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N SEPTEMBER 2000, at the Millennium Summit, government leaders
committed with great fanfare to meet a set of Millennium Development
Goals (MDGs) by 2015. These are specific, quantitative targets for progress in
fighting poverty and improving education, health, and the environment, the
number one goal being to halve the 1990 incidence of extreme poverty. Just one year
later, the world was shaken by 9/11, prompting many to argue that global security
hinged partly on ending the misery of the world's poor and disenfranchised. And
meanwhile, the lack of progress in reducing poverty in parts of the world, especially
sub-Saharan Africa, has been striking.
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In this issue of F&D, we do a reality check on what is needed to reach the MDGs.
The World Bank's 2004 World Development Report indicates that the goal of halving
poverty is likely to be met at the global level. But what does that mean on the country
level? A World Bank study prepared for the September 2003 meeting of the
IMF-World Bank Development Committee underscores the need for urgent action
on the part of developing and developed countries. The study shows that, even for
18 low-income countries that already have good policies and governance, if policies
and foreign aid flows remain unchanged, none will achieve all of the goals, and
two (Burkina Faso and Ethiopia) won't achieve any of them. However, if recipients
improve policies, donors significantly boost aid and improve aid delivery, and market access is improved, the rewards will be immense. Three countries (Bolivia,
Indonesia, and Vietnam) will meet all of the goals, all 18—which account for half
the world's poor and receive one-third of global aid flows—will meet the poverty
goal, and almost all will achieve the educational goals, although progress on health
will still be disappointing. As this and other articles in this issue of F&D show, the
hurdles to reaching the MDGs are many, and the time to act is now.
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In Straight Talk, Kenneth Rogoff suggests that the past decade of global disinflation
may well be an unsung benefit of globalization—something that should give the
antiglobalizers pause, particularly since lower inflation tends to help the poor the
most. With F&D's March 2004 issue, the column will be taken over by the IMF's new
Economic Counsellor and Research Department Director, Raghuram Rajan. Rogoff
left the IMF in October to return to Harvard University where he is Professor of
Economics and Director of the Center for International Development.
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In People in Economics, we profile Peru's Hernando de Soto—a charismatic populist who has won many converts among world leaders, ranging from Russia's
Vladimir Putin and Thailand's Thaksin Shinawatra to Mexico's Vicente Fox and
Afghanistan's Hamid Karzai. For de Soto, who expects to be working with 25 governments by the end of 2005, the key to defeating international terrorism and establishing capitalism in the developing world lies in enabling tens of millions of poor
entrepreneurs across the developing world to become part of the system rather than
excluded from it. Columbia University's Professor Jagdish Bhagwati has told us that
de Soto is "arguably the most interesting intellectual writing on development today."
Also in this issue, we probe China's increasing vilification as a spoiler in the global
trade game. IMF research suggests that China may be getting a bum rap.
Laura Wallace

Editor-in-Chief
Finance & Development welcomes readers' comments. Letters should not exceed 250 words
and may be edited for length and clarity. Please address letters to the Editor-in-Chief, Finance
& Development, International Monetary Fund, Washington, DC, 20431, USA or
e-mail to fanddletters@imf.org.
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TO THE EDITOR
Deeper into the institutions debate
I read the articles in the grouping "Institutions in
Development" (June 2003) hoping to find some thinking
outside the box of extractive economic growth, the sustainable development oxymoron. Seeking economic prosperity
does not work well in locations unable to command extractive resources to process and sell. In such places, the goal is
more fundamental—human well-being found in the synergistic measures of long life expectancy, low infant mortality, high educational attainment, and low fertility.
The United Nations Development Program report for
1997 noted that "many aspects of deprivation—from poor
health to discrimination to domestic violence—have little
to do with income." It cited the example of Haryana, a
North Indian state, whose infant mortality rate (68 per
1,000 live births) was four times that of Kerala, a South
Indian state. Yet Haryana's economic growth rate was
3.2 percent, while Kerala's was 0.3 percent. Kerala has
achieved a higher level of well-being than Haryana because
of traditional differences in family institutions—Kerala has
weak patriarchal family structures, while women in
Haryana suffer "systematic deprivation." Those prepared to
consider human well-being a desirable goal can learn from
a large society like Kerala (32 million people), which has
already achieved the two behaviors required for human
sustainability—modest consumption of ecosystem
resources and small families.
William M. Alexander
Emeritus Professor of World Food Politics
California Polytechnic State University
You selected a felicitous quote from my 1973 article in F&D
on climate ("In Brief," June 2003): climatic factors (in the
tropics and the polar regions, for example) can severely
hamper development. Daron Acemoglu, in his article in the
same issue, argues that geographic factors do not influence
development. His proof is that, five centuries ago, the
Mughals, Aztecs, and Incas, living in tropical areas, were
richer than societies in temperate areas and they are now
poorer. His argument is irrelevant: Babar, the founder of
the Mughal empire, extended his reign from Kabul and
established the capital in Delhi—both in the temperate
zone; the Aztecs and Incas inhabited high elevations—altitude overrides latitude. Africa is the preeminent tropical
continent, and tropical Africa has never, in recorded history, been richer than Europe.
Acemoglu states that Europeans introduced the wrong
kinds of institutions in the Congo, the Caribbean, and
Central America, but the right kinds in Australia, Canada,
New Zealand, and the United States. Note that the countries in the first list are in the tropics, while those in the second list are in the temperate zone. A coincidence? Or was
there something about the climate that influenced
European decisions? Acemoglu overlooks the Dutch settlement of tropical Northeast Brazil around 500 years ago.
2

Even though the Dutch brought their wonderful institutions with them, it is one of the poorest parts of Brazil.
Could it be that the area's tropical climate had some influence?
Trying to identify a unique determining factor for the
economic fate of all countries is a futile exercise. My book
The Tropics and Economic Development (Johns Hopkins
Press for the World Bank, 1976) identifies what it is in a
tropical environment that causes problems for economic
development. My book Economics for the Twenty-first
Century (Ashgate, 2001) discusses other factors that influence economic development: civil society, national cultures, social capital, the public sector, and corporate
governance.
Andrew M. Kamarck
Brewster, Massachusetts
The novelty of the views expressed in the articles on the
ultimate causes of economic development—in particular,
the role of geography and institutions—is that they are
based on empirical facts derived from multiple regressions.
Linear regression has become one of the major (if not the
major) sources of proof in economic analysis, although it is
often blind to facts familiar to other social scientists, either
because these facts cannot easily be quantified or because
economists simply choose to ignore them. Economists
should pay more attention to the complex social processes
shaping economic development.
When the Spanish arrived in the West Indies and South
America in the early sixteenth century, they brought with
them a system of agricultural production based on a mixture
of forced and bound labor on large estates. This system,
which prevailed in most of southern Europe until the twentieth century, failed to generate economic development primarily because it maintained very low wages that discouraged
productivity, kept farmers' incomes low, and hampered capital accumulation by farmers. It has been one of the major
causes of underdevelopment in Latin America and, though
disappearing fast, is still present in various forms. In contrast,
when the British settled North America in the early seventeenth century and, later, Australia and New Zealand, they
brought with them a very different production system—
namely, individually owned farms, mercantilism, and, eventually, capitalism. This system boosted production, increased
farmers' incomes, and sustained economic growth.
Jeffrey Sachs refers to Adam Smith's argument about
Central Asia's geographic isolation. Central Asia was, for
many centuries, at the center of the trade route known as
the Silk Road. Egypt and the Roman Empire imported silk
from China for a long time. The Silk Road further developed when the Arab empire pacified most of the Middle
East. The region had large, wealthy metropolises like
Samarqand and Bukhara, which were major trade, political,
and cultural centers (it suffered a brief setback during the
Mongol invasion of the thirteenth century) until the devel-
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opment of sea trade between Europe, South Asia, and the Far
East in the seventeenth and eighteenth centuries. When
Adam Smith wrote, Central Asia had lost its comparative
advantage not because of changes in geography but because
of the revolution in transportation.
Other examples also illustrate that there is no "geographic
fate" that can explain economic development or underdevelopment. Landlocked, mountainous Switzerland is the
wealthiest country in Western Europe despite its geographical handicap. Japan, which could have been handicapped by
its peripheral location relative to major international trade
routes, its mountainous landscape, and its lack of natural
resources, is the wealthiest country in eastern Asia. Both owe
their wealth to smart economic policies. Botswana, Africa's
success story, is landlocked, and far from any trade roads,
and largely desert. It has natural resources, but less than
nearby Angola. Given its natural resources, climate, location,
and demographics, Angola should be better off, but
Botswana is way ahead because of several decades of efficient
economic policies and investment, good management, and
institutions that promote peace and the rule of law.
Other arguments supporting the geography thesis have to
do with the impact of health on development: malaria, AIDS,
tuberculosis, malnutrition, and violence are seen as major
causes of underdevelopment. But deadly diseases (smallpox,
measles, cholera, plague) have existed in other regions
(Europe, for example) without stalling economic development. To the contrary—meeting the challenge of these diseases gave rise to modern public health systems (clean water
and sanitation, vaccination), which, in turn, had a salutary
economic effect.
The quality of leaders is a critical element of sustained
development. Competent leaders are able and willing to
meet the challenges posed by geography, history, and international competition. Some countries have evolved
smoothly, finding the leaders they needed, while others have
suffered political crises and turned to charismatic leaders to
rescue them. Countries also need people who work hard at
managing the state and improving economic policies.
Historical evidence shows that economic development is not
possible without such leadership, and it is certainly impossible in the face of extensive corruption.
When we compare levels of economic development in different countries, we also need to consider the time frame. It
took about two centuries for European countries and their
offspring (Australia, Canada, New Zealand, and the United
States) to reach the level of development we now use as a reference (per capita income equivalent to 10,000 U.S. dollars
or euros in purchasing power parity). Countries starting
later have an advantage: they have a model to follow. It took
Japan only about a century to reach a similar level of income
per capita and industrialization. In our own day, it is happening even faster. It took Taiwan Province of China and the
Republic of Korea only about 50 years, after adopting the
right policies, to get there.

Africa is the biggest challenge. Africa is just starting to
recover from hundreds of years of political, social, and economic instability and domination: European penetration, the
slave trade, colonization, and the Cold War. Since 2001, however, an African Union is being built and a new program of
development has been undertaken (NEPAD). How long it will
take Africa to raise incomes remains to be seen. In any case,
Africa is well located and widely open to sea trade routes to
the other continents. It has an abundance of natural resources
and large rivers that permit deep penetration of the continent.
So far, its development has been limited primarily by political
instability and lack of social capital. This can be changed
rapidly if proper policies are followed. There is no geographical, ethnographical, or historical fate. It is a matter of time,
institutions, leadership, and proper economic policies.
Michel Garenne
Institut de recherche pour le developpement
Paris, France
Eneas Gakusi
Centre d''etudes et de recherches
sur le developpement international
Clermont-Ferrand, France

No global middle class
In the September issue of F&D, Prakash Loungani discusses
various measures of inequality. He rightly concludes that
inequality measured by looking at cross-country mean
incomes (or, rather, GDP per capita) has been rising over the
past quarter of a century. Thus, at the international level, we
have growing divergence between countries instead of the
much-heralded convergence. He goes on to discuss global
inequality, which is inequality between all individuals in the
world, regardless of where they live, and states that we
observe "convergence, period." This statement is inaccurate.
It is probably based on recent work by Surjit Bhalla and
Xavier Sala-i-Martin, who both use the Deininger and Squire
(DS) database, which is inappropriate for the calculation of
global inequality. To mention just a few problems: (1) quintile shares (five data points) are used to approximate entire
country distributions; (2) for 85 percent of the
countries/years, even quintile shares are not available, so the
authors assume either that there was no change in distribution between the years for which the data are available (sic!)
or that the change was linear; (3) while, originally, quintile
shares were calculated from survey data, the authors multiply
the shares, not by survey means as should be done, but by
GDP per capita (thus mixing up survey and national
accounts data); (4) the quintile shares given in the DS database refer to both households and individuals; the authors
mix these categories up and treat households as if they were
individuals; and (5) quintile shares of expenditures and
income are treated as equivalent.
These results are thus driven not by the data but by the
authors' assumptions. They ignore changes in income
inequality within countries (see point 2) and assume, in the
Finance & Development December 2003
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face of all the evidence to the contrary (see Martin Ravallion
"Should Poverty Measures Be Anchored to the National
Accounts?" Economic and Political Weekly, Vol. 34 (August

26), pp. 3245-52), that the difference between GDP per
capita and survey means is distribution-neutral. In plain language, it means that the excess value of GDP per capita compared with survey means—which we know is due to
underreporting of property and self-employment income
and undersurveying of the rich—is allocated equally across
the board. Thus, the poor are, as it were, "given" property
income they never received. For sure, the poor would not be
poor if we assumed them to be rich!
Bhalla and Sala-i-Martin do not calculate global inequality
but cross-country inequality adjusted for population size. The
difference between the two is precisely within-country inequality. To put it more simply, while Bhalla and Sala-i-Martin
account for the fact that global inequality is shrinking because
China and India are growing faster than the rich countries, they
disregard the effect of widening inequality within China and
India. Their results are, at best, unproven and, at worst, misleading. This is a point I argued in my paper "The Ricardian
Vice: Why Sala-i-Martin's calculations of global inequality are
wrong" (available at www.ssrn.com).
In the only study of global inequality based directly on
survey data (which is methodologically the only correct way
to calculate world inequality), I found a significant increase
in global inequality between 1988 and 1993 and a decline
between 1993 and 1998 ("True world income distribution,
1988 and 1993: First calculation based on household surveys
alone," Economic Journal, Vol. 112 (January), pp. 51—92). My
study is also affected by problem (5) listed above, but it certainly shows that if we use the proper procedure, it is much
more difficult to come to the conclusion that global inequality is decreasing.
Finally, disagreements about the direction of change in
global inequality, which—whether positive or negative—is, in
any case, small and not necessarily statistically significant,
detract from the key issue on which all authors agree: that
global inequality is incredibly high, with a Gini coefficient
[editor's note: a measure of inequality with 0 representing perfect equality and 100, perfect inequality] in the upper 60s for

purchasing-power-parity-adjusted incomes and a Gini of 80
if one uses exchange rates. The global distribution of welfare
is even more unequal than distribution in the most inegalitarian countries, like Brazil and South Africa. To speak, as some
authors do, of a "world middle class" is just plain wrong.
Branko Milanovic
World Bank
Washington, D.C.

Prakash Loungani replies
My characterization of the evidence on global inequality and the
emergence of a global middle class was based, in part, on the
views expressed in surveys by Stanley Fischer (2003 Ely Lecture
to the American Economic Association) and the World Bank's
David Dollar and Aart Kraay (Foreign Affairs, January 2002).
4

I disregarded Milanovic's evidence of an increase in inequality
between 1988 and 1993 because of the limited time period of the
analysis; as David Dollar has pointed out, uthe period from 1988
to 1993 was the one in the past 20 years that was not good for
poor people in China and India." Milanovic is right, nevertheless,
to remind us of the limitations of the so-called Deininger-Squire
data set that is provided by the World Bank.

Why isn't Africa growing?
In "Unlocking Growth in Africa" (June 2003), Kenneth
Rogoff's first recipe for growth is that "African countries
must become more open to trade and foreign direct investment, and their efforts must be reciprocated." Trade and
investments are key to growth in Africa. Aid—even in the
form of grants—may breed dependency. Loans, when properly managed and when there are clear paths for repayment,
may be useful. When, however, industrial countries provide
grants and loans principally to create employment in their
domestic economies, the capacity of such aid to help growth
in Africa may be limited. For example, when aid in support
of agricultural projects in Africa comes in the form of vehicles (sometimes posh), the projects contribute minimally to
growth and the loans are rarely repaid. And aid in the form
of technologies—especially machinery that the recipient
country does not have the capacity to maintain—often turns
into a tale of woes and abandoned scraps.
Opening up to trade, in Nigeria's case, has meant massive
imports of goods ranging from toothpicks, cereals, livestock
products, and health drinks to new and dilapidated vehicles.
The proportion of Nigerians employed in the manufacturing
sector has shrunk. Businesses and firms have closed. Poverty
is rampant. Despite the absence of reliable statistics, it is
doubtful that Nigeria has experienced real growth, at least
since structural adjustment in the mid-1980s. One proof of
this has been the increased rate of illegal immigration by
Nigerians, pressured by economic conditions at home, to
Europe and North America.
While the United States subsidizes its steel industry, and
the industrial countries spend $300 billion a year on agricultural subsidies, Nigeria and other less developed countries
eliminate subsidies and reduce spending on health and education. The result of these actions, as well as of the devaluation of domestic currencies and trade liberalization, is
negative real growth and poverty. Presently, Nigeria is dependent on imported rice and poultry. Nigeria's poultry industry has largely collapsed.
Dr. Chinedum Nwajiuba
Department ofAgricultural Economics
Imo State University, Owerri, Nigeria

Congratulations to the F&D team on the new look of the
magazine, which is a delight to read. I was particularly struck
by the quality and clear analysis in the Straight Talk article
entitled "Unlocking Growth in Africa." This excellent analysis
reminds us that aid (accumulation of physical capital) is not
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A crucial issue that Professor Rogoff does not address is
how the IMF's case-by-case lending policies since 1995 might
have played a role in past financial crises and how they run
the risk of amplifying future emerging market financial
crises. In the effective absence of access limits on IMF lending since the 1995 Mexican peso crisis, financial markets
have often been encouraged by actual and prospective largescale IMF lending programs to engage in "moral hazard"
lending. As the recent Argentine and Russian crises illustrate,
this has tended to delay debt crises and to make them more
severe when they eventually occur. It has also resulted in
countries being saddled with large quantities of senior debt,
which cannot be restructured. This has the unfortunate
effect of constraining the debt-burdened country's future
macroeconomic policy options in the postcrisis period.
One would hope that, beyond introducing greater candor
Jean Pierre Kpata
Bangui, Central African Republic in its surveillance activities, the IMF would restore more
transparency to its lending operations. A good place to start
IMF should blow the whistle
would be a return to the access limit policy the IMF followed
before the Mexican crisis.
Kenneth Rogoff correctly suggests crises that the IMF's
future hinges on its being more candid in its country assessDesmond Lachman
ments, even if that sometimes means bringing forward a criResident Fellow
sis that might have been delayed ("More Cheerleading or
American Enterprise Institute
More Whistle-Blowing?" September 2003).
Washington, D.C.

an engine of growth. Growth, it notes, depends much more
on "soft factors" (institutions and governance). This has been
confirmed by a recent IMF study showing that differences in
growth rates between countries are attributable to the quality
of their institutions. The author of the article shows clearly
that, despite the large loans that characterized the 1970s,
economies did not take off for reasons we know all too well,
including the choice of projects that turned out to be white
elephants, a significant proportion of credits allocated to
"indirectly productive" social sectors that could not generate
the resources needed for debt repayment, and problems
in managing aid. Finally, as the quality of institutions
becomes a factor of growth, the teams preparing the much
talked-about poverty reduction papers must be tearing their
hair out!

If countries follow the suggested
policies, they should be automatically
eligible for IMF loans. If they dont
they shouldn't get any loans and the
IMF wont bail them out.
Allan H. Meltzer
The Allan H. Meltzer Professor of Political Economy
and Public Policy
Carnegie Mellon University
distinguished economist, consultant to the World Bank and
various central banks and author of The History of the Federal
Reserve discusses the Fed and current controversies from
deflation to international bailouts.
Only in The Region, the quarterly magazine
of the Federal Reserve Bank of Minneapolis

minneapolisfed.org/meltzer
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BRIEF
The World Bank goes "continental'
The World Bank has appointed a new Chief
Economist to replace Nicholas Stern, who
held the post for the past three years.
Francois Bourguignon, who is known for his
work on poverty and inequality, says that he
wants the World Bank to focus more on
social inclusion and equity.
Bourguignon (who is French) also says his
appointment represents a meeting of minds
between the liberal and "continental"
approaches to development economics.
Today, there are no longer any fundamental
differences in the philosophy of development
aid; everybody agrees on the need to make as
Rethinking the United Nations
United Nations Secretary-General Kofi
Annan has appointed a blue-ribbon panel
to review the role of the UN in the twentyfirst century. The panel will analyze future
challenges to international peace and
security and, on that basis, recommend
changes to the UN system of collective
action.
The 16-person panel—known officially
as the "High-Level Panel on Threats,
Challenges, and Change"—will be chaired
by Anand Panyarachun, a former prime
minister of Thailand. It includes, among
others, Qian Qichen, China's former foreign
minister; Yevgeny Primakov, former Russian
prime minister; and Brent Scowcroft,
national security advisor to former president George Bush.
More information is available at
www.un.org.
EVENTS COMING UP IN 2 0 0 4
January 21-25, Davos, Switzerland
World Economic Forum Annual Meeting
January 28-31, Washington, D.C.
National Conference of the World Affairs
Councils of America: U.S. and Europe:
Partners or Rivals?
April 16-30, New York, New York
Twelfth UN Commission on Sustainable
Development
April 24-25, Washington, D.C.
World Bank-IMF spring meetings
May 26-28, Shanghai, China
World Bank: Scaling up Poverty Reduction:
A Global Learning Process and Conference
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much use of market forces as possible while
addressing market failures as they occur.
Bourguignon thinks the major obstacle to
poverty reduction is that most people are
neither altruistic nor farsighted. The recent
failure of the trade talks in Cancun is basically about this. "One part of the world is
not willing to reduce its well-being today in
order to reduce poverty in other parts of the
world today and increase the welfare of all
tomorrow."
More information is available at
www. worldbank. org.

Get help from FIRST
A country that is eligible to borrow or receive grants from the World Bank
can now get help in building its financial sector. Technical assistance is
available under a program known as FIRST—the Financial Sector Reform
and Strengthening Initiative. Central banks, ministries of finance, and
financial sector regulators, as well as stock exchanges and bankers associations, may apply for funding, which is untied.
As of October 31, 2003, FIRST had approved $6.6 million in grant
funding for 44 projects around the world. Sub-Saharan Africa received
more than any other region—about 31 percent of the total funding
approved. The next largest recipient was eastern Europe and central Asia,
with 29 percent. Low-income countries accounted for over half of the
grants. More than half of FIRST'S projects are
associated with the joint IMF—World Bank
Financial Sector Assessment Program and
the Reports on the Observance of Standards
and Codes. More information is available at
www.firstinitiative. org.
Rebuilding Iraq
Donors and international financial institutions pledged to spend more than $33 billion
to help rebuild Iraq at a donors' conference
held in Madrid on October 24. The funds, to
be provided in the form of loans and grants,
include possible assistance from the World
New money for old in Baghdad
Bank and the IMF.
The IMF is already providing economic policy advice and technical
assistance. In terms of financial aid, it has indicated it could provide
$2.5-4.25 billion over a three-year period. The World Bank has indicated it
will offer support in the range of $3-5 billion over a five-year period.
Together with the UN, the World Bank will also administer the
International Reconstruction Fund Facility for Iraq.
At the Madrid conference, Kofi Annan appealed to donors to give
generously to Iraq, but not by reducing aid to other countries. "One ought
not to take resources earmarked for major emergencies elsewhere and
shift them to Iraq," he said. "There is a world of suffering out there—
deep-rooted crises, from conflict to the spread of HIV/AIDS. But if the
will exists, the resources also exist to respond to all of them."
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More rice for the world
The United Nations has launched a major
drive to increase the production of rice.
In announcing "the International Year
of Rice 2004," Jacques Diouf, DirectorGeneral of the UN Food and Agriculture
Organization (FAO), said that "almost a
billion households in Asia, Africa, and the
Americas depend on rice systems for their
main source of employment and livelihood." However, rice production is facing
Accounting for the environment

A new handbook, Integrated Environmental and Economic Accounting 2003,
reflects a coordinated drive by the
United Nations, Eurostat, the IMF, the
World Bank, and the Organization for
Economic Cooperation and Development to measure the contribution of
the environment to the economy and
the impact of the economy on the
environment.
The handbook, which is available
from the UN Statistics Division, establishes a common statistical framework

serious constraints because of diminishing
land and water resources. FAO figures
show that, by 2030, total demand for rice
will be 38 percent higher than total production in 1997-99. The Year of Rice will
act as a catalyst for country-driven programs around the world to increase rice
production.
More information is available at
www. rice2004. org

for national accounts and environmental information. It is intended to
help policymakers monitor environmental interactions, and contains a
database to identify more sustainable
paths of development.
The four types of accounts covered
are: flow accounts for pollution, energy,
and materials; environmental protection and resource management expenditure accounts; natural resource asset
accounts; and valuation of nonmarket
flow and environmentally adjusted
aggregates.

3 0 YEARS AGO IN F&D
An unchanging paradox

"It was one of the paradoxes of the
modern world that developed countries lent to developing countries but
maintained trade barriers which
prevented them from acquiring the
means to repay, said Mr. Frank D.
Crean, Governor for Australia."
From "The Bank Group Meeting'' by
Martin Shivnan, in the December 1973
issue o/Finance 8c Development.
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IN ECONOMICS
HERNANDO DE SOTO has star appeal. He is on the mustcall list of many world leaders. He is feted by the press and
funded by international development agencies. His think
tank in Peru has produced some of the most influential
work in development economics, while his best-seller The
Mystery of Capital was hailed by The Economist as "the m
intelligent book yet written about the current challenge of
establishing capitalism in the developing world."
In it, de Soto argues that, despite capitalism's triumph
over communism, the market system is in deep trouble as
long as so much of the world remains poor. The key to both
spurring development and securing capitalism is enabling
tens of millions of poor entrepreneurs across the third
world to become part of the system rather than excluded
from it by bureaucracy and red tape.

new urgency since the terrorist attacks on New York and
Washington in September 2001. In the early 1990s, his proposed reforms were credited with turning people in Peru
against the Shining Path Maoist guerrillas, and the 62-year
old de Soto argues that his ideas can also be a potent weapon
against terrorism internationally by helping remove a major
source of discontent.
Part of de Soto's skill is in telling stories that everyone can
relate to. One of his most famous is his barking dog story.
The way de Soto tells it, he was vacationing on the
Indonesian tourist island of Bali when he was asked to give a
presentation about his ideas on property rights to the
Indonesian cabinet in Jakarta. They told him property rights
were fine, but how, they asked, do you sort out in practice
who owns what? "I told them that when I had been walking

Hearing

the Dogs Bark

Jeremy Clift interviews development guru

Hemando de Soto
Unusually for an economist, de Soto was a successful
businessman before he founded his think tank, the Institute
for Liberty and Democracy (ILD), in Lima in the early
1980s (see box, page 10). He accumulates more frequentflier miles than many corporate bosses, bringing all the
skills and tools of a marketing expert to sell his idea that the
main problem of development is not that the poor in the
third world lack capital, but that many lack the legal title to
assets they already hold. Giving them legal title will unleash
this "dead capital" so that it can be used as collateral for
loans to fund new businesses or expand homes.
"They have houses but not titles; crops but not deeds;
businesses but not statutes of incorporation. This explains
why people who have adopted every other Western invention, from the paper clip to the nuclear reactor, have not
been able to produce sufficient capital to make their
domestic capitalism work," de Soto argues.
De Soto's populist approach has won many converts
among world leaders,fromRussian President Vladimir Putin
and Thai Prime Minister Thaksin Shinawatra to Mexican
President Vicente Fox and Afghan President Hamid Karzai.
One reason for his success is the zeal with which he promotes
his message. In the eyes of many, that message has gained a
8
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in Bali—one of the most beautiful places on earth—I had no
idea where the property boundaries were as I strolled
through the ricefields,"de Soto said. "But the dogs knew.
"Every time I crossed from one farm to another, a different dog barked. Those Indonesian dogs may have been
ignorant of formal law, but they were positive about
which assets their masters controlled." Recognized informal property rights could be developed into a formal system of property contracts by heeding the message of the
barking dogs.
The metaphor is so effective that, like a musician with a
hit song, de Soto is asked to tell the tale again and again.
And with good grace, he complies. "Basically, wherever we
go, we find the symbol of the dogs barking," he says. "What
we try to do at the ILD is build up a legal system of property that is based on the realities already on the ground."
International family
De Soto has an infectious enthusiasm. A bearded bear of a
man, he comes from a family of international civil servants.
His father, a lawyer, worked in the International Labor
Organization in Geneva, and his brother, Alvaro, is an
Under-Secretary-General at the United Nations. De Soto

©International Monetary Fund. Not for Redistribution

himself briefly served early in his career at the General
Agreement on Tariffs and Trade (GATT), the predecessor of
the World Trade Organization, and later as President of the
Intergovernmental Council for Copper Exporting Countries.
He also served for a time as a governor of Peru's central bank.
His father had wanted him to be a lawyer, but de Soto said
that after reading Paul Samuelson at university, he became
convinced that economics was the field that would give him
the tools to explore the areas in which he had most interest—
particularly how countries developed. After his father was
exiled following a military coup in Lima, de Soto
was educated largely in Switzerland. He gained experience in
the private sector and became chief executive of one of
Europe's largest engineering consulting companies. He dealt
a lot with overseas markets, gaining insight into the political
nature of international aid and export credits. "I became
aware of how export credits could be used to further the

interests of suppliers rather than buyers in developing countries, and the politics of the whole thing."
But all the time that de Soto lived abroad, his father insisted
that he remain in touch with Peru. In 1980, he returned. He
soon realized that to conduct business there it took extraordinary persistence, ingenuity, and bureaucratic savvy unheard of
in Europe and the United States. Wondering why, he hired two
recent law graduates to count the number of laws and regulations enacted in Peru since World War II. The results were
astonishing: Peruvian governments had passed about 28,000
economic laws and regulations a year, creating an ever-growing
legal morass. To illustrate the problem, de Soto decided to set
up a garment factory in a Lima shantytown with just two
sewing machines and attempt to get it licensed. With the help
of five university students who spent several hours a day grappling with Peruvian bureaucracy, he discovered that to obtain a
license to operate even such a small business took 289 days and
Finance & Development December 2003

©International Monetary Fund. Not for Redistribution

9

ILD becomes a "franchise"

De Soto became interested in the informal sector when he saw dozens of illegal panners sifting
for gold along a river in the Huaypetue region
of eastern Peru in 1980. Realizing that the gray
economy was a largely unexplored phenomenon, he set about visiting shantytowns on the
weekends. He went on to found the Institute for
Liberty and Democracy (ILD) in Lima, which
specializes in documenting the extralegal sector
of the economy.
The Institute now has a staff of around 45,
comprising lawyers, economists, engineers,
urban planners, and information technology
specialists. De Soto says he has requests from 25
governments for the ILD to help map the informal sector in their country. De Soto maintains
that the ILD will grow, "but not beyond 75 staff."
Instead, he plans what he calls a franchising operation, where his staff train specialists in other
countries to do the ILD's work.
De Soto says he is closely involved at the start
of operations in each country, helping to evaluate and diagnose the extralegal sector and
proposing reforms that will bring workers into
the legal system.
More information at www.ild.org.pe.

cost 31 times the average monthly
minimum wage. It was not surprising that most people bypassed the
process, operating without a
license.
According to the ILD, "Peru, in
fact, had become two nations—one
where the legal system bestowed
privileges on a select few, and
another where the majority of the
Peruvian people lived and worked
outside the law, according to their
own local arrangements." How
large was this extralegal sector? No
one in the government seemed to
have a precise idea. Once again,
de Soto decided to find out for
himself. From 1981 to 1984, he and
a small group of associates—the
original ILD research team—began
walking the streets and shantytowns of Peru during late afternoons and weekends, talking to all
sorts of people about their work
and counting their businesses and enterprises. De Soto and his
team discovered a new set of statistics about life in Peru, and
their data were astounding: 90 percent of all small industrial
enterprises, 85 percent of urban transport, 60 percent of Peru's
fishing fleet (one of the biggest in the world), and 60 percent
of the distribution of groceries were effectively in the extralegal sector. "The more people the ILD researchers talked to in
the shantytowns and rural byways of Peru, the more they realized that it was not so much that the poor were breaking the
law as that the law was breaking them."
In 1986, de Soto published his findings in The Other Path:
The Invisible Revolution in the Third World. The title was a
deliberate jab at the Shining Path, then active in Peru. (It later
targeted de Soto several times.) He argued that poor countries
stayed poor not because of capitalism but because capitalism
had not been developed sufficiently. It became a bestseller in
Latin America and was translated into 10 languages.

In the early 1990s, de Soto got a
call from El Salvador's president,
Alfredo Cristiani. Could he replicate his work in that war-ravaged
Central American nation? De Soto
and his colleagues at ILD trained
Salvadorans to set up a system of
titling. Since 1997, he's been consulted by the governments of Haiti,
Egypt, Mexico, and the Philippines.
More recently, he's started projects
in Ghana and Honduras. He
expects to be working with 25 governments over the next two years.
What attracts them about his
message is that the key to prosperity lies in their hands through
unlocking hidden wealth that
already exists. "We shouldn't just
focus on the macroeconomic side
of the formula: stable money, fiscal equilibrium, and privatization.
The core of the capitalist system,
as I understand it, is that it is
essentially a legal property system," argues de Soto. Making
assets fungible by making them legal could unblock trillions
of dollars in "dead capital."
De Soto says that many government leaders ask his advice
about how to develop a strategy for selling reform to the people. "The crucial part that they want to know is: How am I
going to be able to sell it? I can get a recipe from the IMF, but
how do I sell it?" De Soto says the starting point is gathering
information. Getting an accurate picture of the informal sector is essential for developing a strategy for incorporating it
into the mainstream. In many countries, the gray economy is
much larger than the official sector. "There are many statistics on who's living on $1 or $2 a day; who has HIV and who
doesn't," he says, "but there are no statistics in many countries on who is outside the law." Overall, the ILD has estimated that the poor in developing countries own some
$9.3 trillion in assets that are not titled.

Unlocking hidden wealth

Supporters and opponents

At the same time, de Soto was transforming his theory into
action. With the support of Alan Garcia, then Peru's president, and his successor, Alberto Fujimori, the ILD created a
plan for Peru's poor to get title to land and businesses more
efficiently. Lima residents needed to deal with just one government agency instead of as many as 14 to obtain a title, lowering the cost of registering a business to $174. From 1990 to
1995, 300,000 titles were registered in urban Lima. The value
of that land typically doubled by 1998. "All of a sudden the
government had more tax money at lower rates," former U.S.
President Bill Clinton, who is a fan of de Soto's work, told the
Council on Foreign Relations in New York last year.

De Soto's work has excited many in academia, and the cover
of The Mystery of Capital carries endorsements from two
Nobel prize-winning economists, Ronald Coase and Milton
Friedman. "De Soto is arguably the most interesting intellectual writing on development today," Columbia University
Professor Jagdish Bhagwati told F&D. "In a field now rife
with ingenious micro studies of 'small' issues, de Soto is the
man with 'big' ideas, returning us to the heyday of the pioneers such as Paul Rosenstein-Rodan. His Mystery of Capital
will endure as a work of extraordinary importance."
But some other economists and development academics
view his conclusions as questionable and tend to be rather
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bemused about why his work is such a hit with policymakers. "Though he has scarcely published an article in an academic journal, de Soto's work has had a major impact on
development economics," remarks Christopher Woodruff,
Associate Professor of Economics at the University of
California, San Diego. "He's absolutely right," concedes de
Soto, "I don't have an academic background. I'm interested
in the real world. My objective is to change countries."
Shortly after The Other Path was published, two economists from the London School of Economics, R.G. Rossini
and J.J. Thomas, published an article in World Development
questioning the statistical basis for the ILD's estimates for
the size of the gray economy. Publication of the Mystery of
Capital induced stronger reactions. Woodruff, writing in
the Journal of Economic Literature, argues that de Soto has
vastly overestimated the amount of extralegal wealth that
the poor are sitting on. "Given the inevitable slippage in
translating collateral into loans, the capital unlocked from
these assets might be only a small percentage of that suggested by de Soto," Woodruff states. He argues that de Soto's
own experience in Peru suggests that land titling by itself is
not likely to have much effect. Titling must be followed by a
series of politically challenging steps. Improving the efficiency of judicial systems, rewriting bankruptcy codes,
restructuring financial market regulations, and similar
reforms will involve much more difficult choices by policymakers. "These are swept under the rug in the text of The
Mystery of Capital. Land titling is made to sound like a free
lunch. But without a broad set of complementary reforms,
property titling and registration systems are likely to have a
more limited effect than de Soto's (very refreshing) enthusiasm would lead one to believe."
"I'm not saying," counters de Soto, "that other reforms
aren't necessary. I'm simply saying that a property rights system is a principal reform, without which other reforms are difficult to manage. It's quite clear that property law alone does
not resolve the other problems. But to me, what is also quite
clear is that without property law, you will never be able to
accomplish other reforms in a sustainable manner."
Roy Culpepper, President of Canada's North-South
Institute, worries that de Soto underestimates the difficulties of unraveling property titles. "Given the contestability
of property rights anywhere, establishing who owns what
among the poor in developing countries is an enormous
undertaking that de Soto downplays. Moreover, de Soto's
titling project is inherently biased against the landless and
propertyless tenants," Culpepper argues.
Alan Gilbert, Professor of Geography at University
College, London, challenges de Soto even further. He finds
that in Bogota, for example, granting legal titles has created
neither a more healthy housing market nor a better supply
of credit for the poor. He accuses de Soto of "conjuring up a
myth about popular capitalism. He is fanning the illusion
that anyone, anywhere, can become a fully fledged capitalist." Gilbert says that the danger is that policymakers may

be persuaded that they need do little more than offer title
deeds and let the market take over. "Instead of offering an
answer to the mystery of capital, he is in danger of generating a myth about capitalism based on a populist dream."
De Soto brushes such criticism aside. "Our enemies like to
say that we are good at PR," he says, "but what they don't like
to mention is that we are very actively engaged in helping
promote reform on the ground. Obviously, property law is
not a silver bullet, but it is the missing link. Other reforms
won't work unless you deal with the issue of extralegality."
De Soto says that the strength of the ILD's work is in
enabling governments to understand and quantify their
informal sector so that they can develop a strategy for
change. "What they don't see yet is that the poor are already
in a market economy, albeit an extralegal one, fragmented
into little pieces. Unfortunately, until today, I know only one
organization in the world that is trying to quantify the informal sector in detail, and that is ours.
"Heads of state don't call us in because they have been
educated to believe in markets; they call us in because they
want a picture of the extralegal sector," de Soto insists. "And
many of them make changes when they find out what people
want, because any smart politician first of all wants votes.
Even if they don't go for votes because there are not many
elections, they will go for legitimacy. Whether on the left or
the right—they call us in because they don't know what their
people are actually doing and because nobody else dedicates
themselves to how the informal sector works. And that's
going to be crucial in the years ahead."
What's the next project on de Soto's mind? "I've only written a book when I've had something new to say," he remarks.
"Now I think I have spotted something significant relating to
how enterprise is organized, how it creates wealth. That's
what I'm looking at." If his last two books are anything to go
by, the new one could well be another best-seller. •
Jeremy Clift is on the staff of'Finance & Development
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Falling Behind?
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MOTHER, wrapped in a green shawl, sits with
her child on a dirt path outside the Ministry of
Finance in Ethiopia's capital Addis Ababa. The
child chews on a small piece of bread as the
mother collects coins from passersby. Inside the ministry,
officials are grappling with the budget for next year. But outside, the
issues are more immediate—where
to get food for the next meal.
Ethiopia is one of the poorest
countries in the world, with an estimated per capita income of about
$100. According to the World Bank,
recent national household surveys
find 44 percent of the people cannot
meet basic needs. At birth in
Ethiopia, baby girls can expect to
live an average of 43 years, while
boys have a life expectancy of just 41
years. Infant mortality is 10 percent.
Things have been made worse by
HIV/AIDS. Ethiopia has the world's
third largest number of people living with the disease, which has contributed to falling life expectancy
over the past decade.
Ethiopia in many ways epitomizes
why the Millennium Development
Goals (MDGs) are important and
why more money is needed to
achieve them. Despite progress in
recent decades, the extreme poverty
prevalent in low-income countries
is a critical problem facing the
global community. At present, more
than a billion people are living on
less than $1 a day. Three-quarters of
a billion people are malnourished—
about a fifth of them children.
About 125 of every 1,000 children
born in low-income countries die before reaching the age
of 5, the majority from malnutrition or disease that is readily preventable in high-income countries. Without action
now, these numbers will rise as the global population inexorably grows.
The aim of the MDGs, adopted by 189 countries at the
United Nations Millennium Summit in New York in
September 2000, is to create a fairer and more stable world.
The summit agreed to a set of measurable goals and targets
for combating poverty, hunger, disease, illiteracy, environmental degradation, and discrimination against women.
The eight goals center on the core objective of halving
between 1990 and 2015 the number of people who live on
less than $1 a day. A key to achieving this goal is building
sustained economic growth that in turn spurs a sustained

A

rise in average per capita incomes. But achieving sustained
growth depends on a variety of complex factors, including
the skills of the population, the soundness of government
policies, whether the country has a strong institutional and
legal framework, and how open industrial countries are to
its exports.
Despite the good intentions of the
international community, things
are not going well. According to
U N Secretary-General Kofi Annan,
the proportion of people living
in extreme poverty has actually
increased in Latin America,
sub-Saharan Africa, central and
eastern Europe, and the transition
economies of the Commonwealth of
Independent States. "Only East Asia
and the Pacific are on pace to meet
the poverty goal, while South Asia is
making good progress," he told a
summit of the Group of Eight in
Evian, France, last June.
In the following five stories, F&D
takes a look at the obstacles and challenges on the road to achieving the
Millennium targets. "Getting There"
examines a World Bank study that
shows how a combination of more
aid and better policies could help
many countries, including Ethiopia,
achieve many of the MDGs and
make faster progress toward the others. The difficulties faced by lowincome countries in boosting growth
enough to meet the globally adopted
goals without creating new debt
problems that could derail them is
discussed in "Avoiding Another Debt
Trap." The international community
can play a crucial role in supporting
countries through a sizable increase in grants and a removal
of trade barriers and agricultural subsidies. But, in the
absence of significant progress on both of these fronts, maintaining debt sustainability becomes a crucial challenge. This is
particularly the case if countries are blown off course by natural disasters and other unexpected events, such as abrupt
falls in commodity prices, a topic explored in "Absorbing
Shocks." One possible solution to the conundrum of how to
achieve the growth necessary to meet the MDGs while keeping deficits under control is explored in "Using Fiscal Policy
to Spur Growth," which argues that reducing fiscal deficits
can support growth in low-income countries. Finally, in
"Overcoming the Obstacles," a variety of participants in the
M D G debate highlight what they see as the biggest obstacles
to achieving the targets by 2015. •

Why the
international
community
needs to act
now to stand a
chance of
meeting the
Millennium
Development
Goals
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Box 1

The Millennium Development Goals
1. Eradicate extreme poverty and hunger
• Halve, between 1990 and 2015, the proportion of
people whose income is less than one dollar a day.
• Halve, between 1990 and 2015, the proportion of
people who suffer from hunger.
2. Achieve universal primary education
• Ensure that, by 2015, children everywhere, boys
and girls alike, will be able to complete a full course
of primary schooling.
3. Promote gender equality and empower women
• Eliminate gender disparity in primary and
secondary education, preferably by 2005, and in all
levels of education no later than 2015.
4. Reduce child mortality
• Reduce by two-thirds, between 1990 and 2015,
the under-5 mortality rate.
5. Improve maternal health
• Reduce by three-fourths, between 1990 and 2015,
the maternal mortality ratio.
6. Combat HIV/AIDS, malaria, and other diseases
• Have halted by 2015, and begun to reverse, the
spread of HIV/AIDS.
• Have halted by 2015, and begun to reverse, the incidence of malaria and other major diseases.
7. Ensure environmental sustainability
• Integrate the principles of sustainable development
into country policies and programs and reverse the
loss of environmental resources.
• Halve, by 2015, the proportion of people without
sustainable access to safe drinking water.
• Have achieved, by 2020, a significant improvement
in the lives of at least 100 million slum dwellers.
8. Develop a global partnership for development
• Develop further an open, rule-based, predictable,
nondiscriminatory trading and financial system.
• Address the special needs of the least developed
countries.
• Address the special needs of landlocked countries
and small island developing states.
• Deal comprehensively with debt problems of developing countries through national and international
measures to make debt sustainable in the long term.
• In cooperation with developing countries, develop
and implement strategies for decent and productive
work for youth.
• In cooperation with pharmaceutical companies,
provide access to affordable, essential drugs in
developing countries.
• In cooperation with the private sector, make available the benefits of new technologies, especially
information and communications.
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Getting
How to accelerate progress toward
the Millennium Development Goals
Mark Baird and Sudhir Shetty

W

ITH JUST 12 years left to achieve the
Millennium Development Goals (MDGs, see
Box 1), a greater sense of urgency is needed by
all sides if the targets are to be met. Many
developing countries are making substantial progress toward
the MDGs as a result of improved policies, better governance,
and the productive use of development assistance. But they
could do more with the right mix of policy reforms and additional help. Scaling up efforts to meet the MDGs by 2015 presents both opportunities and challenges. By acting now,
developed countries can hasten progress by providing more
and better aid and by allowing greater access to their markets.
Developing countries, for their part, will need to continue to
improve their policies and the way they are implemented.
Without greater impetus, there is a serious risk that many
countries will fall far short on many of the goals.
These findings emerge from a recent World Bank study that
looked at how progress toward the MDGs at the country level
could be accelerated through a combination of better domestic
policies and improved governance, higher aid levels (in terms of
official development assistance), more effective aid delivery, and
improved market access to developed country markets. The
study focused on 18 countries that account for approximately
half of the world's poor and a third of global aid flows and are
broadly representative of low-income countries with good policies. The 18 are Albania, Bangladesh, Benin, Bolivia, Burkina
Faso, Ethiopia, Honduras, India, Indonesia, the Kyrgyz
Republic, Madagascar, Mali, Mauritania, Mozambique,
Pakistan, Tanzania, Uganda, and Vietnam. The role for aid was
also reviewed for two other groups of countries—low-income
countries under stress and middle-income countries.
The country-based approach of this study complemented
other work that used global and sectoral approaches to examine the cost of attaining all the MDGs in all developing countries and the implications for aid volumes (see, for instance,
Devarajan, Swanson, and Miller, 2002). The study focused on
countries with good policies because, as the literature on aid
effectiveness has shown, the case for aid is strongest for these
countries (Burnside and Dollar, 2000). The quality of policies
refers to judgments about the adequacy of a country's policy,
governance, and institutional framework in promoting poverty
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There
reduction through sustained growth and improved service
delivery to the poor.
Each of the 18 countries has made significant progress
over the past decade, especially on the goals of reducing
income poverty, promoting primary education, and increasing access to safe drinking water. But progress has varied,
both across goals and across countries. The least progress has
been made on the child and maternal mortality goals and on
sanitation. And while Bangladesh, Indonesia, and Vietnam
have made rapid progress toward some or all goals, Ethiopia,
Madagascar, and Pakistan have seen less improvement.
Two scenarios

primary school enrollment target is expected to be met in
almost two-thirds of the sample countries, those for primary
school completion and gender equality pose bigger challenges. Similarly, while almost half the sample countries
would meet the income poverty goal, several of them will not
be able to meet the goal of reducing hunger.
The child and maternal mortality goals are projected to
remain unmet almost universally in the sample (see Box 2,
page 16, for a discussion of why these health goals are particularly challenging). Only Bangladesh, Indonesia, and
Vietnam are likely to meet the child mortality goal. And on
maternal mortality, probably only Vietnam will meet the
MDG. Reaching these goals is made more difficult in many
of the sub-Saharan countries in the sample because of the
spread of the HIV/AIDS epidemic in the 1990s.
How would significantly better policies and more aid interact in stepping up the pace of these countries' progress toward
the MDGs? The outcomes for each country under this second
scenario are summarized in the right panel of Chart 1, which
shows how powerful this combination could be. For example,
it would probably allow all 18 sample countries to achieve the

The first scenario in the study looked at how much progress
each of these countries could
make toward the MDGs by
Chart 1
2015 without significant
Prospects of meeting the MDGs
increases in aid flows or
How more money, coupled with policy reforms, could make a crucial difference.
improvements in policies.
(The projected outcomes
With better policies and institutions,
With current policies, institutions,
and more external resources
and external resources
under this scenario and the
Poverty
Environment
Poverty
Education
Health
Education
Health
Environment
second
scenario
with
Albania
improved policies and higher
Bangladesh
aid, described below, reflect
Benin
the judgments of World Bank
Bolivia
country teams, supported by
existing analysis.) The left
Burkina Faso
panel of Chart 1 provides a
Ethiopia
summary of the prospects for
Honduras
the 18 countries under the
India
first scenario. More countries
Indonesia
are likely to attain the educaKyrgyz
Republic
tion and poverty goals than
Madagascar
those for health or the enviMali
ronment. In general, this is
Mauritania
representative of what can be
Mozambique
expected if the countries continue to pursue policies
Pakistan
aimed at maintaining macroTanzania
economic stability and proUganda
moting structural reform.
Vietnam
The growth payoff from these
Forestry target is taken into account
At least one target is met
None of the targets is met
policies will yield the biggest
All targets are met
Progress beyond the MDG target
gains in reducing income
poverty and increasing priSource: World Bank.
Note: Each column shows progress in achieving MDG targets in four broad areas: poverty—income poverty and hunger;
mary school enrollment.
education—primary enrollment and completion, and gender equality in education; health—child (under 5) mortality, maternal
mortality, and, where applicable, HIV/AIDS; and environment—improved access to water and sanitation, and, where
However, even among the
applicable, better forestry management.
education goals, while the
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Box 2

Why health lags

Meeting the health MDGs is more challenging than the
other goals for several reasons. First, the declines in infant
and maternal mortality required to meet the targets are
especially steep (a two-thirds reduction in child mortality
rates and a three-fourths reduction in maternal mortality
by 2015). Second, improving health outcomes is linked
not only to the provision of health services, but also to
interventions outside the health sector. Access to clean
water and education for mothers are both key determinants of infant and child mortality rates. And achieving
sharp declines in maternal mortality requires behavioral
changes in prenatal care and delivery and an improved
road network, in addition to improved hospital care.
Third, delivering health services effectively requires the
coordination of policies across a number of fields. These
include public sector management policies that provide
adequate incentives to health care providers; procurement
and distribution policies for pharmaceuticals so that these
are available in sufficient quantities in the right places;
public health measures to protect the population; and
suitable regulation and quality control of private
providers, who often deliver more health services than
public providers.
Nevertheless, experience shows that progress toward the
health goals is possible. Concerted efforts will be required
to ensure sustained improvements in indicators of infant
and child mortality and maternal mortality. These areas
include improvements in access to and the quality of
health services; better infrastructure, especially for water
and sanitation; and a focus on the control of diseases that
are highly concentrated among the poor (for example,
tuberculosis and malaria), where the benefits go beyond
those immediately affected, or have the characteristics of
public goods.
Chart 2

Uneven progress
Many countries are likely to fall short on health targets, but
more money and better policies could make a big difference.
Number of sample countries that will reach MDGs,
by goal and policy regime

Won't reach in any case
Will reach with reforms and more money
Will reach with current policies
Source: World Bank.
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poverty goals, and several of them, including Mozambique,
Uganda, and Vietnam, could be able to make even sharper
reductions in poverty than called for by the MDGs. Significant
progress could also be expected on the education goals, with
almost two-thirds of the sample countries attaining the targets
even for primary school completion and gender equality.
However, progress on the health and environmental goals
would remain a challenge (see chart 2). Only a third or fewer
of the countries would achieve all the targets in either area,
and some would not meet any of the goals.
For improvements to occur at this faster pace, substantial
policy and institutional reforms will be necessary to accelerate
growth and improve service delivery. The needed reforms fall
into three broad areas: improving the environment for private
sector activity, particularly in terms of the rule of law and
infrastructure; enhancing the quality of governance and
capacity in the public sector; and delivering more effective
human development and other basic services to poor people.
Reform priorities will vary by country. In some, such as
Pakistan and Indonesia, strengthening governance in the public sector and improving the investment climate are the priorities. In Madagascar and Burkina Faso, it will be necessary to
implement sectoral policies and reorient public expenditure
programs to make the pattern of growth more pro-poor. And,
in Honduras, more rapid growth will hinge on reforms to
deepen the financial sector and improve governance.
How much more aid is needed?

The amount of additional aid that can be used productively
varies substantially across countries, because of differences in
policies and institutions and the pace at which these might be
improved, the incidence of income and nonincome poverty,
and current aid levels. These variations emerge clearly if the
18 countries are looked at in terms of three groups.
The five large Asian countries—Bangladesh, India,
Indonesia, Pakistan, and Vietnam—have large numbers of
poor (collectively, they account for almost 45 percent of
those who live on less than $1 a day), good policies, and
prospects for further improvement supported by reasonable
institutional capacity. They currently receive low levels of aid
(in per capita terms or as shares of GDP). It should therefore
be possible to increase aid substantially (a doubling or more
of current flows) to these countries. As a result, and provided
they further improve their policies, they will be able to make
faster progress toward the MDGs (and, in Indonesia and
Vietnam, would go beyond several of the MDGs).
For countries with higher per capita incomes and already
sizable aid flows—Albania, Bolivia, and Honduras—additional assistance could be used productively, but the incremental amounts would be much smaller. On average, their
additional aid requirements will be about 20 percent over
current flows. One reason is that they already receive considerable aid, with higher per capita aid than most sub-Saharan
African countries. Also, while they still face serious challenges with regard to some of the goals—particularly in
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terms of improving conditions of marginalized regions and
tions and the impact of development programs; and very
groups—and will continue to need aid, many of them will
weak policies, institutions, and governance (World Bank,
require deeper reforms rather than significantly more con2002). The challenge for donors in these countries is to find
cessional assistance to sustain higher growth.
ways of balancing the countries' limited absorptive capacity
and high risk with the need to remain engaged so that the
The third group comprises the 10 countries of sub-Saharan
prospects for progress are not compromised. Strong aid
Africa and Central Asia. These have smaller populations,
coordination is especially important, given the fragility of
weaker institutional capacity, and typically already receive subthe countries' reform programs and limited political and
stantial aid. For these countries, the additional aid needed will
technical capacities. While there is no template for how these
average about 60 percent over current aid levels, depending on
countries can best be assisted in initiating reforms, a better
country circumstances. A key consideration in these countries,
understanding of local social and political dynamics must be
where there is considerable uncertainty, is the pace at which
the starting point in all cases. And their ability to use aid
they can reasonably expect to upgrade their institutional and
effectively to move toward the MDGs can be enhanced by
human capacities so as to translate good policies and more
improvements in policies and governance. One way to use
public spending financed by aid into faster growth and better
human development outcomes.
increased aid more producOn the one hand, countries
tively, even in the short run,
such as Burkina Faso and
could be by strengthening
Mozambique are likely to be
autonomous or nongovernable to use only relatively
mental institutions for service
modest increases in aid despite
delivery.
their enormous needs relative
Among these countries, the
to the development goals. They
case for larger financial transalready receive substantial
fers is stronger in postconflict
amounts of external assiscountries. Most of them have
tance—over half of Burkina
significant humanitarian needs
Faso's budget is externally
coupled with the need to rebuild
financed while aid flows to
infrastructure and provide basic
Mozambique are about onesocial services. At the same
fourth of its GDP. And, while
time, the domestic resource
each could further improve its
base is small and unlikely to
policies, including increasing
grow rapidly—for instance, in
domestic revenue mobilization,
Afghanistan, domestic revenues
the lags between those reforms
are projected to reach only
A tailor works outside in the Ethiopian capital, Addis Ababa
and the necessary upgrading of
about 5 percent of GDP and
capacity will imply that increases in aid will need to be phased
9 percent of the government's budget in 2004. In this situain gradually. On the other hand, Ethiopia and Madagascar
tion, donors need to finance the large up-front cost in a timely
should be able to use substantially more aid, possibly even a
manner and in ways that support rather than undermine local
doubling of current flows over the coming decade, if these
efforts to mobilize resources and build capacity. Also, ways
increases are accompanied by policy improvements. In per
need to be found to ensure that aid flows to these countries
capita terms, Ethiopia currently receives about half the level
continue to rise over time as they strengthen their institutional
of aid of Burkina Faso and a third of what Mozambique
and policy environments rather than tapering off too soon
receives. So, if it is able to improve its policies, particularly by
after the conflict ends, as has typically occurred.
making the investment climate more favorable, large
Middle-income countries
increases in aid could significantly accelerate its progress
toward several of the MDGs.
As for middle-income countries, most have already met or
are on track to achieve the MDGs well before 2015. And
Other low-income countries
although they received over one-fourth of total aid flows in
2001, most rely on domestic resources and private capital
What about the role of aid in low-income countries with
flows to finance the bulk of their investment needs. Yet in
weaker policies and governance than those of the 18 coun2000, these countries were still home to 280 million people
tries in the sample? Such countries pose special challenges
living on less than $1 a day and 870 million people living on
for the effective use of aid. While the countries in this group
less than $2 a day. And, while other social indicators are, on
are diverse, including postconflict countries as well as counaverage, better than those in low-income countries, there
tries with poor development records, they also share several
remain significant pockets of poverty and deprivation in
characteristics. All of them have poor and deteriorating ecomost of them.
nomic and social indicators; limited data on social condiFinance & Development December 2003
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porting domestic efforts to address pockets of
poverty.
Implications of scaling up

To accelerate progress toward the MDGs, the
international community will need to act on
four fronts:
Link country strategies to medium-term
national goals. Poverty Reduction Strategy
Papers (PRSPs) in low-income countries,
and national development strategies more
generally, need to be linked more explicitly
with longer-term development goals and
specify what countries and their development
partners will do to meet them. This
Herding goats in Mali
will require that countries use their PRSPs or
development strategies in formulating
medium-term goals and translating these into annual budThe case for aid to help these countries hasten their progress
gets and programs that also incorporate expectations about
toward the MDGs varies with country conditions. Their per
aid flows. To do this effectively, they will need to address
capita incomes range from $750 to over $9,000, and they differ
country-level information and analytical gaps about MDGalso in terms of creditworthiness and the adequacy of their
related outcomes and their determinants. In particular,
policies. Lower-middle-income countries, such as Guatemala,
there are still large gaps regarding the interventions needed
Morocco, Peru, and the Philippines, are similar to the wealthier
to improve service delivery, particularly in bringing out the
low-income countries. They have widespread deprivation
indirect role of infrastructure.
(although not necessarily on all dimensions—Peru, for
Provide substantially more aid. The country studies coninstance, has almost universal primary schooling) and weak
firm that, with continued policy and institutional reforms,
creditworthiness. For these countries, even when they have
substantial increases in aid can accelerate progress toward
some access to private capital, modest levels of official developthe MDGs. The international community has committed to
ment assistance could play a crucial catalytic role in impleincrease aid volumes by $16—18 billion annually by 2006
menting reforms aimed at addressing poverty and inequality
(from its 2002 level of $56 billion). Extrapolating from the
and making faster progress toward the MDGs.
broad typologies of the sample countries, the absorptive
Although China is a lower-middle-income country, its size,
capacities of low-income countries with weaker policies, and
track record in sustaining growth and reducing poverty, and
the catalytic role of aid in middle-income countries, the
access to private capital flows make it distinctive. It has already
achieved several of the MDGs and is on track to reach all of study suggests that a larger sum—possibly at least $30 billion
annually in addition to current aid flows—is needed.
them by 2015. However, in 2000, about 200 million Chinese
Committing this additional amount early can create a virtustill lived on less than $1 a day, and 600 million lived on less
ous circle that improves the prospects for reaching the
than $2 a day. Inequalities across regions and between rural
and urban areas are also severe. To address these problems will MDGs in many developing countries by helping sustain their
reform efforts. Thus, this estimate of the additional aid
require comprehensive reform of the intergovernmental fiscal
needed could well be exceeded over the medium term. It is
system, in addition to sectoral reforms to improve service
conservative also because, while it reflects the best available
delivery. In tandem, substantial incremental spending will also
country-level analysis, there are gaps particularly with regard
be needed, the bulk of which will have to come from domestic
to infrastructure needs (see Box 3) and the likely pace of
sources. Aid can play a role at the margin by helping to
capacity enhancement.
advance the necessary policy and institutional reforms needed
Improve the delivery of aid. While there is no one answer
for China to achieve the MDGs more uniformly.
as to what makes for good aid, the country studies on which
In upper-middle-income countries, official external assisthis paper is based suggest that there are three main implicatance could usefully reinforce domestic efforts (and domestic
tions for aid delivery:
resources) in tackling pockets of poverty, which remain signif• Support good policies with timely and predictable aid. The
icant in many of them, as well as in buffering the poor from
recent shift in aid allocations toward low-income countries
the impact of external shocks. Since most of these countries
with relatively good policies is a positive trend that should be
can access international capital markets, such official flows are
continued. And, as countries build a track record of policy
likely to be primarily nonconcessional and will decline as
performance, they should be supported with access to timely
incomes rise. For these countries, greater access to developed
and predictable aid, which will allow them greater conficountry markets will also do more than additional aid in sup18
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dence in undertaking the long-term reforms needed to sustain progress toward the MDGs. Although more needs to be
done, one country that has made some progress in this
direction is Uganda.
However, low-income countries with weaker policies
should not be cut off from aid. In some countries, especially
postconflict, up-front and transitional costs for humanitarian assistance, infrastructure rehabilitation, and basic social
service provision can be significant. Other countries initiating reform programs can face unfavorable initial conditions,
such as arrears on external debt and negative net transfers of
external resources. The challenge in these cases is to provide
aid quickly and without undermining local efforts to mobilize resources and build capacity.
• Align aid with country priorities and constraints. A i d

should be provided in ways that are better aligned with the
priorities as articulated in countries' poverty reduction or
development strategies, as in Vietnam and Ethiopia. This
means accepting national goals, improving donor coordination, and harmonizing donor policies as far as possible with
the countries' own systems. Assistance should also be phased
in and sequenced with improvements in country capacities
(as is being done in Tanzania) so as to avoid potential problems associated with aid dependence.
Box 3

Why better infrastructure is crucial
There is growing recognition that improving infrastructure
is crucial to achieving the MDGs. Yet most country strategies do not factor in infrastructure in an integrated manner
because of lack of clarity at the country level as to how reliable and affordable provision of infrastructure services can
help in reducing poverty through faster growth and better
service delivery. Below are two examples of how infrastructure affects progress on MDG-related outcomes:
• Through growth. In Uganda, a survey of 243 firms conducted in 1998 showed that inadequate electricity sources
were the most important constraint to investment. Firms did
not receive electricity from the public grid for 89 operating
days a year, on average, with the result that 11 percent of large
firms (in addition to 44 percent of medium and 16 percent of
small firms) purchased generators, representing 25 percent of
their total investment in equipment and machinery. Provision
of reliable electricity services would likely attract more firms
to invest in Uganda—improving the outlook for growth and
poverty reduction.
• Through service delivery. In rural India, a study found
the prevalence and duration of diarrhea among children
under five are significantly lower, on average, for families with
piped water than for those without piped water. However, the
results also show that the health gains largely bypass children
in poor families, particularly when the mother is poorly educated. This points to the importance of combining infrastructure investments with effective public action to promote
health knowledge and income poverty reduction.

• Provide appropriate forms of aid on sustainable terms. A

much higher proportion of additional aid than at present
should be provided in the form of cash so that it can finance
the costs of meeting the MDGs. Aid can meet the need for
increased recurrent costs if it is provided through budget or
sectorwide support in countries such as Burkina Faso that
are improving their public expenditure management, or by
financing well-designed sectoral programs, as in Madagascar.
And, to ensure debt sustainability in heavily indebted countries that have good policies, but are susceptible to shocks, a
greater share of aid may need to take the form of grants.
Enhance access to markets in industrial countries. For

many low- and middle-income countries, trade and aid
complement each other. Developing countries' prospects for
achieving the MDGs would be significantly enhanced with
greater access to markets in industrial countries. The highest
tariffs faced by developing country exporters are on agricultural products, processed foods, and textiles and apparel—
products that dominate the exports of the poorest countries.
Despite the recent setback at Cancun, successful completion
of the Doha Round focused on reducing these barriers could
generate substantial income gains for low- and middleincome countries and, therefore, remains a priority.
The ability to benefit from improved market access, particularly for low-income countries, depends also on their
undertaking further trade reforms and investments, particularly upgrading trade-related infrastructure and improving
customs administration. While improved market access will
benefit most developing countries in the longer term, many
will be able to use additional aid in the short and medium
terms to take advantage of the resulting opportunities to
expand their exports. •
Mark Baird is a consultant to the World Bank, from which he
retired in 2002 as Country Director for Indonesia. Sudhir
Shetty is Sector Manager of the Poverty Reduction Group of the
World Bank.
This article draws on a World Bank paper, "Supporting Sound Policies
with Adequate and Appropriate Financing," prepared for the September
2003 meeting of the Development Committee of the World Bank and the
IMF in Dubai.
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AvoidingAnother

Debt Trap

Low-income countries need a sustainable borrowing strategy
if they are to achieve development goals
Christina Daseking and Julie Kozack

L

OW-INCOME countries face serious challenges in
meeting their development objectives, embodied
in the Millennium Development Goals (MDGs)
adopted by world leaders in 2000. Unless they can
accelerate economic growth, many of these countries will
fall short of achieving the targets, which center on halving
by 2015 the proportion of people living in absolute poverty
in 1990. While the key to higher sustainable growth lies in
the countries' own efforts to strengthen institutions and
pursue sound policies, these efforts need to be complemented by financial and other support from the international community. How can the international community
help developing countries boost growth enough to meet the
globally adopted goals without creating new debt problems
that could derail them on the way? The obvious answer is a
sizable increase in grants to these countries, combined with
a removal of trade barriers and agricultural subsidies in the
industrialized world. In the absence of significant progress
on both of these fronts, however, maintaining debt sustainability becomes a crucial challenge in achieving the MDGs.
The good news is that the risk of future debt crises is
lower now because both debtors and creditors have learned
from past mistakes. Many low-income countries have
strengthened macroeconomic policies and debt management and have embraced ambitious structural and institutional reform agendas to bolster their long-term growth
potential. These policy reforms should, over time, widen
production and export bases and reduce vulnerability to
shocks, such as adverse terms of trade or destructive weather
patterns. Awareness of past mistakes has, in many cases,
caused lenders and donors to improve their lending policies
and replace nonconcessional financing with concessional
loans and grants. Moreover, the Heavily Indebted Poor
Countries (HIPC) Initiative is contributing to a significant
reduction in the debt burden of qualifying countries, which
are also benefiting from more favorable debt-service profiles
as a result of the long grace periods and low interest rates on
restructured debt and new financing.
20

Nevertheless, the many weaknesses that remain warrant a
cautious approach to new borrowing. Overly optimistic
growth projections risk being repeated unless there is a
deeper understanding of what drives growth in a particular
country. Many structural reforms will take time to bear fruit
while most low-income countries will continue for some
time to suffer from weak institutions, volatile export and
production bases, and limited administrative and debtmanagement capacity. In addition, the risks of political crisis and war remain significant in many states, while the
HIV/AIDS epidemic has posed a new—and, in a number of
countries, catastrophic—threat to long-term economic
prospects. For these reasons, the most general lesson from
the low-income country debt crisis that began in the 1980s
and continued into the 1990s—that new borrowing even on
concessional terms should be pursued with caution and be
based on prudent economic projections and recognition of
country-specific circumstances—remains valid today.
Lessons from the past

The experience of the past 25 years—a period when a large
number of countries incurred excessive debt, setting back
their efforts to achieve sustainable growth and alleviate
poverty—serves as a sobering reminder of what can go
wrong. What prompted the unsustainable rise in low-income
countries' debt ratios? While the specifics differ from country
to country, a common theme is that the financing provided to
these countries did not generate the economic growth envisaged and that borrowing decisions were predicated on growth
projections that never materialized. Some of the specific factors explaining the dissonance between debt and growth were
at play simultaneously in most of the crisis countries, including: a vulnerability to exogenous shocks; a waste of resources
because of policy deficiencies, poor governance, and weak
institutions in economies typically dominated by the public
sector; inadequate debt management, reflected in unrestrained borrowing on unfavorable terms; creditors' nonconcessional lending and refinancing policies, primarily in the
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many low-income countries actually work in
their favor, but others limit these countries'
capacity to borrow on a sustainable basis.
First, many low-income countries receive
hardly any private capital and very little foreign
direct investment (FDI) but, instead, depend on
official grants and concessional loans to finance
investment. As a result, these countries are
largely insulated from the volatility of private
capital flows that have triggered debt-rollover
problems in emerging markets. In addition, the
concessionality of financing makes it more likely
that the returns on new investments exceed their
(subsidized) costs and, hence, that the debt
dynamics will be sustainable. On the other hand,
aid dependence complicates debt management
because aid flows are not under a government's
control and are intrinsically uncertain.
Selling cloth at a La Paz market in Bolivia
Second, investment and debt dynamics in
early years, motivated, in part, by political considerations and
low-income countries—more so than in other countries—are
the desire to promote their own exports; and political factors,
subject to a number of pitfalls. Investment returns depend on
such as civil war and social strife, that often have devastating
how funds are used. With weak public institutions, poor goveconomic consequences.
ernance, and generally low implementation capacity, many
low-income countries are prone to misuse or mismanage
The crisis in low-income countries, in contrast to recent
debt crises in emerging market economies, developed in slow resources. Also, payoffs frequently accrue only over the long
term, and the benefits of some (such as improved security and
motion. Payment difficulties—the first manifestation of probhealth care) may be diffuse and difficult for governments to
lems—were initially addressed through new net lending and
capture in the form of higher taxes to repay debts. In contrast,
repeated debt-service reschedulings, first on commercial and,
debt service (interest, at least) generally starts falling due
subsequently, on increasingly concessional terms. In fact, net
immediately, potentially crowding out other spending.
flows to low-income countries (that is, grants and loans minus
debt service paid) remained positive, averaging 13 percent of
Finally, with narrow and highly volatile production and
GDP a country over 1984-96, but much of the new capital was
export bases, low-income countries are particularly vulnerain the form of new debt, which added to the countries' sol- ble to exogenous shocks that may significantly alter their
vency problems. It was not until the early 1990s that the interdebt dynamics (see article on page 24).
national community began to acknowledge that the debt
In a world of limited development aid, countries need to
stocks of these countries were effectively unsustainable and
strike a careful balance between the financing they require to
that indebtedness itself could be one of the factors impeding meet their development objectives and the debt service they
investment and growth. Initial debt-reduction operations by
are able to afford. Since low-income countries' economic and
the Paris Club were later expanded into the HIPC Initiative,
social needs are generally high, governments may be tempted
with its comprehensive treatment of all outstanding obligato borrow large sums up front to generate the benefits as
tions. The Initiative, launched in 1996 and enhanced three
quickly as possible. This may be appropriate if the efficiency
years later, charted a course toward restoring debt sustainabilof investment is high—for instance, in situations in which it
ity by providing resources for substantial debt relief. However,
removes bottlenecks to growth. A cautious borrowing policy,
the HIPC Initiative, which is targeted at the poorest countries
in these circumstances, could prove suboptimal, because
with large external debts, is neither designed nor intended to
countries would forgo opportunities to move onto a higher
be a permanent mechanism. It will not benefit all low-income
growth path. The counterargument is that, because of the pitcountries and, more fundamentally, can only clear up the
falls and risks outlined above, low-income countries need to
legacy of the past, not guarantee sustainability going forward.
be particularly wary of building up excessive debt. This argues
for the pace of new borrowing to grow in step with countries'
Roadblocks to recovery
administrative and absorptive capacity to avoid debt traps
and ensure that progress in development is durable. It is, perHow can low-income countries draw the right lessons from the
versely, those countries with the largest needs that typically
past and get onto a track of sustainable borrowing going forface the toughest constraints on their ability to take on debt.
ward? How can they keep their future debt-service obligations
in line with their capacity to pay without major economic and
A durable borrowing strategy must incorporate these consocial sacrifices in the future? Some features that characterize
siderations, which generally pose themselves in the form of
Finance & Development December 2003
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How to develop a sustainable borrowing strategy
To design appropriate borrowing policies, countries need to
assess the sustainability of their debts on a forward-looking
basis. The main considerations for assessing sustainability
include what key indicators should be used, whether to focus
on public or external debt (or a combination of both), constraints on repayment capacity, and the country's vulnerability to external shocks.
In most low-income countries with large concessional debt,
the key indicators will include the net present value (NPV) of
debt (public and external) and debt service relative to revenues
and exports. Combined with a debt sustainability analysis
based on realistic macroeconomic assumptions, a country can
determine limits on new borrowing that would keep both the
NPV of debt and debt-service payments on a sustainable path.
Focusing on the NPV of debt—which is the discounted stream
of debt-service payments, as opposed to its nominal face
value—means that the more generous the terms of a country's
new loans, the more room it has to borrow. Setting appropriate
borrowing limits is obviously a decision that must be made in
light of an economy's vulnerability to shocks and other country-specific factors. Thus, a meaningful debt-sustainability
analysis should always incorporate stress tests of the key variablesthatallowanassessmentofthemainrisks.
What debt should be included? Because governments cannot control private sector borrowing, public sector debt is, in

practice, the operational target for borrowing policies. But the
appropriate coverage of the public sector is a difficult issue
and varies by country. Some countries, for example, have
profitable public enterprises that borrow on commercial
terms from private foreign sources (albeit usually with a government guarantee). Deciding whether or not borrowing by
such firms should be part of the coverage of public sector debt
depends on a variety of considerations. These include the
profitability of the public enterprises, their pricing and
employment policies, their existing debt and ability to service
it, and the risk that any associated contingent liabilities would
become realized budgetary liabilities of the government. In
general, if loans of public entities are excluded from borrowing ceilings, it is important to monitor the debt of such entities as well as other liabilities associated with weak private
enterprise or financial sector balance sheets.
When linking borrowing policies to debt indicators,
arguably the most difficult and controversial decision relates
to the threshold that defines the "danger zone" at which borrowing should be curtailed. One difficulty in formulating
such a threshold, for either an individual country or a group
of countries, is that market signals are scarce in low-income
countries that borrow almost exclusively from official sources,
making it particularly difficult to detect growing solvency
concerns.

Using Bolivia as an example
How this approach could work in
countries—meaning that Bolivia may
practice can be illustrated by Bolivia's face foreign exchange constraints.
situation at the end of 2002.
Exports rather than GDP could therefore
Debt stock indicator. Bolivia benefitedbe selected as the main denominator for
from debt relief under the original and assessing the country's debt burden.
enhanced HIPC Initiatives, reaching the Similarly, in cases of market stress
completion point in June 2001. Although (Bolivia had problems selling governBolivia has some access to nonconces- ment paper in times of political tursional financing (primarily from the moil), the difficulties in generating
Andean Development Corporation), foreign exchange may be a key constraint
most of its outstanding debt and new to debt servicing, particularly since most
financing is on concessional terms. This of Bolivia's domestic debt is in foreign
would argue for focusing on the N P V of currency. Therefore, the debt service-todebt as the relevant stock indicator.
exports ratio should also be examined.
Coverage of debt. Bolivia's govern- The ratio of Bolivia's N P V of external
ment has significant domestic debt, debt to exports stood at a comparatively
totaling 19 percent of GDP at the end of moderate rate of 114 percent at the end
2002, and its private sector has sizable of 2002. However, the country's external
external liabilities. Given this, the con- debt service is projected to be relatively
cept of public and publicly guaranteed high in 2003, at 18 percent of exports,
external debt is not comprehensive reflecting a comparatively front-loaded
enough. Hence, Bolivia's external and debt-service profile.
public debt should be analyzed sepaPublic sector constraints. Bolivia's
rately, and any contingent liabilities of combined public sector revenue-to-GDP
the government should be monitored.
ratio was 22 percent in 2002. This ratio is
External sector constraints. The ratio comparable to those in emerging marof Bolivia's exports to its GDP was about kets, particularly in Latin America and
20 percent in 2002—well below the aver- Asia, suggesting that Bolivia may suffer
age of 28 percent for all developing less from administrative constraints than
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some other low-income countries—
though this conclusion must be qualified, to the extent that revenues are
generated by hydrocarbon taxes.
Similarly, not much of Bolivia's public
sector financing is based on tied aid,
allowing for fungibility of resources.
However, its public sector debt service
absorbed nearly 40 percent of revenues
and was equivalent to almost 70 percent
of social expenditure in 2002.
Preliminary conclusions. Even though
Bolivia's debt ratios did not seem alarming at the end of 2002, its comparatively
high external and public sector debt
service relative to exports and revenues
indicates a risk of encountering debtservicing difficulties. A forward-looking
borrowing strategy for Bolivia should
therefore focus on the evolution of its
debt-service ratios, in addition to its NPV
of debt-to-exports ratio, under realistic
baseline projections and alternative scenarios and shocks. Given the significance
of debt-service concerns, Bolivia should
design its borrowing policies with particular attention to the terms of new loans,
including by seeking financing with reasonably long grace and maturity periods.
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six (often overlapping) types of constraints on low-income
countries' ability to generate the resources necessary to service their debts:
• Total resource constraints, given that debt service must be
met out of a country's gross domestic product. These constraints may be particularly binding for the poorest countries, where additional claims on resources may push per
capita income below the subsistence level.
• Foreign exchange constraints, reflecting the limited
degree to which domestic factors of production can be transformed into the foreign exchange required for debt service
and financing of imports.
• Fiscal constraints, reflecting governments' limited ability
and capacity to levy taxes to meet debt service on top of
other expenditure priorities.
• Limited fungibility of resources, resulting, for example,
from the earmarking of revenues for subnational governments and agencies or from restrictions on the use of foreign
aid for debt service.
• Rollover constraints, reflecting reliance on primarily official creditors and donors to refinance lumpy debt-service
payments.
• Political and moral considerations, such as those associated with the resources allocated to debt service in relation to
social or poverty-related expenditure.
Low-income countries differ in the extent to which they
are—or are at risk of becoming—subject to these constraints.
Some low-income countries are more advanced than others
in terms of access to private capital, institutional and administrative capacity, and resilience to economic shocks. As a
result, the above constraints may rarely become binding in
these countries, which instead face risks similar to those faced
by emerging market economies. But even the less advanced
low-income countries differ in the specific constraints and
the type and magnitude of the typical shocks they face and,
thus, in the debt levels they can sustain, as well as in the indicators that are most useful in signaling potential problems.
Forming a judgment on the relative importance of the various constraints and risks in individual countries, though
necessarily subjective, is key for assessing their debt-servicing
capacity. Debt sustainability assessments always involve a fair
degree of judgment, not least because countries' ability to service their debts ultimately depends on their future growth
prospects, which are inherently uncertain. Nevertheless, the
best countries can do is to make their potential constraints
and risk factors explicit elements of their borrowing strategies. How this could work in practice is sketched out in the
box on the adjacent page.
Taking the right path
Irrespective of the importance of designing an appropriate
borrowing strategy, low-income countries can greatly reduce
the tension between large financing needs and debt sustainability through sound economic policies and support from
abroad. Financing alone is by no means sufficient to generate

the growth needed to meet the MDGs; it must go hand in
hand with supportive macroeconomic policies and structural and institutional reforms that improve economic flexibility, governance, and administrative capacity. In addition,
there is often room to bolster domestic savings through
more efficient revenue mobilization, better expenditure prioritization, and improved incentives for private saving. Such
efforts—directly and through a track record of meeting
debt-service obligations—would also help attract FDI,
thereby reducing the need for debt-creating inflows while
providing additional benefits in terms of expertise and technology transfer. In short, it is the combination of financing
and policies that is crucial to set off the intended virtuous
circle in which productive investment and growth generate,
in turn, the capacity to service debt.
While appropriate economic policies and reforms maximize
the net benefits of new financing, the international community plays an important role in supporting low-income countries. It does this through responsible lending, provision of
grants, and close donor coordination to maximize aid effectiveness and establish an allocation mechanism that encourages strong policies while providing effective risk sharing
against exogenous shocks. Arguably, the most effective and
lasting support the international community can provide,
however, is a reduction in existing trade barriers and an
increase in market access for low-income countries' products.
In sum, the challenge for low-income countries—to meet
ambitious development objectives without compromising
debt sustainability—calls for strong domestic policies, a prudent borrowing strategy, and support from abroad. •
Christina Daseking is a Senior Economist and Julie Kozack an
Economist in the IMF's Policy Development and Review
Department.
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Absorbing

shocks
A/ancy Happe, Mumtaz Hussain, and Laure Redifer

H

URRICANE Mitch struck Honduras in October
1998, causing catastrophic floods and landslides. The human costs were enormous: over
13,000 people died or disappeared and another
12,500 were injured; about half a million people lost their
homes. Overall, about one and a half million people were
affected by the hurricane. Direct damages were estimated at
$2.2 billion, about 47 percent of the country's 1997 GDP.
In Zimbabwe, the 1991-92 drought reduced the production of maize (the staple food crop) by 83 percent, cotton by
72 percent, and sugarcane by 61 percent: these three crops had
accounted for about one-third of agricultural output in the
previous year. Over one million cattle, or 23 percent of the
national herd, were wiped out. Water shortages affected the
processing quality of tobacco (a main export crop), lowering
its price on the international market, and drastically reduced
hydroelectric generation, leading, in turn, to power rationing.
A fall in world cocoa prices and an increase in oil prices in
1999-2000 reduced Ghana's foreign exchange earnings by
about $900 million, or 13 percent of its 1998 GDP. The
decline in cocoa prices also cut into rural incomes because
most cocoa producers were small farmers (about 1.6 million
producers each holding less than 3 hectares). Similarly, when
cotton prices fell by 25 percent in 1992 and remained
depressed in 1993, Mali lost about $95 million in export
earnings, about 4 percent of 1991 GDP.
Natural disasters, large changes in the price for a country's
exports or imports, and conflict in neighboring countries are
all negative external shocks—sudden events beyond a country's control that can significantly hurt its economy. Although
low-income countries have raised growth rates in recent
24

years, this progress is fragile, in part because of their vulnerability to such shocks. Recently, this issue has attracted significant attention in policy circles and explains, in part, why the
IMF, along with the rest of the international community, is
stepping up efforts to help low-income countries mitigate the
impact of shocks. Without such assistance, these countries
face an even greater struggle to achieve the Millennium
Development Goals (MDGs) by 2015.
How big is the problem?
The shocks that hit low-income countries most frequently are
natural disasters and large fluctuations in export or import
prices. Natural disasters damage a country's stock of physical
and human capital and reduce income and output (see "Being
Prepared," F&D, September 2003), while fluctuating prices for
a country's exports reduce income in the private and public
sectors. Other types of external shocks can also be very costly.
Conflicts in one country can spill over to neighboring countries and create refugee problems, losses in export markets,
higher transportation costs, lower remittances, and even conflict contagion and increased defense expenditures. The
economies of Burkina Faso and Mali, for example, were hard
hit by the recent turmoil in Cote dTvoire.
In addition to physical damage and income losses, shocks
also have indirect effects that can reverberate through an
economy, hampering output and investment, upsetting
macroeconomic balances, and increasing debt and poverty
over a number of years (see Chart 1). The type and magnitude of indirect effects will depend on the size and duration
of a shock, whether measures were taken in advance to mitigate its impact, the government's policy response, and the
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amount and form of external assistance a country receives.
But estimating these effects can be tricky because it is difficult both to identify the channels through which they are
transmitted and to isolate the magnitude of their impact,
especially when more than one shock has hit or when an
economy is recovering from a prior shock.
Through direct and indirect effects, shocks can significantly impede growth (see Chart 2). Following the drought
in Zimbabwe, whose economy is based largely on agriculture, real output contracted by over 8 percent in 1992 instead
of growing by 4 percent as projected before the shock.
Similarly, Honduras had been expected to grow by 5 percent
in 1999, but Hurricane Mitch caused real output to contract
by 2 percent (a total loss of 7 percent of real GDP).
Moreover, if the physical capital destroyed in a natural disaster is not replaced, a country's long-term growth will be
affected. In both Ghana and Mali, the slump in prices for
their commodity exports, by lowering real income, reduced
investment and consumption. Growth in real GDP was thus
significantly lower than had been expected before cotton
prices dropped. In fact, real GDP in Mali contracted.
Shocks also have a significant impact on countries' fiscal
and balance of payments performance (see Chart 2). While
shocks are likely to reduce government revenues, the demand
for reconstruction and relief can increase and may dictate
higher expenditures. A country's flexibility in responding to a
shock will depend, in part, on its initial fiscal position, how it
finances its deficit, and the sustainability of its debt. Mali, for
example, had a large fiscal deficit going into the shock (12 percent of GDP in 1991), leaving it little room to use expansionary fiscal policy after the shock hit. In all four countries
described above, the actual fiscal balance after the shock was
far worse than the level targeted in a preshock IMF-supported
program. Moreover, in the four countries, additional government borrowing was necessary, which increased the governments' external debt relative to GDP. Their trade balances also
deteriorated following the shock because export earnings

declined, and imports of food (Zimbabwe) and reconstruction materials (Honduras) increased. In Honduras, however,
the impact on the current account was mitigated by higher
official grants and remittances.
Poor countries are most vulnerable

Why should the international community pay particular
attention to the impact of shocks on low-income countries?
These countries are particularly vulnerable and have more to
lose (see Chart 3). They have a higher incidence of natural
disasters and export price shocks and tend to suffer more
damage, such as more deaths and greater economic losses relative to GDP, when disasters occur. Since the late 1970s, the
frequency of natural disasters, as well as the damage they
cause, has increased significantly for all developing countries,
reflecting both climatic changes and an increased concentration of these countries' populations in vulnerable areas. This
is particularly true for low-income countries, which now
have, on average, a large disaster every 21/2years, while other
developing countries have a large disaster every 41/2years.
Moreover, the average economic losses relative to GDP are
increasing over time. Low-income countries also have a significantly higher occurrence of shocks stemming from fluctuating export prices than other developing countries, although
their average earning losses relative to GDP are similar.
The poor suffer disproportionately from shocks because they
generally have limited savings and access to credit; they rely
heavily on public social services, which deteriorate as spending
becomes constrained; and their limited skills mean higher
income shortfalls. In the two disaster cases for which information on poverty exists, income and other indicators of poverty
worsened despite the authorities' efforts to increase social
spending (Honduras) and increase food transfers (Zimbabwe).
What can countries do?

The best way for a country to reduce the vulnerability of its
economy to shocks is through policy reform and the careful

Chart 1

Heavy toll
How the immediate losses from natural disasters feed into longer-term damage.
Deaths and injuries; spread
of diseases

Less public revenue and more government spending for relief and reconstruction; possible diversion of resources from long-term projects

Damaged infrastructure (such
as buildings and bridges)
Lower export earnings; more imports of food and
industrial/reconstruction materials; rundown of
foreign exchange reserves; food shortages

Hurricanes and floods
Production losses (destroyed
' crops and damage to small
businesses)
• Environmental effects

Less growth in
national income;
more poverty;
worse health
and education
indicators

Lower private savings and consumption; less
- investment for long-term growth; possible
increase in income inequality
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Chart 2

Falling behind
Because of natural disasters and price swings, growth, trade,
and fiscal balances failed to meet expectations.
(GDP growth in percent; other indicators in percent of GDP)

Ghana

Honduras

Mali

Zimbabwe

Targeted real GDP growth
Targeted trade balance
Targeted fiscal balance

Actual real GDP growth
Actual trade balance
Actual fiscal balance

Sources: IMF Staff Country Reports on Use of Fund Resources; IMF, African
Department.
Note: Hurricane Mitch hit Honduras in late 1998. Ghana experienced price
shocks in 1999 and 2000, Mali in 1992 and 1993. Zimbabwe suffered
drought in 1991-92.

design of policies to mitigate the impact of shocks when they
do occur. Good policies range from encouraging the diversification of production (for example, liberalizing markets and
developing the private sector) and adopting and enforcing adequate building codes to protect against disasters—which can
limit the immediate impact of a shock—to building up a cushion of financial reserves as a buffer against shocks or purchasing formal insurance (see "Being Prepared"). But these
measures are costly, particularly for low-income countries, and
some measures, like output diversification, take a long time.
Similarly, low-income countries have not been able to take
advantage of insurance and other market-based mechanisms
to manage their risk. One reason is that weakfinancialmarkets make it difficult for them to access international insurance markets. During 1985—99, for example, less than
1 percent of low-income countries' total losses from natural
disasters were covered by insurance. But when precautionary
measures are not in place, resources are likely to be diverted
from longer-term investments—for example, education,
health, and infrastructure—to deal with the impact of a
shock. Thus, in deciding whether to implement measures
and policies to prepare for shocks, countries need to compare those costs with the cost of dealing with the after-effects
of shocks, particularly if they occur frequently.
What can the international community do?

The international community can supplement national
efforts to reduce vulnerability to shocks by, for example, providing assistance to low-income countries to implement
26

disaster mitigation measures and use market-based mechanisms for risk management.
A strong case can be made for external assistance on concessional terms tofinancerelief and reconstruction in low-income
countries hit by shocks. It can prevent additional drops in
income, consumption, and investment so that the direct
impact of a shock does not spread and further harm economic
growth and increase poverty. Timely aid to finance shockrelated expenditures also makes sense from the international
community's perspective because the returns on aid are high
immediately after a shock. This implies that, even under the
assumption that total foreign assistance available to a country
over time isfixed,it can make sense to reallocate some of that
assistance to help offset the effects of a shock. Assistance should
also be provided quickly to reduce the initial impact on the
incomes of the poor so that they do not have to take irreversible steps, such as selling their livestock, to survive.
Donors and international financial institutions already provide external assistance to countries affected by exogenous
shocks in various forms—grants or loans, financial or in-kind
assistance (such as food and medicines, technical assistance)—
and through a number of channels—for example, directly, or
through contributions to U N agencies or through nongovernmental organizations. Although the diversity of this assistance
makes it difficult to quantify, its effectiveness can be strengthened in a number of ways, as discussed below.
• Allocating aid according to need: Large, highly visible natural disasters attract more external assistance than smaller
disasters and commodity price shocks, which tend to be
"silent" crises. More systematic identification of need would
be useful in channeling resources to where they could be
most effective.
• Reducing delays in response: Although the international
community has been quicker to respond in recent years
because many agencies have developed targeted facilities, the
disbursement of funds can still take a long time. Delays can be
caused by inadequate information about the impact of disasters and reconstruction needs or by capacity and absorptive
constraints in the affected country. For example, at the
Consultative Group meeting for Honduras in May 1999,
$1.2 billion in grant aid was pledged, but, by September 2000,
donors had been able to disburse only about $400 million.
The gradual onset of some shocks (such as those affecting a
country's terms of trade) and the difficulty of projecting how
long they will last can also lead to delays.
• Considering moral hazard and reducing vulnerability: If
countries know that external assistance will be readily available if they are hit by a shock, they may lose the incentive to
take preventive measures. It is therefore important that
external assistance be linked to actions by the recipient countries to reduce the vulnerability of their economies to shocks.
But any such conditions need to be designed carefully so that
they do not further retard the response to a shock.
• Considering debt sustainability: External assistance needs
to take account of recipient countries' external debt situa-
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Chart 3

Poverty means vulnerability
Low-income countries are particularly susceptible to natural disasters.
Average annual number of

Average damage per large natural disaster

large natural disasters 1

(percent of GDP)2

countries as part of both its programs and
its surveillance.
• Providing balance of payments assistance
more consistently to low-income countries
experiencing external shocks. Because the IMF
can provide financing relatively quickly, it
can provide temporary financial support,
They also experience more disruptions to their terms of trade.
when urgent unaddressed needs exist, until
other sources of financing become available.
Average annual number of
Average export earnings loss per negative
export price shocks
export price shock (percent of GDP)
It can use a number of instruments—
Emergency Natural Disaster Assistance, the
PRGF, the Compensatory Financing Facility,
and Stand-By Arrangements. However, only
financing under the PRGF is currently available on concessional terms.
Low-income countries
Other developing countries
• Identifying countries in need of more
donor financing. A systematic focus on
Sources: IMF staff calculations based on data from the Center for Research on the Epidemiology of
Disasters (CRED), 2002; and IMF, World Economic Outlook database.
external shocks will also help the IMF idenBased on the CRED database, a disaster is classified as large if it affected at least 1/2 of 1 percent of
tify unaddressed financing needs of which
a country's population or caused damage of at least 1/2 of 1 percent of national GDP. Sample includes
59 low-income countries and 56 other developing countries.
donors should be made aware. Financing
Average damage per disaster is based on unweighted averages of country ratios of damage to GDP.
A shock is defined as a decline of at least 10 percent in the real export price from the previous year's
from the IMF itself would continue to be a
level. Sample includes 37 low-income countries and 27 other developing countries. Oii-exporting countries
relatively small part of the international
and small developing states are excluded.
Average loss per shock is based on unweighted averages of country ratios of earnings loss to GDP.
effort to help countries hit by shocks, both
because it is generally less concessional
tion. For some very heavily indebted countries, even highly
than financing from other sources and because many of the
concessional loans may not make sense, and grants may be
actions required to reduce vulnerability to shocks generally
the only option.
do not fall within the IMF's purview.
Achievement of the MDGs will be a major challenge for
Where does the IMF fit in?
both low-income countries and the international commuAgainst the backdrop of the international community's drive
nity, which has pledged to support their efforts. It is increasto meet the MDGs, the IMF has recently reviewed its role in
ingly recognized that exogenous shocks can derail countries'
helping low-income countries. To achieve the MDGs, these
efforts to achieve these goals. Low-income countries must
countries must achieve high, sustained growth. But even if
address their structural weaknesses, which have contributed
they are taking all the right steps to reduce poverty and boost
to their vulnerability. Those that experience frequent natural
growth, they can be hit by an external shock and suffer an
disasters or negative trade shocks need to build insurance
against them into their policies by, for example, accumulateconomic setback. Already, the IMF helps countries devise
ing a high level of foreign exchange reserves and maintaining
appropriate macroeconomic policies before and after a shock
prudent fiscal policies.
and often provides financial assistance. But its role can be
strengthened in three principal ways:
The international community also would have to
• Focusing policy advice and technical assistance more systemstrengthen its assistance to the vulnerable countries along the
atically on helping countries prepare for, and respond to,
lines discussed above. The IMF is joining the efforts of others
shocks. Steps are being taken to make the IMF's focus on
in the international community to focus more attention on
preparation for shocks more systematic. The staff will
this issue by reinforcing, in its areas of expertise, low-income
encourage better accounting, in the context of arrangements
member countries' efforts to reduce their vulnerability and
under the Poverty Reduction and Growth Facility (PRGF),
to respond better when shocks do occur so that the damage
is contained. •
for the risk of shocks and assist country authorities in developing contingency spending plans as part of their poverty
reduction strategies. Guidelines on debt sustainability are
Nancy Happe is a Division Chief and Mumtaz Hussain and
also being developed for new borrowing by low-income
Lame Redifer are Economists in the IMF's Policy Development
countries and take into account how the external debt posiand Review Department.
tion affects the authorities' flexibility in responding to a
shock. With technical assistance from the IMF, which focuses
For a more detailed discussion of these issues, see the paper "Fund
on strengthening the institutional framework, low-income
Assistance for Countries Facing Exogenous Shocks" (Washington:
countries can better arm themselves against shocks. The IMF
International Monetary Fund, 2003), available at http://www.imf.org/
can provide policy advice and technical assistance to
external/np/pdr/sustain/2003/080803.htm
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Hanoi: Government engineers
inspect a floating bridge being
constructed across the Red River
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Policv to
Spur Growth

When reducing
fiscal deficits
makes sense for
low-income
countries

Emanuele Baldacci, Benedict Clements, and Sanjeev Gupta

O

NE OF the central tenets of
macroeconomics is that fiscal
policy can be effective in stimulating aggregate demand and
reviving a stagnant economy. At the same time,
a growing body of research—based primarily
on industrial countries—suggests that there
are circumstances in which expansionary fiscal
policy cannot be used to pull an economy out
of a recession. In particular, when levels of
public debt are already high, increasing the
budget deficit may lead to lower private sector
investment and private consumption, negating
the effect of higher public sector spending or
tax cuts on aggregate demand.
In fact, several studies of OECD countries
have shown that reducing fiscal deficits can
accelerate growth when the level of public
debt is high and unsustainable. Reduced
government borrowing to finance deficit
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spending pushes down interest rates generally, thereby encouraging investment. Lower
interest rates also raise asset values, and this
"wealth effect" encourages private consumption and investment. Furthermore, shrinking
deficits lead the private sector to reduce its
estimates of current and future tax liabilities,
providing a further boost to investment and
consumption.
These studies also indicate that how
deficits are reduced is important. Fiscal
tightening that is achieved primarily by cutting subsidies, transfers (such as pensions),
and the government wage bill tends to last
longer and can be expansionary, while fiscal
tightening achieved by increasing taxes and
cutting public investment tends to be contractionary and unsustainable.
What has yet to be explored in depth in
the literature is how relevant these concerns
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What is the causal relationship between
expenditure composition, fiscal adjustment, and growth? Using an econometric
model (see box on page 30) that examined
the impact of several fiscal variables (such
as the fiscal deficit and budget composition) and other control variables (including
private investment, school enrollment, and
labor force participation) on real per capita
GDP growth in the 39 countries, we found
that, on average, fiscal adjustment did not

Real per capita GDP growth

(percent)

(percent)
Real per capita GDP g

Public finances and growth

Real per capita GDP growth

Real per capita GDP growth

dampen growth. A 1 percentage point of GDP improvement
are to developing countries, and low-income countries in
in the fiscal balance had a significant positive impact on the
particular. For example, do these findings imply that lower
rate of GDP growth, raising it by at least one-fourth of a perbudget deficits are good for growth? Should low-income
centage point (Chart 1).
countries cut public spending, which typically represents a
relatively low share of their GDP? These issues have taken on
Expenditure composition was critical. An increase in spendgreater prominence in recent years, as some have argued that
ing on government wages and salaries had a negative impact
fiscal policy in IMF-supported programs is too tight, causing
on growth, while expenditures on other goods and services
low-income countries to forgo economic growth in the name
and capital projects tended to raise the growth rate signifiof fiscal austerity.
cantly. Quality fiscal adjustments, based on the reallocation of
public expenditure to more productive uses and the reduction
These questions are not easy to answer because the chanof budget deficits, were thus conducive to higher growth in
nels through which fiscal policy affects growth are complex,
countries with unfavorable macroeconomic conditions.
and other factors—especially macroeconomic policies and
the quality of governance—also enter into the equation.
How deficits were financed also mattered. Domestic financUnfortunately, empirical research on the relationship
ing tended to hamper growth. A 1 percentage point of GDP
between fiscal policy and growth in low-income countries
increase in domestic financing reduced the per capita growth
has been scant, in large part because of limited data. We
rate by one-third of a percentage point. The estimated effect of
therefore studied 39 low-income countries with IMFfinancing a fiscal deficit with external (mostly concessional)
supported adjustment programs during the 1990s, addressfunds was smaller and could be offset by directing spending
ing the following questions:
toward externally financed capital projects.
These results did not hold for all the countries in our sam• What was the impact of the fiscal stance, expenditure
ple, however—in particular, those that had already achieved
composition, and budget financing on economic growth in
a modicum of macroeconomic stability (including low inflalow-income countries with IMF-supported programs?
tion). For example, we did not find a positive relationship
• How did these and other factors affect the persistence of
between fiscal consolidation and growth in Benin, The
fiscal adjustments?
Gambia, Lesotho, the former Yugoslav Republic of
• Through which channels did fiscal consolidation affect
Macedonia, Senegal, or Tanzania, which all had fiscal deficits
growth?
(after grants) of less than 2.5 percent of GDP in the 1990s.
In our sample, the IMF-supported programs targeted relatively small reductions in budget deficits,
on average, and sought, among other
things, to improve the composition of pubChart 1
lic expenditure and revenues. On average,
Growth increases as the budget moves into surplus
budget deficits were reduced by less than
Capital spending increases also boost growth, but increases in domestic deficit
one-half of a percentage point of GDP durfinancing and in the government wage bill depress growth.
ing the period, with cuts in government
(percent)
(percent)
spending—particularly current expenditures (such as spending on wages and
salaries)—accounting for most of the
reduction. Overall, government revenue
collection remained stable over the period.
On average, the countries in the sample
experienced annual per capita income
growth of 0.5 percent during the 1990s.
Budget balance as percent of GDP1
Domestic financing as percent of GDP

Capital expenditure as percent of GDP

Wages and salaries as percent of GDP

Source: Authors' calculations.
Note: Data are for 39 countries with IMF-supported programs, 1990-2000.
v Budget balance equals revenues minus expenditures; negative balance is a deficit, positive
balance a surplus.
1

Finance & Development December 2003

©International Monetary Fund. Not for Redistribution

29

lasted. Higher wages and salaries and larger
transfers and subsidies increased the probability
that a fiscal adjustment would be short-lived,
while allocating more public spending to capital
outlays raised the odds that adjustment would
be maintained. This finding is consistent with
our econometric results on the impact of expenditure composition on growth.
The size offiscaladjustment also mattered. In
particular, countries with larger cumulative
reductions in the deficit were more likely to continue their adjustment efforts than others. There
appeared to be little evidence of "adjustment
fatigue," perhaps because a larger fiscal adjustment signaled the authorities' commitment to
continuingfiscalconsolidation.
Initial conditions also tended to be important. Countries with the most unfavorable initial fiscal conditions—precisely the countries
that needed adjustment the most—were the
least likely to be able to sustainfiscalconsolidation. In a similar vein, we found that countries
with a history of fiscal consolidation failures
were more likely to end fiscal adjustment than
countries with a more credible history of sustained fiscal deficit reductions. This is because
it takes time for countries to build the
credibility of, and gain support for, their policy stance.
Finally, countries that experienced slower growth were more
likely to end a fiscal adjustment, demonstrating the difficulty
of sustaining fiscal consolidation in a weakening economy.
Governments that supported fiscal consolidation by
strengthening revenue efforts were less likely to end a fiscal
adjustment. This result is at variance with the findings for
OECD countries, where adjustments based on higher tax
revenues were less successful. However, the low-income
countries in our sample that accelerated the pace of tax revenue collection—countries can increase their tax revenues by
improving tax administration, eliminating exemptions, and
curbing tax evasion, as well as by increasing tax rates—had
more persistent deficit reductions.

Methodologies used in the studies
The results are based on different econometric methods. Data for the studies comprise "pooled" information (both time series and cross section) for
39 countries during 1990-2001. A number of issues arise when such
pooled data are used in a regression framework. First, there is a need to
account for unobserved country-specific factors. Second, there may be
two-way causality between fiscal policy and growth because, when economic growth slows down (and GDP declines), the ratio of government
spending to GDP may increase if spending is fixed in nominal terms in the
budget. To control for the above-mentioned issues and check the robustness of the results, we used different econometric techniques. In particular,
we used the general method of moments (GMM) estimator to address
two-way causality, as well as a method to control for the presence of outliers (robust regression) to check the sensitivity of the results to these
extreme observations.
For the study on the transmission channels, a recursive system of equations
was estimated using G M M . This system allows a decomposition of the total
effect of fiscal variables and other determinants of growth into their direct
and indirect components. To study the persistence of fiscal consolidations, we
used a relatively new approach-—survival analysis. This technique attempts to
estimate the probability of ending a fiscal consolidation episode. We then
regressed this probability on various factors that have an impact on the persistence of adjustment. To assess the robustness of these results, we checked the
consistency of the results under alternative estimation techniques.

In these countries, increases in selected expenditures—such
as nonwage current spending on operations, maintenance,
and public investment—were compatible with higher
growth, and, more important, domestic financing of deficits
did not hamper economic growth, in contrast with countries
that had not yet achieved macroeconomic stabilization.
The longer-lived, the better

A fiscal consolidation that persists over time has the greatest
positive effect on growth. In general, longer-lived fiscal consolidation helps secure macroeconomic stability by reassuring
investors that taxes and interest rates will not rise to finance
future fiscal imbalances. A short-lived fiscal consolidation, in
contrast, is less likely to have a payoff for growth, because it
signals that the initial improvement in public finances cannot
be maintained and might be reversed in the medium term. An
understanding of what makes fiscal consolidation persistent is
therefore essential to unraveling how it influences growth.
Our study attempted to assess this by estimating the duration of fiscal adjustment episodes—periods in which the fiscal deficit was reduced by at least 1.5 percent of GDP a year.
We found that most fiscal consolidation episodes lasted only
a year, and only one-fourth of them lasted more than two
years (Chart 2). The short duration of most fiscal adjustments had unfortunate consequences for fiscal sustainability
and economic growth.
The greater the shift in public spending from current
expenditures to capital investment, the longer the adjustment
30

Channels

The estimation of the direct and indirect effects of fiscal
deficit reductions on growth suggests that these channels in
low-income countries are different, in many respects, from
those that operate in OECD countries.
In low-income countries, fiscal adjustment leads to higher
growth rates mostly through increases in factor productivity.
Fiscal consolidation also tends to stimulate private investment, as in OECD countries, but for different reasons.
• The most important transmission mechanism through
which fiscal adjustment stimulates growth in low-income
countries is factor productivity. When public funds are not
used efficiently and public sector productivity is low,
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Chart 2

Short-lived measures
Most fiscal consolidation episodes do not last more
than one year.
(percent of fiscal adjustment episodes)

Duration (years)
Source: Authors.
Note: Data are for 39 countries with IMF-supported programs, 1990-2000.

improving the composition of spending can spur economic
growth.
• Low-income countries rely largely on external concessional funds for financing their deficits. This means that private investment in these countries is less responsive to
interest rates. Fiscal consolidation can stimulate private
investment by reducing the size of government when governance is poor. Poor governance undermines the ability of the
government to provide public services efficiently.
• In low-income countries, initial macroeconomic conditions play a critical role. In countries that have not yet achieved
macroeconomic stability, reining in inflation and narrowing
budget deficits are paramount for promoting growth. In our
sample, fiscal consolidation had an indirect impact on private
investment (and thus growth) by slowing inflation in countries
with inflation rates exceeding 20 percent a year.
Conclusion and policy implications

The results of our studies demonstrate that fiscal policy has
to be tailored to country-specific conditions to foster
growth. That is, a uniform approach to fiscal policy—in
which all countries are counseled to reduce their deficits
under all circumstances—is not appropriate. In practice, the
IMF's fiscal policy advice does recognize the heterogeneous
conditions of different countries, as confirmed by a recent
study on fiscal adjustment in IMF-supported programs by
the IMF's Independent Evaluation Office.
Although fiscal policy works differently in low-income
countries than in OECD countries, fiscal adjustment can also
spur growth in the former. Given that a reduction of 1 percentage point in the ratio of the fiscal deficit to GDP led to
an average increase in per capita growth of at least onefourth of a percentage point in the countries we studied, it is
possible that a reduction in the average deficit in low-income
countries from about 4 percent of GDP to 2 percent of GDP
could boost per capita growth by about1/2-1percentage
point a year in fiscally vulnerable countries.
Expenditure composition also plays an important role in
promoting economic growth: fiscal adjustment that reduces

unproductive expenditures and protected public investment
has proved to be more sustainable and more likely to result
in faster growth. Another important factor is how deficit
spending is financed: in our sample, fiscal adjustment based
on reducing domestic financing had about one and a half
times the effect on growth as adjustments based on reductions in both domestic and external financing. However,
low-income countries that already enjoy macroeconomic
stability can afford to increase selected current expenditures,
provided that concessional financing is available and that
resources are spent productively—for example, on infrastructure and poverty reduction projects.
Finally, given the impact of governance on productivity
and the importance of increases in total factor productivity
in boosting economic growth, institutional reforms that
foster good governance are critical to achieving sustained
growth. Sound fiscal and macroeconomic policies can contribute to improving governance. However, expenditure
reforms need to be sequenced correctly to ensure that such
policies support faster growth. For example, civil service
reforms entailing a decompression of the pay scale to
attract more skilled staff could be too costly for countries
with large fiscal imbalances but may have a positive payoff
for growth once a country has achieved a sound fiscal
position. •
Emanuele Baldacci is an Economist, Benedict Clements a
Deputy Division Chief, and Sanjeev Gupta an Assistant
Director in the IMF's Fiscal Affairs Department.
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Overcoming

the Obstacles

What will it take to lift the world's neediest out of poverty?

W

ITH the international community agreed
on the Millennium Development Goals
(MDGs), the debate is now focusing on how
to raise the resources necessary to help poor
countries achieve them. Aid in itself will not be enough to
make substantial progress (see box). Rather, it is part of a
larger agenda whose other main components are trade and
debt relief. And sustained action on these three fronts—aid,
trade, and debt relief—must be accompanied by better policies and governance in developing countries so that all available resources are used productively to encourage economic
growth and improve conditions for the poor.
Against this backdrop, F&D wanted to find out what some
of the key players thought were the main obstacles to reaching
the MDGs. We spoke to the Catholic Agency for Overseas
Development, a U.K. nongovernmental organization that has
campaigned hard for further debt write-offs for the heavily
indebted poor countries; Norway, one of the top five aid
donors; and Bangladesh and Mozambique, two developing
countries that have made good progress in implementing economic reforms and have also been able to continue servicing
their debt.

The road from rhetoric to reality
Hilde F. Johnson

Minister of International Development, Norway
The MDGs have given us new hope—perhaps unprecedented—for the future of the millions who live under unacceptable conditions. For the first time, world leaders have
agreed to make a difference for the poor around the world.
From New York to Nairobi,fromParis to Pretoria,fromOslo to
Ouagadougou, they have agreed on a common agenda to fight
poverty and hunger. The MDGs are built on a wealth of political capital from all corners of the world. This capital must be
spent wisely and swiftly on concrete actions to help the poor.
Our task is fourfold: creating a better trade, debt, and
investment framework that allows for a more level playing
field for developing countries; strengthening poverty reduction and pro-poor growth policies in developing countries;
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securing more and better coordinated development assistance; and encouraging business and civil society to play a
greater role in fighting poverty. The MDGs must become
guidelines not only for assistance and development policy
but also for our overall political priorities. Coherence is
essential for making progress on poverty.
Over the past decade, 54 countries have become poorer,
while the gap between rich and poor countries has
increased. The state of affairs in poverty alleviation has
shocked us all to speak out and unite behind the MDGs.
Political leaders and the public agree that the goals must and
can be reached. This is a challenge and an opportunity of
millennial proportions.
In Norway, we have been working hard to move in the
right direction. We have virtually eliminated tied aid, as well
as quotas and tariffs on products from all of the least developed countries. We are working on measures to improve
market access for products from other developing countries.
The events in Cancun illustrate the need for reforms in the
international trade system. We remain strong supporters of
the Heavily Indebted Poor Countries (HIPC) Initiative and
other debt relief measures, knowing full well that such measures, coupled with appropriate social and economic
reforms, make it possible for poor countries to increase
investment in key sectors like health and education. Last, but
not least, we aim to increase our overseas development assistance spending from its current level of 0.93 percent of GNP
to a full 1 percent by 2005. This must be combined with a
joint international effort for better and more efficient aid.
The primary responsibility for reaching many of the
MDGs rests—as it must—with the developing countries.
Without good governance and solid poverty reduction
strategies in each country in need, millions of aid dollars will
do little lasting good. But the rich countries must take
responsibility for a trade and investment system that is failing the developing world, a fragmented and flag-touting
donor society that frequently earns the "circus" label, and aid
budgets that remain woefully inadequate.
The MDGs can be reached only if both the developed and
the developing countries ensure that all policies, domestic
and international alike, take into account the common goal
of poverty reduction. Not as an afterthought. Not as a matter
of secondary importance. But as a litmus test of the sustainability of our political choices. It is this test we have to pass.
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Promises, promises . . .
Rethink debt sustainability criteria
Henry Northover

Policy Analyst, Catholic Agency for Overseas
Development
It's crunch time for the World Bank and the
IMF's financing strategy for low-income countries. The international financial institutions
are facing a stark choice that will soon test the
political will behind their stated aim of ensuring that low-income countries achieve both
manageable debt burdens and the MDGs.
Three low-income countries coming before
the Bank and the IMF present a problem for
existing debt and aid policies. Niger, Rwanda,
and Ethiopia have debt stocks pushing at the
limits of their debt sustainability thresholds as
defined by the HIPC Initiative. They also need
additional resources if they are to finance their
poverty reduction strategies and meet the
MDGs. But the only additional financing available to them is in the form of new borrowing.
And even if they borrow at the most concessional rates, they will move back into unsustainable positions. So the stark choice facing
the Bank and the IMF is this: either they allow
these HIPCs to break through their officially
recognized debt sustainability ceilings or the
countries do without the requisite finance and
miss out on achieving the MDGs.
The fundamental problem lies with the criterion used to assess debt sustainability under the
HIPC Initiative. At the moment, HIPC determines a country's debt sustainability by comparing its debt stocks against its annual export
income. However, for most low-income countries, exports are an extremely volatile variable
subject to the vagaries of weather, commodity
price fluctuations, and economic shocks.
Debt campaigners argue that, tragically, a far
more stable way to judge the level of affordable
debt servicing is to balance debt-servicing obligations against the obligation to finance poverty
reduction programs. Our proposal is to assess
debt sustainability by how much finance governments need for their poverty reduction programs or the MDGs and to use debt relief as a
way of closing any funding gaps.
In a recent paper (Northover, Ladd, and
Lemoine, "Debt and the Millennium Development Goals," www.cafod.org.uk/policy), aid
agencies argue for a new comprehensive MDG

For years, the UN has been encouraging countries to provide 0.7 percent of
their gross annual income in development aid, and industrial countries
reaffirmed their commitment to this goal at the UN conferences in
Monterrey and Johannesburg. But, so far, only five countries—Denmark,
Luxembourg, the Netherlands, Norway, and Sweden—meet that target.
The good news is that official development assistance (ODA) is recovering
from the all-time lows recorded in the past three years. In 2002, donor
countries in the OECD Development Assistance Committee increased
their ODA by almost 5 percent in real terms, raising it from 0.22 percent of
gross national income to 0.23 percent. This rise included a 12 percent
increase in U.S. aid to $12.9 billion, and a 3 percent increase in aid from the
European Union (EU) to $29.1 billion. Also in 2002, this group of countries provided $57 billion in aid to developing countries.
But a number of estimates point to a need for at least $50 billion a year
in additional aid to reach the MDGs. Reaching this sum would require
almost a doubling of current aid levels. And because the international
community has so far committed itself to increasing aid by only $16 billion
annually by 2006, this leaves a sizable financing gap still to be filled.
What are the prospects that this gap can be filled in time to meet the
goals by 2015? According to the OECD, the outlook is more positive than it
has been for some time. Following commitments from most donors at the
Monterrey conference, aid volume is expected to increase by about 30 percent in real terms by 2006. The EU, for instance, has pledged to increase its
development assistance budget from 0.33 percent of EU countries' GDP to
0.39 percent by 2006. But even if these projections materialize, more
money will be needed if the $50 billion figure is to be reached. The quality
of aid must also be improved. Aid must be untied, and flows must become
more predictable, so recipient countries can plan ahead. Donors must
become better at coordinating their efforts. And then there is the question
of whether aid should be provided in the form of loans or grants. Many
low-income countries already have a high debt burden, and some countries
that have benefited from debt reduction under the Heavily Indebted Poor
Countries (HIPC) Initiative are in danger of once again having their debt
become unsustainable.
Apart from its commitment to increase ODA, the international community has so far failed to agree on a common approach to the financing
question. Even so, there are several proposals on the table. For example, the
United States is pressing multilateral development banks—including the
World Bank—to provide more aid in the form of grants. The United
Kingdom last year proposed an international financing facility that it says
would double aid flows from $50 billion to $100 billion annually by
enabling donor countries to borrow from international capital markets.
The UN, in its 2003 Human Development Report, is calling for a new compact involving all development partners. It says the guiding question
should no longer be: What can be achieved within the bounds of current
development assistance? but instead: What levels and types of donor assistance are needed to achieve the MDGs, and will countries make effective
use of that assistance? The report also encourages the World Bank and the
IMF to help low-income countries mobilize the resources necessary to
reach the goals, rather than telling countries to "lower their sights."
As all contributors to the debate on how to reach the MDGs agree, however, more aid is not an answer in itself. Progress on other fronts, including
trade and debt relief, will have to be made if the world's poor are to be
better off by 2015.
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financing and debt sustainability strategy. We argue that the
starting point should be determining the costs of lowincome countries' poverty reduction strategies or of the
MDGs. When debtor countries have an outstanding deficit
between their net feasible revenues and MDG expenditures,
enhanced levels of debt relief and aid should be mobilized to
bridge the funding gap.
The Bank and the IMF are also considering reforming
their debt sustainability criteria. They are looking at a more
complex set of variables than that used in the HIPC
Initiative. This is to be welcomed, but with strong caveats.
Any new approach using multiple criteria must make
financing poverty reduction programs a top priority. There
are two things the Bank and the IMF must do if their stated
commitment to the achievement of the MDGs is to be taken
seriously. First, they need to recognize that current debt
stocks will have an impact on future external financing
requirements. As a first step toward meeting the MDGs, most
low-income countries need further debt write-offs. Up-front
debt relief invested in good national poverty reduction
strategies is a cheap, efficient, and effective form of resource
transfer that will lighten future borrowing needs. Second,
future borrowing strategies need to be made coherent with
the MDGs. For instance, borrowing levels should be calibrated according to the levels of future debt servicing that
are optimal for maximizing economic growth prospects consistent with achieving the first Millennium Goal.
But, ultimately, any rethinking by the international financial institutions will be determined by the joker in the
pack—the political will of official donors. As nongovernmental organizations, we are adamant that it is not politically
tenable for the donor community to give rhetorical support
to the achievement of the internationally agreed poverty targets while refusing to implement the means by which to
mobilize the outstanding financial support.

Moving beyond consensus
Luisa Diogo

Minister of Finance, Mozambique
The growing consensus on the MDGs is important and
necessary, but it is not sufficient for effecting the social and
economic transformation required for a significant improvement of welfare in developing countries.
General policy recommendations are abstract. To achieve
the MDGs, developing countries must deepen their knowledge and innovate, design, implement, assess, adjust, and
exercise ownership over their poverty reduction strategies,
policies, plans, programs, and projects—which have to be
tailored to the specific conditions of each country. Only if
34

they do this serious work will they be able to formulate feasible strategies, policies, and programs that have a chance of
being successfully implemented.
Over the past five years, Mozambique has been reshaping
and (progressively) carrying out social and economic policies in pursuit of its main objective—poverty reduction
through social and economic development.
A household survey carried out in 1996/1997 showed that
absolute poverty was pervasive in Mozambique, with 70 percent of Mozambicans living below the poverty line. The high
incidence of absolute poverty was associated with high illiteracy rates, low levels of education, and gender inequality in
access to education; endemic diseases and a growing HIV
infection rate; malnutrition; high infant and maternal mortality rates; lack of access to health care, fresh water, and sanitation; weak physical infrastructure; low productivity;
environmental damage; vulnerability to natural disasters;
regional imbalances; and high fiscal and external
dependence.
The survey's findings led the government to deepen its
commitment to improving the welfare of Mozambicans.
Poverty reduction was explicitly adopted as a central objective of the five-year plan for 2000-2004. Mozambique's
Poverty Reduction Strategy Paper (PRSP) serves as the main
medium-term planning instrument and is one of the supporting documents for the elaboration of annual planning
instruments, which are approved by Mozambique's
Parliament. Hence, Mozambique's poverty reduction strategy is continuously subject to adjustment.
Priority programs are concentrated in six areas: education,
health care, basic physical infrastructure, agriculture and
rural development, good governance, and macroeconomic
management. Environmental sustainability is another main
concern, and the government is making efforts to ensure that
the rules it has adopted in this area are followed by all institutions and investors. By selecting these priorities, the government has assumed responsibility for building human,
physical, and institutional infrastructure, as well as for providing critical basic services and encouraging private initiative and investment. And, by doing so, it hopes to spur the
kind of broad-based, inclusive economic growth that is critical to job creation and the reduction of poverty.
The government has adopted indicators that enable it to
continuously monitor and evaluate its programs. At present,
the education and health indicators are the most advanced.
To monitor the incidence of poverty, the National Institute of
Statistics (INE) plans to conduct household surveys every
five years. A household survey similar to the one carried out
in 1996/1997 to guarantee comparability has been under way
since mid-2002. The preliminary results will be available at
the end of 2003. In the meantime, the INE has delivered the
findings of a limited survey on basic welfare indicators.
Within this framework, progress toward the MDGs is
monitored through a broad subset of indicators related to
the absolute incidence of poverty, the prevalence of
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Doing repairs in a Mozambique workshop

HIV/AIDS and the number of children orphaned by the disease, the incidence of underweight children, access to fresh
water, school enrollment and dropout rates, gender equity
in schools, infant and maternal mortality, and malaria
mortality.
Although Mozambique may meet the targets in its own
programs, it may not be able to meet the MDGs at the same
time. To do so, it will have to improve the effectiveness and
efficiency of public services and vigorously and systematically update its PRSP. But, even if Mozambique becomes
more efficient, it does not have the resources it needs to
accelerate progress toward meeting the MDGs. Poverty limits
Mozambique's ability to raise sufficient domestic resources,
and it is therefore likely to require substantial predictable
medium- and long-term inflows of concessional foreign
financing. The likelihood of this happening is slim, however,
given the downward trend of ODA flows.
Additionally, the conditions imposed by the Bretton
Woods institutions on their loans to the developing countries and the advice they offer are due for a change: the stringent targets these institutions set for developing countries'
primary balance may prevent the use of foreign resources
needed for critical infrastructure programs. To accelerate
radical changes in the poorest countries, the Bretton Woods
institutions must reassess these targets, while developing
countries need to eliminate their dependence on aid, which
will require fiscal reform—a critical need in Mozambique—
and time.

Moreover, the urgent need for a more favorable international trade environment for poor countries cannot be overlooked. Delays in the elimination of tariff and nontariff
barriers and subsidies, particularly in the agriculture sector,
have impeded the social and economic change needed if
poor countries are to experience the faster economic growth
that can bring them closer to reaching the MDGs.

Free and fair trade should back MDGs

M. Saifur Rahman
Minister of Finance and Planning, Bangladesh
In recent years, Bangladesh has made great strides. During
the 1990s, economic growth averaged 5 percent a year, with
per capita GDP growing by an impressive 3.3 percent. At the
same time, we achieved remarkable success in reducing
poverty in all its dimensions: the share of the population living below the poverty line declined from 59 percent to
50 percent, and significant improvements were made in
enrollment rates and infant mortality. Compared with the
development records of other low-income countries in the
region and elsewhere, this is a unique success achieved
despite many challenges.
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A good rice crop in Bangladesh

We have aligned our development objectives with the
MDGs and, earlier this year, developed a homegrown
interim PRSP that outlines the policies we intend to implement to meet our development goals. In the strategy document, economic growth is targeted to rise from 5 percent to
6-7 percent so that the proportion of the population living
in poverty can be halved by 2015.
The current government took on the task of advancing
development from the day it entered office in October 2001.
It first had to confront the onerous task of managing a weakened economy. Economic mismanagement of the previous
regime had opened up economic fragilities, which left
Bangladesh fully exposed to external shocks caused by the
faltering global economy. Against this backdrop, the government implemented a set of pragmatic recovery programs,
including improvement of budget management and deficit
reduction, rationalization of economic policy, and reforms
in state-owned enterprises, trade, and the banking sector.
The Bangladesh taka was floated successfully.
Implementation of these reforms required significant and
sometimes painful efforts, but the benefits were substantial and
universal. Economic stability and growth momentum were
restored. GDP growth in 2002-03 was around 5.3 percent, and
inflation was contained to 4.4 percent. Reversing the negative
growth of the previous year, exports grew at the respectable
rate of 9.5 percent, and international reserves, which had fallen
to precariously low levels when this government assumed
office, have since doubled. According to the latest UN Human
Development Report, Bangladesh has graduated from the lowest
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human development category to the medium human development category. The World Bank has markedly increased its
financial support to Bangladesh on the basis of the improved
performance. In addition, we have secured a loan from the IMF
under the Poverty Reduction and Growth Facility.
Looking ahead, we are well aware that there is no quick fix
for poverty. Good governance, sound macro policies, and people's participation are cornerstones of our development strategy. But they are not enough. Like other low-income
countries, Bangladesh needs huge investment for the development of physical infrastructure and human resources. And like
those countries, Bangladesh has to rely on external sources for
financing of key investments. In this context, we appreciate the
support of the World Bank and the IMF for the ongoing
reforms in Bangladesh. However, the IMF and the Bank need
to be more flexible and take better account of the dynamic
socioeconomic and political constraints to reform in a democratic country. Support should be provided in a forward-looking manner, taking into consideration what can be achieved,
and not be singularly focused on the track record so far.
We would also like to encourage the IMF, in its role of
"gatekeeper" for mobilizing donor support for low-income
countries, to go beyond its traditional core areas and actively
coordinate efforts of other development partners. Bangladesh
also needs preferential access for its exports to the markets of
developed countries. The Bank and the IMF will have to play
a greater role, not only in mobilizing concessional aid,
but also in ensuring free and fair trade for the developing
countries. •
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BASICS

The Global War on Poverty:

TY

Prakash Loungani
"4 HE U.S. government declared war on poverty,
and poverty won," former U.S. President Ronald
Reagan famously quipped, referring to the limited progress in reducing U.S. poverty in the
aftermath of President Lyndon Johnson's 1964 "war declaration." Johnson said he had launched his War on Poverty
"because it is right, because it is wise, and because, for the first
time in our history, it is possible to conquer poverty."
When was the global war on poverty declared, what are its
goals, and who's winning?

^ \ f

•

Global goals
Reducing poverty around the globe—and particularly in the
developing countries—has been a goal of governments and
the international community at least since the Second World
War. But in 1973 Robert S. McNamara, then president of the
World Bank, announced a major escalation by calling for
extreme poverty to be eradicated by the end of the twentieth
century:
"It was Bob [McNamara] who, in his famous Nairobi
speech in 1973, proposed the term 'absolute poverty'. . . as a
condition of deprivation that 'falls below any rational definition of human decency.' For all of us in the development
community, his call to action in the fight against poverty still
rings in our ears," said World Bank President James
Wolfensohn.
In 2000, the international community, under the auspices
of the United Nations, agreed on the Millenium Development Goals (MDGs), the first of which sets up a very explicit
marker in the global war on extreme poverty:
Target 1: Halve, between 1990 and 2015, the proportion of
people whose income is less than one dollar a day.
Victory at hand?
Thirty years after McNamara's speech, reports from the
World Bank and the United Nations Development Program
(UNDP) suggest that, unlike Reagan's characterization of the
U.S. war, the global war on poverty has gone quite well.
Though McNamara's goal of global eradication of extreme
poverty by 2000 was not met, the UNDP noted in its 1997
Human Development Report that world poverty had fallen
more in the last 50 years than in the preceding 500 years;
humanity, the report added, is in the midst of "the second
great ascent," the first being the rapid spread of prosperity in
the United States and Europe associated with industrialization, which had begun in the late eighteenth century.
The World Bank's 2004 World Development Report projects
that, by 2015, the global incidence of extreme poverty—the
38

percentage of the world population that is classified as having
incomes of less than $1 a day—will be under 15 percent, a
halving from 1990. Thus, the poverty target of the first MDG
is likely to be met (Chart 1, left panel).
These reports from the front have provoked a variety of
responses. Some accuse the World Bank of snatching defeat
from the jaws of victory: the poverty target, they claim, has
already been met (see Zettelmeyer, "Bhalla vs. the Bank,"
F&D, June 2003). Others ask why successive World Bank
reports have often contradicted one another on the extent of
poverty reduction and urge that the data be open to outside
inspection so "that the scorecard can be credibly tallied" (see
Deaton, "Is World Poverty Falling?" F&D, June 2002).
But even before one gets to these debates, there are reasons
to worry that the achievement of the MDG poverty target
could well be treated by many in civil society as a hollow victory. Why? Because, according to Cornell University economist Ravi Kanbur and others, the basic concepts that
economists use to think about poverty differ from those that
seem natural to civil society. Three differences stand out.
Counting the poor
First, while economists focus on the incidence of poverty, or
the proportion of people who are poor, civil society activists
may focus more on the absolute numbers of poor. Neither
view is demonstrably the right one, and progress reports on
the global war on poverty could be quite different depending
on which measure one chooses to focus on.
If the World Bank projections turn out to be right, the number of poor people in 2015 will be 800 million (Chart 1, right
panel). Coincidentally, this is the same figure that Robert
McNamara used in his 1973 speech as an estimate of the number of poor 30 years ago. To most economists (and many others), the remarkable fact is that the number of poor would not
have increased despite an increase of over 50 percent in the
world's population over the same time span.

Chart 1

On target

The poverty target is likely to be met, though 800 million
people will still be poor.
Global incidence of poverty
(Dercent)

Number of poor
(millions)

Source: World Bank.
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Who's Winning?
But civil society could see constancy in the number of poor
as a sign of failure. With the absolute number of poor still so
high, nongovernmental organizations (NGOs) and others
working directly with the poor are unlikely to perceive much of
a drop in the number of people turning up at soup kitchens,
the number of homeless people who need shelter, or the number of street children. NGOs are likely to be incredulous about
claims that significant advances have been made in reducing
poverty because the reality they know is so different.
Aggregates conceal

A second reason for dissatisfaction is that even though the
global incidence of poverty is declining, there are wide
regional, national, and subnational disparities.
In sub-Saharan Africa, the incidence of extreme poverty
has actually increased in recent years, and in 2015 nearly one
in every two people is expected to be poor: the incidence of
poverty is projected at over 45 percent (Chart 2, left panel),
essentially unchanged from 1990. In absolute numbers, subSaharan Africa is expected to have 400 million poor in
2015—an increase from 240 million in 1990—and account
for half of the world's projected poor (Chart 2, right panel).
In sharp contrast, both the incidence of poverty and the
absolute number of poor in east Asia will have registered
stunning declines by 2015.
Not only are such disparities across major regions of the
globe likely to persist, but there are sharp disparities within
countries that have done well in the aggregate. Some countries, like Ghana, have had years of declining overall poverty
incidence but a sharp increase in poverty incidence around
the capital. Other countries have seen trends in urban and
rural poverty move in opposite directions; an example was
the increase in the Chiapas region of Mexico at a time when
national poverty rates were declining. In Sudan, declines in
Chart 2

Regional disparities
Poverty in sub-Saharan Africa is expected to remain crushingly
high, in contrast to progress elsewhere.
Projected in 2015
Regional incidence of poverty
(percent)

Source: World Bank.

(millions)

Number of poor

poverty have been concentrated among the Christiandominated minority population in the south while the
Muslim-dominated majority in the north has lagged behind.
So, while it is useful to have widely aggregated measures of
the incidence of poverty at the global and national levels
with corresponding targets like the global MDGs, there is
also a need to look beyond the broad picture at the more disaggregated level. The continuing rise in extreme poverty in
sub-Saharan Africa is a tragedy, whether or not the MDG for
poverty reduction at the global level is achieved.
Shifting the goalposts

Third, progress in the war on poverty is much less impressive
if one "shifts the goalposts" and defines extreme poverty as
consisting of an income of less than $2 (rather than $1)
a day. Under this definition of extreme poverty, the global
incidence of poverty is currently over 50 percent and is
expected to decline only to about 40 percent by 2015. In subSaharan Africa, the incidence of poverty in 2015 would be
over 70 percent under this definition.
What is the income threshold beyond which people
should no longer be considered extremely poor? Views vary
across the ideological spectrum, and the question is not one
that can be resolved on objective grounds. Some argue that
poverty should be defined in relation to material conditions
that prevailed in the past, a point made, for instance, by
George Mason University economist Donald Boudreaux:
"Material benefits enjoyed in the past by the super-rich are,
in today's capitalist societies, enjoyed by nearly everyone."
Others take a very different view. The European Union (EU),
for instance, defines as poor anyone whose income is below
50 percent of the EU's median income. While this definition
makes the war on poverty essentially unwinnable, it reflects the
view that poverty should be defined relative to others in society
rather than to an absolute level or a past reference point.
These differing positions explain why, for instance, recent
increases in the U.S. poverty rate evoke such different
responses. Those in the former group argue that, despite the
recent increases in poverty, the material conditions of existence
for nearly everyone in the United States far outstrip those
enjoyed by even the richest people in the past. To those in the
latter group, the increase in the poverty rate in the midst of
affluence is a scandal, and particularly so because, as the United
States becomes more affluent, a very small transfer of resources
from the rich would counter any increases in U.S. poverty.
So, who's winning? Few would deny that progress is being
made in the global war on poverty. But partly because of the
three basic differences in perspective described above, we
should be prepared for conflicting reports from the front on
the extent of the progress and on how much remains to
be done. •
Prakash Loungani is Assistant to the Director of the IMF's
External Relations Department.
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The World's Forests

E

ACH year, forests covering an area the size of
Portugal are converted to other uses, mainly
agriculture. The United Nations Food and
Agriculture Organization, in its Global Forest
Resources Assessment 2000—Main Report, estimates that
during the 1990s, the world lost 95 million hectares of
forests—an area larger than Venezuela—with most of the
losses occurring in the tropics. This figure comprises a
loss of 161 million hectares of natural forests to deforestation, offset by 15 million hectares of afforestation,
36 million hectares of natural expansion of forests, and
15 million hectares of reforestation. Most losses were due
to large-scale conversions (see Chart 1).
These losses are significant because forests provide a complex array of vital ecological, social, and economic goods and
services. About 25 percent of the world's people depend to
some extent on forest resources for their livelihood, and about
500 million people living in or near dense forest—most of
them extremely poor—depend crucially on it for their subsistence or livelihood. The International Labor Organization estimates that forestry and forest product industries provide the
full-time enuivalent of 47 million iobs worldwide.
: . . . m0M!^M&^
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Conservation and production must coexist
Large areas of forests must be protected for their ecological or cultural value. But much of the remainder
inevitably will be used for productive purposes. It is
important that such usage be sustainable. The same
applies to degraded lands, which can be reclaimed for
conservation and production. Grasslands on the island of
Java, for example, that were severely degraded at the turn
of the last century are now forest gardens that fulfill
many ecological functions and support far more biodiversity than the degraded lands they replaced while yielding timber, fruit, spices, and other products.
Community involvement is vital
An increasing awareness that forest-dependent communities—often poor and disadvantaged—must be proactively
involved in the use and protection of forests is producing
a global trend toward vesting ownership of forests with
local communities (see Chart 2). Community participation in decision making and implementation is essential
for good governance, equitable distribution of benefits,
and sustainable resource management.
Chart 2

Conversion to small-scale shifting agriculture

Community ownership and administration of
forests has increased dramatically since 1985

Conversion to small-scale permanent agriculture and other land uses

(millions of hectares)

• Conversion to large-scale permanent agriculture and other land uses
Conversion to agricultural and f<

Souro nd Agriculture Organization of the United Nations,
Global Fo
>urces Assessment 2000 data.

Source: Forest Trends, Washington, D.C.
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Balancing Economic
Demands and Conservation
A growing role for private sector investment

Official development assistance (ODA) accounted for only
a sliver of the funds available for forestry in the mid1990s (see Chart 3) and, since then, has declined sharply.
However, private sector investment—from both domestic
and foreign sources—has been on the upswing, while
direct public sector investment has dropped only slightly.
Given these trends, legal and regulatory frameworks that
support sustainable forest practices must be developed to
promote responsible private sector investment, eliminate
corruption, and develop innovative financing options and
markets for forest environmental services, such as ecotourism, carbon offsets, and tradable development rights.
Economywide policies matter, too

Policy reforms and activities in sectors other than forestry
can often have inadvertent and unrecognized effects on
forests. Broad reforms, such as trade liberalization, can
result in forest destruction if not accompanied by offsetting measures. The adverse effects of agricultural subsidies
(estimated at $300-350 billion globally) in encouraging
unwarranted land conversion are well known, and inappropriate decisions in establishing plantations can have
the same effect. For offsetting measures to be taken, forest
management must become a vital part of overall development planning and economic support programs.

Chart 3

Where the money comes from
(billion dollars, 1993 estimates)

Source: Environmentally and
Socially Sustainable Development Forest Team, World Bank.

Looking ahead

The Global Vision for Forests 2050 project—an
initiative that brought together leading experts, nongovernmental organizations, industry, and donor institutions—yielded the following scenario for a global
closed forest area of 3 billion hectares in 2050 (see
Chart 4): an increase in community-owned and
-managed forests (from 380 million hectares in 2000),
and a significant increase in protected areas as defined
under the World Conservation Union categories I—VI.
The area of state and private production forests under
intensive management would remain roughly the same
as at present, and industrial plantation forests would
increase slightly from 95 million hectares to 100 million hectares.
Chart 4

A possible global forest situation, 2050
(million hectares

Protected areas-World
Conservation Union
categories I-VI

State forests and privately
owned woodlands managed
primarily for timber production

Multiple end use
collaborative/community
owned/managed forests

Plantation forests managed
primarily for fiber and timber
production

Source: Global Vision for Forests 2050 project.
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Bridging the "Great Divide,'

Poorly developed financial systems in the CIS-7 countries
may jeopardize their sustained growth
Gianni De Nicolo, Sami Geadah, and Dmitriy Rozhkov
as the CIS-7. In the past three years, these transition countries—Armenia, Azerbaijan, Georgia, the Kyrgyz Republic,
Moldova, Tajikistan, and Uzbekistan—have achieved good
progress in attaining macroeconomic stability. Yet any measure of financial development would show that the CIS-7 are
still on the wrong side of the divide.
During 1995-2002, the CIS-7 countries grew faster, on average, than other transition economies although they started
erglof and Bolton's stark statement was prompted
with lower per capita GDPs in 1995. Their faster growth thus
by the experiences in the 1990s of several transition
represents a partial catching up with other transition couneconomies, including the seven poorest countries of
tries. But the divide in financial development has not shrunk
the Commonwealth of Independent States, known
(see Table 1). In 2002, the CIS-7 countries recorded the lowest monetary
depth, as measured by the average ratio
Table 1
of M2 to GDP, and the lowest depth of
Measures of the divide
bank
intermediation activity, as meaCIS-7 countries grew quickly during 1995-2002, but financial development did not advance.
sured by the ratio of total banking secAverage real
tor assets, deposits, and credit to the
GDP growth
M2/GDP
Bank assets/GDP
Deposits/GDP
Credit/GDP
private sector, to GDP. In fact, the gap
1995-2002
1995 2002
1995
2002
1995
2002
1995
2002
CIS-7
4.8
14.1
13.8
15.9
18.3
6.0
10.7
6.8
9.7
between the CIS-7 and the bestOther CIS
3.5
15.3
22.1
16.2
29.5
9.6
15.9
5.8
15.8
performing transition economies—
SEE
2.3
37.6
35.4
57.3
45.5
26.8
23.5
12.0
19.2
Central and Eastern
European
CEE+B
3.9
39.1
49.3
53.1
74.4
34.4
47.9
25.6
31.4
Sources: IMF, International Financial Statistics (various years), and staff e s t i m a t e s .
countries and the Baltic States
Armenia, Azerbaijan, Georgia, the Kyrgyz Republic, Moldova,Tajikistan, and Uzbekistan.
(CEE+B)—has widened since 1995.
Belarus, Kazakhstan, Russia, Turkmenistan, and Ukraine.
South Eastern Europe: Albania, Bosnia and Herzegovina, Bulgaria, Federal Republic of Yugoslavia, former Yugoslav Republic of Macedonia,
This matters greatly because a susand Romania.
tainable
growth path for the CIS-7
Central and Eastern Europe and the Baltic States: Croatia, Czech Republic, Hungary, Poland, Slovak Republic, and Slovenia, as well as
Estonia, Latvia, and Lithuania.
may well hinge, in large part, on jumpstarting financial development. Why

"A growing and deepening divide has opened up between transition
economies where economic development has taken off and those
caught in a vicious cycle of institutional backwardness and macroeconomic instability. This 'Great Divide' is visible in almost every measure of economic performance."
Erik Berglof and Patrick Bolton,
Journal of Economic Perspectives
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in CIS-7 deposit markets because banks with market power
would be able to offer low returns and obtain deposits at low
cost. Nor can it be attributed to the higher costs CIS-7 banks
incur in providing financial services because banks passing
costs on to depositors would pay them lower rates. The likely
explanation is that CIS-7 banks must pay a "confidence premium" to compensate depositors for the risk that they may
be unable to redeem their deposits at par in some circumstances. Higher bank funding costs are then passed on to
borrowers in the form of higher lending rates.
With a difference of 480 basis points between the average
real deposit rates of CIS-7 and CEE+B countries, the correRoots of the divide
sponding differential in lending rates is a huge 1,210 basis
points, about 40 percent of which is attributable to the CIS-7
To help explain the origins and costs of this great divide, we
banks' higher funding costs. We examine the factors affecting
examine differences in lending-deposit spreads between the
lending rates—namely, operating and regulatory costs, marCIS-7 and other transition countries. In 2002, average spreads
ket power on the lending side, and credit risk—to determine
for the CIS-7, although narrower than those in the other CIS
countries, were about 200 basis points wider than those in the which ones account for the remaining 60 percent.
South Eastern European (SEE) countries and 730 basis points
Banks in the CIS-7 might incur higher operating costs
wider those in the CEE+B countries (see Table 2). Levels and
because they are not large enough to exploit economies of
cross-country dispersion of spreads have been declining in all
scale. As a result, borrowers would pay higher lending rates.
transition countries, reflecting the significant reduction in However, the ratio of operating costs to income in the CIS-7
inflation and macroeconomic volatility.
was about 59 percent during 1999-2001, as opposed to about
67 percent in the CEE+B countries, making it unlikely that
For a given inflation rate, interest rate, and phase of the
operating costs explain the difference in lending rates.
business cycle, the level of spreads is determined by three factors: funding, operating, and regulatory costs; rents accruing Although it has been argued that banks in transition countries are likely to exploit scale economies through mergers,
from banks' market power on both the lending and the
recent econometric evidence for a large number of banks in
deposit sides; and credit risk. High spreads may raise the cost
the second half of the 1990s does not support this argument:
of credit, which discourages investment, or lower the rate of
banks with larger market shares were found to incur higher
return on deposits, which discourages intermediation of savings, or both. What accounts for the hefty 730 basis point dif- costs. In general, the relationship between banking system
structure, bank efficiency, and soundness is more complex
ferential in spreads between the CIS-7 countries and the
than policy discussions often suggest (see box, page 44).
most advanced transition economies, the CEE+B group? It is
useful to examine differentials in deposit and lending rates
Banks in the CIS-7 countries might also incur higher reguseparately.
latory costs (such as high reserve and capital requirements)
that they pass on to borrowers. As of the end of 2002, the
When countries' deposit rates are compared, differences in
ratio of capital to assets in the CIS-7 was about 20 percent,
inflation rates and short-term interest rates need to be taken
compared with about 10 percent in the CEE+B countries.
into account. In 2002, average real deposit rates in the CIS-7
While higher ratios sometimes result from policies designed
countries were 480 basis points higher than in the CEE+B
to strengthen banks' financial positions, there is a potential
countries. The difference is partly due to the higher shortterm interest rates in the CIS-7 countries. The remaining dif- trade-off between prudential policies and the cost of credit.
These higher ratios may account for some of the differential
ference, however, cannot be attributed to lower competition
in interest rates.
Other things being equal, the
Table 2
stronger the banks' market power, the
The gap has narrowed only slightly
wider their lending-deposit spread,
Lending-deposit spreads in the CIS-7 have declined but still exceed those
because they can extract rents from
in the better-performing transition economies.
borrowers, depositors, or both.
Although market power is difficult to
1997
2002
1995
1996
1998
1999
2000
2001
measure, simple bank concentration
25.2
CIS-7
27.3
28.1
15.3
18.3
15.2
12.6
48.7
15.7
25.3
13.5
Other CIS
63.3
38.1
20.8
23.2
29.2
measures shed some light on it. When
SEE
20.7
21.2
10.7
12.6
13.8
14.8
12.5
13.3
a small number of banks dominate the
8.5
6.7
5.4
5.3
CEE+B
6.3
6.5
6.0
9.5
market, those banks may extract rents
3.7
Standard deviation
12.3
8.7
9.6
8.1
4.8
26.3
9.6
Sources: IMF, International Financial Statistics (various years), and staff estimates.
from clients because of the size of their
Note: For countries in each group, see Table 1.
exposure to (and connections with)
are these countries lagging other transition economies? The
root of the problem lies in weaknesses in their institutional
infrastructure, which hamper their ability to intermediate savings between lenders and borrowers. Although the CIS-7 have
taken some steps to correct their institutional weaknesses, they
must do much more if they are to catch up with their more
successful peers. Policymakers in these countries must turn
their attention to strengthening the legal and judicial framework, implementing accounting and auditing standards,
improving governance in the banking sector, and privatizing
state-owned banks.
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Is there an optimal banking system structure?

Several transition economies are considered "overbanked"—that is, they have too
many small banks. It is believed that when an economy is overbanked, consolidation
should be strongly encouraged or even forced.
It is important to distinguish bank consolidation through the closure of nonviable
or failed banks from consolidation through mergers. Efficiency and soundness arguments strongly support the exit of failed banks. This type of consolidation has
occurred in some CIS-7 countries and other transition economies, often as a result of
crises that have exposed lax entry policies and weak regulatory standards.
As for bank mergers, an argument in their favor that is based on efficiency and
soundness hinges on the identification of an optimal banking system structure. Yet
such identification, in terms of number of banks or bank size, is difficult for at least
four reasons.
• A banking system would not necessarily be more efficient or stable if economies
of scale could be exploited at the firm level; there is a lack of robust evidence that
larger banks in both developed and developing economies enjoy higher profitability,
lower costs, and more prudent risk management.
• The minimum efficient bank size crucially depends on the ability of the bank's
management team to control the scope and composition of its activities. In a country
with a weak credit culture, underdeveloped risk-management capacity, and accounting opacity, managerial diseconomies of scale might set in, even in relatively small
banks.
• If economies of scale exist at a system level, it is unlikely that any subset of banks
in the system is going to exploit them. For example, an adequate payment system
infrastructure is a public good in that it benefits all banks by providing enhanced services at a lower cost. Setting up such an infrastructure typically requires public investment, because no subset of banks is likely to have the incentives, skills, and funds to
invest in an activity that does not yield exclusive private benefits.
• Increased concentration in banking may have undesirable implications for competition and soundness, because higher lending rates arising from monopoly rents in
the loan market may induce borrowers to take on excessive risk, which, in turn, may
worsen the quality of bank loan portfolios.

large borrowers and the ease with which they might collude in
setting prices and avoid competing for each other's market
share. High bank concentration can be the result of restrictions on bank entry or substantial state ownership of banks.
But average bank concentration is not greater in the CIS-7
countries than in the CEE+B countries, while state ownership
of banks is predominant in only two of the CIS-7 countries
(Azerbaijan and Uzbekistan). Thus, differences in market
power rents and state ownership are also unlikely to explain
the differential in lending rates.
Finally, we consider how credit risk influences spreads.
Credit risk can be high because of a recession or macroeconomic uncertainty—reflected in high inflation and interest
rate volatility—and because of structural factors. These factors
include the lack of a credit culture, which inhibits the adoption of best practices in lending and of risk-management
technologies, as well as weaknesses in the institutional infrastructure. Such weaknesses prevent banks from efficiently carrying out their monitoring functions, such as assessing
borrowers' creditworthiness (because reliable accounting standards are lacking), and from repossessing collateral rapidly if a
44

borrower defaults (because creditors
have weak legal protection). Although
we believe credit risk largely explains
the differential in lending rates
between
CIS-7 and CEE+B
economies, credit risk is unlikely to
arise from macroeconomic conditions. CEE+B countries have a better
track record of macroeconomic stability, but both groups of countries are in
an expansionary phase at present;
their inflation is, on average, low, and
macroeconomic volatility is subdued
almost everywhere. Rather, credit risk
tends to arise from a poor institutional
infrastructure or one in which intermediation is costly. (See Table 3 for a
comparison of institutional quality in
groups of transition economies.)
In sum, little bank intermediation
takes place because potential depositors lack confidence in the banking
system, and lenders face nontransparent borrowers, a weak credit culture, and poor or costly enforcement
of financial contracts. The public
prefers to keep savings either in cash
(usually in foreign currency) or, if
feasible, in overseas banks. These
problems make it difficult to monitor
credit risk, and they raise the cost of
credit, possibly generating credit
rationing.

Policy priorities

Policymakers could learn a great deal from this crosscountry examination of lending and deposit spreads. Those
transition economies that were the quickest to remove
impediments to banking development have achieved the
most economic growth (Wachtel, 2003). These impediments
were a weak legal and judicial framework (in particular, weak
protection of creditor rights), poor financial sector supervision or enforcement of prudential standards, lags in the resolution of unviable or failed banks, weak accounting and
auditing standards, inadequate governance in the banking
sector, and state ownership of banks.
Although some CIS-7 countries have strengthened their
legal and judicial frameworks, their work is not finished.
Particularly pressing are the problems several CIS-7 central
banks face in enforcing rules and regulations—for example,
closing failed banks. Legislation incorporating best practice
bankruptcy and creditor resolution procedures is either not
yet in place or is unevenly or poorly enforced, partly because
the courts and judges have little technical expertise in financial matters. While some CIS-7 countries are committed to
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The banking sector is the most
important
financial sector in all tranHow good are CIS-7 institutions?
sition
economies.
In most of them,
Poorer institutional quality in the CIS-7 leads to higher credit risk,
several elements offinancialdevelopweak supervision, and lags in bank restructuring.
(CEE+B - 100)
ment are missing—namely, nonbank
Regulatory
Rule of
Political
Control of
Voice and
Government
intermediaries and capital markets.
quality
law
effectiveness
corruption accountability
stability
In theory, balanced growth in finanCIS-7
37.0
50.9
46.8
53.9
47.3
57.3
cial development, where bank and
38.5
48.7
Other CIS
45.2
49.6
39.2
49.0
62.7
58.2
62.2
61.1
SEE
53.0
69.3
nonbank intermediaries develop
alongside capital markets, is the most
Source: Kaufmann, Kraay, and Zoido-Lobaton, 2 0 0 2 .
Notes: For countries in each group, see Table 1. Figures are for 2000/2001.
desirable scenario. In practice, the
development of nonbank intermediaries and capital markets requires a sophisticated legal and
introducing financial regulations and supervision practices
regulatory infrastructure, a widespread credit and saving
consistent with international best practices, their weak legal
culture, and the institutional capacity for the efficient
and judicial systems may jeopardize implementation.
enforcement of financial contracts. As a result, all transition
Responding to the lack of confidence in their banking syseconomies face important trade-offs in institutional capactems, some CIS-7 countries have sought to introduce deposit
ity building. For the CIS-7 countries, cost-benefit analyses
insurance schemes. But they have not yet met three key preof development in nonbank intermediaries and capital marconditions for effective deposit insurance: a sound banking
kets aimed at detecting components of financial sector
system, effective bank supervision, and legal certainty.
reforms with the highest value added appear necessary in
Accounting practices make it difficult to judge the true
financial strength of institutions, and some banks are nonvi- identifying policies likely to be successful in bridging the
great divide. •
able. Until the countries address these weaknesses, it is premature and highly risky to introduce deposit insurance
schemes.
Gianni De Nicolo is a Senior Economist, Sami Geadah is an
Some CIS-7 countries have moved aggressively to strengthen Advisor, and Dmitriy Rozhkov is an Economist in the IMF's
accounting and auditing standards and plan to adopt the
Monetary and Financial Systems Department.
International Accounting Standards for both financial and
nonfinancial firms. But for implementation to be effective,
This article draws on IMF Working Paper 03/205, "Financial
these countries need accountants and auditors with technical
Development in the CIS-7: Bridging the Great Divide," by Gianni
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Fries, Steven, Damien Neven, and Paul Seabright, 2002, "Bank
growth of per capita income, and slower growth of productivPerformance in Transition Economies" EBRD Working Paper No. 76
ity in the nonfinancial sector (La Porta, Shleifer, and Lopez(London: European Bank for Reconstruction and Development).
de-Silanes, 2000). Intensifying efforts to privatize state-owned
Kaufmann, Daniel, Aart Kraay, and Pablo Zoido-Lobaton, 2002,
banks while ensuring that the financial services supplied by
"Governance Matters II: Updated Indicators for 2000/01" Working Paper
those banks continue to be available should be high on the
No. 2772 (Washington: World Bank).
financial sector reform agendas of CIS-7 countries. Transition
La Porta, Rafael, Andrei Shleifer, and Florencio Lopez-de-Silanes, 2000,
economies that have privatized and liberalized entry for legiti"Government Ownership of Banks," NBER Working Paper No. 7620
matefinancialfirmshave witnessed substantial entry of for(Cambridge, Massachusetts: National Bureau for Economic Research).
eign banks in their markets. Foreign institutions have speeded
Wachtel, Paul, 2003, "How Much Do We Really Know about Growth
up rationalization in the provision of financial services and
and Finance?" Federal Reserve Bank of Atlanta Economic Review, First
increased overall transparency and competition.
Quarter, pp. 33-47.
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Beyond
the Great Wall
Why some see China's intergration into the globaltradingsystemas a
competitive threat but others, including globalconsumers,see it as a boon
Eswar Prasad and Thomas Rumbaugh
AFTER a long period of isolation, China's visibility
within the international trading system has
increased dramatically over the past two decades. Its
share of world trade has risen from less than 1 percent in 1979 to 51/2percent in 2003. This dramatic (more than
fivefold) increase in its share of world exports over a relatively
short period has sparked a number of questions and concerns
about China's trade practices. Particularly shrill concerns about
the impact of Chinese exports have been raised in various
industrial and developing countries based on perceptions that
Chinese goods are flooding local markets, crowding out exports
from other countries, and resulting in domestic job losses.
To get behind the often overheated rhetoric about China's
role in world trade, it is useful to examine this topic from a
broader set of perspectives. For instance, what are some of
the factors that can help explain the sustained growth in
China's exports? How have its trade patterns changed during
this period? Is a continued expansion of China's trade likely?
What effects will this have on its main trading partners and
on China itself? Such questions have potentially important
implications for the global trading system and, in particular,
for other Asian economies.
Chart 1

Dramatic growth

China's exports and imports have grown much faster than
world trade, especially since the early 1990s.

Source: IMF, Direction of Trade Statistics.
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China's international trade has expanded steadily since the
opening of the economy in 1979 (Chart 1). This process
began relatively slowly in the 1980s after the relaxation of
pervasive and complex import and export controls. The
expansion of China's trade gathered steam in the 1990s with
a range of trade reforms, including broad tariff reductions,
and was further boosted by China's accession to the World
Trade Organization (WTO) in 2001. Average tariff levels
declined from more than 40 percent in the early 1990s to
12 percent by 2002, with further reductions to 10 percent
scheduled to be implemented in the near future. In 2002,
China's exports and imports both grew by about 21 percent—faster than in any other major economy—at a time
when total global trade was essentially flat. This already
remarkable pace of trade growth has strengthened further in
2003, with exports increasing by about 30 percent and
imports growing even more rapidly, by over 40 percent.
The recent depreciation of the U.S. dollar, to which the renminbi is linked, has no doubt added temporarily to China's
competitiveness. But it should be kept in mind that China's
low labor costs, supported by a large pool of unskilled as well
as skilled labor, have been the primary determinant of China's
external competitiveness, especially in the U.S. market. These
low labor costs, in turn, have resulted in strong inflows of foreign direct investment that have boosted labor productivity.
Indeed, reflecting these underlying competitive strengths,
China's exports continued to grow rapidly virtually across the
board even when the renminbi and the U.S. dollar was appreciating against other major currencies.
The importance of external trade to the Chinese economy
has increased concomitantly, with the sum of exports and
imports—a traditional measure of a country's openness to
trade—now amounting to more than 50 percent of GDP,
compared with 20 percent of GDP in 1989 and less than
10 percent of GDP in 1979. This increasingly outward orientation of the economy, along with the surge in inward flows of
foreign direct investment, shows how rapidly China is integrating into the world economy in terms of increased trade
andfinanciallinks.

Finance & Development December 2003

©International Monetary Fund. Not for Redistribution

Making computer hard disk drives in Dongguan, southern China.

Domestic Impace
Increasing integration into th e global trading system has
helped sustain China's economic growth and has contributed
to greater domestic efficiency. China's commitments under
the WTO accession agreement should also improve the predictability, transparency, and competitiveness of the domestic
business environment. Its export base in the 1980s and early
1990s was concentrated in special economic zones in the east
coast regions surrounding Hong Kong SAR. In contrast to the
initial focus on these tax-exempt zones, recent reforms have
liberalized trade through widespread tariff reductions and
brought more broad-based benefits, including greater internal integration of the mainland.
But the benefits of trade are still not evenly spread across the
mainland. For instance, coastal areas such as the Pearl River
delta (including Guangdong Province) and the Yangtze River
delta (area around Shanghai) have seen the greatest benefits
from export trade. Some of these disparities, of course, simply
reflect differences in locational and other comparative advantages that these regions have in catering to the export trade.
While some of these disparities are likely to persist, increased
competition in transportation and related services that is
being stimulated by external trade could significantly reduce
transportation costs, especially for more rural areas, and contribute further to domestic interregional integration.
There are also likely to be significant disparities across sectors in the benefits from trade, especially as the Chinese
economy continues to open up to imports. For instance, the
domestic agricultural sector is likely to be hurt by imports of
cheaper agricultural products from abroad. This could result
in a further widening of the already large rural-urban
income disparities. But policies under way, such as reduced
restrictions on labor migration and increased land-use rights
for farmers, should soften the impact on rural areas.

Notwithstanding such concerns, there are clearly major
net benefits to Chinese households resulting from internal
reforms and efficiency gains stimulated by China's opening
up to world trade. The rapidly rising average incomes of
Chinese households, in part, bear testimony to these benefits.
While the increase in China's trade over the past two
decades has been dramatic, it is useful to keep in mind that
this is by no means a historically unprecedented phenomenon. In fact, by some indicators, China's experience is less
pronounced than those of Japan and Korea during the periods in which those economies underwent rapid industrialization and integration with the global economy (see box).
These historical precedents, in addition to China's large pool
of available labor and untapped development potential, suggest that China's role in world trade could continue to
expand for some time.

SVlove into lii-tecli
Is the traditional image of China churning out low-quality,
mass-manufactured export products still accurate? In the
1980s and early 1990s, China's exports were concentrated
mainly in clothing, footwear, toys, and other light manufacturing products. Since then, its shares of world exports have
risen in nearly all categories and have grown especially
rapidly in office machinery and telecommunications products (including electronics), as well as furniture, travel
goods, and industrial supplies. More recently, China has
made substantial gains in more hi-tech export categories,
including automated data processing equipment. Electronic
goods now account for as much as 25 percent of China's
exports. Another example of this diversification is the number of broad product lines in which China's share of U.S.
imports exceeds 10 percent, which has risen from 5 in 1990
to 16 in 2002.
Finance & Development December 2003
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Growth in China's trade in historical perspective
The increases in China's trade over the past 20 years have been
dramatic: China's share in world exports is growing rapidly,
and the penetration of China's exports into industrial country
markets has been equally strong. But such rapid growth of a
country's exports is by no means a historical anomaly.
Measurements of export growth in U.S. dollars at constant
prices show that, during their early periods of industrialization, Japan, Korea, some southeast Asian countries, and other
newly industrialized economies (NIEs) maintained doubledigit export growth rates, on average, for about 30 years (see
table below). In fact, China's exports have grown at a slower
pace, on average, than most of these countries (see chart).
Looking at the extent of penetration into key industrial

country markets yields similar results. Using the U.S. market
as an example, China now accounts for 11 percent of U.S.
imports compared with 10 percent for Japan and 3 percent
for Korea. However, both Japan and Korea accounted for
larger shares of U.S. imports in the past, with Japan's share
increasing steadily in the 1960s and 1970s and reaching a peak
of 22 percent in 1986. Korea had the fastest export growth
rate sustained over a 35-year period, but because of its smaller
size (relative to China and Japan), its import penetration of
the U.S. market was not as pronounced. Still, Korea's share of
U.S. imports reached 41/2percent in the late 1980s before
declining slightly in recent years.

Similar footsteps
Deceptive speed
When average annual export growth rates are compared,
China's growth is not out of fine with the experience of other
countries.

China's exports are following a path similar to that of some
neighbors, but at a slower pace.
Exports in U.S. dollars, constant prices
(index, beginning of period = 1; log scale)

(percent change in export values in constant U.S. dollars)

Period1

Number
of years

Japan
1954-81
Korea
1960-95
Malaysia
1968-96
China
1978-02
NIEs2
1966-97
Source: IMF, Direction of Trade Statistics.

27
35
28
24
31

Growth
rate
14.2
21.5
10.2
11.9
13.1

1Selected periods begin when sustained export expansion started and end when the
3-year moving average export growth rate declined below 10 percent.
2Includes Hong Kong SAR, Korea, Singapore, and Taiwan Province of China.

But the rapid expansion of exports is only half the story. It
has been accompanied by sharp increases in imports, especially
imports for processing and reexport, which have led to a significant increase in regional trade within Asia. For instance, in line
with the increase of its electronics exports, China's imports of
electronic components have grown markedly in recent years. In
short, China's rising prominence in the world trade system has
facilitated the process by which countries specialize in particular stages of the production process of various products, rather
than specializing in a small range of products. Such "vertical
specialization" in the Asian region has resulted in China's
increasingly important role in the final assembly stages of a
broad range of export commodities.
These changes in patterns of regional specialization, in
turn, have had a profound impact on China's trading patterns with its major partners, with China now serving as a
conduit for many exports from Asia to the United States and
the European Union. In addition, China's increasing access
to advanced country markets since its accession to the WTO
has meant that more of its exports now go directly to those
markets rather than being routed through third markets
such as Hong Kong SAR.
Reflecting these developments, the share of advanced
country imports accounted for by China has risen over the
past two decades, with particularly sharp increases since the
early 1990s in Japan, the United States, and the European
Union (see Chart 2). Simultaneously, a rising fraction of
exports of other countries, especially those of other Asian
48

Number of years
Source: IMF, Direction of Trade Statistics.

economies, now goes to China (see table, page 49). For
instance, China now accounts for 11 percent of Japan's
exports, up from only 2 percent in 1990. While Asian products account for most of the dramatic increases in exports to
China, the shares of U.S. and EU exports that go to China
have also increased, from about 1 percent in 1990 to 3 percent in 2002. Thus, even as China has increased its penetration into advanced country markets, it has itself become a
more important export destination, especially for other
Asian economies. The efficiency gains from increased specialization in Asia are also seen in strong exports from the
region to the United States and other industrial markets.
These changes in China's trading patterns are reflected in
the evolution of its bilateral trade balances with some important trading partners (see Chart 3). Consistent with its more
prominent role in the Asian region's production chain,
China's exports to the United States have increased since the
early 1990s, whereas the shares of some other major Asian
exporters to the U.S. market have remained stagnant or
declined. In particular, the share of U.S. imports of manufactures accounted for by China (and the Asian region as a
whole) has risen significantly since the mid-1990s. As a result
of this increased penetration of the U.S. market, China's
bilateral trade surplus with the United States has mounted,
as has its trade surplus with the European Union countries.
Interestingly, over the same period, China's trade deficit with
major emerging economies in Asia has increased sharply.
Consequently, after a sharp rise in China's overall trade sur-
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Chart 2

Increased market penetration
China is taking a growing share of industrial country imports.
(imports from China divided by total imports; percent)

plus during 1993-97, the surplus has remained relatively stable in the range of about $35-45 billion since 1997. With
import growth now outstripping export growth, this surplus
is expected to decline to about $20 billion in 2003.

Implications for trading partners

A great deal of economic research aimed at quantifying the
impact of China's WTO accession suggests that, by increasing
domestic efficiency and enhancing competition in international markets, the reforms associated with this accession
and other aspects of China's integration into the world economy could have significant net benefits for consumers
around the world. Many emerging economies in Asia also
stand to gain directly from China's expanding trade because
they have a complementary trade pattern with China and are
already benefiting from processing trade, with rapidly
increasing exports of intermediate products and components to China. China has also made far-reaching commitments to open domestic sectors (such as agriculture and
financial services) that are important to key trading partners.
However, as its exports continue moving up the valueadded chain, China could pose a more direct competitive
threat to these economies in the future. And it is clear that a
number of economies that specialize in low-skill, labor-intensive exports are already having to make significant adjustments to increased competition from China. The expected
future growth in China's clothing exports—in line with the
phased removal of trade restrictions in developed markets—
could have a further impact, especially for some low- and
middle-income economies that benefit from advanced country quotas for their textile and clothing exports.
Overall, however, the benefits to other countries from sustaining China's growth momentum are likely to outweigh the
disadvantages. China has become a major importer of a broad
range of commodities and raw materials. In addition to the
prominent role played by processing trade, imports for final
consumption within the country also appear to be rising
rapidly as Chinese consumers grow more affluent. Some estimates suggest that more than half of China's current imports
are for domestic consumption. In fact, China is now a leading
The China market
The share of exports to China from other countries has increased
dramatically since 1990.
Exports of selected countries to China
(percent of their total exports)

Japan
Korea
Malaysia
India
U.S.
Germany

1980
3.9
0.0
1.7
0.3
1.7
0.6

1985
7.1
0.0
1.0
0.3
1.8
1.2

1990
2.1
0.0
2.1
0.1
1.2
0.6

Source: IMF, Direction of Trade Statistics.

1995
5.0
7.0
2.6
0.9
2.0
1.5

2000
6.3
10.7
3.1
1.8
2.1
1.6

2002
9.6
14.7
5.6
4.2
3.2
2.2

Jan-June
2003
11.1
16.2
6.8
4.5
3.6
2.3

Source: IMF, Direction of Trade Statistics.
1January-June.

Chart 3

Changing trade patterns
While China's bilateral trade surplus with the United States
and the European Union has increased, its trade deficit with
Asia has deepened.
(billions of U.S. dollars)

Sources: IMF, Direction of Trade Statistics, and staff estimates.
Note: Figures include Hong Kong SAR.

international importer of final consumer and industrial products. During this decade, these developments have undoubtedly contributed to the ability of the Asian region to perform
strongly despite weak growth in the rest of the world.
While the economic changes wrought by this ongoing
transformation will no doubt pose many challenges—both
to China itself and to its trading partner countries—the
potential benefits could be substantial for those countries
that position themselves to take advantage of such changes.
And, as China assumes a central place in the world economy,
its growth and stability will become increasingly important
to the world trading system at large. •
Eswar Prasad and Thomas Rumbaugh are, respectively, the
Division Chief and Deputy Division Chief of the China
Division in the IMF's Asia and Pacific Department.
References:
Rumbaugh, Thomas, and Nicolas Blancher, 2003, "China:
International Trade and WTO Accession," forthcoming IMF Working
Paper.
Tseng, Wanda, and Markus Rodlauer, eds., 2003, China: Competing in
the Global Economy (Washington: International Monetary Fund).
Zebregs, Harm, 2003, "Intraregional Trade in Asia," forthcoming IMF
Policy Discussion Paper.
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What's Behind Foreign Investment in China?

Yasheng Huang
Selling China

Foreign Direct Investment During the
Reform Era

Cambridge University Press, New York, 2003,
406 pp., $50 (cloth).

CHINA'S ABILITY to attract foreign
direct investment (FDI) is generally
taken as a sign of its economic
strength. Since launching market
reforms in 1978, China has received
over $400 billion in FDI. Inflows have
recently averaged more than $40 billion a year and accounted for a fifth of
all FDI flows to developing countries.
Last year, China attracted more FDI
than the United States, making it the
largest FDI recipient in the world.
Yet Yasheng Huang of the
Massachusetts Institute of Technology
argues that the flood of FDI may be
symptomatic of China's economic
weakness. His thesis is that the business opportunities for foreign
investors have been created by the
inability of many domestic Chinese
firms to improve their efficiency and
by the constraints the country's

reform strategy for state-owned enterprises (SOEs) have placed on the
nascent private sector.
Although this reform strategy has
been innovative in certain respects
(for example, the use of experiments
in incentive contracting), it has been
deficient—even contradictory—in
others. SOE reform has moved in fits
and starts and thus has not been able
to bring about a sustained improvement in corporate efficiency. As
Huang notes, the strategy has been
heavily oriented toward administration rather than driven by the markets. It has discriminated against
domestic private firms, for instance,
by providing tax benefits to foreign
investors that are not available to
domestic entrepreneurs. This type of
discrimination promotes incentives
for overseas Chinese to make foreign
investments through "round tripping." Through weak market institutions that do not provide a bona fide
system of checks and balances, SOE
reforms have led to asset stripping,
opportunistic behavior, and a misallocation of resources. In effect,
China's SOE reform program has
allowed for the privatization of assets
and the socialization of liabilities.

strong tradition for abiding by the
rule of law. Some have argued that
this paradox can be explained by the
fact that decisions made by foreign
investors in China rely on the use
of informal personal networks—
guanxi—to compensate for the weaknesses in China's formal institutions.
Huang's argument is complementary
to this one. He notes that a substantial share of foreign investment has
been in SOEs; these firms are not
very efficient but are the most politically favored class of firms in China
and thus enjoy certain commercial
benefits unavailable to their private
sector counterparts.
Huang marshals an impressive
amount of data to bolster his thesis,
and his study is an important contribution to the literature. There are indications, however, that the phenomenon
to which he draws attention may be
getting less important over time. The
share of FDI flows going into joint and
cooperative ventures has declined substantially since the mid-1990s: such
flows accounted for 75 percent of total
FDI flows in 1994, compared with less
than 40 percent last year.

Harry G, Broadman
Lead Economist
Europe and Central Asia
Regional Operations
World Bank

Previous analysts have puzzled
over China's ability to attract large
amounts of FDI despite the lack of a

The Perils of Foreign Capital?

David Woodward
The Next Crisis?
Direct and Equity Investment in
Developing Countries
Zed Books, New York, 2001, xiv + 240 pp., $69
(cloth), $25 (paper).

50

THIS BOOK takes on international
financial institutions for their advocacy of foreign equity capital as a way
for developing countries to boost
economic growth and diversify risks.
David Woodward argues that this
advice downplays the potential for
equity capital to increase these countries' vulnerability to financial crises.
He draws a parallel between the
rapid rise in syndicated bank lending
to developing countries in the 1970s,
which subsequently led to a debt crisis, and the increase in equity flows

in the 1990s, insisting that the latter
could trigger the next crisis.
Woodward reaches a number of
conclusions on the impact equity
flows have on the host country,
underscoring that the benefits are
often overstated. Although many of
his conclusions are debatable, he does
rightly point to two issues of concern.
First, the quality of data on foreign
direct investment (FDI) and related
flows to developing countries is poor,
and estimates of such flows vary quite
a bit from source to source. As a
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result, FDI's impact on a country's
economy and balance of payments is
often difficult to establish. Second, the
poor quality of the information makes
it difficult to form an accurate picture
of the scale of developing countries'
private sector liabilities, including
companies' foreign debts and interbank liabilities, thereby increasing the
countries' vulnerability.
However, Woodward's other conclusions, particularly those pertaining to
FDI, are a trifle exaggerated. For
example, contrary to his assertion, FDI
flows do tend to be more resilient than
other forms of capital flows, in part
because the relatively long time hori-

zon of FDI makes investors worry less
about short-run reversals, including
those that arise from host country
policies. Also, unlike debt capital, on
which interest payments have to be
made even when the host economy is
doing poorly, FDI involves risk sharing
between the investors and the host
country: the cost of servicing the
investment falls when the recipient's
economic fortunes decline.
Contrary to Woodward's fears,
therefore, the increase in the share of
FDI in total capital flows to developing
countries, including in some systemically important ones, is a good development. This is not to downplay

Jack Hollander

Lester Brown

The Real Environmental Crisis

Plan B: Rescuing a Planet Under
Stress and a Civilization in
Trouble

Why Poverty, Not Affluence, Is the
Environment's Number One Enemy
University of California Press, Berkeley, 2003,
251 pp., $27.50 (cloth).

W.W. Norton & Company, New York, 2003,
285 pp., $15.95 (paper).

Food Fight!
JACK HOLLANDER and Lester
Brown are soft-spoken men, but their
books are a virtual shouting match
between the two.
Hollander, an eminent scientist and
emeritus professor at the University of
California at Berkeley, accuses environmentalists of fostering "extreme pessimism" based on the mistaken notion
that transition from poverty to affluence, by encouraging wasteful consumption, spells doom for the
environment. As if on cue, Brown—a
well-known environmentalist and president of the Earth Policy Institute—

writes that the world has "built an environmental bubble economy, one where
economic output is artificially inflated
by overconsumption of the Earth's natural assets The destruction wrought
by terrorists is likely to be small compared with the worldwide suffering if
the environmental bubble economy
collapses."
Hollander's thesis is that "poverty is
the environmental villain; poor people
are its victims." It is when people overcome poverty that they find the
resources to devote to improving environmental quality. To make his case,

certain risks, however. For example,
selected investors, such as banks, could
conceivably reduce their investments
in a country or withdraw completely
at times of emerging pressures.
Hedging operations by FDI investors
could likewise lead to capital outflows
when times are difficult.
Readers would have been well
served by a discussion of how the
financing and hedging of investments
could affect FDI flows to developing
countries, especially during a crisis.
Krishna Srinivasan
Deputy Division Chief
IMF Policy Development and Review
Department

Hollander points to the experience of
the United States as it became affluent:
"In the United States the air is cleaner
and the drinking water purer than at
any time in five decades; the food supply is more abundant and safer than
before; the forested area is the highest in
three hundred years; most rivers and
lakes are clean again; and... industry,
buildings, and transportation systems
are more energy- and resource-efficient
than at any time in the past."
The experience of many other industrial countries is similar, Hollander says.
While he admits that the resource and
environmental situation is far from
perfect and that many specific problems
need to be addressed, "there is a big difference between advising caution on a
slippery slope and crying 'fire' in a
crowded theater. We've had too much
of the latter, in the name of environmentalism."
Hollander thinks improvements in
the environment will follow if we
intensify national and international
efforts to reduce poverty. While he
mentions recent poverty reduction initiatives by the World Bank and the IMF,
he focuses more on the efforts of the
United Nations, which he notes has
been "for decades, a major player in the
global war on poverty...." He endorses,
in particular, the 2001 report by the
United Nations Development Program
Finance & Development December 2003
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(UNDP), which concluded that
progress in the war on poverty requires
globalization—particularly the global
spread of information and communications technology—and the development of genetically based biotechnologies for advances in agriculture
and medicine. By contrast, Brown, saying that environmental sustainability
must come first, advocates Plan B: "a
massive mobilization" with "an
unprecedented degree of international
cooperation... and at wartime speed."
Because of this fundamental difference in perspective, Hollander and
Brown are on opposite sides on virtually every major issue:
• Overpopulation? Hollander thinks
affluence is the solution to maintaining a sustainable population because
the evidence shows that "throughout
the world as people begin to live better
(and longer), they are producing
smaller families." But, for Brown,
many developing countries cannot
wait for affluence to come first: they
should reduce the size of families
quickly and stabilize their populations,
perhaps by imitating the family planning program undertaken by Iran in
the 1990s. "The time has come for

world leaders... to publicly recognize
that the Earth cannot easily support
more than two children per family."
• Global warming? Hollander says
that "media coverage of the issue has
been so alarmist that it fails to convey
how flimsy the evidence really is." It's a
formidable scientific challenge to
detect a very small amount of warming caused by human activity against a
"much larger background of naturally
occurring climate change." To Brown,
the evidence of global warming is
everywhere, reflected in heat waves
and melting ice caps and glaciers.
He cites predictions that, in the next
15 years, most South American glaciers will disappear, as will the snowcap
of Mount Kilimanjaro in Africa.
But we won't have to wait 15 years to
see stark evidence of environmental
degradation, according to Brown. He
believes that the "most vulnerable economic sector may be food, where the
bubble is most obvious." Overpumping
of aquifers to boost food production in
the short run causes a drop in long-run
production, a development that Brown
says is already apparent in many
smaller countries and is now occurring
in one of the biggest, China. The drop

in China's grain harvest over the past
five years has equaled the entire grain
harvest of Canada in magnitude. While
China has thus far been able to cope
with this drop by drawing down its vast
stocks, Brown says "it can do so for
only another year or two. When China
enters the world grain markets for massive imports . . . we will see the effects at
the supermarket checkout counter."
Rising food prices within the next couple of years will be the "first global economic indicator" to suggest that the
bubble is about to burst.
Hollander foresees no such denouement. On the contrary, he notes that, if
biotechnology research in Hunan
Province succeeds, Chinese rice productivity may jump 15-20 percent in
coming years. Elsewhere as well, the
biotechnology revolution—the Second
Green Revolution—could ensure that
the battle against hunger is won,
according to Hollander.
Who's right? Food prices will tell.
If they don't rise in the next couple
of years, Brown will have some
explaining to do.
Pmkash Loungani
Assistant to the Director
IMF External Relations Department

Probing Poverty

Orazio Attanasio and Miguel Szekely
(editors)

Portrait of the Poor
An Assets-Based Approach
Inter-American Development Bank, Washington,
2001, 272 pp., $24.95 (paper).
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"THE RICH are very different from you
and me," E Scott Fitzgerald once reportedly said to Ernest Hemingway. "Yes,"
Hemingway replied, "they have more
money." It should come as no surprise
that the poor have less money, that is,
less capital of all sorts—human, physical, and social. That's one of the facts
documented in this study of the socioeconomic characteristics of households
in six Latin American countries.
The book goes on to tackle a more
challenging question: Do the poor lack
capital simply because they are poor
(and hence cannot afford to save) or
because of constraints imposed by
various market and government failures? In the former case, antipoverty
programs should consist simply of
direct transfers of income to the poor,
whereas the latter argues for removing

structural constraints that impede
capital accumulation by the poor.
The authors argue strongly that the
latter is the case and note that imperfect
and underdeveloped capital markets
impede the poor's ability to save, borrow, and invest; that inefficient public
education and health services disproportionately hurt the poor; that unequal
access to public utilities, such as water
and electricity, makes household chores
more time-consuming for the poor; and
that inflexible labor laws discourage
part-time work, disproportionately
hurting the poor, especially women.
To remedy these conditions, the
authors thus suggest what they term a
"fourth generation" antipoverty program for Latin America: increased
investment in the poor's human capital,
promotion of small-scale financial
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institutions, movement to performance-based budgeting in public
health and education, more flexible
labor laws, and an expansion of unemployment insurance.
Of course, many of these proposals
are not novel, and some are not espe-

cially convincing. More attention
should have been given to marshaling
evidence on the potential effectiveness
of the book's specific policy proposals
and less to detailing largely wellknown correlations between income
and assets. Nonetheless, Portrait of the

Poor provides some illuminating
reflections, statistics, and proposals on
poverty reduction, particularly in the
Latin American context.

Kevin Fletcher
Economist
IMF Fiscal Affairs Department

Mitigating Monetary Tensions

David M. Andrews, C. Randall Henning, and
Louis W. Pauly (editors)
Governing the World's Money
Cornell University Press, Ithaca, New York, 2002,
222 pp., $35.00 (cloth).

"WALL STREET BANKERS and the
New York Federal Reserve were at the
core of opposition to the [creation of
the] IMF; the Bank of England was
equally skeptical," writes Miles Kahler
in one of the 10 essays that make up
this interesting book. In addition to
essays on the evolution of the Bretton
Woods institutions, the book tackles
two other topics: the extent and benefits
of regional monetary integration and
changes in institutions in response to
the globalization of financial markets.
The birth of the Bretton Woods
institutions in the 1940s marked a delegation of power from national to
international monetary institutions
"that would not be matched until the
construction of European monetary
institutions four decades later," Kahler
writes. It was not an easy birth. Wall
Street was opposed to the transfer of
power from a few conservative
national monetary institutions to a
multilateral body like the IMF, which,
it feared, would end up as "a hotbed of
left-wing activism."
Keynes, too, "adamantly resisted
intrusion by the new organization in
national economic policy," according to

Kahler. Keynes favored a technocratic
model of the IMF rather than a political model; he pressed for an IMF that
would award to national monetary
authorities alone "the right of initiative." The United States, in contrast, was
more amenable to the idea of delegating powers to the IMF "as it became
clear that the United States was unlikely
to approach the Fund for resources."
These tensions continue to this day,
as Thomas Willett notes in his paper,
which discusses the IMF's use of conditionally to foster changes in national
economic policies. He notes that some
favor limited conditionality in IMF
programs and want policy measures to
pass strict criteria, including whether
such a policy would be forced on a
major industrial economy if it applied
for an IMF program.
Willett writes that such views are, in
part, a response to the widespread perception "that Japan and the United
States took advantage of Korean weakness during the Asian financial crisis
of 1997-98 to use the IMF as a lever to
force liberalization in areas that were
unrelated to either the cause of or the
solutions to the crisis." Willett feels
that "such perceptions undermine the
political legitimacy of Fund programs
and can substantially weaken their
effectiveness." He says the solution lies
in more ownership by country governments and "more political-economy
analysis" by IMF staff.
The papers on regional monetary
integration include Peter Kenen's
review of the literature on optimal
currency areas, followed by case studies, one by Pier Carlo Padoan on the
evolution of the European Monetary
Union and the other by Kathleen

McNamara on the move to a national
currency in the United States in the
aftermath of its civil war in the 1860s.
Eric Helleiner's paper discusses why
many countries, particularly smaller
ones, are abandoning their territorial
currencies in favor of such arrangements as dollarization or monetary
union. Their reasons, he says, include
lowered expectations of the benefits of
an independent monetary policy and
increased weight being placed on
monetary credibility and stability.
Philip Cerny says that increasing
globalization of financial markets is
leading to "webs of governance" not limited to the nation-state but based instead
on "transnational structures" and "crosscutting affiliations among agents."
Mitigation of the instability of global
financial markets requires new forms of
cooperation and governance, such as the
adoption of standards and codes under
the auspices of the IMF, the World Bank,
and standard-setting institutions.
Rounding off the book are a helpful
overview chapter by the three editors
and two methodological papers by
Robert Gilpin and John Odell on the
application of political economy to the
analysis of developments in international finance and institutions. To its
credit, the book takes a multidisciplinary approach, bringing together leading scholars in economics, political
science, and international relations.
The essays are highly readable, but
many of the issues tackled are so complex that they not do lend themselves
to clear-cut answers.
George Iden
Senior Economist
IMF Monetary and Financial
Systems Department
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TALK

Disinflation:
An Unsung Benefit of Globalization?
If the trend toward greater globalization were to reverse,
inflation might return
Kenneth S. Rogoff
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LOBAL INFLATION has dropped
from around 30 percent a year in
the early 1990s to under 4 percent
today (see chart). No wonder so
many central bankers are riding high.
Inflation-therapy gurus claim to have found
the magic elixir that solves the classic dilemma
of central banks: how to stabilize output
growth at high-employment levels without
drifting into high inflation. Perhaps. Certainly,
the practice of central banking has improved
enormously over the past 20 years. We now
have greater central bank independence,
greater public appreciation of the costs of
inflation, better monetary policy techniques,
and a larger number of "conservative" antiinflation central bankers. Then, too, more
central bankers appreciate that surprise inflation can, at best, have only temporary positive
effects on output and employment, and, at
worst, can lock an economy into a spiral of
ever-higher inflation and broader macroeconomic instability. One can't help but draw an
analogy between a stock market boom—
when everyone is an investment genius—and
a global disinflation—when every central
banker is an inflation-slayer.
But I'd like to register a note of caution
about attributing all of the improvement in
inflation to better policy and institutions.
What gives me pause is the fact that, even in
many countries where institutions are relatively weak, central banks have limited technical expertise, and political cohesiveness is
sometimes tenuous, inflation rates have also
plummeted. From 1990 to 1994, annual
inflation averaged over 40 percent in Africa,
over 230 percent in Latin America, and over
360 percent in the transition economies.
Today, inflation rates in all three regions border on single digits. Even in countries like
Brazil and the Democratic Republic of the

Congo—countries whose cumulative price
increases since 1970 have exceeded 1,000 trillion percent—inflation for 2003 is likely to be
at or near zero. What do the inflation gurus
have to say about that?
Globalization helps fight inflation
Is it possible that other favorable factors have
been helping to drive down global inflation?
I would like to advance the hypothesis that
globalization—interacting with deregulation
and privatization—has played a strong supporting role in the past decade's disinflation.
Why, exactly, might this occur? The answer is
that globalization (together with deregulation
and privatization) increases competition, driving down inflation both directly and indirectly. Directly, simply because monopolists
tend to charge higher prices when competition is absent. Indirectly, by relieving political
pressures on the central bank to inflate. After
all, greater competition raises overall output
while making prices more flexible (making
unanticipated inflation less potent as a means
of raising output and employment). As a
result, the central bank can more credibly
commit to reduced inflation. Thus, not only
does increased competition have a one-off
effect on prices, but it can also lead to a permanent reduction of inflation. Another helpful channel of influence from globalization to
lower inflation is that as people acquire more
options for holding their savings—for example, in dollar-denominated assets rather than
in assets denominated in a local currency—
governments have less ability to inflate the savings away.
I am not saying that globalization has been
the only tailwind helping central banks fight
inflation. Certainly, fiscal policy has played a
supportive role in many countries and
regions over the past 10 years—take, for
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STRAIGHT
example, the notable improvements in a number of African
and Latin American countries. But fiscal policy can hardly be
the main explanation, given the many countries in which government debt has been climbing rapidly, while inflation has
continued to fall.
Nor is productivity growth very convincing as a universal
explanation for global disinflation, although many people
seem to think it is. Yes, U.S. productivity growth jumped
noticeably starting in 1995, but disinflation had begun by the
early 1980s. Yet, even by the late 1980s, when U.S. inflation had
already dropped sharply, leading economists like Robert
Solow and Paul Krugman were questioning whether the technology boom would ever show up in the productivity numbers. And, more important, there are many regions (such as
Europe) where productivity growth has fallen or been stagnant over the past 20 years, but where inflation has also been
sharply reduced.
By the way, I can't resist noting that the success in lowering
inflation has been extremely successful as a pro-growth, propoor policy. As former IMF First Deputy Managing Director
Stanley Fischer has often noted, many studies suggest that
the costs of inflation are borne most heavily by the poor—
because they lack the wealth that would enable them to
diversify into inflation-proof assets. Thus, inflation is one of
the crudest and most regressive of all taxes. Followers of the
antiglobalization movement, for whom increased trade and
competition are anathema, should take note: here is an
example of the consequences of globalization that are clearly
not adverse for the poor. Indeed, lower inflation rates have
helped poor people throughout the world.
What could bring inflation back?
Absent a dismantling of improved central bank institutions,
can inflation ever come back? The answer, of course, is yes. If
the trend toward greater globalization were to reverse—say, if
heightened conflict made international shipping much more
difficult and expensive—the benefits of increased trade and
competition could be reversed, leading to a sharp increase in
inflation. Indeed, that is exactly how the last great era of glob-

Falling prices
Global inflation has dropped sharply since the early 1980s.
Consumer price index (annual percent change)

Source: IMF, World Economic Outlook database.

alization (1870-1910) came to an end. The outbreak of World
War I led to a breakdown of the gold standard, but it also led
to a sharp fall in trade, a fall that was exacerbated further still
in the 1930s by the Great Depression. Global trade did not
really recover until after World War II. Mind you, the model
underlying my discussion is a supply-side one and, therefore,
appropriate for thinking about medium-term inflation trends.
Short-run inflation also depends heavily on demand factors;
negative demand shocks can easily lead to a reduction in both
trade and inflation, but only temporarily.
Although I have argued that one cannot possibly attribute
global disinflation solely to better fiscal policy (because in
many countries it has not been better), let's understand that
fiscal policy will always be an Achilles' heel. Persistent large
budget deficits can overwhelm even the strongest central
banking institutions and even the most determined antiinflation central banker. With fiscal positions much weakened
after the recent global downturn, and with many countries
facing demographic time bombs, some countries may ultimately see a return to inflation as the only option. True, Japan,
with a debt-to-GDP ratio already approaching 160 percent
and one of the world's worst demographic profiles, has the
OECD's lowest interest rates. Evidently, Japanese citizens—
who hold more than 95 percent of Japanese government
debt—still have relatively few concerns about a resurgence in
inflation. Looking ahead, especially as the onslaught of retirees
leads to a sharply lower savings rate over the next 10 years, it is
easy to imagine they might be proved very wrong.
How to keep inflation vanquished
Can any measures be taken now to protect against a future
resurgence of inflation? The only real defense is to rely on
continuing improvements in central bank institutions.
Central banks must recognize that an adverse supply shock
may temporarily lead to deflation but be alert to the threat
that, over the medium term, it can lead instead to inflation.
What does all this imply for IMF policy advice? Certainly,
it reinforces the case for advocating greater central bank
autonomy and for remaining alert to the risk of inflation,
even in the present very low inflation environment. Someday, the technological and political forces that have been
leading to greater economic competition will almost surely
run in reverse for a period. When this happens, markets will
quickly separate the wheat from the chaff. Those countries
that have taken advantage of the present benign inflation
environment to strengthen their institutions will be well
poised to ride out the storm. Countries that have done no
more than let the winds of globalization bring down their
inflation rates may be seriously vulnerable to a reversal. I am
not suggesting that inflation be immediately elevated to public enemy number one, but critics are wrong to dismiss the
inflation issue entirely. Like many tropical diseases that have
supposedly been eradicated, inflation may once again rear its
ugly head, and central banks need to remain alert, including
to developments that roll back globalization. •
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FOCUS

The Commonwealth of
Independent States
A decade after starting their transition to market economies, the CIS countries1 have achieved
impressive economic growth but need to implement further structural reforms to strengthen the
investment climate.
Economic growth has picked up, but real GDP levels
have lagged behind other regions.

Cautious macroeconomic policies have led to a
decline in consumer price inflation.

(1991 = 100)

(average annual percent change)

Most CIS countries have
become more open,
although some maintain
high trade barriers.

Trade, especially exports,
has shifted to non-CIS
destinations, such as the
European Union.

Trade restrictiveness index4

Exports of CIS countries (percent of
total exports)

• • CIS

• • CIS

B Central and Eastern Europe
Middle East and North Africa
Other developing Asia2

m

European Union
other

Financial intermediation has increased but remains low
by international standards.
(ratios)3

The investment climate remains weak, as reflected in the
low levels of foreign direct investment.
Net foreign direct investment per capita (U.S. dollars)

Lower government budget deficits have helped stabilize
the CIS economies.
(percent of GDP)

Sources: IMF, Direction of Trade Statistics, Former Soviet Union database, Trade
Restrictiveness database, World Economic Outlook database, and staff estimates;
European Bank for Reconstruction and Development, 2002 Transition Report, and
national authorities.
kllS countries are Armenia, Azerbaijan, Belarus, Georgia, Kazakhstan,
the Kyrgyz Republic, Moldova, the Russian Federation, Tajikistan, Turkmenistan,
Ukraine, and Uzbekistan.
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2

Excludes China and India.
Excludes Turkmenistan.
Scale is 1 to 10, with 10 being most restrictive.
includes foreign currency deposits.
6
Central and Eastern Europe and the Baltics.

3
4
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