflation.
were in their infancy, and banking systems were ill prepared
What exceptions there are confirm the rule. Although Estonia
10 Finance & Development /June 1 999

achieved a strong fiscal position early in its
transition, disinflation did not begin until
1992, but the lag was due to the delayed establishment of the country's new currency. Two
other countries—Romania and the Kyrgyz
Republic—were able to achieve a significant
decline in inflation without a particularly
marked fiscal correction or a strong fiscal
stance. However, Romania is one of the few
countries in which inflation flared up again
after disinflation had begun, and the Kyrgyz
Republic's fiscal position was dominated by a
large, externally funded public investment program, so domestic credit and credit from the
central bank to the government were tight
throughout the period during which disinflation was taking place.
Exchange rate policies

Carlo Cottarelli is
Chief of the Southern
European Division II of
the IMF's European I
Department.

compromised. Thus, how to design and operate
a peg as a disinflation anchor in this environment was far from obvious.
But if countries were neither targeting
exchange rates nor pursuing monetary targets,
what were they doing? Essentially, they were
informally targeting inflation. And this approach
was not simply the best of a bad set of choices.
Croatia and Georgia, for example, used this
framework to allow nominal exchange rates to
appreciate during the initial stages of their disinflation efforts. This accelerated the disinflation
process and partly explains the exceptional speed
with which these two countries achieved declines
in their inflation rates. Progress with disinflation
was much slower in countries that adopted
formal exchange rate pegs—notably, the
advanced reformers.

Purposefulness
Nominal anchor frameworks were the third
The final factor behind the transition countries'
element in the successful disinflation.
success in slowing inflation is that disinflation
Although it is not surprising that no countries
programs were designed to achieve results
adopted formal monetary targets—given the
quickly. They were not held up until other desirshocks to money demand emanating from the
able pieces of the economic jigsaw puzzle—
transition process itself—it is striking that so
notably, structural reforms—had been put in
few used formal exchange rate targets. Only
place.
four countries used some form of formal
exchange rate commitment during 1992-97—
Conclusion
Estonia, Lithuania, the former Yugoslav
Republic of Macedonia, and Bulgaria (during
The reduction in inflation across the transition
its 1997 disinflation program). The evidence
countries has been remarkable, particularly
suggests that even informal targeting of Peter Doyle is a Senior
given the chaotic conditions in which most of
exchange rates was exceptional (although for- Economist in the
these countries were operating in the early
mal exchange rate targets had figured promi- Central European
1990s. Inflationary pressures that had long been
nently in earlier attempts to control inflation Division II of the IMF's
suppressed through price controls turned out to
in Eastern Europe).
European I Department. be less of a problem than the other challenges
confronting these countries' new and inexperiTwo factors account for the decision not to
enced policymaking institutions, including the
rely on formal and informal exchange rate
collapse of output, employment, and fiscal revanchors. First, inflation during this period had
enues; military conflicts; and redrawn national boundaries.
relatively little inertia. There was thus less need for a clear
nominal anchor around which expectations could form as
Not only has output been resilient to disinflation, but
part of the disinflation process. Second, there were practical
low inflation has been associated with faster economic
difficulties with pegging during this period. At the outset,
growth. The fight against inflation is not over, however. In
many of the transition countries' currencies were deeply
addition to those countries that experienced a reignition of
undervalued and were backed by limited international
severe inflation—Albania, Bulgaria, and Romania—several
reserves, making it difficult to operate pegs at sensible rates.
others, including Armenia, Belarus, and Uzbekistan, have
The weakness and vulnerability of the ruble compounded
experienced relapses of less severity. Policymakers who
these difficulties for countries that had Russia as a major
become complacent risk losing control over inflation
trading partner. Had such countries adopted pegs to hard
again, even in countries where inflation has been moderate
currencies, as conventional wisdom dictated, a subsequent
and manageable but persistent. One lesson that has
recovery of the ruble would have imparted an inflationary
emerged from both the successes and the failures of antiimpulse through the peg, offsetting the intended disinflainflationary programs in the transition countries is that
tionary effect of the hard currency peg. And if, in light of this
even if comprehensive structural reforms are not preconrisk, the ruble had been included in the currency basket, the
ditions for achieving low inflation, they appear to be
credibility of the peg as a nominal anchor might have been
essential to sustaining it. F&D
Finance & Development /June 1999

11

Determinants of Growth
in Transition Countries
Perhaps the most useful criterion for assessing success in the
transition is the sustainable recovery of output, which can be
achieved only by controlling inflation and liberalizing markets.
Oleh Havrylyshyn and Thomas Wolf

T

RANSITION is a dynamic historical process, imposing change on
almost every element of society.
Assessing the progress of a great
number of countries during transition is a
complex undertaking in any area, including
economics. Success in recovering output,
however, readily suggests itself as a useful
unifying theme for economic assessment,
not least because of the importance policymakers in transition economies attach to
output growth and its immediacy for the
welfare of everyone in those countries. Based
on extensive econometric analysis, this article identifies factors that have inhibited or
encouraged the expansion of output and

Chart 2

Economic performance by country groups

Source: Authors' calculations.

points out several lessons for achieving con
sistent and sustainable economic growth.

What does transition mean?
In a broad sense, transition implies
• liberalizing economic activity, prices,
and market operations, along with reallocating resources to their most efficient use;
• developing indirect, market-oriented
instruments for macroeconomic stabilization;
• achieving effective enterprise management and economic efficiency, usually
through privatization;
• imposing hard budget constraints, which
provides incentives to improve efficiency; and
• establishing an institutional and legal

Chart 1

Growth in transition economies

progress. These uneven growth rates suggest that differences in initial conditions,
such as having less distorted economic
structures or closer similarities to market
factors behind growth
economies, may be important determiNo one pattern characterizes the growth
nants of subsequent progress. But while
experience of the transition economies.
initial conditions do matter—as the conIndeed, substantial differences exist among
trast in performance between Central
the countries of Central Europe, the
Europe and the CIS shows—they are less
Baltics, and the 12 members of the
relevant for growth than are differences in
Commonwealth of Independent States
policy during the transition. Growth rates
(CIS), although the Baltics share some
in the group of CIS countries that show
characteristics with the other two groups,
progress are very high, because several
specifically, the deep decline of the CIS and
small economies (Armenia, Azerbaijan,
the earlier recovery of Central Europe. It is
and Georgia) that initially suffered ecouseful, however, to view the 25 transition
nomic decline in the wake of conflict and
civil unrest are rebounding from very
countries as falling into several categories:
low bases.
those with consistent growth, those with
growth reversals, and those with little or
Growth has generally been more vigorno growth (Charts 1 and 2).
ous and has certainly come sooner in
countries that have controlled inflation.
Do the transition economies differ all
Countries with consistent growth have, on
that much from one another? What ele96 97 98
average, much lower inflation rates.
ments in their structure and development
Sources: National authorities; and IMF staff
Another key determinant of progress is
shed light on their differing rates of
estimates.
the degree of reform or market liberalizagrowth? Regression analysis done in an
tion. An analysis of the liberalization of
underlying study allows us to draw a
prices, the financial sector, and external trade, and of enternumber of conclusions.
prise reform indicates a distinctly higher liberalization index
• The three groups differ considerably from one another in
in the Baltics and Central Europe—that is, in the countries
growth rates, with the Central European and the Baltic counwith much better growth performance—than in countries
tries showing a solid, steady rate of over 4 percent a year,
that have suffered growth reversals or have experienced
while CIS countries as a whole, and those countries that have
slower growth.
undergone economic reversals, give evidence of much less

framework to secure property rights, the
rule of law, and transparent market-entry
regulations.

Average growth in exports,
exports, 1994-97
(percent a year)

Share of private sector in GDP, mid-1997
(percent)

Index of IMF program implementation,
1993-97

Foreign direct investment per capita, 1990(dollars)
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Opposition to open-entry
competition and full liberalization

Poor rule of law

Vested interests develop

Underground and
virtual economy

t

Credible and well-financed
government

Spread of benefits
Strong fiscal position
Confidence in banks

Reforms and economic progress
Vicious circle

Steady improvement in rule of law
Growth in output, employment,
new firms

Opportunity for rent
seeking and corruption
Partial market reforms

Market transformation frozen

Reforms and economic progress

Low growth and reversal
Financial stability reversed

Virtuous circle

Early pain and opposition
Early recovery and new economic opportunities
Steady progress to open, liberal market

Countries that liberalized prices early and comprehensively have experienced the earliest output recoveries. Output
has also increased rapidly in countries with high average
growth rates of exports, suggesting that opening an economy
to outside influences and stimulating output to generate
exports are important determinants of growth.
The share of the private sector in GDP is distinctly larger
for countries with rapid and consistent growth than for
those with slow and uneven growth. As always, exceptions to
the rule can be found. Russia, for example, has made great
strides in privatization but exhibits little or no growth. The
shortcomings of its approach to privatization are perhaps
one reason why growth did not follow. (See the article by
John Nellis in this issue.)
Foreign direct investment appears to play a role. This
investment is highest in the successful economies of Central
Europe and the Baltics, where it amounts to $70-$75 per
capita. That the causation does not run from growth to for
eign investment is suggested by the fact that even those CIS
countries that have enjoyed consistent growth have not
attracted anything like the same amounts of foreign direct
investment.
A significant score on an index of effective implementation
of IMF programs appears to be strongly correlated with
growth performance. This finding should not be interpreted
as suggesting that good performance on IMF programs is all it
takes to achieve growth. Rather, countries that do well under
IMF programs also have made the commitment to do well in
promoting general economic reform and stabilization, creating an environment conducive to vigorous economic growth.
F u r t h e r o b s e r v a t i o n s o n grcrwfh
First, the period of transition can usefully be divided into the
early so-called decline period (1990-93) and the later growth
period (1994-98). The statistical fit for most variables is far
stronger for the growth period than for the period of decline.
14

Sufficient revenues to finance
social safety net
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Market-friendly environment
New investment
Further growth
Ability to attract foreign investment

Second, the influence on output of many key variables—
the reform index (based on World Bank and European Bank
for Reconstruction and Development (EBRD) work), for
instance—is again far stronger in the growth period than in
the first period.
Third, those who suggest that reform is painful are
absolutely right. Output declines, and does so more sharply
in fast reformers, but early reforms pay off in terms of earlier
recovery and more robust subsequent growth (Poland is a
case in point). The regression results noted above confirm
this payoff. In the first (decline) period, the relationship
between growth and reform traces a U-shaped curve: the
growth rate is higher (or the rate of decline lower) in countries with strong reform programs as well as in those with
very limited reform programs. In the second (recovery)
period, the relationship is uniformly positive: growth is slowest in the least advanced reformers, somewhat faster in those
that are moderately advanced, and fastest in the most
advanced reformers.
Fourth, investment alone does not ensure early growth and
recovery—that is, one cannot force economic growth by
increasing investment. Given that investment takes time to
produce output, it is normal to see investment increases followed by growth increases two or three years later. One does
not observe this pattern in transition economies, where
investment-to-GDP ratios generally started rising only when
growth began to recover. The explanation is that early growth
is due to the efficiency gains resulting from appropriate
reforms—that is, hard budget constraints and liberalization—
that generate incentives for entrepreneurs to become more
productive. This does not, however, mean that investment is
unimportant. Some new investment, localized at the firm level
or in a given sector, will be needed for initial growth.
Furthermore, once recovery is well under way—as, for example, in Hungary or Poland—a higher level of investment
becomes increasingly important if growth is to be sustained.

But until conditions for an efficiency-seeking
market economy are in place, investment alone is
not going to provide sustainable growth.

Lessons

• The fifth lesson concerns institutional
development. The econometric analysis
included a separate index for the development
of a legal framework, which appears to play an
important role in reform. The results suggest
that developing an appropriate legal structure
is indispensable, but not necessarily in advance
of other reforms. However, if development of
the legal system is delayed too long—if one
puts off the implementation of the rule of law,
enforcement of discipline, and security of
property rights—then other reforms are
unlikely to produce significant benefits.

We conclude by noting five lessons for countries
seeking to achieve consistent and sustainable
growth.
• The first is the least surprising and least
controversial: sustained macroeconomic stabilization (that is, inflation control) is essential.
• The second lesson is "no pain, no gain."
Delayed reforms can indeed defer the pain, but Oleh Havrylyshyn, a
they also defer sustained recovery and increase former deputy finance
the risk that growth will be reversed. At first minister of Ukraine, is
What about the political economy?
glance, there appear to be certain exceptions. Senior Advisor in the
Let us finish by relating this analysis to the
Belarus and Uzbekistan, for instance, have IMF's European II
political economy aspects of transition. It is all
grown in recent years, yet their reform efforts, Department.
too easy for a country to find itself in a vicious
as measured by the index, were not strong.
circle in which initial steps toward market
These countries exhibit some of the same charreform create opportunities for rent seeking
acteristics as Albania, Bulgaria, and Romania
and corruption. Vested interests that benefit
(high inflation during growth, limited advances
from these opportunities very soon establish
in reform) and may suffer reversals as those
themselves and resist further reform steps,
three countries did, but this remains to be seen.
such as allowing open entry to the market, fos• The third lesson is that there is no royal
tering competition, providing for full liberalroad to reform. In our analysis, we attempted to
ization, and establishing a solid rule of law.
test whether any one of the individual compoAs a side effect, an underground economy
nents of reform by itself pointed the way. The
emerges. Limited competition, incomplete libanswer was no. Basically, all the components
eralization, incentives to go underground, and
show an individually positive correlation with
the uneven rule of law can freeze the transforgrowth, but when the overall index is examined,
mation in its tracks. Slow economic progress, a
none has an overpowering impact. Thus, there
reversal of growth, and a collapse of financial
is no one key, no panacea. One needs to imple- Thomas Wolf is
stabilization can easily result.
ment all the different components of reform. Assistant Director in
Countries' reform efforts can have a hapGrowth comes as a result of a great deal of effort the IMF's European II
pier ending if they create a virtuous circle,
by many people doing the right things over an Department.
allowing them to make steady progress
extended period.
toward an open, liberal market. Although
• The fourth lesson concerns unfavorable inithere will be early pain, and political opposition because of
tial conditions. It is fair to ask whether relatively favorable
the pain, there will also be earlier recovery and new ecoinitial conditions in Central Europe provided those countries
nomic opportunities. These opportunities can encourage
with an opportunity to recover more quickly than the counoutput growth, and new firms and jobs will be created as
tries of the former Soviet Union. The answer, of course, is
the benefits of reform begin to spread. A stronger economy
yes. Conversely, unfavorable initial conditions, such as a disimproves a country's fiscal position and engenders confitorted industrial system, certainly have a negative effect on
dence in financial institutions. These conditions provide
growth. However, that negative effect is by no means fatal
the basis for a credible and well-financed government,
and can be offset by comprehensive reforms. The best illuswhich, in turn, is able to impose the discipline of law,
tration of this may be the Baltic countries, which have
secure property rights, and provide an adequate social
achieved growth performances comparable to those of the
safety net. This market-friendly environment encourages
most advanced reformers among the Central European
saving, new investment, and further growth, thus completcountries. They had the same unfavorable initial condition
ing the virtuous circle.
of overindustrialization as most of the countries of the forThe contrast between the vicious and virtuous circles is
mer Soviet Union and started far behind Central Europe.
stark (see boxes). The decisive factor that permits a country
But, much more quickly than the CIS countries, the Baltic
to move from the vicious to the virtuous circle is, in our
countries undertook reforms, achieved greater liberalization,
view, the political will to impose the rule of law and establish
and then achieved substantial rates of growth.
the security of property rights. F&D
Finance & Development /June 1999

15

Time to Rethink
Privatization in Transition
Economies?
Privatization has won the day in transition
countries . . . or has it? Where have privatization
efforts—particularly those in Central and
Eastern Europe and the former Soviet Union—
succeeded, where have they failed, and how can
these countries best pursue further privatization?
John Nellis

P

RIVATIZATION appears to have swept the field and won the
day. More than a hundred countries, on every continent, have
privatized an estimated 75,000 state-owned companies.
Assessment after assessment has concluded that privatization
leads to improved performance of divested companies and that privately owned firms outperform state-owned enterprises. This has been
conclusively proved in industrial and middle-income countries, and
there is increasing evidence that privatization yields positive results in
lower-income and transition countries as well.
In the transition countries, the evidence of good results comes mainly
from Central and Eastern Europe and the Baltic states. Evidence—early
and fragmentary, but impossible to ignore—from farther east—
Armenia, Georgia, Kazakhstan, the Kyrgyz Republic, Moldova,
Mongolia, Russia, and Ukraine—shows less promising results:
• Private ownership often does not lead to restructuring (that is,
making changes to position a firm to survive and thrive in competitive
markets).
• Some partially state-owned firms perform better than privatized
companies.
• In some countries, there are few differences in performance
between (wholly) state-owned and privately owned firms.
• In other countries, there are clear performance improvements only
in those very few firms sold to foreign investors.
What is the explanation for these poorer results, and what should the
affected transition governments, and those who assist them, do to
improve these results?

Russia's experience
Russia's privatization experience illustrates the problems. The
mass privatization program of 1992-94 transferred ownership of

more than 15,000 firms through a distribution of ownership
vouchers. A worrisome result of this program was that
"insiders"—managers and workers combined—gained control of an average of about two-thirds of the shares of privatized firms. Still, by the fall of 1994, hopes were modestly high
that privatization would lead the way toward rapid transition
to a market economy. Financial discipline would, it was anticipated, start to force secondary trading in shares of insiderdominated companies and introduce outside ownership, and
transparent and sound methods would be used to privatize
the half or more of industries still in state hands.
This, by and large, did not happen. First, insiders—
particularly the workers in the newly privatized firms—
deeply feared outside ownership and a loss of control (and
jobs). Second, because the financial and physical conditions
of many firms were unattractive, not many outsiders were
interested in acquiring their shares. Third, there was an acute
lack of defined property rights, institutional underpinnings,
and safeguards for transparent secondary trading; this further discouraged outside investors. Fourth, various Russian
governments failed to put in place supporting policies and
institutions—such as hard budget constraints, reasonable
taxes and services, and mechanisms to permit and encourage
new business entrants—that might have channeled enterprise activity to productive ends.
Worse was to come: a donor-led effort to persuade the
Russian government to sell at least a few large firms using
transparent and credible "case-by-case" methods produced
few results. Much of the second wave of privatization that
did take place—in particular, the "loans-for-shares" scheme,
in which major Russian banks obtained shares in firms with
strong potential as collateral for loans to the state—turned
into a fraudulent shambles, which drew criticism from many,
including supporters of the first, mass phase of Russian
privatization.
Others concluded that not just the second phase of privatization but the whole approach was wrong; that it should
have been preceded (not accompanied) by institution building; and that the proper way forward would be to concentrate on strengthening the structures of the state, especially
mechanisms to manage public firms.

Czech Republic's experience

By 1995, the Czech government had divested more than
1,800 firms in two waves of voucher issuance, sold a group of
high-potential firms to strategic investors, and transferred a
mass of other assets to previous owners or municipalities. In
1996, then prime minister Vaclav Klaus claimed that transition had been more or less completed and that henceforth
the Czech Republic should be viewed as an ordinary
European country undergoing ordinary economic and political problems. At the time, almost all economic indicators
supported this judgment.
In 1998, however, GDP contracted by more than 2.5 percent. The Czech economy is in recession—in contrast to

4-5 percent annual expansion in neighboring countries.
There are many reasons for the slide, but much of the blame
is placed on the way privatization was carried out.
An Organization for Economic Cooperation and Development (1998) report states that the Czech voucher approach
to privatization produced ownership structures that
"impeded efficient corporate governance and restructuring."
The problem was that insufficiently regulated privatization
investment funds ended up owning large or controlling stakes
in many firms privatized through vouchers, as citizens sought
to limit their risk by transferring their vouchers into these
funds in exchange for shares in the latter. But many of the
largest funds were owned by the major domestic banks, in
which the Czech state retained a controlling or majority stake.
The results, say the critics, were predictable.
• Investment funds did not pull the plug on poorly performing firms, because that would have forced the funds'
bank owners to write down the loans they had made to these
firms. The state-influenced, weakly managed, and inexperienced banks tended to extend credit to high-risk, unpromising privatized firms (whether or not they were owned by
subsidiary funds) and to persistently roll over credits rather
than push firms into bankruptcy.
• The bankruptcy framework was weak and the process
lengthy, further diminishing financial market discipline.
• The lack of prudential regulation and enforcement
mechanisms in the capital markets opened the door to a
variety of highly dubious and some overtly illegal actions
that enriched fund managers at the expense of minority
shareholders and harmed firms' financial health.
While the most visible reasons for inadequate enterprise
restructuring are weaknesses in capital and financial markets, the voucher privatization method itself—with its
emphasis on speed, postponement of consideration of many
aspects of the legal/institutional framework, and initial
atomization of ownership—is seen as the underlying cause.

Other countries' experiences
Other countries that tried mass privatization schemes—such
as Albania, Kazakhstan, Moldova, and Mongolia—have not
yet gained much from their efforts. Dispersing ownership
among inexperienced populations seems not to have led to
effective governance of firm managers, who in all too many
cases have not changed, have failed to restructure, and have
remained largely unaccountable for their actions. These
experiences and factors are being used to justify a slower,
more cautious, more evolutionary, and more governmentled path to ownership transfer.

Summary of critique
In many transition countries, mass and rapid privatization
turned over mediocre assets to large numbers of people who
had neither the skills nor the financial resources to use them
well. Most high-quality assets have gone, in one way or
another (sometimes through the "spontaneous privatization"
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that preceded official schemes, sometimes through manipulation of the voucher schemes, and perhaps most often and
acutely in the nonvoucher second phases), to the resourceful,
agile, and politically well-connected few, who have tended not
to embark on the restructuring that might have justified their
acquisitions of the assets. In many instances where ordinary
citizens managed to obtain and hold minority blocks of shares
in high-quality firms, they have been induced to turn over
these shares to others at modest prices or have seen—without
warning or much subsequent explanation—the value of their
minority shares fall to nothing.
These outcomes have been most pronounced where the
post-transition state structures have been weak and fractured,
allowing parts of the government to be captured by groups
whose major objective is to use the state to legitimate or mask
their acquisitions of wealth. (Poor outcomes can also occur
when stronger governments fail to create a modicum of prudential regulation for financial and capital markets.)
The international financial institutions must bear some of
the responsibility for these poor outcomes, because they
requested and required transition governments to privatize
rapidly and extensively, assuming that private ownership
would, by itself, provide sufficient incentives to shareholders
to monitor managerial behavior and encourage firms' good
performance. Although the international financial institutions recognized the importance of competitive policies and
institutional safeguards, they believed these could be implemented later. The immediate need was to create a basic constituency of property owners: to build capitalism, one
needed capitalists—lots of them, and fast.
But capitalism requires much more than private property;
it functions because of the widespread acceptance and
enforcement in an economy of fundamental rules and safeguards that make the outcomes of exchange secure, predictable, and widely beneficial. Where such rules and
safeguards are absent, what suffer are not only fairness and
equity but also firms' performance. In an institutional
vacuum, the chances are high that no one in or around a privatized firm (workers, managers, creditors, investment fund
shareholders, or civil servants managing the state's residual
share) will be interested in or capable of maintaining the
long-run health of its assets. In such circumstances, privatization is as likely to lead to stagnation and decapitalization as
to improved financial results and enhanced efficiency.

Can the problem be corrected?
In many transition countries with weak institutions, privatization's promise has not been fulfilled. Some therefore argue
that the best course of action for such countries is to postpone further privatization until competitive forces and an
enabling institutional/governmental framework are in place.
With regard to what has already been done, there have been
calls for the renationalization of some or many divested
firms, with the intention of undoing the damage inflicted
and managing these assets more in the public interest,
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through greater state involvement—possibly with these firms
being "reprivatized" at some later date.
Renationalization may not appear to be a highly likely
option, but it has been proposed in and for Russia and
Ukraine and even by some officials of the present government
of the Czech Republic. Despite its prima facie appeal, it would
be a desperate measure, with a high likelihood of failure,
particularly in those countries of the former Soviet Union
where its adoption is most likely to be strongly urged.
Renationalization would involve selecting some or all of the
most egregiously misprivatized firms; putting them back into
the state's portfolio; managing them adequately while there;
and then, eventually, selling them again, this time correctly.
The problems are obvious. How many transition
governments outside (or even inside) Central and Eastern
Europe could reasonably be expected to undertake this
process and handle it well? How many can prevent asset
stripping in state-owned companies or have demonstrated a
capacity to divest firms in an open, transparent manner, in
accord with the established standards of international practice? Regrettably, there are few. The irony is that countries
with the skills and will to run state-owned firms effectively
and efficiently are usually the same ones that can privatize
well. Conversely, the forces and conditions that lead governments to botch privatization are the same ones that hinder
decent management of state-owned enterprises. The conclusion: renationalization is not the alternative; instead, ways
must be found to privatize correctly and to set and enforce
performance standards for those firms that are already
privatized. The crucial question, of course, is how this can
be done.
One view runs as follows: in institutionally weak and
politically fractured transition countries, long removed from
or never fully integrated into the Western commercial tradition, privatization of the remaining portfolio (majority or
minority stakes) should be halted and efforts shifted toward
strengthening market-supporting institutions. The goal of
such efforts would be to channel present "wild east" commercial activity into socially productive and acceptable
modes, and to impose discipline on, and competition in, the
remaining public enterprises. These steps should be accompanied or followed by staged, incremental shifts in ownership patterns, in a more or less evolutionary manner, as has
been done in China. This proposed solution, too, has a prima
facie appeal. But, again, it assumes the existence of the end at
which it aims—an effective state mechanism and institutional framework.
The overall assessment thus appears bleak: privatize incorrectly and the result will not be increased production, job creation, and increased incomes but rather stagnation and
decapitalization. But keeping enterprises in the hands of a
weak and venal state is likely to lead to much the same thing.
In both instances, the evident medium-to-long-term solution
is to build up the administrative, policymaking, and enforcement capacities of the government.

Can anything be done in the shorter term?
Several transition governments have tried to
compensate for managerial and institutional
deficiencies and a lack of political consensus by
contracting out much or all of the privatization
process to private agents and advisors. Armenia,
Bulgaria, Estonia, Poland, and Uzbekistan are
among the countries that have tried or are contemplating this approach, the Estonians with
documented success. These efforts attempt to
circumvent political constraints and find technical solutions to perceived political and institutional difficulties by turning over significant
responsibility and decision-making power to
the agents employed. This delegation or contracting out is an option well worth considering,
but it is far from a general—or, indeed, a
speedy—solution (as Poland can attest). And
the effectiveness of the effort will, as always,
depend heavily on the existence of a modicum
of governmental capacity.

state hands. It was not clear at the outset of
transition how difficult privatization would
prove in institutionally weak countries (and
those commentators who claim they have long
perceived this did not offer a clear alternative
strategy), or that a fair amount of time was
available in which to carry out reform.
One must continually ask what was and is
the alternative to privatization. It is not clear
that Russia would be better off today had it not
undertaken the mass privatization program of
1992-94. Several other institutionally weak
transition
economies that avoided or delayed
John Nellis is Senior
Manager of the Enterprise privatization or approached it more cautiously
—such as Belarus, Bulgaria, Romania, and
Group in the World
Ukraine—have made little economic progress
Bank's Private Sector
(though in no case, of course, is privatization
Development
or its absence the whole explanation).
Department.
Armenian officials, for example, vigorously
argue that despite the problems their privatized firms have experienced, the absence of domestic or
foreign purchasers gave them no choice but to proceed with
Based on experience with privatization in Poland,
voucher privatization. They insist that even weak private
Romania, Russia, and Uzbekistan, the World Bank's Itzhak
owners are better than state ownership. Were they still in state
Goldberg (1999) argues for a particular form of reprivatizahands, these firms would be making irresistible claims on
tion. He suggests that the principal obstacle to progressive
nonexistent public resources, threatening all the hard-won
restructuring in privatized firms in Russia and elsewhere is
progress Armenia has made in developing a market-oriented
the excessive concentration of ownership in the hands of
economy. The same argument could be made for other
insiders, who lack the means and incentives to lead the firms
transition countries.
forward. Goldberg accepts the futility of renationalization
and argues instead for increasing the capital in privatized
So, in sum, privatization is the generally preferred course of
firms and then immediately diluting the stakes of insiders by
action, but its short-term economic effectiveness and social
selling the new shares to external investors.
acceptability depend on the institutional underpinnings of
capitalism described earlier. If these underpinnings are missOnce again, the political and institutional deficiencies
ing but government is effectively working toward their conelaborated above deeply affect both the likelihood that a govstruction or reinforcement, then delaying privatization until
ernment will undertake reprivatization or will succeed in
the government's efforts have borne fruit might be the optimal
implementing it, even if the government makes a sincere
course of action. Hungary and Poland offer cases in point.
effort to do so. The implication is that the reforming elements in the transition governments and the international
The heart of the matter is whether and how privatization
assistance community—international financial institutions,
can be achieved where governments are unwilling or incathe European Union, and bilateral donors—should abandon
pable. The necessary long-term course of action is to support
efforts to privatize firms as rapidly as possible and instead
measures enhancing governments' will and capacity (assumattempt to carry out slower, case-by-case and tender forms of
ing that one knows what these are). The reasonable shortprivatization following established international procedures.
term course of action is probably to push ahead with
case-by-case and tender privatization and reprivatization,
Conclusion
along the lines espoused by Goldberg and in cooperation
with the international assistance community, in hopes of
It is time to rethink privatization, but only in those transition
producing some success stories to emulate.
countries where history, geography, and politics have
resulted in seemingly laudable economic policies producing
clearly suboptimal outcomes. In Russia and elsewhere, too
References:
much was expected of privatization.
Itzhak Goldberg, 1999, "The Vicious Circle of Insider Control:
But admissions of error should not be overdone. When it
A
Proposal
for Reprivatization of Russian Enterprises through Investorcan be carried out correctly, privatization is clearly the right
Local Government Cooperation" (unpublished, World Bank, March).
course of action. Recall that in a number of Central and
Eastern European transition countries the policy is an
Organization for Economic Cooperation and Development, 1998,
undoubted success, far superior to letting the firms remain in
Czech Republic (Paris), pp. 56-58.
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Transition and the Changing Role
of Government
Over the past decade, many centrally planned economies have set out to transform
themselves into market economies. To be successful, they need to develop the
necessary institutions and ensure a proper role for government.
Vito Tanzi

W

HILE much has been written about the economic changes that must take place for centrally planned countries to become market
economies, less has been written about how
the economic role of the state must change. In "shock
therapy," advocated by some economists at the start of the
transition, the main ingredients for success
were assumed to be price liberalization,
macroeconomic stabilization, and privatization. Little was said about the

role of the government in the new environment. A complete
transformation of the economy, the institutions, and economic processes requires, in addition, that
• profitability be the guiding criterion for most investment
decisions;
• activities deemed socially desirable be financed by the
government; and
• the government effectively perform its core functions in
the economy while withdrawing from, or drastically reducing its role in, many secondary activities.

Elements of a market economy
To function well, market economies need governments
that can establish and enforce the "rules of the game,"
promote widely shared social objectives, raise revenues to finance public sector activities, spend
the revenues productively, enforce contracts
and protect property, and produce public
goods. They also need a pared-down set of regulations that are clear and leave little margin
for interpretation or discretion. While the
guiding principle under central planning was
that nothing was permitted unless explicitly
authorized, the guiding principle in a market economy should be that everything is
permitted unless expressly forbidden.
The transformation to a market economy is not complete until functioning
fiscal institutions and reasonable and
affordable expenditure programs, including basic social safety nets for the
unemployed, the sick, and the elderly,
are in place. Spending programs must
be financed from public revenues
generated—through taxation—without
imposing excessive burdens on the private
sector. Because the level of taxation of a
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Progress in transition, 1998
Financial institutions2
Enterprises2

Private sector

Markets and trade 2

Banking reform

share of GDP

Large-scale

Small-scale

Price

and interest rate

(percent, mid-1998) 1

privatization

privatization

liberalization

liberalization

Albania

75

2

4

3

2

Armenia

60

3

3

3

2+

Azerbaijan

45

2

3

3

2

Belarus

20

1

2

2

1

Bulgaria

50

3

3

3

3-

Croatia

55

3

4+

Czech Republic

75

4

4

Estonia

70

4

Georgia

60

3

Hungary

80

4

4+
+

4

3
+

3

33

3

3+

3

2+

4+

3+

4

Kazakhstan

55

3

4

3

2+

Kyrgyz Republic

60

3

4

3

3-

Latvia

60

3

4

3

3-

Lithuania

70

3

4

3

3

Moldova

45

3

3+

3

2+

Poland

65

3+

4+

3+

3+

Romania

60

3-

3+

3

2+

Russian Federation

70

3+

4

3-

2

Slovak Republic

75

4

4+

3

3-

Tajikistan

30

2

2+

3

1

2

1

3

2

2

2-

Turkmenistan

25

2

Ukraine

55

2

Uzbekistan

45

3

+

2
3

-

+
3

Source: European Bank for Reconstruction and Development, Transition Report, 1998, Table 2.1.
1

Private sector shares of GDP represent rough EBRD estimates, based on available statistics from both official (government) and unofficial sources. The underlying concept of private

sector value added includes income generated by the activity of private registered companies, as well as by private entities engaged in informal activity, in those cases where reliable
information on informal activity is available.
2

The numerical indicators range from 1 to 4, with 1 representing the least progress. They are intended to represent cumulative progress in the movement from a centrally planned

economy to a market economy in each dimension, rather than the rate of change in the course of the year.

country depends on, among other criteria, the extent of its
economic development and the sophistication of its tax systems and administration, these constraints must be considered in discussions of public spending.
Finally, because the optimal role for government derives
not just from economic considerations but also from the
interplay of political and economic forces, the views of the
executive branch of government should broadly match those
of the legislative branch. If the two sides are miles apart on
what the government should do, as they have been in Russia
and some other countries, neither an optimal government
role nor rational policies are likely to emerge.

Institutions in a market economy
To perform their tasks, governments in market economies
need some well-developed institutions run by competent
individuals and guided by appropriate incentives. The objectives of the managers must not diverge from those of the
institutions, which must in turn be consistent with the public
interest. Such institutions do not materialize magically. They
need to be created and continually reformed. In industrial
countries, it took centuries for these institutions to evolve.
When the necessary public institutions do not exist or, if
they do exist, when the incentives for their managers are perverse, the government can easily become an impediment to
economic activity because it ends up being used by individuals

for their own ends. This is what normally happens in a corrupt
system, where parts of the government apparatus are privatized for the gains of individuals or special interest groups. In
such a system, the achievement of social objectives is difficult
and some of the government's actions may appear predatory,
such as when state employees extract bribes from citizens who
need permits or authorizations.

Pre-transition environment
At the beginning of the transition, the share of GDP derived
from private sector activities was small in all transition countries. It ranged from less than 1 percent in the former
Czechoslovakia and Russia to almost 20 percent in Poland,
compared with about 80 percent in the United States.
Economic production occurred overwhelmingly in the public sector because few productive assets could be privately
owned and few private activities were allowed. Prices and
genuine economic profits did not play much of a role in
resource allocation because the use of resources was determined by political decisions made within the planning office.
The transition countries did not need market-type tax systems to raise public revenues because the government
decided how to use total output and could simply appropriate production for its own needs. Taxes were mostly transfers
from some activities to others. The primary function of tax
administrators was to ensure that funds were transferred to
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the government books and accounted for. There was no budget office, no budget law, and no treasury.
Tax revenues were obtained from three major sources—
turnover taxes, taxes on enterprises, and payroll taxes—
which generated large revenues (at times up to 50 percent of
GDP). Under this system, most taxes were hidden, so that
individuals were largely unaware that, indirectly, they were
paying high taxes. Taxes were collected on the basis of negotiations with government officials. The government was free
to change the rates and changed them often; when it needed
extra revenue, it negotiated to raise more taxes. An enterprise
in difficulty might negotiate to lower its taxes.
Particular characteristics of central planning made tax collection relatively simple: (1) the authorities' knowledge—
available from the plan—of quantities of goods produced
and of the prices at which they would be sold; (2) the role of
the central bank in processing payments and imposing
restrictions on how payments were to be settled; and (3) the
concentration of economic activities in a few large enterprises. Well-defined or fixed rules of law that individuals or
enterprises could appeal to when they disagreed with the
actions of the government did not exist.

Progress in general reforms
How much progress have the former socialist countries
made in transforming their economies? Evaluating them on
the basis of the shock-therapy approach gives the impression
that progress has been considerable. In general, the Eastern
European and Baltic countries have progressed rapidly, while
the other countries have been less successful in establishing
fiscal institutions, controlling fiscal imbalances, and redefining the role of the state. But even within these groups, the
differences are significant (see table). In some countries, one
senses that the old system is largely gone but that nothing has
taken its place, leaving an institutional vacuum.
Privatization. The private sector share in GDP, almost
insignificant 10 years ago, has risen dramatically in many
transition countries, reaching 70 percent or more in Albania,
the Czech Republic, Estonia, Hungary, Lithuania, Russia,
and the Slovak Republic. Only in Belarus, Tajikistan, and
Turkmenistan does it remain at 30 percent or lower. While
impressive, these percentages reflect privatization of ownership but not necessarily of management. In many countries,
either the prereform managers are still running the enterprises or the new managers behave as if the enterprises were
still owned by the state.
One intriguing aspect of the privatization experience in
these countries is that, as state ownership has declined, the
rise in fiscal proceeds from privatization has not been commensurate. Although the state owned almost everything
before the transition, the revenues it collected from the sale of
its assets were minuscule. In Russia, for example, assets valued
at $50-60 billion were reportedly bought for $1.5 billion.
There are several reasons for the low revenues. Privatization was tantamount to a fire sale to which only a
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privileged few were invited, and they used their positions or
connections to amass enormous wealth. Thus, although constituting a fundamental step toward a market economy, privatization became an obstacle to the protection of private
property—another prerequisite of a market economy.
Nomenklatura privatization—the purchase of state enterprises by former high officials of the communist party—and
other similar developments, such as the purchase at low
prices of valuable assets of state enterprises, have contributed
to the dramatic changes in the distribution of income in
these countries. Before the transition, they had some of the
most even income distributions in the world, a source of
pride for their leaders. Within a few years, however, some of
the richest men and women in the world—some of whom
also acquired substantial political power—were living a life
of conspicuous consumption. More worrisome is the
increase in inequality that has occurred, not because individuals who rose higher on the income scale created wealth but
because they raided the government's wealth.
It is easy to guess the reaction of these countries' populations to the economic changes that created these new circumstances and to understand why the market economy,
which is identified with these changes, is blamed. Many of
the measures necessary to make a market economy vibrant
and efficient will be seen as protecting the ill-gotten wealth
of the new upper class and will encounter difficulty in the
political process. It should not be surprising if privatization
is not universally accepted as a sign of progress.
Price liberalization. The transition countries as a group
have gone far toward liberalizing and stabilizing prices (see
table). Although Belarus, Tajikistan, and Uzbekistan show little progress, most countries show some, and a few—Hungary
and Poland—show a great deal. However, freeing prices on
some goods does not ensure increased efficiency if prices
remain controlled in large and vital sectors such as energy.
Fiscal reforms. Most transition economies have implemented major fiscal reforms in the 1990s, some more successfully than others. Because a tax culture never developed
in the centrally planned economies, people reacted with hostility to the introduction of an explicit tax system.
The economic reforms that took place in these countries at
the beginning of the transition had a damaging impact on
the existing public finances.
• They destroyed the plan, thus eliminating the information (good or bad) on quantities of goods produced and on
prices. The government had to rely on other sources, including taxpayers' declarations, for this information. Tax evasion
increased.
• They increased dramatically the number of producers
and thus the number of potential taxpayers, as private sector
activities came into existence. Tax administrations that had
been used to dealing with relatively few, friendly enterprises
had to deal with hundreds of thousands, or even millions, of
unfriendly taxpayers. Large state enterprises, which had
provided the bulk of tax revenue, declined in importance,

while new small and difficult-to-tax private
Conclusion
producers emerged as the most dynamic sector
Major changes will need to occur to complete the
of the economy. They required both close
transition. Changes can be either superficial—
attention from tax authorities, because of their
essentially those envisaged by the shockpropensity to evade taxes, and protection from
therapy approach—or deep, including creation of
unscrupulous tax officials.
new institutions, changes in incentives, changes in
• They removed the restrictions on payment
processes, and transformation of the role of govmethods that had existed under central planernment. These deep changes are much more difning (when all payments were channeled
ficult and time-consuming because they involve
through the central bank). Unfortunately, tax
structural reforms and require a major modificaarrears and payments in the form of barter have
tion of attitudes, incentives, and relationships.
grown, creating major difficulties for the new
Once a country has made the transition to a
system.
Vito Tanzi is Director of
market economy, the role of government is draBecause of these changes, among others, the the IMF's Fiscal Affairs
matically different. It operates not through direct
old systems could not easily be reformed. Department.
controls but mostly through the tax system, the
Totally new systems were needed, and they
budget, and a few essential regulations. The tax
required not just new tax laws but also new fissystem must be totally reformed to make it effical institutions, new skills, technical knowledge, and political
cient and equitable and capable of raising reasonable revenues.
capital. Few of the transition economies have been able to
Expenditure policies must be brought in line with the reduced
meet these requirements of a market-oriented system.
public resources. The new regulations will play a role in setting
Many countries attempted to patch up the old institutions
the rules of the game, regulating private pensions, and enforcto make them behave like new ones. The poorly paid personing competition. Most permits, authorizations, and other
nel of these institutions, schooled in the old ways, were often
mechanisms that are known to promote bribery must be elimithe main obstacle to change, and those who were put in
nated, because they lead to the corruption that is widespread in
charge of these institutions often had limited knowledge of
many transition economies.
how tax administrations should work in market economies.
Given the decline in income equality in these countries
Their incentive was to maintain the old system. It would have
and their experiences with privatization, it is likely that their
been far better to create, from scratch, new institutions.
governments will be asked to play a more positive role in
Many governments have failed to accept or understand
income redistribution. Policymakers should work hard to
that, in a market economy, a tax system should be based on
harmonize the concept of the role of the state that seems to
laws that establish tax rates and rules for objectively defining
prevail in many of their legislatures with one that is feasible,
the tax bases and should have one paramount objective—to
given the existing macroeconomic conditions and level of
raise revenue as efficiently and equitably as possible. Rather,
institutional and economic development.
these governments view the tax system as a tool that should
There must be a fuller realization that, while large fiscal
do many things—keep failing enterprises alive, sustain
deficits are often a macroeconomic problem, they become a
employment by allowing loss-making enterprises to pay
more fundamental problem when they force governments to
wages instead of taxes, stimulate economic activity, and so
renege on their legal contracts by sequestering or freezing
on. In some ways, the tax system replaced the plan as the key
payments across the board. These actions are a corruption of
instrument for economic and social policy. Thus, in some of
the budgetary process and the market economy. When a pubthese countries, taxes have continued to be soft and discrelic employee is not paid or when pensioners do not receive
tionary, and key ministers have continued to spend more
pensions to which they are legally entitled, something is funtime dealing with individual taxpayers' tax problems than
damentally wrong with the whole political budgetary process.
reforming the tax system. This may have sharply increased
F&D
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the tax burden on segments of the economy that are not able
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to receive preferential treatment.
Reform
During the Transition: The Experience of Hungary
In many of these countries, especially the larger ones, public
(Washington:
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spending has remained very high as a share of GDP. Once
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engaged in far too many activities.
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Guest Article

Escape Routes from
Post-Soviet Inflation
and Recession
The 12 CIS countries inherited from the Soviet
system strong inflationary pressures and distorted
prices. By 1998, most had greatly moderated
inflation. In the wake of the Russian crisis, how
can they now secure economic growth without
prejudicing the gains that have been made?
Michael Kaser

W

HEN in 1924 the Soviet government exchanged 50 billion "old" rubles for 1 "new"
ruble in a currency reform,
ceased monetizing the budget deficit, and
made the ruble convertible, Lenin's New
Economic Policy began to enjoy monetary
stability. Severe inflation returned, however,
when ruble convertibility was abrogated and
the five-year plans began in 1928. Inflation
was at first open, and, as rapidly rising consumer prices overtook state-fixed wages,
household real incomes were cut to make
resources available for investment and
defense. Inflation was soon "repressed" by
state dictation of prices, which was evident in
persistent shortages and an overhang (surplus) of households' unspent money.
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The demands of investment, the military,
the bureaucracy, and education, health, and
social welfare greatly exceeded the supply of
labor and natural resources, which were, in
any event, used inefficiently. The Soviet
Union was transformed, through forced collectivization, from being a food exporter to
being unable to feed itself. The command
economy limited the competitive gains that
could be made from international trade.
Within the former Soviet Union, price relativities bore little or no relation to the balance between the supply of and the demand
for goods or services.
An operational price mechanism is essential to a market system, and the governments
of the successor states to the Soviet Union
accepted an immediate price liberalization,
designed to switch inflation from "repressed"
to "open," eliminate the money overhang, and
allow foreign prices to correct domestic relativities. The Baltic countries went straight for
sound and stable currencies, backed by a continuing tight monetary policy. Benefiting
from a shorter experience under the command economy, as well as a thoroughgoing
switch to a market system and democratic
government, these countries were rewarded
by proportionately more foreign support.
The remaining 12 countries that were to
participate in the Commonwealth of Independent States (CIS) continued to use the
Soviet ruble, and had to follow Russia's lead in
January 1992 in decontrolling most retail and
wholesale prices. They could not have anticipated the extent, or the persistence, of the
ensuing price rise: in Russia, consumer prices
rose 16-fold and producer prices rose 20-fold
in 1992 alone. The following year, consumer
prices in the CIS increased by 875 percent in
Russia, 4,085 percent in Georgia, and 4,735
percent in Ukraine. Inflation spread through
each of the 12 states and slackened only after
the establishment of separate currencies.

"Informal" production dangers
Separated into 12 economies between which
many previous transaction ties were ruptured, activities operating within legal parameters slumped. The decline was exacerbated
in some countries by war or civil conflict. By
1998, production for the group, as reflected
in conventionally measured GDP, was less
than two-thirds of its late-Soviet level. Other
economic activities were deflected into the

Chart 1

Gross domestic product, 1998
(measured GDP in 1991 = 100)

Chart 2

Consumer price indices, 1998
(1997= 100)

Sources: Both charts, IMF. Chart 1: European Bank for Reconstruction and Development
(Transition Report 1997) for 1995 shares of informal sector applied to 1998 indices.

informal sector, which so expanded in five of the eight CIS
states for which estimates have been made (Chart 1) that
they brought the aggregate of the two sectors in 1998 to the
level of measured ("formal") GDP in 1991. Both formal and
informal sectors supply goods and services that conform
more closely to household and enterprise demand than those
produced under Soviet planning. One can therefore say that
more "welfare" is now being generated per ruble produced
than under the command economy. But even if informal
output has made up the deficiency resulting from the fall in
measured GDP, notional welfare may still be lower in aggregate because income and wealth disparities have increased,
while the provision of social services has diminished.
Although the informal economy moderates poverty at the
bottom of the income scale, it widens inequality when rich
rewards, often resulting from tax evasion or more serious
crimes, are reaped at the top. Tax evasion is the reason for
the informal economy's prevalence in developed market
economies (accounting for some one-tenth of aggregate production in the European Union). Because of its lack of transparency, the informal sector is more corrupt, invests less than
the formal sector, and can employ inefficient modes of production. For example, urban workers must often till small
plots for vegetables or make tedious journeys into the coun
tryside to buy produce.

Diagnosis: "slumpflation"
Prior to the Soviet transition to a market economy, there
had been several notable conquests of severe inflation elsewhere—for example, in 1985-86 in Bolivia, a developing
economy, and in Israel, a developed one. Developed countries
had experienced deflation and depression (as in the 1930s)
as well as "stagflation" (inflation without growth), but
"slumpflation" (high inflation and seriously negative growth)
was unprecedented. In post-Soviet conditions, escape from
either of the twin phenomena prejudices escape from the
other. As Joseph Stiglitz, Chief Economist at the World Bank,
put it (Stiglitz, 1998): "The single-market focus on inflation
may not only distort economic policies—preventing the

economy from living up to its full growth and output potentials—but also lead to institutional arrangements that reduce
economic flexibility without gaining important growth benefits." Six CIS governments—Armenia, Georgia, Kazakhstan,
the Kyrgyz Republic, Moldova, and Russia—gave priority to
low inflation and a stable exchange rate. Low inflation and
stable exchange rates would underwrite the market relationships essential within a privatizing and open economy, and
foster both domestic investment and foreign capital inflows.
This, in turn, would expand exports and equilibrate the external balance.
But inadequate investment materialized. First, much capital capacity had gone out of use, obsolescent assets were not
replaced, and new technologies were not introduced. For the
entire CIS, the measured production that has been "lost"
since independence amounts to more than twice the volume
of output in 1991. Belarus, the Kyrgyz Republic, Russia,
Ukraine, and Uzbekistan were particularly hard hit by the
reduction in military demand, as the "defense dividend" did
not lead to any increase in nondefense spending. Second, at
lower outputs and with recession expected to continue, enterprises undertook little investment. According to the United
Nations Economic Commission for Europe, the three largest
CIS states (Russia, Ukraine, and Kazakhstan, which together
generated 83 percent of CIS GDP) in 1997, invested less than
one-fifth of the investment they had made in 1990. The fall
would appear less steep if military investment and unfinished
construction were excluded from the Soviet baseline.
All CIS states except Belarus, Tajikistan, and Uzbekistan
achieved low inflation by the end of 1997 (Chart 2), but the
cost was constraints on the current and capital expenditure
that could have replaced at least some of the lost demand. Of
the limited resources held by the state, some were misused—
corruptly or in unrequitable subsidies—and too little went to
Keynesian demand stimuli, such as public works and social
transfers. The process of government revenue-raising and
expenditure helped to channel enterprise and household
transactions away from the formal (and hence taxable) sector into the informal. In a succeeding period, lower tax
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Chart 3

Chart 4

Official exchange rate against U.S. dollar in real terms

Share of CIS in exports and imports, 1997

(base month = 1.00)

(percent)

Source: IMF and United Nations Economic Commission for Europe.
Source: Commonwealth of Independent States Statistical Yearbook 1997; except for
Note: Countries in bold type have adopted current account convertibility; in other countries, Uzbekistan, data from Uzbekistan Economic Trends, July-September 1998. All data
refer to exports and imports of goods and services.
the unofficial (market) rate diverges substantially from the official rate.

receipts (as a proportion of aggregate economic activity)
further reduced expenditure on the formal sector. In a
vicious "double helix," the formal economy declined or stagnated while the informal sector spiraled upward. The social
effects were serious. The proportion of Russians living in
"extreme poverty" (those with incomes of less than half the
subsistence minimum) rose, according to the World Bank,
from 11 percent in 1994 to 15 percent in 1997 and is projected at 18.5 percent next year. In Ukraine, real wages last
year were one-third of their 1990 level.
Throughout the CIS, social infrastructure and services
could scarcely be further reduced. Some governments allowed
arrears to accumulate on their spending commitments. In the
short run, outlays were spuriously lowered, but the obligations remained. The nonpayment of civil and social service
salaries and of pensions and allowances exacerbated poverty
and further reduced household demand. Social services that
had previously been channeled through state enterprises were
curtailed by privatization or were put on a fee-for-service
basis. This moderated central government payments, but
households either stopped using such services or further cut
their spending on alternative goods and services.
Borrowing to slim budget deficits
By 1995-96, most CIS states were precluded under the terms
of their IMF-supported programs from creating money to
close their budget deficits and governments had either to
reduce the deficit or to borrow to cover it. Tax revenue was
much reduced as a share of a shrunken (measured) GDP: IMF
data show a fall from 43 percent of GDP in the six final years
of the Soviet Union to 31 percent in the CIS as a whole in
1997. In Russia, the central government's position was still
weaker. By 1997, according to European Bank for Reconstruction and Development (EBRD) data, the federal budget
received only 28 percent of government revenue; the rest went
to off-budget agencies or to regional and local authorities,
which wasted about half their income on subsidies. By
contrast, the 1999 budget for Ukraine retains 69 percent of
revenue centrally.
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Much of the tax base was illusory. By mid-1998, nearly twothirds of Russian enterprises were incurring losses, and industrial barter made up a third of GDP. In late 1998, arrears
incurred by Ukrainian enterprises were equivalent to 132 percent of GDP and by those in Kazakhstan to 46 percent.
Outputs thus entered the official statistics at the macroeconomic level, but were not taxable at the microeconomic level.
Much gainful activity that should have entered the tax base
was in the informal sector and escaped the tax inspectorates.
Such informal output is estimated to have contributed just
6 percent to all gainful (noncriminal) activity in the U.S.S.R. in
1989, but by 1998, on the rough estimates given for nine CIS
states (Chart 1), it was valued at over two-thirds of measured
GDP. Revenue was also lost from measured GDP because the
types of taxes were not quickly adapted to market conditions
and because exemptions and evasions (often linked to corrupt
practices) were tolerated. If the budget deficits—which in
1997 ranged from 9.8 percent of GDP in the Kyrgyz Republic
to 1.8 percent in Azerbaijan—were not to be monetized, they
could be closed only by borrowing against government securities or from the international financial institutions.
Russia's financial crisis

The accumulation of, and the very high interest payable on,
such debt in Russia precipitated the August 1998 crisis.
Indeed, had no debt previously been incurred, there would
have been no deficit, because overspending on the eve of the
1998 crisis (amounting to 7 percent of GDP) was attributable to debt service.
Government securities issued to cover the deficit were
short term. A continued flow of money depended on
investors, at home and abroad, buying new issues when maturities were reached. This could go on only as long as yields
were very high and foreign confidence held up. Confidence
cracked early in 1998: Russia ran a trade deficit in the first
three months owing to the low price of oil, its main export,
and to a one-third leap in imports (which were becoming relatively cheaper owing to ruble appreciation); and there was
also contagion from the Asian crisis as investors reevaluated

among CIS exchange rates strain mutual trade
risk premiums and began to withdraw from
and payments relations despite the decline in
countries seen as having poor fundamentals,
intra-CIS dependence to the shares shown in
including Russia.
Chart 4 on official returns. But much CIS trade
The Central Bank of Russia raised interest
is effected by personal travelers, the so-called
rates to encourage investors to keep lending and
shuttle trade, which in 1997, for example,
to defend the overvalued exchange rate. Russian
added an estimated 67 percent to Kazakhstan's
commercial banks borrowed heavily abroad to
officially registered imports but only 6 percent
reap the high ruble profit on government secuto its exports. Such informal flows are yet
rities until their short-term external debt rose to
another factor in narrowing tax bases.
four times the central bank's foreign exchange
Governments have this year been inhibiting
reserves. When Western lenders lost confidence,
intra-CIS trade by defensive protectionism.
they declined to renew their securities holdings
Belarus imposed embargoes on food exports to
and credit to banks. Confronted by obligations Michael Kaser is
Russia and Kazakhstan and on imports of 23
that it could not meet, the government initiated Honorary Professor at
foodstuffs from Russia, while Kazakhstan
a moratorium on foreign currency operations the University of
imposed a tariff of 200 percent on certain foods
and a devaluation in August 1998.
Birmingham, England,
from the Kyrgyz Republic and Uzbekistan,
The loss of reserves was attributable, first, to and Emeritus Fellow of
devalued the tenge, and imposed exchange conthe Central Bank of Russia's defense of an St. Antony's College,
trols. The EBRD estimates foreign direct investexchange rate that had become indefensible Oxford.
ment in the CIS to have fallen from $7.6 billion
and, second, to Russian commercial banks' conin 1997 to $5.1 billion in 1998 (Russia's share
version of rubles into foreign exchange for safefell from $3.75 billion to $1.1 billion).
keeping abroad. The government had unwittingly allowed
more "flight capital" when it lowered the banks' compulsory
Prognosis: tolerated inflation
reserve ratio and permitted banks to buy foreign exchange
for their own accounts. Because the central bank was still
CIS recovery needs Russian growth: the group's measured
defending the rate of 6 rubles to the dollar by selling foreign
GDP is expected, on the same EBRD figures, to decline from
exchange for rubles, banks were able to obtain foreign
55 percent of the 1989 level last year (58 percent in 1997) to
exchange without constraint. It was claimed that $3.8 billion
53 percent in 1999. Inflation—as devaluations raised prices
of the first tranche of $4.8 billion of an IMF credit of
of imports—has turned upward: estimates for Russia in 1999
$11.2 billion went directly into offshore accounts. The govrange from the government's 30 percent to the World Bank's
ernment drafted legislation to sequester such funds, but was
60 percent. Borrowing has been stymied in Russia by the
dismissed by President Yeltsin before this was promulgated.
August 1998 moratorium, while the consequential downMaintenance of a fixed rate became impossible and by
grading of credit ratings continues to inhibit foreign direct
April 1999 the ruble had lost three-fourths of its nominal
and portfolio investments in Russia and the other CIS states.
value against the dollar on the eve of the crisis.
With scant scope for borrowing, the revenue problem
remains that of an inadequate tax base. All the CIS states
Pass-on effects in the CIS
except Moldova and Tajikistan must now be close to producing formally and informally the value added of the last Soviet
The exchange rates of the other CIS currencies had stabilized
year. To collect the taxes that are due, much more gainful
by the end of 1994 and then appreciated in real terms until
activity should be brought into the formal economy. Funding
mid-1998. They were then affected by the Russian devaluation,
such a concerted onslaught, plus measures to gain investment
depreciating against the dollar but appreciating against the
and efficiency in taxable production, requires more and
ruble (Chart 3). Where the official exchange rate was protected
better-targeted government expenditure. If spending to stimby exchange controls—as in the cases of the Belarus rubel, the
ulate the measured economy at the expense of the informal
Turkmen manat, and the Uzbek sum—the fall in the unofficial
sector exceeds revenue and credit, governments whose resolve
dollar rate was precipitous. Normally, currency appreciation
to combat inflation has been weakened by the 1998 crisis may,
weakens the incentive to export while making imports cheaper,
within reason, resort to some money creation. Just as an
which is likely to result in a deceleration in economic growth.
escape from a crisis seldom follows a normal highway, so govSince the crisis, the reverse effect has been seen in Russia—
ernments might consider a temporary route laid out accordexports have become more valuable in domestic currency and
ing to Keynesian, rather than Chicago, pathfinders. F&D
imports dearer. The resulting fall in imports of foodstuffs has
given impetus to the Russian food-processing industry and
could extend to textiles, footwear, and consumer durables.
Reference:
Cheaper Russian goods have not necessarily been welcome
Joseph E. Stiglitz, "More Instruments and Broader Goals: Mo
elsewhere in the CIS, where (measured) industrial production
Toward the Post-Washington Consensus," 1998 UN University/WI
in 1998 was only 57 percent of 1989 levels. Sharp divergences
(World Institute for Development Economics Research) Lecture, Hels
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The Asian Crisis
Causes and Remedies
Until their sudden fall from grace in 1997, the countries hit
hard by Asia's financial crisis—Indonesia, Korea, Malaysia, and
Thailand—had been widely admired for their economic
achievements and much favored by foreign investors. What
happened, and is there a prescription for reducing the risk of
future crises?
B ij a n B . A g h e v I i
OR THE THREE decades before
Asia's financial crisis, Indonesia,
Korea, Malaysia, and Thailand had
an impressive record of economic
performance—fast growth, low inflation,
macroeconomic stability and strong fiscal
positions, high saving rates, open economies,
and thriving export sectors. It is therefore
not too surprising that no one predicted
the Asian crisis. Now that the crisis has
unfolded, it is, of course, much easier to
identify the problems that led to it. In fact,
there is a consensus on the causes of the crisis, in sharp contrast to the diversity of views
on the remedies.

F

What happened?

To a large extent, these countries were the
victims of their own success. Because of their
strong economic performance throughout
the early 1990s, the Asian countries were in
denial when problems began to surface.
Believing they were immune to the type of
crisis that erupted in Latin America in the
1980s because they did not have the large fiscal deficits, heavy public debt burdens, rapid
monetary expansion, and structural impediments that had made Latin America vulnerable, the Asian countries did not deal in
earnest with their emerging problems until
too late.
Thailand's story is very telling in this
regard. The problems in Thailand started
in 1996. The IMF warned the authorities
in early 1997 of the impending foreign
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exchange crisis, but it was difficult to convince them of the seriousness of the emerging problems. The warning was not made
public, of course, given the strong risk that
such a move could precipitate the very crisis
it was intended to avoid.
Moreover, the IMF was not aware of the
full extent of Thailand's problems at the
time, because the baht was initially supported by heavy intervention in the forward
market. Not knowing that virtually all of
Thailand's international reserves had already
been committed in the forward market,
the IMF believed they were adequate—
until mid-1997, when the country's usable
reserves were nearly depleted and fhe
authorities came to the IMF for help.
Similarly, the IMF was not aware that Korea's
foreign exchange reserves had been virtually
used up until it was called to the scene.
The underlying causes of the Asian crisis
have been clearly identified. First, substantial
foreign funds became available at relatively
low interest rates, as investors in search of
new opportunities shifted massive amounts
of capital into Asia. As in all boom cycles,
stock and real estate prices in Asia shot up
initially, so the region attracted even more
funds. However, domestic allocation of these
borrowed foreign resources was inefficient
because of weak banking systems, poor corporate governance, and a lack of transparency
in the financial sector. These countries' limited absorptive capacity also contributed to
the inefficient allocation of foreign funds.

Second, the countries' exchange rate regimes—exchange rates
were effectively fixed—gave borrowers a false sense of security,
encouraging them to take on dollar-denominated debt. Third,
in the countries affected by the crisis, exports were weak in the
mid-1990s for a number of reasons, including the appreciation of the U.S. dollar against the yen, China's devaluation of
the yuan in 1994, and the loss of some markets following the
establishment of the North American Free Trade Agreement
(NAFTA).
The massive capital inflows and weakening exports were
reflected in widening current account deficits. To make matters worse, a substantial portion of the capital inflows was in
the form of short-term borrowing, leaving the countries vulnerable to external shocks.
It is clear, with the benefit of hindsight, that this situation
was "just a big accident waiting to happen"; the only question
was what would trigger it. Once the crisis broke out in
Thailand in July 1997, the Asian countries were all vulnerable.
And the markets overreacted. The thinking was that if this
could happen in Thailand, it was bound to happen in other
Asian countries facing, to varying degrees, the same problems
—weak financial and corporate sectors, a large current
account deficit, and a heavy external debt burden. Creditors
withdrew funds from the region, and the crisis spread.
When these countries approached the IMF for assistance,
the most pressing issue initially was to provide them with
adequate financing to deal with the liquidity crisis created by
the sudden flight of capital and the collapse of their currencies, and to give confidence to the market. The IMF provided
the biggest loans in its history, while arranging for additional
financing from other countries in the region as well as from
the Group of Seven countries.

Monetary policy
Given that the first manifestation of the crisis was the collapse of the currencies of the Asian countries, monetary policy was a key element of their reform programs. Ironically,
the programs have been criticized from both ends of the
spectrum: some critics believe that the countries should have
raised interest rates even higher in defense of their currencies,
while others have argued that the rise in interest rates was the
main source of subsequent problems. A number of academics have made the point that, in a recession, the orthodox
policy would be to lower interest rates and allow the exchange
rate to slide to boost economic activity. But currency depreciation during the crisis was dramatic—for example, the
Korean won dropped from less than 1,000 to nearly 2,000 to
the dollar in only one month. In such extreme situations, the
first priority has to be the stabilization of the exchange rate
before a vicious inflationary cycle sets in. If domestic prices
are allowed to skyrocket, the monetary tightening required to
reestablish price stability is extremely costly.
The strategy pursued by the Asian countries was to raise
short-term interest rates to arrest the deterioration of their
exchange rates and then to gradually reduce interest rates as

the exchange rates stabilized. In fact, the initial rise in interest
rates was moderate and short lived: in Thailand, short-term
rates rose to a peak of 25 percent, and in Korea, to 35 percent,
and they stayed at these peaks for only a few days before
declining rapidly to their precrisis levels. Furthermore, given
the impact of sharp currency depreciation on inflationary
expectations, the increase in interest rates was significantly
lower in real terms than in nominal terms. Real interest rates
(based on the consensus forecast of inflation as a measure of
inflationary expectations), which were in the range of
7-8 percent before the crisis, rose briefly to 20-25 percent
before dropping sharply. In both countries, real rates were
above 15 percent for only two months, and they are presently
about zero. At the same time, both the won and the baht
appreciated substantially after the initial crisis.
By contrast, Indonesia's initial efforts to stabilize the
rupiah failed. But this is the exception that proves the rule.
During the first week of Indonesia's program, the authorities
engaged in unsterilized intervention and allowed short-term
interest rates to double to 30 percent. As a result, the rupiah
appreciated sharply. But within two days, contrary to the
country's understandings with the IMF, Bank Indonesia cut
interest rates back to their initial levels. The subsequent
expansion of liquidity, together with strong signals from the
highest levels of the government that commitments under
the IMF program would not be respected, precipitated the
rupiah's plunge. The resulting high inflation necessitated
much higher interest rates to reestablish financial stability.
The cost of adjustment would have been dramatically lower
had the government persevered with its original program.
To be sure, the weakness of the banking and corporate sectors in the Asian countries did constrain the scope for raising
interest rates. However, while many critics have pointed to
the adverse impact of higher interest rates on domestic borrowers, they have neglected to take into account the impact
of currency depreciation on holders of external debt. A precipitous drop in a currency's value raises the burden of extenal debt on the banking and corporate sectors to an
intolerable level and undermines financial stability. Thus, the
trade-off between depreciation and interest rate increases
shifts drastically in the presence of exchange rate overshooting. Currency depreciation would have a particularly adverse
impact for Indonesia and Korea, which have a high ratio of
external debt to domestic credit.
The liquidity squeeze in these countries was not just a consequence of high interest rates, because the banks have been
reluctant to roll over their credits, given the large volume of
their nonperforming loans and the weak position of the corporate sector. It is instructive to note that the credit squeeze
has not been alleviated even as interest rates in Korea and
Thailand have fallen to well below their precrisis levels. (A
clear example of this phenomenon is Japan, where shortterm interest rates have been zero for some time, while the
economy has been facing a credit crunch.)
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ironically, criticisms of proposed reforms were
Fiscal policy
voiced mainly by outsiders. This was particuInitially, the Asian countries had strong budlarly true in Indonesia. Unfortunately, the
getary positions. Their original fiscal targets
country's economic authorities were underenvisaged a small surplus to help external
mined
by groups and individuals who were
adjustment and provide a cushion for financing
threatened
by the proposed reforms and a govthe substantial cost of financial sector restrucernment
that
failed to take decisive action.
turing. However, as economic conditions deteriorated, these initial fiscal targets were adjusted
Where da filings stand?
to allow for the working of automatic stabilizers
The situation has turned around in Korea and
and to finance additional social spending to
Thailand, although the crisis is not yet over.
protect the country's poor. In fact, given the fisExchange rates have appreciated considerably,
cal conservatism of these countries, in some
cases the IMF found itself in the unusual posi- Bijan B. Aghevli, former and interest rates have already declined to
below precrisis levels, which will allow investtion of trying to convince them to undertake Deputy Director of the
IMF's
Asia
and
Pacific
ment and growth to resume. But the period
fiscal expansion. The fiscal targets in all of these
ahead is still likely to be very difficult. The
countries now show substantial deficits. Thus, Department, is Director
important task now is to manage the situation
the criticism that growth slowed in the Asian of Asia Economic and
countries because of fiscal tightening is largely Policy Research at Chase carefully so that unemployment problems do
Manhattan Bank.
not get out of hand. Both of these countries
misplaced.
will emerge from the crisis considerably healthThe IMF could, of course, be faulted for not
ier as long as they maintain their resolve to
having accurately predicted the depth of the
carry
out
their
financial and corporate sector reforms.
recession, but there was no systematic bias in the IMF's
growth forecasts, which were broadly in line with the conThe case of Indonesia, however, has proved to be much
sensus forecast. It is perhaps too early to know definitively
more complicated because of the volatile interaction of
why no one foresaw the severity of the recession, but there
political and economic problems. In June 1998, the governare some possible explanations. First, when boom-bust cycles
ment of President Habibie renegotiated the country's IMFare superimposed on a very weak financial system and highly
supported reform program, which aims to reverse the
leveraged corporate sector, the amplitude and duration of
serious economic deterioration that has occurred since the
the cycle are much more pronounced. Second, until midcrisis erupted, prevent inflation from spiraling out of con1997, it had appeared that Japan was finally pulling out of its
trol, and extend the social safety net to cushion the impact of
prolonged recession. But these hopes were dashed when
the crisis on the poor.
Japan's economy plummeted, deepening the recession in
The success of the Asian countries' reform programs will
Asian countries with close ties to Japan. Finally, the fact that
depend to a great extent on the external environment. One
several Asian countries were in crisis at the same time underfactor in their favor is the continuing strength of the United
mined general confidence and caused domestic demand to
States, but, unfortunately, Western European economies are
contract far more sharply than had been expected.
showing signs of gradual weakening. The situation in Japan
is worrying; it is essential that Japan rehabilitate its financial
system and provide adequate fiscal stimulus to kick-start its
Structural reform
economy, or the recovery of the crisis countries may be jeopThe inclusion of structural reform in these countries' IMFardized. The crisis in Russia and its repercussions in Latin
supported programs has also generated debate. Some critics
America
are also worrying, although they have as yet had lithave argued that the IMF should have focused on macrotle impact on the Asian countries.
economic policies alone, given that structural reform is a
medium-term process. But the main source of the problems
in all of these countries was structural—the weakness of the
financial and corporate sectors, inadequate governance, and
a lack of transparency. And, as the crisis unfolded, markets
focused intensely on these problems; it would have been very
difficult to regain investor confidence if the countries'
programs had not included initiatives to address them, even
if they could not be solved overnight. The governments
needed to show that they were aware of the size of the problems and were committed to correcting them.
In addition, the authorities themselves were keen to take
advantage of the crisis to push through important reforms—
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Dealing with future crises
Crises are inevitable. As long as there are financial markets,
there will be boom and bust cycles. But vulnerability to crises
can be limited.
First, better information is needed so that situations can
be monitored and actions taken in a timely fashion. Had the
rest of the world known how weak these countries' financial
systems were, something could have been done sooner.
Similarly, had the IMF known how rapidly international
reserves were falling in Thailand, and subsequently in Korea,
policy adjustments could have been made earlier.

Second, the financial sector plays a critical role in all boombust cycles—in developed and developing countries alike. It is
essential that appropriate prudential and supervisory procedures be in place and that banks be in a position to assess risk.
Financial sector reforms are therefore extremely important.
Third, one very important lesson that has emerged from
this crisis is that it is a mistake for a country to have a fixed
exchange rate unless its authorities are prepared to do what it
takes—that is, in addition to pursuing sound macroeconomic policies, it needs to have a healthy banking system and
a strong reserve position that can withstand a defensive rise
in interest rates to fend off speculators. But few countries can
maintain a fixed exchange rate when things go wrong.
Fourth, capital market liberalization must be undertaken
with care. The problem in the Asian countries was not that
they liberalized their capital accounts but that the sequencing
was wrong and that liberalization was only partial. Most of
these countries liberalized short-term capital inflows before
foreign direct investment, when they should have done it the
other way around. Furthermore, although capital inflows were
liberalized, the financial system remained closed to competition from outside. The combination of partial liberalization

and structural rigidities meant that capital was invested without due regard to risk.
Would it be appropriate to impose capital controls to
avoid future crises? This would be like closing the door after
the proverbial horse has bolted. Furthermore, capital controls are much less effective in stemming outflows than
inflows. It would be more effective to deal boldly with the
underlying problems in the financial and corporate sectors
and to create the right environment so that when capital
inflows resume they can be used productively. After all, these
countries' easy access to foreign capital before the crisis contributed significantly to their rapid growth. Even if output
in the Asian countries declined by, say, 10 percent, their
growth over the past twenty years would still be impressive.
What is important is the appropriate sequencing of capital
liberalization, to ensure that a country's financial system is
capable of channeling capital into productive investment.
F&D

This article is based on a speech delivered by the author at a conference in
Chicago, "Asia: An Analysis of Financial Crisis," cosponsored by the
Federal Reserve Bank of Chicago and the International Monetary Fund,
October 8-10, 1998.
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Developing and Transition
Countries Confront
Financial Globalization
In recent years, many developing and transition countries have
become more closely integrated into the globalfinancialsystem.
But to benefit fully from their growing access to international
financing, they need to strengthen their financial systems.
Malcolm Knight

T

HE NEW and growing links

between emerging and developed financial markets have been
reflected in a spectacular increase
in financial flows to developing and transition countries. In the 1970s and 1980s, total
net capitalflowsto this group averaged only
$10-20 billion a year, or around 1 percent of
their combined GDP; in 1991 alone, these
flows jumped to $120 billion. Thereafter,
they rose steadily, reaching $280 billion in
1997—more than 4 percent of these countries' combined GDP—before falling back to
$234 billion in 1998 in the wake of financial
crises in a number of emerging markets.
The increase in financial globalization and
the rise in transborder financial flows that
reflects it could lead, over time, to a more
efficient worldwide allocation of savings
than was possible in the past, when domestic
investment in most countries was constrained by domestic savings. However, the
experience of the past two decades demonstrates that international financial markets
are subject to unpredictable swings, costly
crises, and contagion. As the financial crises
that struck Thailand, Indonesia, and Korea
during the second half of 1997, and Russia
and Brazil in 1998-99, have amply demonstrated, financial globalization also carries
very large risks, because instability in one
country can now spread almost instantly to
others. If properly managed, the globalization of financial markets can create a
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virtuous circle in which market discipline is
strengthened, thereby enhancing the soundness of financial systems in developing and
transition countries. At present, however,
there are grave deficiencies in the financial
systems of many developing and transition
countries as well as important information
gaps in global markets. Globalization presents many challenges, so international
investors, financial market regulators, and
economic policymakers throughout the
world have a strong interest in promoting
measures to improvefinancialstability.
Macroeconomic stability
The basic elements of a sound financial system are a stable macroeconomic environment, a dynamic private sector, a supportive
legal framework that provides for both
strong internal governance infinancialinstitutions and external discipline by market
forces, and firm regulation and supervision.
It goes almost without saying that stable
macroeconomic conditions are important for
a robust banking and financial system. It is
not possible to establish and maintain bank
soundness unless prices and other nominal
variables in the economy are evolving in a relatively stable fashion and economic activity is
expanding at a reasonable pace. Real sector
stability is particularly important in developing and transition countries, where production structures are often very sensitive to both
domestic and external shocks. This is the

reason why real sector instability has been a perennial source
of financial system instability in developing countries. It is
also the reason why macroeconomic stabilization has been
seen as a key prerequisite for restructuring banks in the transition countries since the collapse of central planning. A healthy
macroeconomic environment and economic growth are also
crucial to the development of a viable banking system, whose
soundness and stability hinge on whether it has "bankable"
projects to finance—it must have scope to lend to a dynamic
private sector operating within a clear legal and ownership
framework that facilitates the enforcement of financial contracts, loan recovery, and the realization of collateral.
importance of bank soundness

Banks are still the core of the financial system in the developing and transition countries. Indeed, as noted in the European
Bank for Reconstruction and Development's Transition Report
1998, banks play an even larger role in financing economic
activity in transition countries than they do in many developing countries. Banks borrow by assuring savers that deposits
are liquid and secure, and they use a substantial portion of the
funds in these deposits to make credits to borrowers that, for
one reason or another, are unable to issue securities that can
be traded in active financial markets. Because markets for corporate securities are limited in most developing and transition
countries, most lending is unsecuritized: this means that
banks are the main institutions that evaluate and monitor the
risks and returns on financial intermediation.
In evaluating a borrower's creditworthiness, banks assess
the underlying profitability of the project to be financed,
using a different information set from that available to the
borrower. For example, while a prospective borrowing firm
may know more about the cost structure of its project, banks
have a comparative advantage in assessing the strength of borrowers' business plans and the quality of their managements.
Banks may also possess more information about general market conditions and the macroeconomic environment (for
example, the stance of monetary policy and the outlook for
interest rates, prices, economic activity, and exchange rates).
By using these types of information to develop an independent assessment of risk, banks aid firms in choosing profitable
investment projects and avoiding unprofitable ones.
The soundness and resiliency of the banking system
depend on how effectively banks perform the due diligence
procedures that underlie their credit risk analyses and their
lending decisions, and on how well they recognize and manage changing risk profiles as the economic circumstances of
their borrowers evolve. But banks also perform other key
financial functions, such as operating the clearing and payments system and the foreign exchange market. As a result,
the banking sector is the main vehicle for transmitting monetary policy actions to market interest rates, the stock of liquidity, and, ultimately, overall economic activity and prices.
Because of these diverse functions, a sound banking sector is
the single most essential element of a healthy financial system.

How effectively banks perform these functions depends, in
turn, on competition in the banking system and the state of
the macroeconomy. One major reason why the banking sectors of many developing and transition countries are so
uncompetitive is because of government intervention.
Intentionally or unintentionally, governments in many
developing and transition countries have often encouraged
excessive concentration through nationalization and public
ownership, restrictions on foreign ownership, and lax rules
on relations between domestic banks and financial or corporate groups. These distortions have frequently been compounded by direct government intervention in banks'
lending decisions, with adverse effects on banks' balance
sheets over time.
When a small number of large banks dominate the financial system, as is the case in many developing and transition
countries, these banks may respond to a sudden increase in
bad loans by increasing the spreads between their deposit
and lending rates while denying loans to new, creditworthy
borrowers. Such actions can weaken the financial system by
causing the deposit base to flow abroad and by putting additional financial stress on borrowers. A vicious circle of slowing economic activity and mounting bad loan problems may
ensue, jeopardizing financial stability.
The many macroeconomic shocks to which developing
and transition countries are subjected can also weaken their
banks. Lending problems are much more likely to affect the
banking sector as a whole when they are due to an adverse
terms of trade shock to a major export commodity. In a
macroeconomic downturn, there are fewer profitable new
capital investment projects for banks to fund, and borrowers
whose incomes decline have difficulty servicing their debt.
These effects have been intensified in some of the countries
embroiled in Asia's financial crisis as their banks have been
forced, because of financial problems, to liquidate the collateral on loans called, leading to a sharp decline in the prices of
the assets—especially real estate—financed by bank lending.
Problems of banking system unsoundness tend to show up
suddenly, particularly in developing and transition countries. If the ability of borrowers to repay their bank loans is in
doubt, depositors may lose confidence in the banks' ability to
meet their obligations, which could lead to a "run" on banks.
This possibility, combined with the fact that banks are highly
leveraged, makes the banking system particularly vulnerable
to sudden bouts of instability.
Strengthening private ownership and competition in their
banking systems to address this vulnerability should be a high
priority in developing and transition countries. Responsibility
for the internal governance of banks and other financial institutions rests, first and foremost, with their owners, managers,
and directors. Owners with their capital at risk have a strong
incentive to appoint competent directors and managers and to
closely oversee their business. This is why privatization is
traditionally seen as a crucial element of banking sector
reform in developing and transition countries. Liberalizing the
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conditions of entry to make the banking industry
"contestable" is another way to increase both
private ownership and competition in the banking sector.

Nonbonk institutions and markets

making them likelier targets for acquisitions
and mergers and thus bringing about a change
of ownership or control.
Equity markets have grown substantially in
developing and transition countries in recent
years. During 1992-95, the number of emerging market equity funds tripled, to over 1,200,
as did their combined net asset value, which
has surpassed $110 billion. However, they
remain subject to a number of risks, including
illiquidity, difficulties in transferring ownership, differential information, and political
uncertainties.

Banking sector weaknesses can also be addressed
through the development of other financial
intermediaries to compete with, and thereby
exercise market discipline over, banks. Just as
banks exercise market discipline over borrowing
firms by assessing credit risk, so other markets
and institutions—if properly regulated and sup- Malcolm Knight is
ported by the legal and regulatory framework— Deputy Director of the
Harmful restrictions on financial
can reinforce the soundness of the banking IMF's European I
sector by competing with banks both as borrow- Department.
markets
ers and as lenders, as they do in the industrial
In industrial countries, each financial market
countries. Competition makes intermediation
and institution—as well as the legal and regumore efficient and acts as a check on the behavior of banks by
latory framework that supports markets—performs a differincreasing the breadth and depth of markets, thereby making
ent role that reinforces market discipline and strengthens the
the financial system more resilient to shocks.
financial system. But financial systems lack depth and
breadth in many developing and transition countries, often
Government securities markets. Government securities
because of prolonged periods of financial repression, governmarkets, for example, provide savers with alternatives to
ment intervention in financial markets, and restrictions on
bank deposits. When banks must compete with government
external current and capital account transactions. Because of
securities markets for savings, the banks' freedom to widen
the many large gaps that remain in their financial systems,
spreads by lowering interest rates on deposits is curtailed. An
these countries do not benefit from the market discipline that
active market for government securities has other advantages
would drive poorly managed banks out of business.
as well. It gives the central bank more flexibility in the implementation of monetary policy and also offers a means of
One of the most common weaknesses is a requirement for
providing temporary collateralized financial support to
the central bank or commercial banks to lend to the governilliquid banks without creating the moral hazard problems
ment or to "priority" sectors, often at subsidized interest rates,
that may arise when liquidity is provided directly to individwhich weakens the banks and stifles the development of marual institutions. Repurchase agreements on government
kets for government securities. Another is extensive public
securities can also be used to develop a collateralized interownership of financial institutions and nonbank financial
bank credit market, further contributing to bank soundness
enterprises, which hampers the growth of market capitalizaand liquidity.
tion and the development of equity markets. Ceilings on interest rates reduce the efficiency of financial intermediation and
Foreign investment and foreign exchange markets. Capital
the signals for profitable investment, while restrictions on
account convertibility expands the menu of choices available
international current and capital account transactions result
to savers by making it possible for them to hold foreign
in shallow foreign exchange markets and the creation of paralassets. By increasing the number and types of instruments
lel foreign exchange markets. Other restrictions on the operathat can compete with domestic bank deposits, it also makes
tions of financial markets prevent their full development, as
it more difficult for banks to charge large intermediation
do inadequate disclosure standards, which also substantially
spreads. The development of a liquid interbank foreign
increase the riskiness of these markets.
exchange market is also essential to give traders and speculators the flexibility to take spot and forward positions in forPublic disclosure of financial information
eign exchange. Indeed, strong domestic financial institutions
are essential to give the authorities proper scope to use the
No form of market discipline could be effective without a
tools of monetary policy, including market interest rates, to
legal and regulatory framework that creates strong incentives
manage capital flows and the exchange rate.
for the disclosure of accurate information on a timely basis to
market participants. Information is essential for efficient
Equity markets. Active, well-functioning equity markets not
markets, and markets will be well informed only if all potenonly offer enterprises an alternative to bank credit as a source
tial participants are able to obtain information at a reasonable
of funding for capital investment but also provide a means for
cost. Well-informed creditors whose funds are at risk and not
exercising market discipline over banks. If bank equities are
protected by government guarantees have a strong incentive
publicly traded, the markets can discipline banks with weak
to distinguish between the institutions to which they lend in
management by driving down the value of their shares,
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the interbank, commercial paper, corporate bond, and money
markets, based on each borrower's risk characteristics.
Although there are many impediments to the development of nonbank financial institutions and markets in developing and transition countries, the lack of disclosure of
accurate and timely economic and financial data is, without
doubt, one of the most serious. It is critical that best practices for sound financial systems in developing and transition
countries include standards for data provision, disclosure,
and dissemination. Since 1996, the IMF has taken steps to
encourage the dissemination of member countries' macroeconomic data through two related initiatives. The first is the
Special Data Dissemination Standard (SDDS)—a voluntary
system by which countries that are, or wish to become, active
in international financial markets agree to provide certain
key economic data on a regular and timely basis. The second
initiative is the General Data Dissemination System, to which
all member countries of the IMF must adhere as soon as
their circumstances permit.

Supervision and regulation
Even with good public disclosure, however, there will be limits to the degree to which market discipline can ensure the
stability of the financial systems of developing and transition
countries so long as there are gaps in the structure of their
markets. As financial markets in these countries continue to
evolve, supervisory and regulatory authorities will need to
bear a large share of the burden of maintaining robust financial systems and resolving crises when they occur. In this
sense, official oversight offinancialinstitutions and markets
is an essential complement to internal governance and market discipline. A number of countries, notably Hungary and
Poland, are adapting their legal and institutional frameworks
for financial activity quickly to ensure that they are consistent with European Union directives. Many developing and
transition countries are engaged in strengthening their
supervisory authorities, although the effectiveness of these
agencies has yet to be tested in a generalized downturn.
In recent years, there has been a growing consensus among
financial system regulators in many countries on the necessity of developing a consistent international framework of
financial and supervisory standards and best practices that
would promote robust financial systems in all countries,
including the emerging markets. The development of such
a framework will require increased attention to the consistency and adequacy of regulatory and supervisory practices
throughout the world. Thus, in 1996, the Basle Committee
on Banking Supervision developed a general set of core principles for sound banking that are applicable to all countries.

Conclusion
Initiatives at both the national and the international levels to
strengthen corporate governance in financial institutions,
enhance market discipline, improve the quality and timeliness of disclosure, and strengthen supervision constitute a

comprehensive strategy that should, in the long term, create
incentives for developing and transition countries to close
the gaps in their financial markets and address the weaknesses in their supervisory frameworks. If such a strategy
succeeds, it will bring into being a more robust international
financial system in which the global allocation of savings and
investment will be more efficient than it is today, and, in
doing so, it will lay the groundwork for sound long-term
growth in developing and transition countries. F&D
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Developing Indicators to
Provide Early Warnings of
Banking Crises
Bank failures and banking system crises can have very painful
effects. Developing basic indicators that provide early warnings
of incipient banking crises, therefore, is an essential step in
improving countries' abilities to manage their financial sectors
and their economies.
B r e n d a Gonzalez-Hermosillo

URING the past two decades,
many countries have experienced significant financial sector distress. Perhaps the most
acute bouts were brought about by the
financial problems encountered in some
emerging markets. The banking system
problems that began in the mid-1990s in
some Asian countries (including Indonesia,
Korea, and Thailand) have also made apparent the possibility of regional contagion. In
Latin America, severe banking crises
occurred in Chile and Colombia during the
1980s, and in Mexico and Venezuela during
the first half of the 1990s. Banking crises,
however, do not occur only in emerging
economies. Episodes of profound banking
system distress occurred in the United States
during the mid-1980s and early 1990s, in the
Nordic countries during the early 1990s, and
more recently in Japan. Finding basic indicators that can provide early warnings of
incipient banking crises and understanding
their dynamics are critical, particularly in the
current context offinancialglobalization.

D

Current literature
Most of the empirical literature has relied on
explaining bank failures and banking crises
3:6 Finance & Development /June 1999

only after they have occurred. In particular,

probability models assign values of one to
known episodes of banking crises (or of
failed banks) and zero to periods of tranquility (or sound banks). Waiting for a crisis to
occur in order to be able to explain it, however, is clearly not a satisfactory strategy.
Measures that signal an increased probability
of bank failures and, more generally, of
banking crises before they actually occur are
urgently needed.
The current literature on the subject is
largely divided into two kinds of studies:
those that examine data on specific banks in
an effort to explain why they have failed, and
those that examine how changes in various
macroeconomic variables (such as interest
rate changes and exchange rate movements)
have contributed to banking crises. Although
economists and policymakers have increasingly become convinced that banking crises
are influenced by changes in both macroeconomic and microeconomic factors, few
empirical studies have systematically examined the contributions of both toward creating bank failures.
Despite significant advances that have
been made in the research on bank failures
and banking crises, many issues remain

unresolved. For example, why is it that although all banks in
a country are hit by the same macroeconomic shock, generally not all of them fail? Do banks that fail have different
characteristics from those that don't? If so, are some of those
characteristics different several periods before banks actually
fail? Are there some indicators that could act as pressure
gauges by signaling immediate danger of bank failures?
Could these indicators be used to assess the degree of banking system distress before a crisis occurs? How can "moral
hazard"—which is created when banks take excessive risks
based on assumptions that they will be protected by third
parties against possible losses—be measured? How does
bank contagion occur? Are banking crises in advanced
economies fundamentally different from those in developing
countries?

Determinants of banking problems

If we assume that both micro- (or bank-specific) and macroeconomic influences can lead to bank failures and banking
crises, how can their impacts be measured systematically?
One way is to view bank failures as being influenced by market risk, default risk, and liquidity risk. Market risk is the risk
that market conditions will change the value of the underlying assets. Banks are subjected to high market risk when their
investment portfolios are concentrated in sectors strongly
affected by cyclical economic conditions, sectors where
returns are significantly higher than market levels, booming
sectors prone to be depressed by a subsequent bust, or various sectors that are adversely and similarly affected by

economic shocks. Default, or credit, risk is the risk that
debtors will be unwilling or unable (perhaps as a result of
changed economic conditions) to repay their debts. Liquidity
risk, in the context of bank failures, is the risk that depositors
will withdraw their deposits in large amounts or that banks
will not have enough liquid assets to cover these withdrawals.
The degree of exposure to these risks that individual
banks' managements decide to assume depends on their risk
preferences, given the expected future returns associated
with their portfolio strategies, and regulatory guidelines.
However, after a banking crisis, changes in macroeconomic
conditions often contribute to the actual outcomes associated with those risks. For example, a large loan exposure to a
booming sector is often profitable initially. Although such a
portfolio strategy can make good sense for banks at a given
time (as, for example, lending to oil-related businesses did in
the late 1970s), changing economic conditions could lead to
a bust in that sector and harmful consequences for banks
that had made substantial portions of their total loans to that
sector. By focusing on these kinds of risk (market, default,
and liquidity) rather than on actual definitions of banks' balance sheet items or specific economic variables, one can
broadly compare episodes of banking problems even though
the specific circumstances and accounting systems may vary
among countries.
Other potentially important factors determining bank failures are contagion and moral hazard. Contagion occurs
when problems at some banks in the system adversely affect
other,financiallysound banks. One result of contagion could
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be generalized deposit runs on the banking system, and
another could be a weakening of the banking system because
of banks' "herding behavior." Through the latter, individual
banks could increase their risk taking because other banks
were doing so—this could be the result, for example, of
banks' efforts to maintain their market shares or to keep up
with competitor banks that they think have better information. Moral hazard can be created when banks take excessive
risks by lending in situations where the short-run payoff
(for example, in the form of up-front fees) can be very high,
but for which the long-term prospects of repayment are dim
and the associated risks are expected to be absorbed by a
third party, such as the country's government or international financial institutions.

Examination of recent cases
Examining five recent episodes of banking system distress—
three in the United States: the southwest (1986-92), the
northeast (1991-92), and California (1992-93); one in
Mexico (1994-95); and one in Colombia (1982-87)—may
shed some light on these issues and point to some lessons
learned. The data (covering close to 4,000 banks for up to
eight years) suggest that unsound banks and sound banks
had different characteristics that could be observed several
periods before bank failures (for example, through bankruptcy or regulatory intervention) actually occurred. The
data also indicate that these two kinds of banks differed principally in their approaches to risk taking.
A consistent finding from the data is that banks' nonperforming loans increased sharply and their capital ratios deteriorated rapidly—signaling growing distress—shortly before
they failed. These indicators thus provided clear signals of
the increasing probability of near-term bank failure. (Several
periods before failures occurred, banks that would eventually
fail had virtually the same levels of nonperforming loans and
capital as banks that would survive.) In this context, it
should be pointed out that a large number of nonperforming
loans in a bank's portfolio are a result of earlier poor loan
decisions and, sometimes, deteriorating economic conditions. Minimum levels of capital serve as a cushion to absorb
economic shocks, but if the value of a bank's assets declines
relative to that of the liabilities it does not own, its capital can
soon be exhausted. A composite indicator based on the ratio
of capital equity plus loan reserves minus nonperforming
loans to total assets (the coverage ratio) was also constructed
to allow for a more general indicator of bank fragility.
Focusing on banks' coverage ratios has the advantage of taking into account the possibility that two banks with equal
ratios of nonperforming loans to total assets would be in different financial condition if one bank had set aside significant reserves to cover its problem loans or increased its
capital equity and the other bank had not.
I considered banks to be in distress if their coverage ratio
was below a given threshold. For U.S. banks, the threshold
was set at zero, because their own resources—capital equity
38
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Summary of empirical results
Proximate indicators of

Increased
probability of

Reduced
survival

failure/distress

time

Fragility
High ratio of nonperforming loans to
total assets
United States
Southwest
Northeast
California
Mexico
Colombia

Yes
Yes
Yes
Yes
n.s.

Yes
Yes
Yes
Yes
Yes

Low ratio of capital to total assets
United States
Southwest
Northeast
California
Mexico

Yes
Yes
Yes
Yes

Yes
Yes
Yes
Yes

Colombia

n.s.

Yes

Yes
Yes
Yes
Yes
n.a.

Yes
Yes
Yes
Yes
n.a.

ind.
ind.
ind.
Yes
ind.

Yes
ind.
ind.
n.s.
ind.

Yes
Yes
Yes
Yes
Yes

Yes
Yes
Yes
Yes
Yes

Yes
n.s.
n.s.
n.s.
Yes

Yes
n.s.
Yes
n.s.
No

United States
Southwest
Northeast
California
Mexico

No
n.s.
No
Yes

Yes
No
n.s.
Yes

Colombia

Yes

Yes

Market risk
United States
Southwest
Northeast
California
Mexico
Colombia
Credit risk
United States
Southwest
Northeast
California
Mexico
Colombia
Liquidity risk
United States
Southwest
Northeast
California
Mexico
Colombia
Moral hazard
United States
Southwest
Northeast
California
Mexico
Colombia
Contagion

Source: Gonzalez-Hermosillo (1999).
Notes: n.s. = not statistically significant,
n.a. = variables not available.
ind. = indeterminate; the variable used can take either sign and still be consistent
with the presence of a certain type of risk. For example, a high yield on loans may be consistent with a high default risk, but a low yield can indicate that risk is not priced properly.
"Yes" indicates that one or more variables in the failure or distress equations suggest the
presence of this type of risk. If so, the probability of failure/distress would increase and/or
the expected survival time would diminish. "No" indicates that the results do not suggest
that this type of risk was present.

and reserves for problem loans—would then
and moral hazard were less consistent, giving
be insufficient to cover nonperforming loans.
mixed signals in some instances. Contagion,
For Mexican and Colombian banks, the
measured by the ratio of total loans of the
threshold was set higher because the definiregion's overall banking system to the value of
tions of nonperforming loans used were narthe region's output, seemed to have an impact
rower than the one used for the United States.
in some cases, but, except in Mexico, it was genAfter examining several different thresholds
erally small.
for the coverage ratios, I decided to set the
For each period, the predicted probabilities
threshold for Colombia and Mexico at 1.5 perand times of distress and failure for individual
cent, because this most closely predicted which
banks were then aggregated to measure the
banks actually failed. Bank distress, as meafragility of the overall banking system. The
sured by the deterioration in the banks' coverexpected probability of banking system failures
age ratios, was consistently evident before Brenda Gonzdlezbased on the coverage ratio was generally an
actual failure. Banks were regrouped based on Hermosillo, who worked accurate predictor of actual crisis. Although the
whether they had experienced episodes of dis- in the IMF's Research
models based on bank-specific variables
tress or not, and empirical models taking Department when the
(excluding nonperforming loans and capital)
account of microeconomic (or bank-specific) research on which this
predicted crises reasonably well in most cases,
and macroeconomic variables were estimated article is based was carintroducing macroeconomic regional variables
for cases of both bank failure and bank distress ried out, is currently an
into them generally improved their predictive
(that is, fragility that becomes apparent before Economist in the Asian
power, once again suggesting that both microactual failure).
economic and macroeconomic influences are
Division of the IMF
important in determining banking crises.
The models confirmed that both macro- Institute.
economic and microeconomic factors were
Indicators of banking system fragility based
important in determining banks' failure and
on the coverage ratio clearly worsened before
distress. Models based on bank-specific variables including
actual banking crises began. Not all banks that were in
measures of market, credit, and liquidity risks, as well as
distress failed—those that survived presumably adopted corproxies for the impact of moral hazard (but not including
rective measures or benefited from improved economic concapital equity or nonperforming loans), performed reasonditions. Nonetheless, banks that eventually failed typically
ably well in most cases. These variables would seem, then, to
showed signs of distress beforehand on more than one occaaccount for the fundamental sources of ex ante risk. The
sion. In this context, it should be borne in mind that regulavariables used in analyzing banking problems sometimes
tory intervention (through, for example, bank closings,
differed in accordance with the specific circumstances of
capital infusions, or the removal of bad loans from banks'
each episode. Conceptual equivalencies were, however,
portfolios) is an extreme measure whose timing is deterbroadly maintained across regions, which suggests that the
mined largely by regulators.
main elements of risk are comparable across countries. This
approach based on the different types of risk is particularly Cciiicliislon
useful when one attempts to make inferences about different
Based on the country cases examined, emerging market
episodes of banking problems in which the circumstances or
countries and industrial countries appear to be similar in
accounting systems differ.
that both microeconomic and macroeconomic factors
account for the fundamental risks that result in bank failures
One empirical finding, which is consistent for all regions
and, more generally, in banking crises. The same fundamenand countries examined, that most clearly emerges from the
tal risks also determine banks' distress. The advantage of
analysis is that a high ratio of nonperforming loans to total
focusing on banking distress, rather than on actual bank failassets and a low ratio of capital to total assets signal a bank's
ures, is that the fragility of the banking system can be
distress and both an increase in the probability that it will
assessed before a crisis occurs. Thus, analyzing the risks that
subsequently fail and a decrease in its expected survival time.
banks face, and how they may be affected by changes in a
(The table summarizes the empirical results across regions
country or region's economy, can be a useful exercise for
and countries.) Market risk and liquidity risk were generally
both policymakers and researchers. \HM
found to be important in determining bank distress and
eventual bank failure, and in determining a bank's expected
survival time. In particular, problem banks had significantly
higher exposures than nonproblem banks to sectors that had
initially been booming but had gone bust shortly before
This article is based on Brenda Gonzdlez-Hermosillo, 1999, "Determinants
banking crises hit. Problem banks also generally faced liquidof Ex-Ante Banking System Distress: A Macro-Micro Empirical
ity problems (owing to deposit withdrawals or low liquidity
Exploration of Some Recent Episodes," IMF Working Paper 99/33
ratios) before crises hit. In contrast, measures of default risk
(Washington: International Monetary Fund).
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The Challenge
of Predicting
Economic Crises
As financial systems around the globe become increasingly integrated, policymakers have less time to respond
to swiftly moving developments. Is it possible to develop
early warning signals to help them anticipate incipient
problems in currency markets and banking systems?
S u n i I Sh a rma

G

IVEN the global integration of
financial markets over the last
decade, large capital flow reversals can occur quite quickly, considerably shortening the time policymakers
have to respond. As a consequence, and
motivated in part by the recent crises in
Europe (1992), Mexico (1994-95), and Asia
(1997-98), researchers are taking a fresh
look at the determinants of currency and
banking crises and are attempting to develop
early warning systems to signal when trouble
may be brewing in currency markets and
banking systems. The lack of transparency in
the operation of financial systems, especially
in emerging markets, considerably complicates this task.
Identifying crises
As a first step, researchers must characterize
situations that can be termed full-fledged
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currency or banking crises, or both. Defining
currency crises as instances when a large
currency depreciation takes place excludes
episodes when a currency is under substantial pressure but a country's authorities manage a successful defense by, among other
measures, raising interest rates or intervening in the foreign exchange market or
both. Thus, to define currency crises, most
researchers use indices—and these may vary
from one researcher to another—that weigh
changes in the exchange rate, foreign
exchange reserves, and, if available, shortterm interest rates. However, the resulting
definition may not capture all crisis situations because, as has occurred in several
instances, a country may respond to
exchange market pressures by introducing
capital controls.
Stresses in the banking system are difficult
to quantify—more so even than those in

currency markets. Banking sector weaknesses generally
emerge because the quality of assets deteriorates. Data on
nonperforming assets are not always reliable and timely, and
even indirect evaluations of asset quality require information
on bankruptcies, exposures of financial intermediaries to
different sectors, and movements in real estate and other
asset price information that is generally hard to come by in
many developing and transition economies. Because the data
necessary for making an assessment are generally not available, the dating of banking crises must rely on such events as
bank closures and government support for, or takeover of,
financial institutions.

Identifying leading indicators
After having characterized a number of episodes as crises,
researchers have generally used two types of empirical
methodologies in their effort to identify a group of variables
—or "leading indicators"—that policymakers can use to
forecast crises in currency markets and banking systems.
Many researchers have identified leading indicators by
comparing the behavior of a variable before a crisis with its
behavior during tranquil times. (See, for example, Frankel and
Rose, 1996; and International Monetary Fund, 1998). A variable is a useful leading indicator if it displays anomalous
behavior before a crisis but does not provide false signals of
an impending crisis in normal or tranquil times. To determine
anomalous behavior for a particular variable, researchers
attempt to achieve some balance between decreasing the
probability of not predicting crises and decreasing the probability of giving false signals of stress. The advantage of such
"univariate" event analyses (that is, those in which each determinant of a crisis is examined individually) is that they are
easy to implement and do not impose restrictive models on
the data. However, when multiple indicators are available, one
must consider combining them to predict the possibility of a
crisis. Efforts to do this are still at a preliminary stage (see
Kaminsky, 1998).
A second approach—using "limited-dependent variable"
econometric models—has been to directly estimate the
probability of a currency or banking crisis and to identify the
variables that statistically aid in predicting crises (see Frankel
and Rose, 1996). The advantage of this approach is that several indicators are evaluated simultaneously; the statistically
significant ones can then be used to calculate the probability
that a crisis will occur at a specific time. It should be noted,
however, that this methodology has been used with annual
data and further refinement of leading indicators would
require a large number of observations on the "rare" events
categorized as crises. Using only, say, quarterly or monthly
data is not enough. Although such data may permit greater
refinement of the dynamics leading up to crises, the estimation requires more information on a larger number of the
key informative events—the crises. For currency and banking crises, such large data sets are typically not available.

Do leading indicators work?
What set of leading indicators of currency and banking crises
is likely to prove most useful? Different methodologies, time
periods, and sample countries, as well as the diverse definitions of what constitutes exchange market pressure and
banking system distress, make it difficult to compare results
across the various studies and arrive at a clear-cut answer.
That said, some very tentative conclusions about indicators
of vulnerability can be drawn from recent studies (see, for
example, Kaminsky, Lizondo, and Reinhart, 1998).
An overvaluation of the real exchange rate, rapid domestic
credit growth, an expansion of credit to the public sector, a
rise in the ratio of broad money to foreign exchange reserves,
an increase in the domestic inflation rate, a decline of foreign
direct investment flows, and an increase in industrial country interest rates may provide warnings of a currency crisis.
Other factors that receive some, though less, empirical support as leading indicators of currency crises are a widening of
the trade deficit, an increase in the fiscal deficit, a deterioration in export performance, and a slowdown in real GDP
growth. Current account and fiscal deficits, however, do not
seem to garner a lot of support as important indicators. (See
Milesi-Ferretti and Razin (1998) for further discussion of
current account deficits as predictors of currency crises.)
Banking crises are often preceded by large inflows of
short-term capital, a rapid expansion of domestic credit—
frequently a consequence of financial liberalization coupled
with inadequate supervision by bank managements as well as
regulators—a slackening of real activity, and declines in the
stock market and the prices of other assets. Case studies suggest that, in many instances, liberalization without adequate
strengthening of the regulatory regime not only sets the stage
for a banking crisis but also makes it more difficult to cope
with a crisis if one erupts.
How well do current models (estimated using historical
data) predict crises outside the sample? Recent events raise
the question of whether these models, using data through
the end of 1996, would have alerted policymakers to the possibility of the kind of turmoil that has been witnessed in Asia.
Berg and Patillo (1998) and International Monetary Fund
(1998) attempt to answer this question by comparing the
performance of different approaches in predicting the Asian
currency crises of 1997-98. They conclude that, while the
forecasts are informative, the models do not as yet provide
much improvement over informed guesses. Demirgiic-Kunt
and Detragiache (1999), using publicly available aggregate
data to predict banking crises, also meet with limited success.
In this context, two points should be noted. First, leadingindicator models are still in their infancy, and the more
rigorous data-reporting requirements for financial and nonfinancial institutions that are just beginning to be introduced
may enhance the usefulness of such models. Second, the
entire sovereign and bank-credit-rating industries did not
foresee the vulnerable situation of many Asian economies and
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contagion effects; because technology, new
instruments, and new ways of doing business
transform the financial system in unforeseen
ways; or because some widely held belief proves
to be false. The Latin American debt crisis of
Difficulty erf predicting crises
the 1980s shattered the prevailing myth that
The timing of events in the economic arena is
sovereign states could not default. The 1992
notoriously difficult to analyze. Economic thecrisis of the European exchange rate mechaory, while relatively good at characterizing equinism showed that countries, even industrial
librium situations, tends to be less informative
ones, with high unemployment may prefer to
about the dynamics that could lead from one
exit a fixed exchange rate system rather than to
equilibrium to another. To predict the timing of
live with the consequences of higher interest
such infrequent events as financial crises, which Sunil Sharma is a Senior
rates for a short time. The 1994 Mexican crisis
may depend critically on variables that are hard Economist in the
taught us about vulnerabilities associated with
to capture—for example, the structural features European Division of
short-term sovereign foreign currency debt and
of a country's economy, institutional develop- the IMF Institute.
a weak banking system. The Asian financial crisis, though inextricably linked to domestic
ments, changes in the country's political landmacroeconomic and financial developments, has put the
scape, and expectations of domestic and foreign players in
spotlight on the structural features of financial systems more
various markets—is likely to be even more challenging. More
broadly and revealed that the debt exposures and currency
important, the process of policymaking and the policy
imbalances of private corporations and financial institutions
responses themselves have a crucial bearing on whether situacan be as lethal as those of the public sector. Hence, what is
tions of stress degenerate into crises. And, typically, these pheneeded is not only a better understanding of the run-ups to
nomena cannot be taken into account in economic modeling
crises past, but also a better grasp of what events could preexercises. Hence, it is not surprising that models that do not
cipitate crises in the fast-paced, evolving international finanincorporate policy responses within them have not met with
cial environment.
much success.
The paucity of data on crisis episodes significantly hampers researchers' efforts to further refine current models that
This article is based on a study that was published as Annex III of
examine such events and whose purpose is to identify leading
International Monetary Fund, 1998, International Capital Markets:
indicators. For example, researchers are forced to assume that
Developments, Prospects, and Key Policy Issues (Washington).
the parameters of their models characterizing the behavior of
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certain variables as a crisis builds up and unfolds are similar
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to the task of crisis forecasting in the near
future.

Conclusion
In the end, the holy grail of crisis prediction may be intrinsically unattainable. Indeed, the very success of such models in
predicting crises would eliminate the phenomenon they were
trying to predict if policymakers took appropriate action in
response to early warning signals. Furthermore, given that
foreknowledge of crises would typically allow trading profits
to be made, a successful prediction model is unlikely to exist
in efficient markets.
Crises that erupt because weak fundamentals make a
country vulnerable to adverse shocks may be predictable.
Economic models are less likely to be able to anticipate crises
that arise because of either a unique chain of events or pure
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The Euro and Latin America
D o rte Ve r n e r

N JANUARY 1, 1999, a new era
of European economic and
monetary union (EMU) began
when 11 of the 15 member
countries of the European Union (EU)
replaced their national currencies with a single currency, the euro. Will the introduction
of the euro have real economic effects, or will
it be primarily an accounting phenomenon?
As far as the countries of Latin America and
the Caribbean are concerned, the euro will
probably affect their trade with Europe only
slightly, but it will have a somewhat greater
impact on their financial markets and debtmanagement policies over the short and
medium terms.

O

Economic relations
Trade between the European Union and
developing countries is important. About
22 percent of the European Union's exports
go to, and 20 percent of its imports come
from, developing countries. Over the past
two decades, Latin America's exports to the
European Union have tripled, to $38 billion
a year. Imports from the European Union
have quadrupled since 1977 and continue
to climb, rising from $27 billion to
$54 billion a year between 1990 and 1997.
How will the introduction of the euro
affect trade between the two regions? One

clear, if minor, advantage is that Latin

Americans will be able to invoice in a single
currency when trading with different
European partners. A more important—
although less certain—effect is that if
European economic growth picks up as a
consequence of increased efficiency and
competition in Europe, demand in the euro
area for imports from Latin America and the
Caribbean will increase.
The euro is already seen as making Italy,
Spain, and even France safer for investors
and as reducing risk premiums. The decline
in risk premiums is, in turn, reflected in
lower interest rates and should therefore
boost growth rates in these countries.
Furthermore, the euro reinforces financial
deregulation. As a result, it should spur the
development of broader, deeper capital markets in Europe that would more closely
resemble U.S. capital markets, thereby contributing to improved corporate governance
and better performance by European companies. However, the euro's direct contribution to European growth and employment
will probably not be very significant, because
the gains in competition and efficiency are
likely to be small. Therefore, the euro is likely
to have only a slight—albeit positive—
impact on trade with Latin America and the
Caribbean.

The introduction
of the euro will
affect foreign
exchange and
financial markets
and economic
activities around
the world. What
risks and opportunities does the
euro represent for
Latin America and
the Caribbean?

Finance & Development / June 1999

43

"The main impact
of the unified
European market
and the single
currency is likely
to come through
financial linkages
and to be positive,
if limited."

On the other side of the ledger, it is
theoretically possible that an improvement in euro area competitiveness could
occur, partly at the expense of exporters
from other regions, including Latin
America and the Caribbean. The elimination of exchange rate risk and transaction
costs within Europe could result in trade
diversion and a reduction of imports
from non-European countries. The only
exports from Latin America and the
Caribbean that would be negatively
affected, however, would be the small
number that are in direct competition
with goods produced in Europe. Thus,
both the expansionary influence from
possibly faster European growth and any dampening impact
from trade diversion are likely to be relatively slight.

Capital flows
Even though most private investment in Latin America and
the Caribbean continues to be financed by domestic savings,
foreign capital is increasingly important. Indeed, the Latin
America and Caribbean region has been the largest recipient
of foreign direct investment among developing regions; in
1997, it accounted for nearly 40 percent of all foreign direct
investment flows to developing countries ($45 billion out of
a total $120 billion).
European foreign direct investment in Latin America and
the Caribbean has increased dramatically over the past
decade. It is believed to have been highly beneficial to the
region, both because foreign direct investment is typically
more stable than portfolio investment and because it usually
involves a transfer of technology and managerial know-how
as well as of funds. Moreover, it has forced domestic companies to become more competitive. The main forces driving
the increase in foreign direct investment include privatization (notably in Brazil), improved economic performance,
and continued progress with financial sector liberalization.
With the introduction of the euro, Latin America and the
Caribbean may benefit from enhanced investment inflows
from Europe. The managers of the growing pools of savings
in European countries with aging populations will continue
to seek higher returns by increasing their investments in
faster-growing developing countries, including those in
Latin America and the Caribbean. (Additionally, savings in
Europe should increase if growth accelerates there.) Private
institutions in the euro area, such as pension funds and
insurance companies, may shift a larger share of their portfolios into developing countries once investments within the
euro area are no longer classified as foreign investments for
exchange-risk-management purposes and currency-exposure limits cease to apply to them. Furthermore, if investors
wish to continue diversifying, the Latin American region
may benefit. Latin America and the Caribbean could also
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benefit if companies in the euro area feel
squeezed competitively and seek new locations for their expanding operations,
either through mergers and takeovers or
through new investments.

Valueandvolatilityoftheeuro

The financial challenges facing EMU are
real. Exchange rate volatility could lead to
portfolio shifts both into and out of the
euro. Economists' views on the effect of
EMU on long-term exchange rate volatility
vary considerably. As of April 1999, the
euro had depreciated against the dollar,
contrary to earlier predictions that it
would appreciate in the short term; some
economists had expected national savings in Europe to
increase (in part for demographic reasons), resulting in a
current account surplus.
Clearly, the policies and credibility of the new European
Central Bank (ECB) and the strength of its determination to
pursue price stability have an important influence on the
euro's international value. Uncertainty about the ECB, and
especially about European politics, weakened the euro in the
early days of EMU. A weaker euro would probably stimulate
demand for labor in a region where high unemployment levels
have been a source of grave concern for more than a decade.

Financial implications
What implications will the euro's introduction have for
banking systems, foreign debt, and reserve management in
Latin America and the Caribbean?
Banking systems. The introduction of the euro will work
as a catalyst for the development of integrated money and
bond markets in Europe. It will spur competition among
banks and between banks and other sources of funds.
Furthermore, the increased competitiveness of banks and
financial systems in general will lead to more efficient
resource allocation and ultimately stimulate investment and
job creation.
As for how these developments in European banking systems affect Latin America and the Caribbean, the short-term
and long-term effects may go in opposite directions. In
recent years, the involvement of European banks in Latin
America has expanded considerably. In the immediate
future, this trend may slow, as banks that have traditionally
been nationally based give top priority to expanding their
base across the euro area. In the longer term, however, as
competition within Europe heats up and margins narrow,
banks may once again find the prospect of expansion into
non-European markets attractive.
Management offoreign debt. All countries have to decide
how much public foreign debt to take on and how to
diversify the currency composition and maturity structures
of this debt. The currency composition of foreign debt

Caribbean in a number of small ways, but it is
should be related to the composition of earnunlikely to precipitate a major change in the
ings from foreign trade. As trade between
near term, given that many economies in the
Europe and Latin America and the Caribbean
area are highly dollarized. Moreover, no strucgrows, euro-denominated debt may well
tural change in the trade between Europe and
account for a larger share of the latter's total
Latin America and the Caribbean is expected,
foreign debt. Hence, countries in the region
although increased competition and efficiency
need to reassess their hedging strategies. In the
in the European Union should spur economic
longer term, a shift in euro interest rates will
growth, which, in turn, should stimulate
have an effect on the foreign debt service of
demand for imports from Latin America and
countries in Latin America and the Caribbean
the Caribbean. But the main impact of the unibecause part of their debt will be denominated
fied European market and the single currency
in euros. In the near term, however, the impact
is likely to come through financial linkages and
will be minor because only about 8 percent of Dorte Verner is a
to
be positive, if limited.
Latin America's external debt is currently Country Economist in
the
Poverty
Reduction
denominated in the national currencies of euro
• The deepening of European capital mararea countries. Furthermore, countries in Latin and Economic Managekets could boost Europe's growth rates, leading
America and the Caribbean could offset the ment Unit of the World
not only to increases in the European Union's
adverse effects of economic shocks by changing Bank's Latin America
imports from Latin America and the
their debt-management policies. This will be and Caribbean Regional Caribbean but also to increases in financial
easier to do with a single European currency. Office.
flows between the regions.
But the emergence of the euro and major
• Because much of Latin America and the
European capital markets is not expected to
Caribbean's debt is denominated in U.S. dolgreatly change Latin America and the Caribbean's access to
lars and the euro is not expected to appreciate significantly in
capital.
the short term, the immediate impact of the introduction of
the euro on the value of the region's debt and debt service
Reserves. The European Union's intention is that the euro
should be small. The euro will, however, create an opportuwill become a major reserve currency competitive with the
nity to realign the currency composition of foreign exchange
U.S. dollar; there has been considerable controversy among
reserves if realignment becomes necessary to service trade
observers as to whether this will indeed occur and to what
flows or other transactions or—in the longer term—if politiextent. Will countries in Latin America and the Caribbean
cal considerations or a desire for portfolio diversification
substantially diversify their reserve holdings? This is both an
require it.
economic and a political question. If Europe succeeds in
• Countries in Latin America and the Caribbean may
making the euro competitive, the euro could cut into the
become more attractive as destinations for European invesseigniorage currently accruing to the United States (this gain
tors as the latter seek portfolio diversification and higher
would, however, have to be balanced against domestic policy
returns, and as returns within Europe begin to converge.
considerations, such as employment levels). The forces of
A prosperous EMU is expected to contribute to greater
inertia (and uncertainty about the new currency) will at first
trade and financial flows between the European Union and
act in the dollar's favor. Latin Americans are familiar with the
Latin America and the Caribbean. Reduced foreign exchange
dollar, and many in both the private and public sectors may
risk, low inflation, increased trade, and more efficient marbe influenced by established personal, cultural, business, and
kets all promise large benefits for the European Union, as
political links to the United States. Countries in the Western
well as some benefits for Latin America. Furthermore, a sucHemisphere are increasingly, if haltingly, moving toward
cessful EMU requires sound financial structural policies,
greater economic integration. But if the euro proves to be a
including reforms of both labor markets and public spendstable currency, some investors in Latin America and the
ing. Over the longer term, this should also benefit other
Caribbean may diversify their portfolios by increasing their
countries, including those in Latin America and the
euro holdings. Nor should one ignore Latin America's
Caribbean. F&D
ambivalence toward the United States or the desire of some
Latin American leaders for closer ties with a stronger Europe.
The author is managing studies of the euro's impact on Africa and Latin
But the tendency toward increasing dollarization in Latin
America
and the Caribbean. The findings will be published in the fall of
America indicates that, in the short and medium terms, the
1999.
euro will not prove to be a counterweight to the dollar's
Suggestion for further reading:
dominance in the Western Hemisphere.
Conclusion

The launch of the euro will affect Latin America and the

Robert A. Feldman and others, 1998, The Impact of E M U on Selected
Non-European Union Countries, IMF Occasional Paper No. 174
(Washington: International Monetary Fund).
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How Extensive Is the Brain Drain?
How extensive is the "brain drain " and which countries and regions are most
strongly affected by it? This article estimates the extent of migration, by level of education, from developing countries to the United States and other OECD countries.
W i l l i a m J . C a r r i n g t o n a n d E n r i c a D e t r a g i a c h e

P

ERHAPS the oldest question in economics is why
some countries are rich while others are poor.
Economic theory has emphasized that differences
in the educational levels of the population are an
important part of the answer and that improved schooling
opportunities should raise incomes in developing countries.
Yet, while there is little doubt that highly educated workers in
many developing countries are scarce, it is also true that many
scientists, engineers, physicians, and other professionals from
developing countries work in Canada, the United States, and
Western Europe. This phenomenon, often referred to as the
"brain drain," was noticed as early as the 1960s and has been a
contentious issue in the North-South debate ever since. One
important implication of the brain drain is that investment in
education in a developing country may not lead to faster economic growth if a large number of its highly educated people
leave the country. Also, efforts to reduce specific skill shortages through improved educational opportunities may be
largely futile unless measures are taken to offset existing
incentives for highly educated people to emigrate.
But how extensive is the brain drain? Which countries and
regions are especially affected? Do highly educated professionals from developing countries living abroad represent a
sizable proportion of the pool of skilled workers in their
countries of origin or too small a number to worry about?
Unfortunately, attempts to answer these important questions
quickly come up against a formidable barrier: there is no
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uniform system of statistics on the number and characteristics of international migrants. Also, source countries typically do not keep track of emigrants' characteristics, and,
although some receiving countries do, their definitions of
immigration differ. Thus, it is difficult to measure precisely
the flow and levels of education of immigrants. Further, it
has only recently become possible to measure the stock of
educated workers in each source country—the pool from
which brainpower is drained.

Estimating the brain drain
Despite the lack of systematic data about international
migrants, estimates of the stock of migrants by educational
level in member countries of the Organization for Economic
Cooperation and Development (OECD) can be constructed
using a variety of data sources. The resulting estimates are
less than perfect in many respects, but they significantly
improve our knowledge of the magnitude of the brain drain.
The study on which we based this article (Carrrington and
Detragiache, 1998) covers migration from 61 developing
countries accounting for about 70 percent of the total population of developing countries. Because of the lack of data, we
have not attempted to estimate the extent of either the brain
drain from the former Soviet Union and Eastern Europe,
even though casual evidence suggests that it is substantial, or
migratory flows among developing countries. We followed a
two-step procedure: first, estimates of the brain drain to the

Migration rates to the United States in 1990, by educational category
(percent)

Source: Carrington and Detragiache (1998).

United States were constructed using 1990 U.S. census data
and other sources of information. Then, these estimates were
used—together with data on migrants to OECD countries
other than the United States drawn from the OECD's
Continuous Reporting System on Migration—to estimate
the extent of the brain drain to all OECD countries. While
the resulting estimates should be reasonably precise for
migration to the United States (which accounts for 54.3 percent of the total migration from the developing countries in
our sample to all OECD countries), they are much more tentative for the brain drain to all OECD countries.
The U.S. census reports whether individuals polled are foreign born and, if they are, what their country of origin is; the
number of years of schooling received is also reported for
each individual. After individuals under 25 years of age are
eliminated to ensure compatibility with the data on educational attainment described below, all foreign-born individuals in the census are put into one of three broad educational
categories: primary (0 to 8 years of schooling), secondary
(9 to 12 years of schooling), and tertiary (more than 12 years
of schooling). A further adjustment involves subtracting
from the group of foreign-born individuals with a tertiary
education all graduate students in U.S. universities, using

data from the Institute of International Education. This procedure yields, for each developing country in the sample, the
number of migrants in the United States in each of the three
educational categories. To assess the extent of the brain drain
from each country considered, these estimates must be compared with the number of individuals in each educational
group who remain in their home country. Doing this requires
a breakdown by educational category of the population of
each developing country in the sample, for which we rely on
a data set recently assembled by Robert Barro and Jong-Wha
Lee (Barro and Lee, 1993), which provides the best estimates
available to date of educational attainment for individuals
more than 25 years of age in a large sample of countries.

Brain drain to the United States
The first striking feature of the U.S. migration data is that
immigration flows of individuals with no more than a
primary education are quite small, both in absolute terms and
relative to other educational groupings (about 500,000
individuals out of a total of 7 million immigrants). Foreignborn individuals with little or no education, however, may be
undercounted by the census if they are in the country illegally
or do not speak English. The largest group of immigrants into
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the United States (about 3.7 million) consists of individuals
with secondary education from other North American countries (understood here to include Central American and
Caribbean countries), primarily Mexico. Perhaps surprisingly,
the second largest group (almost 1.5 million individuals) consists of highly educated migrants from Asia and the Pacific.
Total immigration from South America and, especially, Africa
is quite small. It is noteworthy, however, that immigrants from
Africa consist primarily of highly educated individuals (about
95,000 of the 128,000 African migrants).
Among the countries in Asia and the Pacific, the biggest
source is the Philippines, with 730,000 migrants. Of these, the
great majority have a tertiary education. The second largest
stock of migrants is from China (400,000), which is split
almost equally between the secondary and tertiary educational
groups. Both India and Korea have seen more than 300,000
people migrate to the United States. It is striking that more
than 75 percent of Indian immigrants have a tertiary education, compared with only 53 percent of Korean immigrants.
The biggest migratory flows from Africa to the United
States are from Egypt, Ghana, and South Africa, with more
than 60 percent of immigrants from those three countries
having a tertiary education. Migration of Africans with only
a primary education is almost nil. The picture is quite different for the migratory flows from the Western Hemisphere:
Mexico is by far the largest sending country (2.7 million),
with the large majority of its migrants (2.0 million) having a
secondary education and fewer than 13 percent having a tertiary education. This pattern is also observed for the smaller
countries of Central America, but not for the two Caribbean
countries for which we have information, for which migrants
with a tertiary education are a more substantial percentage of
the total (42 percent for Jamaica and 46 percent for Trinidad
and Tobago). Finally, migration from South America to the
United States is relatively small in absolute numbers, with
immigrants split almost equally between the secondary and
the tertiary educational groups.
In each sending country, how do the numbers of emigrants
compare with the size of the population with a given educational attainment? For most countries, people with a tertiary
education have the highest migration rate, with the exceptions
of the Central American countries, Ecuador, and Thailand (in
Thailand, people with a secondary education and those with a
tertiary one have approximately the same migration rates) (see
chart). Thus, migrants to the United States tend to be better
educated than the average person in their home (that is, the
sending) country, and the proportion of very highly educated
people who migrate is particularly high. Also, migration from
Central America seems to follow a somewhat different pattern
than migration from other developing countries, in that the
highest migration rate is for persons with a secondary education, rather than those with a tertiary education.
The brain drain to the United States from many Central
American and Caribbean countries is substantial: for persons
with a tertiary education, immigration rates for virtually all
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these countries are above 10 percent, and some appear to be
50 percent or even higher. In South America, the country with
by far the largest brain drain is Guyana, from which more than
70 percent of individuals with a tertiary education have moved
to the United States; for the rest of the region, the immigration
rates for this educational group are much lower. The Islamic
Republic of Iran has had a substantial drain of highly educated
individuals (more than 15 percent) and so has Taiwan
Province of China (8-9 percent).

Brain drain to other OECD countries
To construct estimates of the brain drain from developing
countries to OECD countries, we have relied on the OECD
Continuous Reporting System on Migration. Unfortunately,
unlike the U.S. census, this data source does not report the
years of schooling that migrants have received. For lack of any
practical alternatives, we have assumed that the distribution
of immigrants by educational category from each source
country is the same for the United States as for other OECD
countries. Although this is the only feasible approach, which
often produces numbers that are consistent with anecdotal
evidence, there are some instances in which it yields implausible results, particularly for countries with low rates of immigration to the United States but high rates to one or more of
the other OECD countries. Immigrants to the United States
from such countries are likely to be better educated than
immigrants to other OECD countries, who thus may be more
representative of the source country's population.
A second problem with the data for OECD countries other
than the United States lies in the different criteria for classifying individuals as immigrants. Although Australia, Canada,
and the United States define an immigrant as a person who
was born abroad to noncitizens, most European countries
define immigrant status based on the ethnicity or immigration status of the parent. A third difficulty with the OECD
data is that they did not permit us to exclude immigrants
under the age of 25. Finally, the OECD records immigrants
from only the top 5 or 10 countries from which they come to
each OECD country. Thus, for example, the OECD figures
for Canada would include specific information on the numbers of immigrants from China and Mexico, but not those
from Jamaica and El Salvador. This is a problem when emigration flows are significant for the source country but small
for the receiving country. Thus, particularly for small countries, our estimates of immigration to OECD countries other
than the United States may be seriously understated.
If, as a rule of thumb, we consider estimates to be
unreliable when migrants to the United States account for
less than one-third of the total of immigrants to all OECD
member countries, then all estimates for immigration from
the Asian and Pacific countries are reliable with the
exceptions of those for Malaysia and Sri Lanka. Turkey is
also an exception. Among the remaining countries, the
extent of the brain drain to all OECD members is
substantial—and it increases significantly compared with the

U.S. data—for the Islamic Republic of Iran,
Korea, and, to a lesser extent, the Philippines.
For the Islamic Republic of Iran, the fraction of
the population with a tertiary education living
in OECD countries is around 25 percent; for
Korea, 15 percent; and for the Philippines,
about 10 percent. For Pakistan, the migration
rate of individuals with a tertiary education is
more than 7 percent, while for India it is about
2.7 percent; these figures, however, fail to take
into account the sizable flow of professionals
from the Indian subcontinent to Bahrain,
Kuwait, Oman, Qatar, and the United Arab
Emirates and therefore neglect an important
component of the brain drain from the relevant source countries. The migration rate of
highly educated individuals from China is
about 3 percent.
For Africa, the estimates are unreliable for
Algeria, Senegal, and Tunisia, from which
migrants go mainly to France. For most other
countries in the sample, however, migration to
OECD countries other than the United States is
quite small, so the results derived for the United
States remain essentially valid. There are, however, some exceptions: for Ghana, the migration
rate of highly educated individuals is a dramatic
26 percent; for South Africa, it is more than 8 percent; for Egypt, the brain drain includes 2.5 percent of such individuals emigrating to the United
States and another 5 percent emigrating to other
OECD countries. For countries in the Western
Hemisphere, the bulk of migration is to the
United States, and inclusion of flows to the rest of
the OECD makes little difference. The only
exception is Jamaica, which has a considerable
stock of migrants living in the United Kingdom.
The drain from Jamaica's population with secondary education is 33 percent, while that from
its population with tertiary education is more
than 11 percent.

William J. Carrington is
an Economist at the
U.S. Bureau of Labor
Statistics, Washington,
DC. The research on
which this article is
based was carried out
while he was a Visiting
Scholar in the IMF's
Research Department.

More research, especially empirical studies, is
needed to evaluate the impact of the brain drain
on source economies and on worldwide welfare,
as well as the reasons for such migration. In
regard to the latter subject, immigration policies
in OECD countries tend to favor bettereducated people, which may explain why the
educational composition of total migration is
skewed toward the better educated but cannot
explain why so many skilled workers are willing
to leave developing countries. Wage differentials
may be part of the explanation, but this raises
the question of what accounts for such differentials. Differences in the quality of life, educational opportunities for children, and job
security may also play a role, as may the desire to
interact with a broader group of similarly skilled
colleagues. Another important issue is the extent
to which the benefits of education acquired by
citizens of developing countries are externalities
that individuals cannot be expected to take into
account when making their private decisions. If
such externalities are substantial, as is emphasized by the "new growth theory," then policies
to curb the brain drain may be warranted.

Our research also indicates several ways in
which estimates of the brain drain could be
improved using existing data. The first would be
to use census information for other large immigrant receiving countries, such as Australia,
Canada, France, and Germany. Together with
the United States, these four countries account
for about 93 percent of total migratory flows to
OECD countries, so the resulting figures would
be a very good approximation of the total.
Another promising direction for future research
Enrica Detragiache is
would be to try to obtain, from census data or
an Economist in the
other sources, more detailed information about
Commodities and
the occupational categories of highly skilled
Special Issues Division
migrants, in order to assess whether the brain
of the IMF's Research
drain from a given country is especially marked
Department.
for particular professional groups. This type of
Conclusion
analysis could be useful for evaluating the problems that policy programs—such as health sector reform, financial liberalOur estimates show that there is an overall tendency for
ization, or civil service reform—may encounter in developing
migration rates to be higher for highly educated individuals.
countries. F&D
With the important exceptions of Central America and
Mexico, the highest migration rates are for individuals with a
tertiary education. A number of countries—especially small
countries in Africa, the Caribbean, and Central America—
Suggestions for further reading:
lost more than 30 percent of this group to migration. We
Robert J. Barro andJong-Wha Lee, 1993, "International Comparisons
have also found a sizable brain drain from Iran, Korea, the
of Educational Attainment" Journal of Monetary Economics, Vol. 32
Philippines, and Taiwan Province of China. These numbers
(March), pp. 363-94.
suggest that in several developing countries the outflow of
highly educated individuals is a phenomenon that policyWilliam J. Carrington and Enrica Detragiache, 1998, "How Big Is the
makers cannot ignore.
Brain Drain?" IMF Working Paper 98/102 (Washington).
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Lawrence Thompson

Older & Wiser
The Economics of Public
Pensions
Urban Institute Press,
Washington, DC, 1998,
192 pp., $59.50 (cloth),
$23.95 (paper).

Sylvester J. Schieber and
John B. Shoven (editors)

Public Policy
Toward Pensions
MIT Press, Cambridge,
Massachusetts, 1998,
xiii + 338 pp., $40 (cloth).

HESE two volumes provide a
stimulating, important, and complementary perspective on issues
of pension reform. Lawrence
Thompson's book can be seen as an elegantly clear and simply stated primer on the
economics of public pension systems, clarifying the many misconceptions that have
recently emerged as to the strengths and
weaknesses of defined-benefit, pay-as-yougo schemes (under which current revenue is
expected to finance current pension obligations and benefits are a function of salary
and work history) compared with definedcontribution, fully funded approaches
(under which benefits are not defined; upon
retirement, participants get back their contribution plus their accumulated return).
In contrast, Sylvester Schieber and John
Shoven's collection of essays focuses on the
pension issues confronting the United States
as its population ages and in the context of
the policy developments that have influenced the public and private pension sectors
over the past 25 years. Yet it sheds light on
the tax policy and regulatory issues that
countries undertaking overall pension
reform need to address in shaping the development of the private sector pillar for retirement savings.
Thompson lays out clearly the micro- and
macroeconomics of public pension reform.
He examines the economic and social effects
of alternative public pension approaches,
explores their respective fiscal dynamics,
assesses their effectiveness in ensuring adequate retirement incomes in a world of
uncertainty, and identifies the various factors
that determine whether a particular approach
can prove viable in a given environment.
Beyond economic considerations, he emphasizes that social, cultural, and institutional
conditions play an important role in determining the resiliency and financial viability of
a public pension scheme. He observes, for
example, that "designs that appear to work
fairly effectively in one institutional setting
can easily prove to be a disaster in another
setting." While noting that political considerations have had an adverse impact on
defined-benefit, pay-as-you-go schemes in
some countries, Thompson also states that
the "dynamics of private sector operations"
may prove equally adverse for new definedcontribution, fully funded schemes.
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Thompson concludes with several important points: (1) although some of the criticisms directed at pay-as-you-go schemes are
valid, others are either not supported by
economic knowledge or are overstated; in
particular, there is little evidence that
advance funding will, by itself, increase a
country's saving rate or reduce the economic costs of dealing with an aging
society; (2) in the context of an aging population, policy adjustments will most likely
require raising retirement ages and reducing
retirement benefits; changing the way pensions are financed may change the distribution of costs but will not necessarily change
their magnitude; (3) the impact of social
security contributions or taxes on international competitiveness and on the supply of
labor remains indeterminate; however, there
is no evidence to suggest that how a plan is
financed—whether it is fully funded or pay
as you go—will alter the extent to which the
labor supply is reduced or tax cheating is
encouraged; and (4) inadequate attention
has been paid to the shortcomings of the
defined-contribution, fully funded model
and, in particular, to the greater risk and
uncertainty associated with the income
stream that would be provided during
retirement under such schemes, as well as
the higher administrative costs of operating
them.
Most of the chapters in the SchieberShoven book deal with the micro- and
macroeconomic impact of current pension
policies in the United States. Specifically,
they examine the effects of the current tax
treatment of pensions on individual and
aggregate national saving rates as well as on
the prefunding of defined-benefit schemes;
the factors affecting employer decisions to
continue a defined-benefit scheme or to
shift to a defined-contribution plan; the
impact of 401 (k) plans (individual retirement plans) on household and aggregate
saving rates; the impact of current government guarantees of private pension benefits
on the government's aggregate contingent
fiscal liabilities and on the prospect for con-

tinued employer participation in definedbenefit schemes; and whether current public
sector pension schemes imply excessive
unfunded liabilities for the public sector.
Other chapters examine whether the
current US. pension policy framework is

adequately suited to address the
impact of a rapidly aging population.
One assesses the sufficiency of the
funding of private sector pension
schemes. Another examines the adequacy of retirement income prospects
for the baby boomers and the types of
adjustment that will be necessary for
this group, in terms of a reduction in
either current wages or future retirement benefits.
Yet the central message of Schieber
and Shoven's book is that government
policies since the passage of the
Employee Retirement Income
Security Act (ERISA) of 1974 have
been excessively directed toward minimizing the short-term fiscal consequences of the tax treatment of
pensions. The result is that current
pension schemes have become seri-

ously underfunded, which could
result in a drop in living standards for
retired populations after 2010. Also,
recent trends toward increased
reliance on defined-contribution
plans, while beneficial to some extent,
have not encompassed a significant
part of the working population, which
may widen inequality among the
retired population in the future. Thus,
the authors emphasize the need to
ensure that the tax and regulatory
code provides an incentive for the
growth of long-term savings, which
are necessary in the context of an
aging population. Tax policies should
be redirected toward encouraging
adequate funding of employer-sponsored pension plans and increasing
incentives for household saving.
Government policies toward the

insurance of defined-benefit schemes
will also need to be reformed if
unfunded liabilities of the Pension
Benefit Guaranty Corporation
(PBGC) are not to skyrocket in the
future, driving financially wellmanaged enterprises out of the
PBGC's insurance net. The conclusion
of Shoven and Schieber can be simply
stated: "If the baby boomers reach
retirement without adequately providing for their own retirement needs,
they will likely exact a high price from
the remainder of society as they
attempt to maintain a level of consumption in retirement that they
really could not afford even when they
were working."
Peter S. Heller
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French by Jacqueline Lindenfeld)

The Wealth of the World
and the Poverty of Nations
MIT Press, Cambridge, Massachusetts, 1998,
xii + 136 pp., $27.50 (cloth).

V

OMPRESSING the essence

of his extended essay into
its title, Daniel Cohen
roams through economic,
sociological, and political disciplines
in this provocative meditation on the
seeming paradox of the current economic phenomenon—globalization.
"The world," says Cohen, "is getting
rich at a heretofore unknown pace."
But while poor countries are getting
richer, taking full advantage of the
access to world markets that globalization affords, rich countries seem to be
becoming poorer. The idea that one
phenomenon is responsible for the
other—that is, the trade that is enriching the poor countries is impoverishing the rich ones and globalization
operates at the expense of workers in
rich countries—is, according to
Cohen, false.
The rich countries, he says, have
wrongly convinced themselves that
they are besieged by an external threat,
and the remedy is to throw up protectionist barriers to shield their beleaguered labor forces. At the same time,
the threat of international competition
is weakening the welfare state, he
claims, as governments, preoccupied
with consolidating foreign-financed
fiscal deficits, no longer seem able—or
willing—to offer protection to society
as a whole. A further misconception
C
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spawned by the specter of globalization is that democracies must "internationalize" political life. But, in
Cohen's view, social and political issues
remain stubbornly and intensely local.
The rich nations are indeed experiencing a crisis, but the real threat
comes from within. In Europe, the crisis is manifesting itself in high rates of
unemployment; in the United States,
in a widening wage gap and the proliferation of the "working poor." But the
blame for the forces that have led to
this crisis cannot be laid at the feet of
countries that have taken advantage of
an accessible world market to finance
their development. "Are we to believe,"
Cohen asks, "that trade with poor
countries can be blamed for the
impoverishment of the West when
such trade represents less than 3 percent of the wealth produced each year
by the richest countries?"
The true culprit, says Cohen, is the
increasing segmentation and growing
inequality that characterize social,
political, and economic trends in the
late twentieth century. The key to the
labor crisis in rich countries is the
steep, and probably irreversible,
decline in the demand for unskilled
labor. To meet the skill, training, and
education requirements of the information revolution—Cohen calls it the
"third industrial revolution"—labor
has been engaged in an increasing
upgrading. Globalization is only one
element—if an important one—in the
information revolution that rewards
the highly skilled and the highly educated and sidelines those members of
society who cannot fit in because they
do not have the requisite skills.
Whatever educational efforts might be
made for future generations, says
Cohen, the destinies of low-skilled
workers have already been determined.
The segmentation in economic life
is mirrored in a similar disruption at
the national policymaking level. The
Keynesianism that shaped the policymaking of rich countries after World
War II, Cohen says, is now in crisis,
and it is "very tempting," although
wrongheaded, to blame globalization

for current problems in this area.
The welfare state is being replaced
by a state burdened with debts. In
most countries of the Organization for
Economic Cooperation and Development, Cohen says, the cost of interest
on the public debt is the main item of
government spending. The pursuit of
fiscal consolidation observed in many
countries is not based on a fear of
inflation or of external deficits, says
Cohen; it is due entirely to the risk that
public debt will impose a burden on
government revenue. It is true that,
thanks to financial globalization, governments can more easily finance their
deficits, which makes them vulnerable
to the positions of external investors.
However, in the case of pay-as-you-go
social security, which is prevalent in
most of Europe, the creditors and
debtors are both domestic agents: the
working and nonworking populations.
There is no place for "financial globalization" in this issue, and Cohen calls it
"absurd and demagogic" to blame
globalization for the difficulties rich
countries have in resolving internal
conflicts in the area of redistribution.
Neither macro economic regulation
nor the fight against inequality will be
possible until government regains control of public spending, Cohen asserts.
Armed with an impressive and
faultless grasp of economic theory and
principle and a clear and eloquent
style (Cohen is well served by his
translator), Cohen offers a provocative
and elegantly argued—and, it must be
acknowledged, fervently idealistic—
plea for democracies to reexamine
their political foundations. Even in the
"new world of contemporary inequalities," Cohen says, governments must
not shirk their basic responsibility of
providing universal (that is, nationwide) political and economic security.
At a time when "economics has ceased
to strengthen social bonds," Cohen
says, with guarded optimism, perhaps
Western countries will "start thinking
in political terms again."
Sara Kane

Kevin Dowd and
Richard Timberlake
(editors)
Money and the
Nation State
The Financial Revolution,
Government, and the World
Monetary System
Transaction Publishers, New
Brunswick, New Jersey, 1998,
viii + 431 pp., $39.95 (paper).

M

ONEY AND THE NATION STATE is a collection of essays covering topics in monetary
and banking arrangements. It is divided into
three sections: a history of the modern international system, modern money and central banking, and
foundations for monetary and banking reform.
Of the five historical chapters, the first is the most interesting. In it, David Glasner argues convincingly that the production of money is not a natural monopoly and posits that
state monopolies in this area evolved for security reasons:
states with their own monopoly mints had a better chance of
survival than states without. Indeed, governments that
acquired a reputation for stable prices in peacetime could
more readily increase their seigniorage earnings during
wartime emergencies.
In the third chapter, Leland Yeager provides an overview
of the international monetary system, from the gold standard era through the collapse of the Bretton Woods system
to the post-Bretton Woods era. He concludes by noting an
absurdity in today's system: national flat moneys lack
defined values. He is not necessarily proposing a return to a
gold standard. Instead, he suggests a radical formula for privatizing the monetary system. The government would designate a new unit of account—defined by a bundle of goods
and services—that would be comprehensive enough for the
general level of prices quoted in it to be approximately stable, with private banks issuing notes and checkable deposits.
It is not clear, though, that such a system could easily be
made operational.
The second section of the book addresses some current
issues. Of particular interest is Chapter 8, in which Alan
Reynolds deals with a controversial subject in a way that is
fairly persuasive, but not fully satisfactory methodologically.
Drawing on episodes from various countries—the Asian
"tigers" and Argentina, Bolivia, Chile, Colombia, Israel,
Jamaica, Mauritius, Mexico, and the Philippines—he
attempts to demonstrate that the IMF pushes a destructive
recipe on its member countries seeking assistance: encouraging or pressuring them to raise taxes and devalue their
currencies. At one level, his argument is sound. Countries
with already high taxes can benefit from lowering them—
they often collect more revenue because the willingness to

pay taxes increases, while at the same time the incentive to
work and produce increases, with a positive impact on GDP
growth. As for currency depreciation, Reynolds argues that
falling rates often aggravate inflationary pressures—for
example, through increased budget deficits.
It is easy to dismiss such arguments by showing that they
do not adequately control for other variables affecting inflation, real tax receipts, tax-GDP ratios, and economic growth.
But when one combines the theoretical arguments for low
taxation and stable nominal exchange rates with the historical evidence that Reynolds presents, his conclusions cannot
be dismissed easily. It is reasonable to conclude that clear
benefits await countries that improve their tax coverage and
administration while keeping tax rates on the low side
(which could sometimes mean lowering them from high levels), as well as countries that can maintain credible nominal
and stable exchange rates. But Reynolds does not adequately
and fairly explain why the IMF sometimes recommends
increased taxation and currency devaluation. Hence, his
characterization of the "IMF approach" remains incomplete.
The third section of the book focuses on even narrower
and potentially more controversial issues. For example, free
banking (the freedom of private banks to supply money,
including the right to mint currency) has become topical in
recent years, and Lawrence White (in Chapter 12) extends it
to the international level. He argues for free banking with
international branch banking—that is, international integration of free banks and an absence of central banks.
Bank-created moneys would be international and banks,
multinational. Each multinational bank would be responsible for its own cash reserves; its behavior would be constrained by the risk of failure. With all countries accepting
common moneys, money flows (including banknotes and
checks) between countries would constitute part of the
international adjustment process. The trauma of a central
bank losing reserves during adjustment and having to take
discretionary measures—for example, raising interest rates
and reducing imports—would be avoided. In White's view,
monetary disturbances would not be disruptive in such a
system and would certainly not require the accelerated
destruction and creation of money that takes place in a
world of national banking systems. A common international
base money could emerge from countries' free acceptance of
a common base money (for example, a commodity money
like gold) supplied apolitically. However, White stops short
of promoting any particular system of base money.
This book would be a valuable guide for general readers
and students not well versed in money and banking history
and principles. But even those who are fairly well read in
these areas will find something of interest here, particularly
in the introduction and the chapters by Glasner, Reynolds,
and White.
Omotunde E.G. Johnson
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MIT Press, Cambridge,
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x +287 pp., $45 (cloth).
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HEN growth-promoting, liberal economic policies have
brought such clear advantages
to many countries, why haven't
all countries adopted them? Why have countries with plentiful natural resources not always
progressed faster than those that are less generously endowed?
In this stimulating, often provocative book
based on lectures he delivered in 1995, Deepak
Lai analyzes the role of factor endowments
(land, labor, and capital) in explaining when
and why intensive growth occurs and the role of
individualism in promoting growth. He considers the often surprising repercussions that these
two influences have had through the impact of
the industrial West on the rest of the world,
with its myriad religious and cultural beliefs.
Lai, a professor of international development studies at the University of California,
Los Angeles, distinguishes Smithian growth
based on the division of labor, which prevailed
until the industrial revolution in Europe, from
what he terms Promethean, or modern, technologically based growth. Unlike many authors
who have addressed this issue from a narrow
Western perspective, Lai's great strength—and
the appeal of his comprehensive work—is that
he takes his readers on an exhilarating, wideranging journey. He discusses with equal
confidence the rise of Christianity in Europe,
the Han and Sung dynasties of China, the
Ummayad and Abbasid caliphates of the
Middle East, and the emergence of Japan and
the Asian "tigers." He may not always be an
easy read; his reasoning is at times dense. But
the effort is always worthwhile.
The ascendancy of the West, Lai asserts, was
rooted in a package of beliefs based on political
decentralization and the "inquisitive Greek
spirit," which stimulated an era of Promethean
growth. In contrast, neither Islam under the
Abbasid caliphate nor Sung China was able to
translate cultural progress into intensive
growth owing to the domination of strongly
orthodox clergy, which led inexorably to a closing of people's minds.
In Lai's view, the Christian church inadvertently promoted the individualism that is a
unique feature of the Western value system.
While the German sociologist and economist
Max Weber attributed this individualism to
the rise of Protestantism, Lai goes back to the
eleventh-century papal revolution, when Pope
Gregory VII declared the independence of the
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Church of Rome under the papacy. This provided the institutional infrastructure for the
Western economic dynamic by establishing
the roots of the modern system of government
and law.
Once the instruments of Promethean
growth were created, they were rapidly diffused worldwide, even to societies that did not
accept the values that had led to their creation.
As a result, the bases of the market economy
and commercial law—the law of contract and
incorporation—have been accepted globally.
This unification has come about through
interregional trade and investment in a globalized economy. In addition, competition
between regions for the two most mobile factors of production—trade and investment—
has begun to curtail the power of the state.
Lai's vision is not wholly optimistic. He
warns against the excesses of individualism
that he sees as affecting modern Western society. The decline of organized religion has, he
fears, undermined the guilt that once sustained personal morality. An excess of democratization and individualism has weakened the
traditional hierarchical basis of societies and
forced the well-off to retreat into medievalstyle gated housing communities and the insecure to take refuge in bizarre cults, which he,
unfairly, calls "eco-fundamentalism." At its
extreme, he writes, the U.S. promotion of
human rights and democracy worldwide
smacks too much of the nineteenth-century
alliance of utilitarian administrators and missionaries in India and Africa, which sought
simultaneously to save souls and to bring
prosperity to the subjugated peoples.
In conclusion, Lai looks to the non-Western
world to counter both these excesses and the
Western tendency to contrast "modernization
and Westernization" with "backwardness and
tradition." He asserts that there is nothing universal about the notions of "rights" and "egalitarianism," nor is democracy essential for
development. He envisages a future in which
non-Western societies adopt the West's means to
attain prosperity "without giving up their soul."
This may today seem slightly unfair to the
West. Lai delivered his lectures when the Asian
"miracle" was still in fullflower.It is not Lai's
fault that today this miracle looks somewhat
tarnished. It would be interesting to see what
lessons he would draw from the Asian crisis in a
future revision of his thought-provoking book.
Ian S. McDonald

W

HEN economists and scholars approach the
task of explaining what went wrong in
Russia, they will be looking for comprehensive descriptions of the seven years of
reform. They may well turn to this timely book by Rose
Brady, former Moscow Bureau Chief for Business Week. Such
readers will find the book useful, but they must take seriously
the author's warning that "if journalism is the rough draft of
history, this book is an attempt at perhaps a second draft."
To be sure, this book is one step above journalism. The raw
material consists of firsthand, contemporary accounts of
developments in Russia during the early years of reform,
together with numerous interviews with common people,
key reformers, politicians, and businessmen. The material is
well organized in seven chapters that deal, more or less
chronologically, with the ups and downs of the reform effort
from late 1991 to late 1997; a postscript contains the author's
reflections on the August 1998 crisis. The book identifies
turning points and major mistakes in the course of reform.
As an example of good journalism, it also does an effective
job of coloring events through the voices of both the major
players, who were taking action in the corridors of power,
and the minor players, who were reacting to that action.
Providing a mosaic of views is the author's objective and a
chief virtue of the book. At the same time, the author warns
that this mosaic "may contrast sharply with that of a professional economist or historian." Indeed, the reader will find
that events are painted at times with too broad a brush and
that detail and analysis are lacking, leaving a lot of work for
economists and historians. Still, the book offers clues as to
why the reform effort failed: the absence of a political con-

sensus, the destructive opposition of the parliament, the fateful compromises and hesitations
of the president and major
reformers, the weakness of the
central government, the failure
to restructure industry, and the
pervasive corruption and lawlessness. At the end, these elements led to a critical situation:
"The reformers' inability to
force Russian companies and
citizens to pay taxes left the gov- Rose Brady
ernment with little choice but to Kapitalizm
keep borrowing to finance its
Russia's Struggle to Free Its
budget. Like anyone living
Economy
beyond his means, Russia had
Yale University Press, New
simply dug itself into a financial Haven, Connecticut,1999,
xv+ 289 pp., $30 (cloth).
hole. In August 1998, the walls
of that hole came crashing in."
For the professional economist, the book highlights the importance of initial conditions for economic reform, the difficulty of quick
institutional change, and the danger of exaggerating the payoff of policies. As the author says, in October 1991, "Yeltsin
made a serious mistake. He pledged that after a rough, sixmonth transition, Russians would begin to see their lives
improve. That prognosis turned out to be wrong. Economic
reform would prove to be a far harsher and far longer
process than Yeltsin and the reformers envisioned." Indeed.
Jorge Mdrquez-Ruarte
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LETTERS
Capital account liberalization
Michael Mussa and Barry Eichengreen in "Capital Account
Liberalization and the IMF" (Finance & Development,
December 1998) describe some of the potential advantages
and disadvantages of liberalizing the capital account. But it
strikes me that they are singing from a rather old and outof-date hymn sheet. Modern finance—and particularly
portfolio—theory is well known, but the whole lesson from
the last year and a half is that "the rules of the portfolio
investment game and of global finance have changed
irrevocably."
The theory of international diversification held that
investors could reduce portfolio risk by exporting capital to
emerging markets. However, this tenet of modern portfolio
theory has taken something of a beating in the recent crisis.
It appears that, in times of crisis, the actions of investors
themselves increase volatility. This increased volatility drives
up asset price correlations in instruments and markets
that—according to fundamentals—should not be highly
correlated.
Because portfolio theory tends to look at the "steady
state," it cannot account for the effects of crises where
traders themselves diverge from what their own models predict. So the lesson here is obvious: the theory of international diversification is useless in a contagion-plagued bear
market where those markets are moving in lockstep.
Another myth exposed during the Asian crisis, but seemingly still subscribed to by Eichengreen and Mussa, is that of
"perfect information" being the panacea for all our worries.
This argues that "asymmetric information" is the primary
reason for the inefficient distribution of resources by markets. The flaw in this approach is that information is as perfect as possible—but in times of crisis, it is just not being
used. The crisis showed how the actions of the market players are not necessarily based on "fundamental economics in
times of crisis " but on a search for liquidity, on herd psychology, and on expectations of what might happen, even if
this is "irrational" in terms of underlying fundamentals.
Given these far-reaching reassessments of how markets
work in times of crisis, I find it deeply disappointing that

there has not been any change of rhetoric at the IMF concerning capital account liberalization. The authors extol the
virtues of mobile capital, but fail to see the wood for the
trees: developing countries cannot gain from this process
because they do not have the capital from which to benefit
in the first place. Capital account liberalization is a one-way
street. The economies of developing countries are reduced
to insurance policies for the portfolios of global investors.
With little investment capital of their own, developing countries have little to gain from capital account liberalization—
but are being asked to shoulder the downside risk for the
richer countries.
Robert Mills
European Network on Debt and Development
Brussels

Deposit insurance and moral hazard
Should one throw away the life belt just as the storm blows
up, or is it rather the very existence of a life belt that induces
a sailor to expose himself to a stormy sea? Comparing
deposit insurance schemes in various industrial countries
("What Deposit Insurance Can and Cannot Do," Ricki
Tigert Heifer, Finance & Development, March 1999), one
finds that they differ greatly as far as the level of protection
is concerned, ranging from only about $30,000 to practically
complete coverage, as in the case of German private banks.
Yet one does not find a clear correlation between the comprehensiveness of an insurance scheme and the solidity of
banking structures in a country. Strangely enough, a country
like Germany, which, by international standards, even has an
excessive level of consumer protection as far as bank
deposits are concerned, is also able to boast one of the most
solid banking structures.
The point is that an insurance scheme may well be comprehensive and undiscriminating as regards the size or profit
situation of the banks participating. But it has to be financed
by the banking industry itself and must exclude any taxpayer
bailout of the banks. The assumption of financial responsibility and self-monitoring by the financial services sector
itself will best rule out any misuse by individual banks.
Moreover, any kind of government subsidy must be regarded
as an unfair measure vis-a-vis international competitors.
Harry Schroder
Russelsheim, Germ
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The September issue of Finance & Development is the IMF-World Bank Annual Meetings issue.
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INTERNATIONAL
MONETARY FUND
Each year the International Monetary Fund seeks men and women economists below the age of. 33 from its
member countries to fill 30-35 positions in its Economist Program. This two-year program enables those interested in a career in the IMF to undertake one-year assignments in two different departments and thus experience a
variety of Fund work, including travel to at least two member countries. While practical training in a number of
areas is provided to participants, it is not a "trainee program" in the usual sense, as participants are expected to
contribute to the Fund's work from the outset. Most participants are offered a position on the permanent staff at the
end of this initial two-year appointment.
Applicants must have an excellent command of written and spoken English, strong quantitative and computer
skills, as well as a superior academic training in economics—with emphasis on monetary economics, international
trade and finance, and public finance. The typical successful EP candidate is 29 years old, has a PhD in macroeconomics, and has demonstrated aptitude in working as an applied economist on policy issues in an international
environment. However, the Fund is also very interested in those with a master's degree and some years of relevant
work experience in such fields as banking, finance, international capital markets, environmental economics, taxation, privatization, and financial regulatory issues—provided that they can also show a thorough grounding in
macroeconomics.
Participants in the Economist Program receive a competitive compensation package. There are two intakes into
the Economist Program in 2000, on June 1 and October 2. Those who are interested in the Economist Program
should submit applications or curriculum vitae for both groups, preferably by mid-October, but no later than
November 30, 1999, and making explicit reference to vacancy RDEP1AK to:
INTERNATIONAL MONETARY FUND
RECRUITMENT DIVISION, Room IS9-100
700 19th Street, NW, Washington, DC 20431 U.S.A
FAX: (202) 623-7333
E-mail: recruit@imf.org
An IMF application form and information on IMF recruitment may be obtained at the IMF Recruitment websit
http://www.imf.org/recruitment
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