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The Mystery of Growth

F

OR policymakers around the world, ﬁnding ways to promote
faster growth is a top priority. Economists tend to advise them
that disciplined macroeconomic policies, structural policies
that promote competition and ﬂexibility, and strong institutions (given particular emphasis nowadays) provide a framework in
which entrepreneurship and growth should ﬂourish. But ﬂeshing out
this general prescription and gathering detailed evidence to support it
has been extremely difﬁcult. What exactly do economists know and
not know about growth? What direction should future research and
policymaking take? The March issue of F&D checked in with prominent players in this ﬁeld to try to demystify growth.
Our collection of articles begins with the World Bank’s recent major
growth study, which concludes that there is no unique, universal set of
rules to guide policymakers, as most development economists believed
in the 1950s and 1960s but doubted in the late 1980s and early 1990s.
The study urges less reliance on simple formulas and the elusive search
for “best practices,” and greater reliance on deeper economic analysis
to identify each country’s binding constraint(s) on growth. This is an
idea that Harvard University’s Ricardo Hausmann, Dani Rodrik, and
Andrés Velasco have been pushing in recent years. They insist it’s vital
to separate out those reforms that are essential for growth from those
that are merely desirable because of efficiency gains. F&D looks at their
proposed growth diagnostics framework and how it fared in a recent
Bank pilot study. We also spotlight two IMF studies that draw on new
analytical methods to help developing country policymakers—who
are counting on higher growth rates to help them dramatically reduce
poverty—decide how to sustain and accelerate growth. And we follow
the economics profession’s discouraging quest for answers through
decades of growth research.
Of course, developed countries care about growth, too. Although
Europe and Japan—which together account for a bigger slice of global
GDP than the United States—have recently picked up speed, over the
past decade they’ve experienced a growth slowdown. F&D asks Martin
Baily (Institute of International Economics) and Diana Farrell (McKinsey
Global Institute) what these slow growers can do to rekindle growth. Their
answer: encourage competition (especially in the services sector), which
will, in turn, boost productivity growth, the most desirable source of
growth in all economies.
*****
Also in this issue, we highlight a new data set, assembled by the IMF’s
Gian Maria Milesi-Ferretti and Trinity College Dublin’s Philip Lane, on
external assets and liabilities for more than 140 countries from 1970 to
2004. In “Examining Global Imbalances,” we learn that international
financial integration has increased markedly, particularly among advanced
economies, and especially so during the past decade. We also learn that, on
average, U.S. investors have earned much higher returns on their assets
than they pay on their liabilities, especially during 2002–04. As a result,
the United States has been able to run large current account deficits over
the past four years without experiencing a major deterioration in its net
external liabilities.
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LETTERST

O THE EDITOR
Aid recipients must be more accountable
Peter Heller (“Making Aid Work,” September 2005) has
highlighted some important challenges facing aid agencies and recipient countries. He correctly points out that
more needs to be done to achieve tangible results in aid
programs. However, he makes only passing reference to
another important challenge: ensuring that aid recipients are sufficiently motivated to work with aid agencies.
Many aid programs still lack specific incentives for aid
recipients—especially government agencies—to ensure
that aid does in fact reach its intended final beneficiaries.
Aid program–related performance pay for key government officials in recipient countries could do wonders in
this regard. Accountability of recipient countries remains
limited. Indeed, if one aid program fails, the next one is as
sure to come along as day follows night. Unhealthy donor
competition ensures that.
Ownership of aid programs by recipient authorities
has fortunately been given a lot more prominence since
poverty reduction strategy papers (PRSPs) became the
cornerstone of World Bank and IMF programs. Still, the
reality is that the staff of multilateral institutions and their
consultants draft substantial portions of these papers and
then ask recipient governments and civil society representatives to sign off on them. Result: true ownership remains
limited. Finally, penalties for noncompliance with aid program rules and reporting requirements rarely go beyond
the temporary suspension of aid disbursements. Donor
competition ensures that these penalties are soon forgotten. Specific penalties should not only be imposed at the
country level but should also affect the remuneration of
key government officials in recipient countries.

Lucien Peters
Public Finance Expert
European Statistical Ofﬁce, Luxembourg

Why not limit new borrowing?
According to Raghuram Rajan (“Debt Relief and Growth,”
June 2005), debt relief is useful but no panacea. It is preferable, he argues, for a country to receive “additional” (new)
resources rather than only debt relief. His argument goes
like this: a country that pays $100 million a year to service its debt should be indifferent as to whether it receives
$200 million in new loans without debt cancellation or
debt cancellation of $100 million plus $100 million worth
of new loans. The annual net inflow of money is the same;
only the stock of liabilities differs.
I would respectfully disagree. If the country cannot repay
its debt, what is the point of providing it with additional
debt to repay old debt? Such an approach adds up to a
Ponzi pyramid scheme aimed, it would seem, at keeping up
appearances on the balance sheets of multilateral institutions. In the above example, even though the $100 million
in new loans may help the country increase budget outlays (for poverty alleviation or some other purpose), the
2

unpaid debt service will still be there. Accordingly, receiving debt forgiveness of $100 million (thereby reducing the
stock of debt) is not equivalent to receiving a new loan of
$100 million, which will further increase the debt stock if it
is used to increase fiscal expenditure, as is most likely.
I fully agree with Rajan when he says that debt forgiveness will not by itself spur growth. But the debt overhang
issue remains a major problem for many poor countries.
The initiative for Heavily Indebted Poor Countries, which
was supposed to deal with the debt problem for good, has
just been complemented by the Group of Eight Gleneagles
initiative. It is more than likely that these initiatives will
have to be followed by others down the road. Instead of
increasing new flows as advised by Rajan, it might, therefore, make more sense to require a limit to new borrowing
in poor countries through a fiscal rule.

Jean-Pierre Dumas
Economist and Consultant, France

Redesigning aid
Steven Radelet, Michael Clemens, and Rikhil Bhavnani
(“Aid and Growth,” September 2005) argue that while
“early impact” aid should be expected to have a significant positive impact on growth, aid given for humanitarian, institutional, and development purposes does not
have the same immediate effect. Their findings represent
a credible and substantive contribution to the debate
about the impact of aid on development. The publication of their study coincides with the Gleneagles summit
where the Group of Eight countries committed themselves
to increase aid by $50 billion. But the increase in aid does
not provide a global panacea to poverty. It can be only one
piece of the vast reform puzzle needed to ensure growth
and reduce poverty. Aid for development has so far failed
to raise growth enough to reduce poverty in a meaningful
way, and indicators for poverty, health, and education are
disappointing, even alarming, especially in sub-Saharan
and North Africa. Make no mistake: this poverty is the primary cause of international terrorism, social alienation,
drug-related problems, and illegal immigration.
The question is why aid (grants or loans) has not
resulted in growth in the majority of developing countries.
What are the bottlenecks that prevent aid from promoting development? Growth is a multidimensional problem
encompassing not only economic factors (investment,
savings, fiscal and monetary policy, and customs) but also
noneconomic factors (institutional, political, and social).
For growth to happen, aid policy must be rethought based
on a more integrated approach. For their part, developing
countries must modernize their institutions, fight corruption, implement rational fiscal policies, and take steps to
control aid flow volatility. Without such reforms, development aid amounts to no more than a halfhearted effort.

Hicham Houari
Ministry of Finance and Privatization
Morocco
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The Quiet

I

N HIS FIRST year at the helm of
the Asian Development Bank (ADB),
Haruhiko Kuroda has had a rollercoaster ride, trying to help the region
grapple with the risks of a bird ﬂu pandemic
as it struggles to recover from the lingering
effects of the devastating Asian tsunami and
Pakistan’s deadly earthquake. “The images
of ordinary citizens pulling friends and
neighbors from the rubble will be indelibly
etched on our minds,” says the soft-spoken
former Japanese currency policy tsar, who
took over as ADB president in February of
last year.
But the string of natural disasters (see
Box 1) has not deflected Kuroda in his determination to make the Manila-based bank a
catalyst for change in Asia—a region that is
modernizing rapidly and has already become

Integrationist
a powerhouse of the global economy. “Since
taking over, Kuroda has put the ADB at the
center of the drive to promote economic
integration in Asia,” former ADB insider
Karti Sandilya told F&D.
In a series of speeches from Tokyo to
Washington over the past year, he has outlined an ambitious agenda to promote a new
financial architecture for Asia. It is part of a
well-thought out personal vision for a more
integrated Asia now that the world’s most
populous region has recovered from the
debilitating financial crisis of 1997–98 (see
Box 2).
A career Japanese finance ministry technocrat who was an advisor to Japanese Prime
Minister Junichiro Koizumi on international
monetary issues, Kuroda aims to harness the
ADB to foster closer Asian regional integra-

Jeremy Clift
profiles Asian
Development
Bank President
Haruhiko Kuroda
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tion and an eventual single Asian currency by harmonizing
rules and legislation, boosting intraregional trade and investment while discouraging overlapping and competing bilateral trade accords, building infrastructure and expertise, and
encouraging regional exchange rate cooperation and coordination.

Soft spoken but determined
At first glance, Kuroda is an unlikely champion to spearhead
Asia’s transformation. A former tax expert, he is bookish
and thoughtful rather than charismatic. He talks softly and
has a dry wit. For years at the Japanese Finance Ministry, he
lived in the shadow of his better-known predecessor, Eisuke
Sakakibara. Indeed, when Kuroda took over from Sakakibara
as Japan’s top international financial official in 1999, the contrast could not have been greater.
Sakakibara, dubbed Mr. Yen by the media for his flamboyant and outspoken comments in defense of the Japanese
economy, loved the limelight and relished his ability to rattle
international markets. In contrast, Kuroda is more discreet
and cautious. He prefers measured understatement to showmanship, selecting his words with academic precision.
Born in Kyushu, in southern Japan, in October 1944,
he initially studied law at Tokyo University, where he was
selected for the civil service and later sent to Oxford to
study economics. “My father and mother were quite liberal.
Anything I decided, they accepted,” he now says. By Kuroda’s
own account, Oxford left a lasting impression on him. He
studied under several prominent economists, including
Nobel Prize–winner John Hicks. “[Hicks] was so famous
he could attract not only economics professors, but also
practitioners—central bank governors, bankers, industrialists, and politicians—to his seminars. Graduate students

Box 1

Testing times for the ADB
The ADB, which was founded in 1966 and has 64 member countries, lends about $6.0 billion a year to developing countries in Asia and the Pacific. It reacted quickly to
the recent string of natural disasters that rocked the region,
pumping in money to aid recovery. To help communities
swamped by the December 26, 2004, tsunami in which
nearly 300,000 died, the ADB launched the largest grant
program in its history. To date, its total approved funding
for tsunami-affected countries is $851.4 million—part of
a global effort to rebuild areas of Indonesia, Thailand, Sri
Lanka, the Maldives, and India.
To help Pakistan after last October’s earthquake that
killed more than 70,000 and left hundreds of thousands
homeless, the ADB pledged assistance worth $1.3 billion.
It also set aside another $470 million to support national
action plans against avian flu. Kuroda is pressing for coordinated measures to avert a bird flu pandemic in Asia,
warning that if the virus becomes transmissible between
humans it could cause more than 4.5 million deaths in
China and Southeast Asia within a year.

4

would sit and discuss with the guest speaker, and, at the end
of the seminar, he sort of summed up—a very short summary. Quite interesting. It was the interaction of theory and
reality, of policy and the theoretical.”
Kuroda’s time at Oxford taught him that economic theory needed to be tempered with practical interpretation. “I
think they taught us that, although economic theory may
provide some insight, some framework, good policies may
require something that goes beyond just economic theory or
analysis—some practical judgment, some good sense.”
He delights in intellectual challenge and says his dream was
to be a teacher—a dream briefly fulfilled when he became a
professor at Tokyo’s Hitotsubashi University in June 2003. He
once wrote a paper titled, “Socrates: the Dollar Dialogue,” in
which he imagined how the ancient Greek philosopher would
analyze exchange rate management. For recreation, he likes
to swim and read detective novels and, occasionally, books on
mathematics and physics.
He won his international spurs while seconded from
Japan’s Finance Ministry to the IMF in Washington, where
he was an assistant to the Japanese Executive Director during
1975–78. It was a turbulent period just after the 1973 oil crisis
when the international financial system was being realigned
to cope with the collapse of the Bretton Woods system of
fixed exchange rates. “Really, I learned how an international
institution can be managed and can function,” he declared.
“Quite an exciting and interesting period,” he says with his
usual understatement.

Making a name for himself
Kuroda became Director-General of the Japanese Finance
Ministry’s International Finance Bureau (now renamed the
International Bureau) in July 1997, just before the outbreak
of the Asian financial crisis. He had made a name for himself
in the late 1980s within Japan’s rigidly hierarchical bureaucracy by putting together a plan proposed by then–Finance
Minister Kiichi Miyazawa for tackling Latin America’s
huge debt problem. During his terms as Director-General
(1997–99) and, later, Vice Minister of Finance (1999–2003),
Kuroda helped prepare Tokyo’s controversial plan for an
Asian monetary fund—later watered down to a $30 billion
rescue package for Indonesia, Thailand, and Korea.
As Paul Blustein recounts in The Chastening, his detailed
reconstruction of the Asian crisis published in 2001,
Sakakibara and Kuroda had been considering setting up an
Asian monetary fund since the Mexican peso crisis of 1994–95.
“They noticed that Asian nations probably wouldn’t qualify
for IMF loans proportionate with the one Mexico received
because their Fund quotas had failed to keep pace with their
rapid economic growth,” Blustein wrote. Japan’s proposal for
an Asian monetary fund was shot down by the United States
as soon as it was made in September 1997 because the U.S.
Treasury was worried that it would undercut the IMF. “In retrospect, it was all too hasty,” Sakakibara later admitted.
Although the plan for an Asian monetary fund failed to
win acceptance, many observers see the network of foreign
exchange swaps launched in May 2000 to protect Asian cur-
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rencies against speculative attacks—known as the Chiang
Mai Initiative (CMI)—as an embryonic fund.
Kuroda has gone out of his way to emphasize the primacy
of the IMF. “The IMF remains the only global financial institution governing the international monetary system, and East
Asia’s regional financial architecture must complement its
role,” he wrote with University of Tokyo economist Masahiro
Kawai in the Financial Times in 2004. “Strengthening the
region’s financial architecture will also strengthen the IMF’s
global role because regional financial stability contributes to
the stability of global finance.” But Asian leaders are edging
toward acting on their own, announcing plans to boost the
CMI’s ability to lend without recipient countries needing to
have an IMF program in place and building up the world’s
largest foreign exchange reserves as a bulwark against currency speculation and possible future instability related to
the large imbalances in the global financial system.
Kuroda is careful not to ascribe blame, or follow U.S. critics in singling out China, when discussing the issue of imbalances, arguing that they are a joint responsibility. “The United
States must cut its fiscal deficit, Europe and Japan must
implement structural reforms, and Asian emerging currencies
should be made more flexible,” he says. “These joint actions
share the responsibility for resolving global imbalances.”
Some analysts believe that Asian countries are using proposals for an Asian monetary fund as bargaining chips to press
for improved representation at the IMF. Developing countries, including in Asia, have increased pressure on the world’s
industrial powers to adjust the voting shares, or quotas, in the
IMF to better reflect their growing economic muscle. Many,
including the IMF’s own management, hope that this year’s
IMF–World Bank Annual Meetings in Singapore will yield
concrete proposals for how the changes can be made.
Others see the drive for closer regional economic integration as part of a broader shift in political and strategic
balances in Asia, says Greg Sheridan, Foreign Editor of The
Australian newspaper. “There is an intense competition in
the Asia-Pacific to work out what is commonly referred to as
the new architecture for the region,” he argues.
“Of course, this isn’t all about safeguarding financial stability in Asia,” says Michael Vatikiotis, a former Editor of the Far
Eastern Economic Review, who is currently a research fellow at
the Institute of Southeast Asian Studies in Singapore. “Japan
is in a hurry to cement its role as a pivot of these financial
mechanisms before China becomes too dominant—and
perhaps before the yen is overshadowed by the yuan.”

Well-signaled plan
When Kuroda became the ADB’s eighth president, it was clear
that steps toward monetary union and closer Asian regional
integration would be at the top of his agenda. After all, he had
clearly signaled his ambitious goals well in advance in a series
of academic papers and newspaper articles. Nevertheless, he
made headlines when, shortly after taking up the reins of the
development bank, he announced plans to set up the Office
of Regional Economic Integration, headed by his former deputy Kawai, to help knit the diverse region together and again

Box 2

Kuroda’s personal vision for Asia
Kuroda has laid out a six-point plan for promoting
integration:
• intensify the process of building cross-border infrastructure and the coordination of laws, rules, and regulations, not only within subregions but across Asia as a
whole.
• coordinate regional efforts to combat the spread of
communicable diseases (such as HIV/AIDS, SARS, and
avian flu); promote environmental sustainability; and manage natural disasters, such as tsunamis and earthquakes.
• enhance trade integration within Asia by ensuring that
the growing number of regional trade agreements become
building blocks rather than stumbling blocks to regional
and global trade integration.
• strengthen the Chiang Mai Initiative (CMI) by expanding it into a more solid regional financing facility and by
making the ASEAN+3 economic surveillance mechanism
effective, through the establishment of a professional secretariat charged with both the CMI and regional economic
surveillance.
• make the Asian financial system more resilient through
the sustained reform of the banking system and the development of local currency bond markets, thereby achieving
a better balance between banks and capital markets.
• promote a regional exchange rate arrangement that
is flexible toward the rest of the world but relatively stable
within the region, perhaps leading to a monetary union
over time.

later on when he called explicitly for Asia to aim for monetary union. “Some skeptics may call this vision of a deeply
integrated Asia a pipe dream,” Kuroda told the Emerging
Markets Forum held at Oxford University in December 2005.
“Some say the disparities are too wide, the political divides
too deep. But strong bridges for a united Asia, open to the
world, are already being built.”
At the ADB’s annual meeting in Istanbul in May 2005,
finance ministers from the 10-member Association of
Southeast Asian Nations (ASEAN) plus Japan, Korea, and
China (known as ASEAN+3) took what some analysts saw as
another tentative step toward the creation of an Asian monetary fund: they agreed to expand the CMI by doubling emergency currency swap commitments to more than $70 billion.
“Further steps could be taken to expand the CMI to a more
solid regional financing facility,” says Kuroda, “and to make
the ASEAN+3 economic surveillance mechanism more
effective—for example, through the establishment of a professional secretariat charged with both the CMI and regional
economic surveillance.”
Kuroda also argues that growing intraregional trade in Asia
is strengthening the case for a single currency. Intraregional
trade in East Asia now accounts for 54 percent of the region’s
total trade, sharply up from 35 percent in 1980. He notes
that this is higher than the 46 percent intraregional trade in
the North American Free Trade Agreement (NAFTA) zone
Finance & Development March 2006
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“and is very much comparable to intraregional trade in the
European Union before the 1992 Maastricht Treaty.”
“Given this magnitude of intraregional trade, even small
intraregional exchange rate misalignments can disturb trade
and investment flows and could create trade frictions among
the regional economies. This indicates the need for intraregional exchange rate stabilization in the years to come and,
ultimately, a single currency,” he argues, although he agrees
that a single currency may be a long way off. He is pressing forward with plans to introduce an Asian currency unit
(ACU), based on a basket of Asian currencies, akin to the
European currency unit, or ECU, that was a precursor to the
euro. Kawai says the ACU could become a benchmark for
Asian currencies.
The ADB is also backing moves to develop local currency
bond markets in Asia. Kuroda argues that stronger regional
capital markets are needed to support huge infrastructure
development. “It is ironic that Asia’s massive needs for infrastructure investment go unmet while excess savings find their
way to the global capital markets,” he says. “One reason for
this is that Asian savings are not being efficiently intermediated by the region’s financial system.”

Emerging giants
Kuroda denies that his focus on regional integration is crowding out the ADB’s other main objective—poverty reduction.
“Poverty reduction continues to be the overarching objective
of the ADB; that doesn’t change at all,” asserts Kuroda, who
was responsible for Japan’s official development assistance,
including relations with the ADB, during 1994–96. But he
says that integration is key to spurring growth and poverty
reduction. “If you look at countries in the region, many are
doing quite well, and some are not. You will find those that
are not doing well are not well connected to growth centers
in the region and not well connected to the global economy.
So regional integration is key for inclusive growth—meaning
poverty reduction supported by growth,” he argues.

He sees the three pillars of Asia now as Japan, China, and
India. He concedes that the rise of India and China is creating a new dynamic in Asia and that smaller countries may
worry that the two giants are attracting investment at their
expense. But he argues that, in the long run, the whole region
will benefit. “Initially, Asian countries may have feared fierce
competition from China,” says Kuroda. “But economies can
adjust, sectors can structurally change. In the long run, rapid
Chinese growth will only benefit other countries.”
“It is natural, of course, that people are attracted to China
and India because of their sheer size. But although China
and India are big and growing quite fast, other small and
medium-sized countries are also doing well. In some sense
they are competing, but in the long run they will benefit each
other through an integrated market,” Kuroda insists.
He rejects the idea of a grand design for Asia, similar to the
European model, but says that a vision for Asia is needed and
that the region should not become inward-looking. “Our
objective,” Kuroda told the Asian Institute of Management
in October 2005, “should be to create not a ‘fortress Asia,’
but a highly integrated Asia that is open to the rest of the
world as well. This is ‘open regionalism.’ In short, Asia
should increasingly act regionally while continuing to think
globally.” N
Jeremy Clift is a Senior Editor on the staff of Finance &
Development.
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Rethinking Growth
Economists are reconsidering
what they really know about
economic growth and how to go
about formulating policies in the
absence of reliable models
Roberto Zagha, Gobind Nankani, and
Indermit Gill

F

OR DEVELOPMENT economists of the
1950s and 1960s, growth was a complex
process of economic, social, and political
transformation. New economic concepts

were created to capture some of its dimensions—for
example, Lewis’s “dual economy” and “surplus unemployment”; Schultz’s “human capital”; Gerschenkron
and Rostow’s “stages of development” theory, “takeoff,”
and “catching up”; and Seer, Prebish, and Hirschmann’s
“structuralism.”

It is ideas, not

In the late 1980s and early 1990s, however, economists
working on development came around to the simpler
view that growth was a matter of getting national policies right. Whether it was landlocked Uganda, unstable

vested interests,
which are dangerous
for good or evil.

Argentina, or transitioning Ukraine, the right policies
meant lower fiscal deficits; lower import tariffs; fewer

—John Maynard Keynes

restrictions on international trade and capital flows;
and a greater role for markets in allocating resources,
regardless of history, political economy, or local
institutions.
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Chart 1

Widely varying results
Economic regions grew at vastly different paces during the
1990s despite undertaking broadly similar reform policies.
(per capita GDP; 1990 = 100)
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Source: World Bank, World Development Indicators 2003.
1Organization for Economic Cooperation and Development.

Much of this vision was reflected in the Washington
Consensus. Articulated by John Williamson in 1990, the
consensus synthesized the policies most economists in the
World Bank, the IMF, the U.S. Treasury, and Washington’s
think tanks thought were necessary to rescue Latin American
countries from cycles of high inflation and low growth. Williamson had
emphasized that the consensus was to
be applied judiciously, not mechanically, but it took on a life of its own,
becoming the expression of what
most economists inside and outside
Washington thought most developing
countries needed for growth.
As the 1990s unfolded, countries
around the world implemented policies consistent with that consensus. In
Eastern Europe and the former Soviet
Union, market reforms followed the
end of communism. In Latin America,
countries stabilized their economies, defeated hyperinflation, further
opened their markets to international
trade and capital, and privatized public
enterprises. In Asia, India abandoned
central planning, embracing a wide
range of reforms, and China continued its market-oriented
reforms. In Africa, countries such as Ghana, Tanzania, and
Uganda embarked on privatization, retrenched the public sector, and liberalized trade. And, in places as diverse as
Bolivia, Brazil, India, and Russia, grossly overvalued exchange
rates became more competitive; the devaluation of the CFA
franc in 1994 was a particularly important change.
The scope, breadth, and depth of the reforms during the
1990s were unprecedented in recent economic history. The
developing world emerged with more open and competitive

economies, lower inflation, lower fiscal deficits, smaller governments, fewer restrictions on private sector activities, and
more market-based financial sectors. The changes were not
only economic. The number of democracies increased to 100
from 60 during the decade, and social indicators (particularly basic education and child health) improved steadily. In
the early 1990s, most economists believed that these developments, combined with a favorable international environment—firm commodity prices, rapid growth of international
trade, and abundant capital flows—would enable developing
countries to overcome the “lost decade” of the 1980s and
return to a path of sustained growth.
The results, however, were unexpected. They exceeded the
most optimistic forecasts in some cases and fell well short
of expectations in others. In East and South Asia, including
China and India, which together account for 40 percent of
the developing world’s population, domestic liberalization
and outward orientation were associated with spectacular
growth, poverty reduction, and social progress. This was so
even though reforms were implemented in a manner that
departed from conventional wisdom—in terms of speed and
design of reform, a large state presence, and, until well into
the 1990s, high levels of import protection (with export orientation ensuring international competitiveness).
At the same time, booms and busts continued in Latin
America, extending to other regions. For most former Soviet
Union countries, the 1990s will be
remembered as a costly and traumatic
decade. While everyone knew that the
transition to a market economy would
be tumultuous and difficult, the output loss was longer and deeper than
expected. It took more than a decade
for the best-performing economies
to return to the per capita income
levels prevailing at the beginning of
the transition, and some of the worst
cases are still below the starting point.
Africa did not see the takeoff that was
expected, although many countries
showed signs of recovery in the late
1990s. Costly financial crises rocked
Mexico (1994), East Asia (1997), the
Russian Federation (1998), Brazil
(1999, 2002), Turkey (2000), and
Argentina (2001). Some countries
managed to sustain rapid growth
with just modest reforms, while others could not grow even
after implementing a wide range of reforms. Moreover, similar economic reforms yielded vastly different responses (see
Chart 1).
Interpreting the reasons for this wide variation and drawing lessons for the future was the central task for the 2005
World Bank study, Economic Growth in the 1990s: Learning
from a Decade of Reform. The study focused on the main areas
of policy and institutional change during the 1990s: macroeconomic stabilization, trade liberalization, financial sector

“Developing countries
experience a year of
negative per capita
growth roughly once
every three years—
whereas in East Asia,
the average is one-half
that rate and, in OECD
countries, one-third
that rate.”
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reform, privatization and deregulation, public sector reform,
and democratization. And it combined an analytical review
of growth episodes with the views of practitioners—policymakers who had been in charge of implementing significant
policy and institutional reforms during the 1990s and former
World Bank country directors.

Lessons of the 1990s
The central result of the exercise was rediscovering the complexity of economic growth, recognizing that it is not amenable to simple formulas. Another result was the degree of
convergence of views. Even though the practitioners, senior
Bank operational staff, and economists started from different perspectives, they all came up with remarkably similar
lessons.
First, expectations about the impact of reforms on growth
were unrealistic (see Chart 2). Take trade. Rising trade volumes are unambiguously related to growth, but the direction
of causation is unclear. As an economy grows and develops
and expands its stock of physical and human capital, its
opportunities for trading will inevitably increase, even if tariffs remain the same. Also, some countries increased exports
by reducing import tariffs, while others did so by creating
export processing zones; or offering exporters incentives,
including duty rebates; or making the exchange rate more
competitive; or improving trade-related infrastructure—
with export liberalization preceding import liberalization. In
some cases, trade liberalization coincided with deteriorating
export incentives (for example, exchange rate appreciation,
as was the case in several South American countries), while in
others export incentives strengthened. Not surprisingly, trade
reforms stimulated growth and helped reduce poverty when
export incentives improved, but not when they deteriorated.
The lessons are that trade is an opportunity, not a guarantee,
and that it was overly naïve to expect that simply reducing
tariffs would automatically increase growth.
Similar conclusions about expectations hold true throughout the whole range of policy areas on which reforms focused
in the 1990s, including financial sector liberalization (see
box) and, somewhat surprisingly, political reforms. The rise
in the number of democracies was expected to bring better
leaders to power and improve decision making and economic
performance. Again, expectations proved overoptimistic.
Democracy is not a shield against predation by the powerful
or against governments exerting their authority to the benefit of elites. Informed citizens, low social polarization, and
political competition are needed.
Second, reforms should promote growth, not just efficiency.
The reforms of the 1990s focused on the efficient use of
resources, not on the expansion of capacity and growth. They
enabled better use of existing capacity, thereby establishing
the basis for sustained long-run growth, but did not provide
sufficient incentives for expanding that capacity. In the early
1990s in Brazil, trade reforms were designed to strengthen
competition and improve the efficiency of resource use rather
than to expand domestic capacity or exports. As a result,
they were introduced rapidly, without much concern for the

Chart 2

A decade of disappointment
Although nearly every country in Latin America and the Caribbean
(LAC) has pursued economic reform, growth has been slow.
Distribution of reform index for 16 LAC countries
(box plots showing mean, 10th, 25th, 75th, and 90th percentiles)
0.75
0.65
0.55
0.45
0.35
0.25

1985

1987

1989

1991

1993

1995

1997

1999

2001

LAC regional growth in GDP per capita
8
6
4
2
0
–2
–4

1985

1987

1989

1991

1993

1995

1997

1999

2001

Sources: Reform data: Eduardo Lora, 2001, “Structural Reforms in Latin America: What Has Been
Reformed and How to Measure It,” Inter-American Development Bank. Growth data: World Bank,
World Development Indicators 2003.

competitiveness of the exchange rate and the response of the
manufacturing sector. In contrast, during the same period in
India, trade reforms were designed to enable domestic firms
to restructure and spread the costs of adjustment over time.
As a result, they were introduced at a gradual (some would
say glacial) pace, and the exchange rate was kept competitive
to ensure export growth. Similarly, anti-inflationary policies in China during the 1990s were introduced in a manner
that minimized output losses. Thus, whereas reforms can
help achieve efficiency gains, they will not put the economy
on a sustained growth path unless they also strengthen production incentives and address market or government failures that undercut efforts to accumulate capital and boost
productivity.
Third, the necessary conditions for economic growth can be
created in numerous ways—not all of them equally conducive
to growth. Any sustained growth process is based on accumulation of capital, efficient use of resources, technological
progress, and a socially acceptable distribution of income.
The World Bank’s World Development Report 1991 had proposed that these functions of growth were best achieved in
economies with macroeconomic stability, market allocation of resources, and openness to international trade. One
can readily agree with this proposition and still realize that
this trio does not translate into a unique set of policies. A
Finance & Development March 2006
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Financial liberalization: the good and the bad
The financial liberalization that took place in developing
countries in the late 1980s and the 1990s was part of a general
move toward giving markets a greater role in development. It
was also sparked by a number of financial factors, including
the high cost of using finance as an instrument of populist,
state-led development; a desire for cheaper and better finance;
and the growing difficulties of using capital controls in a
world of increased trade, travel, migration, and communications. It differed in timing, speed, and content across countries. But it always involved freeing interest rates and credit
allocations. And it often involved giving central banks more
independence, opening up capital accounts, privatizing state
banks and pension systems, developing financial markets,
and encouraging competition between banks (and sometimes
nonbanks). However, improving bank regulation and supervision lagged behind in many cases.
Did financial liberalization deliver? On the plus side, most
major countries did see a rise in deposit growth, and the private sector gained access to more financing, from both domestic and international sources. But capital markets became
important only in a few, large countries. And, by the end of
the 1990s, government and central bank debt had absorbed
much of the deposit growth, partly because of financial
crises—which also fed into a smaller-than-expected impact of
financial liberalization on growth.
Several factors were behind the “boom and bust” cycles of
the 1990s.
• Traditional macroeconomic problems—including unsustainable fiscal policy, unsustainable exchange rates, and high
government debt—continued to plague many developing countries. Financial liberalization often allowed the countries to
prolong such policies by providing more resources, but ultimately this tactic raised the policies’ cost.
• Financial liberalization itself was a problem. Timing and
sequencing left a lot to be desired. The quality of credit allocation was weakened by implicit and explicit government guarantees that limited market discipline and by weak regulation
and supervision. And sudden shifts in market views about

frequent mistake in the 1990s was to translate these principles
into “minimize fiscal deficits, minimize inflation, minimize
tariffs, maximize privatization, maximize liberalization of
finance,” with the assumption that the more of these changes
that were made, the better. In short, the lesson is that “getting the policies right” does not translate into a rigid set of
policies and that any reform, however beneficial for efficient
resource allocation, is not necessarily growth-inducing.
Fourth, stabilization and macroeconomic management
need to be growth-oriented. The 1990s made us realize that
how macroeconomic stability is achieved matters for growth.
Lowering inflation on the basis of appreciating nominal
exchange rates stunts exports and thus GDP growth. So
does reducing fiscal deficits through declines in high-return
public spending or lowering domestic interest rates through
excessive (often short-term) external borrowing. The decade
also shows that the gains expected from capital account lib10

countries’ ability to service debt contributed to “sudden stops”
in net capital inflows.
• Weak loans (both old and new) incurred by state banks
and powerful financial-industrial conglomerates were allowed
to accumulate. The standard postcrisis policy was to bail out
depositors by replacing the banks’ bad loans with government
debt, generating a debt overhang that may limit growth in this
decade.
• Some policy responses were bad. In some cases, excessive
liquidity support was given to banks that were being looted by
their owners, while in others, not enough liquidity was provided, thereby forcing solvent banks into bankruptcy. Runs
on banks became runs on the currency, especially in countries
with more open capital accounts, ineffective capital controls,
and exchange rate support.
A onetime cleanup
Despite these problems, most countries have maintained a
relatively liberalized financial system. To some extent, the crises of the 1990s can be seen as onetime cleanups, laying the
groundwork for a better financial system. They also provide at
least two important lessons for making financial systems work
better and reducing the risk of future crises:
Successful finance depends on macroeconomic stability. Even
a strong financial system cannot protect itself against high
inflation, inappropriate exchange rates, the threat of default by
overindebted governments, or severe real economy downturns.
Moreover, financial liberalization, especially the opening up of
the capital account, puts a greater premium on good macroeconomic policy and quick action to limit unsustainable booms
and deal with weak banks, not least by putting a stop to the
popular policy of socializing bank losses.
Good financial systems depend on good institutions—which
include intermediaries; markets; and the informational, regulatory, legal, and judicial framework. But building up these
institutions is not easy: it takes time and requires political
support.

James Hanson
eralization were unrealistically high and the risks underestimated—the danger was not so much financial flows moving
out during normal times, but inflows that eventually destabilized the economy. Indicative of this, most of the major
recipients of private capital flows during the 1990s suffered a
financial crisis (see Table 1). The exceptions are Chile, China,
and India, all of which had introduced restrictions on financial inflows and had not completely opened their capital
account.
If anything, the decade shows that sustaining long-term
growth requires macroeconomic policies that reduce the
risk and frequency of financial crises. Table 2 shows that
what differentiates successful countries (that is, those that
reduce their per capita GDP gap with industrial economies)
from unsuccessful ones (those that do not) is the ability to
reduce the volatility of growth—which, in turn, reflects
decisive responses to shocks and macroeconomic policies
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Table 1

Table 2

A mixed blessing

Recipe for success

Most of the major recipients of capital inflows succumbed to
financial crises.

Successful growers avoided downturns and kept growth steady.

Financial crises
(country, year)
Mexico 1994–95
Thailand 1997
Indonesia 1997
Korea 1997
Malaysia 1997
Russian Federation 1998
Brazil 1999, 2002
Turkey 2000–01
Argentina 2001–02
China
India
Chile

Rank of recipients,
by absolute volume
of private flows
1990–96

Private capital
FDI flows
flows 1990–96,
1990–96,
percent GDP percent private
(in 1996)
capital flows

2
6
7
…
5
11
3
10
4

33.0
27.1
17.7
…
62.7
4.8
12.6
12.1
23.9

42.8
22.7
22.7
…
47.2
18.7
20.7
22.1
33.4

1
8
9

25.2
7.6
39.4

68.2
20.6
37.2

Sources: IMF and World Bank staff estimates.
... Data not available.

that reduced vulnerabilities and, hence, the costs of shocks.
Developing countries experience a year of negative per capita
growth roughly once every three years—whereas in East Asia,
the average is one-half that rate and, in OECD countries,
one-third that rate. Korea has had only three years of negative per capita growth since 1961. The region’s ability to avoid
downturns and periods of low growth—partly resulting
from macroeconomic policies that reduced the probability of
shocks—explains much of the East Asian “miracle.”
Fifth, governments need to be made accountable, not
bypassed. Because, in general, developing countries resolve
agency, predation, and collective decision-making problems
less efficiently than industrial countries, many of the 1990s
reforms sought to introduce policies (such as dollarization
and fiscal rules) that reduced government discretion and
minimized demands on institutions. But these policies did
not turn out to be sustainable solutions. Government discretion is needed for a wide range of activities essential for
sustaining growth, from regulating utilities and supervising
banks to providing infrastructure and social services. For that
reason, reducing government discretion should not be the
guiding principle of national development policies. Instead,
the focus should be on improving checks and balances on
government discretion and putting in place conditions that
lead to better decision making.
Sixth, governments should abandon formulaic policymaking in which “any reform goes” and concentrate on supporting
growth. To do so, they must identify the binding constraints
to growth, which, in turn, necessitates recognizing countryspecific characteristics and undertaking more economic analysis and rigor than a formulaic approach would call for. For
example, during the 1980s and 1990s, China’s approach was
“crossing the stream by groping for the stones”; constraints
were identified and dealt with as the growth process unfolded
through experimentation and trial and error. It will not be
easy for governments to identify the binding constraints at a
given point in time and stage of development—indeed, the

Years in which growth rate from 1960–2002 was
______________________________________
below
below
above
negative 1 percent 2 percent 2 percent
All developing countries
Sub-Saharan Africa (28)
Botswana
Lesotho
South Asia (5)
Bangladesh
India
Nepal
Sri Lanka
Middle East and North Arica (6)
Egypt, Arab Republic of
Latin American and Caribbean (21)
Chile
East Asia and Pacific (7)
China
Indonesia
Malaysia
Thailand
High-income OECD (22)
Korea

14
18
2
10
8
11
8
10
4
15
4
12
7
7
5
7
5
2
5
3

19
22
3
15
11
15
10
18
6
18
10
19
11
8
6
8
5
2
8
3

24
27
4
16
17
21
14
22
14
22
15
25
18
10
7
10
7
6
16
4

18
15
38
26
25
21
28
20
28
21
27
17
24
32
35
32
35
36
27
38

Source: World Bank, World Development Indicators 2003.
Note: The table shows evidence for the 89 countries for which growth data are available for the
four decades since 1961. Regional aggregates are medians. The Republic of Korea “graduated”
into a high-income category in the early 1990s and thus is classified here in the high-income
OECD group rather than in East Asia and Pacific.

process is more an art than a science—but some recent proposals on new methodologies look promising (see “Getting
the Diagnosis Right” on page 12 of this issue).

A great deal to learn
The 1990s yielded many lessons. The most important perhaps is that our knowledge of economic growth is extremely
incomplete. This calls for more humility in the manner in
which economic policy advice is given, more recognition that
an economic system may not always respond as predicted,
and more economic rigor in the formulation of economic
policy advice. This view is increasingly shared. In September 2004, 16-well-known economists—Olivier Blanchard,
Guillermo Calvo, Daniel Cohen, Stanley Fischer, Jeffrey Frankel, Jordi Galí, Ricardo Hausmann, Paul Krugman, Deepak
Nayyar, José-Antonio Ocampo, Dani Rodrik, Jeffrey Sachs,
Joseph Stiglitz, Andrés Velasco, Jaime Ventura, and John Williamson—gathered in Barcelona and issued a new consensus
on growth and development. The “Barcelona Consensus”
echoes many of the ﬁndings of the World Bank’s work, which,
in turn, reﬂects recent academic research by several of the
signatories. N
Roberto Zagha led the World Bank’s 2005 report, Economic
Growth in the 1990s: Learning from a Decade of Reform,
under the direction of Gobind Nankani. The team consisted
of J. Edgardo Campos, James Hanson, Ann Harrison, Philip
Keefer, Ioannis Kessides, Sarwar Lateef, Peter Montiel, Lant
Pritchett, S. Ramachandran, Luis Serven, Oleksiy Shvets, and
Helena Tang. Indermit Gill was an active advisor.
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Getting the Diagnosis Right
A new approach to economic reform
Ricardo Hausmann, Dani Rodrik, and Andrés Velasco

D

URING the past 15 years, there has been a tremendous focus on achieving growth in developing countries in an effort to reduce poverty and
boost living standards. To help them achieve this
goal, many countries have adopted the policies known collectively as the Washington Consensus—the enforcement of
property rights, maintenance of macroeconomic stability,
integration with the world economy, and creation of a sound
business environment. Results have been extraordinarily
varied. In fact, what the experience of the past 15 years has
shown is that policies that work wonders in one place may
have weak, unintended, or negative effects in other places.
In this article, we propose a new approach to reform—one
that is much more contingent on the economic environment.
Countries, we argue, need to figure out the one or two most
binding constraints on their economies and then focus on lifting those. Presented with a laundry list of needed reforms,
policymakers have either tried to fix all of the problems at
once or started with reforms that were not crucial to their
country’s growth potential. And, more often than not,
reforms have gotten in each other’s way, with reform in one
area creating unanticipated distortions in another area. By
focusing on the one area that represents the biggest hurdle to

growth, countries will be more likely to achieve success from
their reform efforts.
We propose a decision tree methodology to help identify
the relevant binding constraints for each country. While our
methodology does not specifically identify the political costs
and benefits of various reform strategies, its focus on alternative hypotheses will help clarify the options available to
policymakers for responding to political constraints. We are
concerned mainly with short-run constraints. In this sense,
our focus is on igniting growth and identifying constraints
that inevitably emerge as an economy expands, not on anticipating tomorrow’s constraints on growth.
We demonstrate how this approach would work through
case studies of Brazil, El Salvador, and the Dominican
Republic. In the first two countries, policymakers sought to
implement wholesale reform following international best
practice during the 1990s. But the results in both countries
were disappointing, with low growth throughout most of the
period. The Dominican Republic also implemented reforms,
but on a much more limited scale, and yet it exhibited strong
growth throughout the 1990s until it was hit by a banking crisis in 2002. The Dominican Republic, as we will see, managed
to find a way around the most important binding constraint
on its economy with minimal reform effort, whereas Brazil
and El Salvador still have not overcome the main obstacles to
growth in their economies.

Drawbacks of current reform strategies
Economists define an underperforming economy as one
that is characterized by rampant market distortions. Such
distortions, whether government-imposed or inherent to certain markets, prevent the best use of the economy’s resources,
hindering its productivity and driving wedges between the
value attributed to specific economic activities by society on
the one hand and by individual citizens on the other. For
policymakers, the challenge becomes how to maximize social welfare while taking into account standard resource constraints and the distortions
prevailing in the economy. A market distortion can be thought of as a tax that reduces
the equilibrium level of activity by keeping the net private return below the social
return. Reducing a distortion is expected
to increase aggregate welfare—the more
costly the distortion, the larger the increase
in welfare. And this is indeed the case when
there is only one distortion—only its direct
12
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welfare and growth will be undertaken first. For these reasons,
effect will matter. But when there are others, as is typical in
ons,
this strategy has uncertain benefits, especially in the short run.
a reforming economy, interaction effects in other areas of the
economy need to be tracked. If reducing a distortion also allePinpoint the most binding constraint(s)
viates other distortions, the result will be an additional welfare
benefit. But if these interactions exacerbate other existing disWe advocate setting reform priorities based on the size of
tortions, the welfare gain is reduced. A reduction in one distheir direct effects. The idea behind this strategy is that, since
tortion may thus end up producing an actual welfare loss—a
the full list of requisite reforms is unknowable or impractical,
phenomenon known as second-best interactions. This is why
and figuring out the second-best interactions across markets
second-best interactions are a crucial consideration for poliis a nearly impossible task, it is best to focus on the reforms
cymakers to keep in mind when designing reform strategies.
whose direct effects are expected to be significant. The principle to be followed is simple: go for the reforms that alleviate
One way to eliminate uncertainties about the effects of
reforms is to eliminate all distortions simultaneously. Because
the most binding constraints and, hence, produce the bigdoing so eliminates second-best interactions, this strategy—
gest bang for the reform buck. Rather than use a spray-gun
known as wholesale reform—is guaranteed to improve welfare.
approach in the hope that we will somehow hit the target,
But to implement it, the policymaker must have complete
focus on the bottlenecks directly.
knowledge of all prevailing distortions as well as the capacity
How can this be done? We begin with a basic but powerto remove them. For these reasons, though technically corful taxonomy (see chart). In a low-income country, economic
rect, this strategy is practically impossible to implement in
activity must be constrained by at least one of the following
real life.
two factors: either the cost of finance is too high, or the priA second strategy—reform as much as possible—is to pursue
vate return to investment is too low. If the problem is with
whatever reforms seem practical and politically feasible. This
low private returns, that in turn must be due either to low
strategy, which seems to be the prevailing approach today,
economic (social) returns or to a large gap between social
implicitly relies on the notion that any reform is good; the
and private returns (what we refer to as low private approprimore areas reformed, the better; and the deeper the reform in
ability). The first step in the diagnostic analysis is to figure
any area, the better. But it is based on faulty economic logic.
out which of these conditions more accurately characterizes
The second-best principle indicates that any given reform
the economy in question.
cannot be guaranteed to promote welfare in the presence of
Little to show for lots of reforms
numerous distortions. Therefore, welfare does not necessarily increase with the number of areas reformed, and deeper
For a long time, development policy focused on promoting
reform in any area is as likely as an incremental approach to
saving and capital accumulation. The thinking was that low
fall prey to adverse second-best interactions.
growth was caused by insufficient increases in factors of proA more sophisticated version of “reform as much as posduction, particularly physical capital. But in recent years, the
sible”—second-best reform—focuses on reforms with positive
focus has shifted to increasing human capital through better
second-best interactions and limits or avoids those reforms
health and education.
known to have adverse effects. But many, if not most, secondCan the poor growth performance in Brazil and El Salvador
best interactions are difficult to identify prior to implementabe explained by low saving and too little emphasis on
tion. This strategy therefore
requires a strong sense of
the consequences of policy Time for a checkup
changes across different A decision tree, such as the one below, can help identify the biggest obstacles to growth.
Problem: Low levels of private investment and entrepreneurship
markets and activities, and
the state of the art is not
Possible causes
encouraging in this respect.
Reformers may instead
Low return to
economic activity
focus on eliminating or
reducing the biggest distorHigh cost of
tions in the economy—an
Low social
Low
finance
returns
appropriability
approach known as target
the biggest distortions. Under
Bad
Bad
Market
local
Poor
Government
international
certain (fairly restrictive)
Bad
failures
finance
geography infrastructure
failures
finance
conditions, this strategy can
improve welfare. But it has
two shortcomings. First, it
Macro risks:
Low
Micro risks:
Information
Low
financial,
Coordination
requires a complete list of
domestic Poor interproperty rights, monetary,
externalities:
human
mediation
fiscal
externalities
saving
corruption, taxes
“self-discovery”
capital
distortions. Second, it does
instability
not guarantee that reforms
Source: Hausmann, Rodrik, and Velasco (2005).
with the biggest effects on
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education? On the face of it, these two factors make a compelling argument because these countries have both low savings
and investment rates and relatively low education attainment.
For this story to be plausible, however, we should be able to
observe high returns on capital and education. If domestic
savings are scarce, high foreign debt or a large current account
deficit would signal that the country is making extensive use
of foreign savings. There would also be a strong willingness to
remunerate domestic savings through high interest rates.
Both are true of Brazil, and its growth has, in fact, moved
in tandem with the external constraint in recent years, suggesting that growth is limited by the availability of savings.
But El Salvador has not come close to using up its access to
foreign savings. Nor does it remunerate domestic savings at
high rates. Indeed, El Salvador has the lowest lending rates
in Latin America, while Brazil has the highest. Perhaps the
most telling indicator that El Salvador is not constrained
by a lack of savings is that a dramatic boost in remittances
has not been converted into investment. This suggests that
the country invests little, not because it cannot mobilize
resources (though savings are low) but because it cannot find
productive investments. Thus, it seems that El Salvador is a
low-return country and Brazil a high-return country.
Education levels in the two countries reveal a similar contrast. If education represented a significant constraint on
growth, one would expect high earnings for those few who
do get educated. Average schooling of the labor force is low
in both countries, but educated Brazilians enjoy some of the
highest salaries in Latin America. In contrast, El Salvador is
below the regional average when it comes to returns on education. Hence, weak education is not a principal source of
low growth in El Salvador, but it may be a part of the story
in Brazil.
The bottom line is that the challenge for El Salvador is to
identify the reasons for the low returns on investment, while
for Brazil it is to explain why domestic savings do not rise to
exploit large returns to investment.
El Salvador: dearth of ideas. Low investment in El Salvador
may be due to distortions that keep private returns low despite
high social returns, particularly if social returns are not easily transferred to the individual level. Insufficient reward
for individual risk taking can have many causes. The main
potential ones are high taxes, macroeconomic imbalances,
weak contract enforcement and property rights, and political uncertainty. Investment and growth can also be stifled by
shortcomings in infrastructure, labor policy, and the exchange
rate. But none of these are significant concerns in El Salvador.
Instead, the country’s binding constraint is a lack of
innovation and demand for investment. What we have in
mind here is not innovation in the way this term is used
in advanced economies. Rather, it is the ability to develop
higher-productivity activities and nontraditional products
that can be produced profitably at the local level. El Salvador
has experienced sharp declines in its traditional sectors (cotton, coffee, sugar), but it has not been able to compensate
with new ideas in other areas. The absence of such ideas
explains why growth, investment, and expected returns on
14

investment are low. A lack of “self-discovery” seems to be
the binding constraint on El Salvador’s growth. Encouraging
more entrepreneurship and the development of new business
opportunities should therefore be at the center of its development strategy.
Brazil: too many ideas, not enough money. In contrast,
Brazil has more ideas than it has funds to invest. Although the
country suffers from an inadequate business environment, a
low supply of infrastructure, high taxes, high prices for public services, weak contract enforcement and property rights,
and inadequate education, our framework discards them as
reform priorities. If these factors represented significant constraints on growth, they should depress investment by keeping
private returns low—and yet private returns on investment
are high in Brazil. Investment is instead constrained by the
country’s inability to mobilize enough domestic and foreign
savings to finance investment at reasonable rates.
An improvement in Brazil’s business environment would
make investment even more attractive. But it would not
address the savings problem, thus exacerbating the binding constraint—a lack of available capital for investment.
This example demonstrates why reforms that may seem to
enhance growth—lowering taxes, reducing public sector
prices, and improving infrastructure and education—could
lower public savings and end up having the opposite effect.
Brazil has been trying to cope with the paucity of domestic savings by both attempting to attract foreign savings and
remunerating domestic savings at very high real rates. Over
time, the country has borrowed so much from abroad that
it has been perceived as being on the brink of bankruptcy.
When that external constraint is relaxed and more capital
becomes available—say, because of an increase in the general appetite for emerging market risk or because of higher
commodity prices, as has happened recently—the economy
is able to grow. But when the external constraint tightens, real
interest rates increase, the currency depreciates, and growth
declines.
This scenario suggests that the underlying problem is the
conflict between the large demand for investment and inadequate domestic savings. A more sustained relaxation of the
constraint on growth would therefore involve increasing the
domestic savings rate. However, this is easier said than done.
Brazil’s share of public revenue, at 34 percent of GDP, is by
far the highest in Latin America and one of the highest in the
developing world. Yet public savings have been negative, and,
despite high (and distortionary) taxes, Brazil’s fiscal balance
is precarious. High taxes and low savings reflect high spending and social transfers and reduce the disposable income of
the formal private sector. Resources are not used to increase
public savings, and the positive effect that high interest rates
may have on private savings is offset by their negative effect
on public savings because they increase the cost of servicing
public debt. High taxes and negative savings also reflect high
entitlements, waste, and a large inherited debt. This setup
forces the country to choose among high taxes, high public
sector prices, low investment in infrastructure, and low subsidies for human capital.
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All of these things are bad for growth because they depress
private returns to capital. Yet returns are high, and investment is constrained mainly by a lack of funds. If high taxes
and limited public goods were the binding constraint, private returns on investment would be low and the equilibrium between savings and investment would occur at a lower
return to capital. This distinction is important because it goes
to the heart of whether reform should emphasize policies to
encourage aggregate savings (for instance, fiscal consolidation) or private returns (for instance, lower taxes).
So what should Brazil focus on? It could increase national
savings by reducing government entitlements and waste. The
direct effect would be higher aggregate savings, lower interest
rates, better public debt dynamics, and lower intermediation
margins, as well as a potentially positive effect on foreign savings. Lowering the burden of pensions through social security reform may be an effective way to achieve this. But such
measures may not be politically feasible at this time.
In the absence of this first-best policy, the question is
whether a progrowth strategy can instead be based on an
apparently antigrowth set of measures, such as higher taxes
and public prices, and lower infrastructure and human capital subsidies. Our analysis suggests that it can. The microeconomic inefficiencies of high taxes and suboptimal spending
are not binding because reducing these inefficiencies would
increase returns to capital but would not generate the means
to exploit new investment opportunities. If the country can
move to a faster growth path and if waste does not grow with
GDP, it may outgrow its burdens and gradually improve its tax
and spending system as fiscal resources become more abundant. In this respect, Brazil’s current strategy, which emphasizes fiscal consolidation and reducing public debt, may be the
best way to go, despite its microeconomic inefficiencies.

A lot to show for few reforms
During the 1980s, as its sugar exports collapsed and its gold
resources were exhausted, the Dominican Republic had to
reinvent its economy. The country had weak institutions, and
the difficulties of the 1980s wreaked havoc with its macroeconomic balance. A balance of payments crisis erupted in 1991,
but the country dealt with it swiftly and accompanied it with
modest structural reforms. Unification of the exchange rate
and some trade liberalization triggered high growth until the
2002 banking crisis. Yet, despite financial turmoil in 2002–04,
the economy did not contract as happened in financial crises
in other countries. Why?
The answer seems to lie in the importance of the country’s main drivers of growth: tourism, maquila (the assembly of imported component parts for reexportation), and
remittances. All three depend on an adequate institutional
framework. In particular, tourism is sensitive to problems
of personal security and infrastructure, while the maquila
sector is very sensitive to trade protectionism. Instead of
solving these problems for all economic activities—a daunting task—the Dominican Republic managed to provide the
appropriate public goods for these two sectors, insulating
them from the problems the rest of the economy was suffer-

ing from and allowing them to flourish. Personal security and
d
infrastructure were improved in and around the main tourist
destinations, and the maquila sector was given special trade
policy treatment. In this sense, the Dominican Republic is a
good example of an alternative path to development: one that
identifies sectors with high potential and then provides them
with the institutions and public goods they need to thrive.
The problem with such a strategy is that the economy
might outgrow its institutions, or the stakes of the political game could become so high that the political process is
disrupted. Although the country’s weak political and fiscal
institutions did not become a problem, the financial system
eventually did. Imposing prudential standards proved both
politically and institutionally difficult. When the U.S. terrorist attacks of September 11, 2001, suddenly stopped international tourism, a Ponzi scheme (a special kind of pyramid
scheme) in the banking system was uncovered. Managing this
crisis involved converting more than 20 percent of GDP in
bank losses into public debt. Domestic credit grew dramatically because the central bank had no international reserves
with which to sterilize money creation, and the exchange rate
depreciated dramatically, causing annual inflation to rise to
more than 65 percent by June 2004.
These changes wreaked havoc with the fiscal accounts, and
the country is just now pulling itself out of the crisis. Still,
the moral of the story is clear: reigniting growth may not
require the infinite laundry list of reforms that have become
best practice. But once an economy is on a growth path, the
onus is on policymakers to remove institutional and other
constraints that will inevitably become more binding as the
economy expands.

More effective
Because across-the-board reforms are politically difficult
and have often failed to achieve growth, we have offered
an approach that targets the most binding constraints. An
important advantage of our framework is that it encompasses all major development strategies and clarifies when
each is likely to be effective. As the discussion shows, different
circumstances send different diagnostic signals. An approach
to development based on these signals is likely to be much
more effective than one based on a long list of institutional
and governance reforms that may or may not be targeted at
the most binding constraints on growth. N
Ricardo Hausmann is Director of Harvard University’s
Center for International Development. Dani Rodrik is
Professor of International Political Economy, and Andrés
Velasco is Sumitomo Professor of International Finance
and Development at Harvard’s John F. Kennedy School of
Government.
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Getting Out of the Rut
Applying growth diagnostics at the World Bank
Danny Leipziger and Roberto Zagha

N

OT ALL distortions are borne equal. Effective
growth strategies tackle the one or two most
“binding constraint(s)” as they emerge over
time. This is the central lesson from the World
Bank’s review of growth experiences of the 1990s (World
Bank, 2005). But applying this lesson is easier said than done.
The growth diagnostics framework proposed by Harvard’s
Ricardo Hausmann, Dani Rodrik, and Andrés Velasco (see
“Getting the Diagnosis Right” on page 12) offers an appealing way forward because of its focus
on the basic foundations of sustained
growth—capital accumulation and
entrepreneurship—its intuitive economic logic, and its ability to rank
reforms according to their impact on
growth. This approach helps differentiate reforms essential for growth
from those that are merely desirable
because of efﬁciency gains. The distinction is important because, in addition to growth, governments have many other welfare
improving objectives—from protecting the environment to
creating a more responsive public administration—all of
which are important, but not necessarily related to growth.
To explore the potential of the growth diagnostics framework and clarify its strengths and limitations, Hausmann,
Rodrik, and Velasco agreed to work with World Bank economists, with Professor Barry Eichengreen (University of
California, Berkeley) serving as an independent check. During
2005, Bank economists applied the method to 12 pilot studies (Armenia, the Baltic countries, Bangladesh, Bolivia, Brazil,
Cambodia, Egypt, India, Madagascar, Morocco, Tanzania,
and Thailand), subjected the results to review and discussion,
and in some cases changed their analysis and policy recommendations as a result. However, the framework was not
applied with the same rigor and depth in all the pilot studies.
Many unresolved issues remain, and it is, therefore, too early
to make a definitive assessment. But we have already learned
some preliminary lessons.
First, the identification of binding constraints to growth is
“disciplined art” more than science, as Nobel Prize Laureate
Mike Spence put it recently. The growth diagnostics approach
provides a framework for formulating hypotheses on what
may be constraining growth. But it provides neither the
hypotheses nor the empirical tools for testing them—both
these tasks rely on the creativity of the analyst and his or her
ability to formulate hypotheses and create plausible “stories”

that can then be verified empirically. As in all art, talent needs
to be complemented with practice, and the framework’s
potential will be realized only through repeated use. The
approach is much more open-ended than growth regressions,
for example, which are commonly used to justify reform priorities and determine which policies have the highest growth
payoff. Growth regressions generate results independent of
the analyst applying them and the possible stories that he or
she can formulate. In a similar fashion, investment climate
assessments benchmark variables
believed to influence private investment independent of who is carrying
out the analysis. But the objectivity of
these approaches comes at the cost of
a formulaic approach to reform strategies and a loss of analytic accuracy.
Second, growth diagnostics require
in-depth knowledge of the economy
being analyzed. Assume, for example,
an economy in which social rates of
return to private investment are high but private investment
is low. Identifying whether the gap is the result of macroeconomic instability, poor enforcement of property rights, political risks, or some other reason requires in-depth knowledge
of the economy and the ability to rank, if not quantify, interventions. Since cross-country evidence is often inconclusive
and since country-specific models are useful mainly in terms
of calibrating the direction of change rather than assessing the
absolute impact of an intervention, it is often country experience that matters most in growth diagnostics. The same
reform measure can yield highly varying outcomes depending
on country circumstances.
Third, the search for binding constraints to growth leads to
the formulation of hypotheses that challenge conventional wisdom and highlights the complexity of growth processes. A case
in point is Bolivia. The conventional wisdom is that political instability has made appropriation risk (the likelihood of
being denied economic returns on a private investment, for
instance through expropriation) the binding constraint to
Bolivia’s growth. Appropriation risk, however, is embedded in
institutions that are unlikely to change significantly in a short
time, and it was not an issue during the mid-1990s when
finance was readily available and the economy was growing.
If appropriation risk is indeed the main constraint, rates of
return on investment that are actually realized should be high
(to compensate for expected negative returns in the event of
expropriation), and investment should be high in sectors such

“In any growth process,
as one constraint is lifted,
another will emerge, and
then another, and then
yet another.”
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as services and small and medium-sized enterprises, in which
the risk of expropriation is not an issue. Evidence to support this hypothesis is not available, however. An alternative
hypothesis is that Bolivia’s growth has suffered from insufficient investments in “self-discovery”—finding the goods and
services in which Bolivia can become competitive and that
will generate new opportunities for employment and income
growth. Despite significant reforms since the mid-1980s, the
economy has registered neither growth nor significant diversification. In fact, Bolivia’s per capita income is now at the
same level as in 1950. Needless to say, the inability to establish
a firm basis for development has accentuated political instability and social conflict.
Another case where conventional wisdom has been challenged thanks to the growth diagnostics framework is that of
aid-dependent countries in Africa experiencing an acceleration of growth after stabilizing and opening their economies
to trade and private investment. One possible, conventional,
explanation is that the reforms resulted
in higher growth. An alternative
hypothesis is that the reforms were
backed by significant aid inflows,
which were responsible for raising
growth, but that such growth is unsustainable in the medium and long term
in the absence of further structural
changes. In Tanzania, this hypothesis
is made plausible by the fact that both
private investment and nontraditional
exports have remained sluggish in spite
of economic growth, which suggests
that structural transformation and
diversification have yet to take place.
Fourth, the growth diagnostics framework applies to
stagnant as well as rapidly growing economies. But can
the method really be applied to a rapidly growing economy? Conceptually, the question relates to the increase in
the growth rate. Asking whether a zero growth rate can be
increased is no different from asking whether a positive rate
can be increased. Accordingly, the method is as valuable for
slow-growing economies as it is for rapidly growing ones.
Take the cases of India and Bangladesh. India has wellknown and widespread infrastructure shortcomings. And yet
the economy has been growing at a rapid pace. Can these facts
be reconciled? The answer is yes. Growth, it turns out, has been
concentrated in sectors that are not “infrastructure-intensive.”
India’s fastest growth has been taking place in skills-intensive
segments of the service and manufacturing sectors that are
either less dependent on public infrastructure (for instance,
software and pharmaceuticals) or operate on a scale large
enough to justify captive infrastructure (for instance, steel
and petrochemicals). In contrast, small and labor-intensive
industries have grown at a much slower pace. In Bangladesh,
about half the country’s economic activity is concentrated in
Dhaka despite congestion, infrastructure overuse, and plain
pollution, suggesting that something that is holding back
growth elsewhere in Bangladesh is being provided in the capi-

tal. Whether this something is access to government, infranfrastructure, access to information and marketing networks, or
another scarce factor has yet to be determined. As these examples demonstrate, empirical hypotheses will often need to be
tested using indirect evidence, such as the nature of growth or
variations in growth across time and geography.
Fifth, even though the framework focuses on short-run
constraints, it does not ignore constraints that will emerge
in the long run. In any growth process, as one constraint is
lifted, another will emerge, and then another, and then yet
another. Whereas empirical evidence can be found to identify
today’s constraint, it is much more difficult to find empirical evidence on what tomorrow’s constraint will be. As Rodrik
recently said: “What is required to sustain growth should not
be confused with what is required to initiate it” (Hausmann,
2004). The process of adapting policies to changing circumstances without losing sight of the ultimate aim is what has
made success stories of China, Korea, and Vietnam over the
past three decades. In all three countries, future bottlenecks to growth—
whether caused by a lack of human
capital, infrastructure, expertise or
innovation—were identified early,
and the government acted to remedy
emerging constraints.

Customization is key
The growth diagnostics framework
brings numerous insights to the analysis of growth in developing countries and helps us test the strength of
empirical evidence supporting specific policy and institutional reforms.
That said, it remains a challenging and difficult approach.
Behind the intuitive, methodic, and judicious use of price
and other signals in the economy lies the enormously hard
task of organizing and interpreting such signals. And, as the
examples above show, a more generalized application of the
method will require better data than those currently available
if we are to correctly confirm or reject hypotheses. Moreover,
as the World Bank’s “Lessons of the 1990s” exercise demonstrated, customization is key to good policy advice. Effective
policymaking takes into account those policies and institutions that work and those that do not. Creative policymaking
enables economies to overcome their deficiencies and generate economic growth. If that were not so difficult, we would
have many more success stories. N
Danny Leipziger is Vice President of Poverty Reduction and
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The

Quest

ontinues
After decades of growth research,
what can academic economists
really say about policy?
Lant Pritchett

So here I am, in the middle way, having had twenty years—
Twenty years largely wasted, the years of l’entre deux guerres—
Trying to learn to use words, and every attempt
Is a wholly new start, and a different kind of failure
Because one has only learnt to get the better of words
For the thing one no longer has to say, or the way in which
One is no longer disposed to say it.
—T.S. Eliot, Four Quartets

M

ODERN growth theory, which built on the
Harrod-Domar model, was born in 1956 with
Robert Solow’s famous papers and will turn
50 this year. Even the “new” growth theory,
born with Paul Romer’s papers, is now in its 20s. Why is it
that with aptness, if poetic ineptness, many economists feel
they could replace “words” with “growth
research” in T.S. Eliot’s refrain
above about his “middle way?”
This article is a brief retrospective and prospective on growth
research in three parts: growth
theory (old and new), empirical
growth research (short and long), and the
way forward. The theme that runs through all three parts is
the tension between the logics of academic interest and the
needs of the policy practitioner. The typical policymaker or
advisor—whether politico or technocrat—wants to know the
likely consequences of concrete public sector actions (not necessarily limited to policies) over their relevant time horizon.
If growth research is a quest to satisfy this need, the journey
is far from over.
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Growth theory: old and new
Growth Theory (as we shall understand it) has no
particular bearing on underdevelopment economics,
nor has the underdevelopment interest played
any essential part in its development.
—John Hicks, Capital and Growth, 1965

Dozens of brilliant (and thousands of amateurish) “new
growth theory” papers later, it is hard to re-create the enthusiasm with which “endogenous growth” was first greeted in
academic and policy circles in the early 1980s. At that time,
growth theory was still dominated by Robert Solow’s model,
now known as the “exogenous growth” model, and was stuck,
badly stuck. By 1971, Solow could write that everything that
could be said with his growth model had been said. And what
was said was not that nothing could be said with certainty
but that, with certainty, nothing could be said by the model.
In the model (and all its variants), equilibrium or steady-state
growth rates of per capita output were driven by technical
progress—but these models, as constructed, could say nothing about the determinants of technical progress. This point
is often misunderstood but is important to understanding
just how badly cornered the profession was and, hence, how
excited it was about new growth.
The Solow model did not assume that technical progress was exogenous—that is, determined outside the model.
Rather, the model made the assumptions necessary to produce
a model of an economy with a dynamic equilibrium, a path to
which, in the long run, the economy would settle down. The
implication of those assumptions was that technical progress
had to be exogenous to the model. The technical problem is
that the assumptions necessary to produce a model with an
equilibrium implies that payments to the standard factors of
production—labor and capital—exhaust the total product.
Nothing is left over to pay entrepreneurs or innovators. But
if innovators cannot be paid at all in equilibrium (given the
assumptions of the model), then nothing—including policy
of any kind—can affect their incentives to innovate. This
problem of reconciling purposive economic innovation that
results in greater productivity of all factors (such innovation
obviously exists and is a key to the success of capitalism) with
formal economic models (which could adequately model this
phenomenon) was long standing. It was clearly recognized by
Joseph Schumpeter and Frank Knight, but Solow’s clean algebra and exposition just made it stark.
The best macroeconomic models circa 1980 said national
policies could affect the level of incomes but they could

not affect steady-state growth. Meanwhile, microeconomic
micc
analysis of sector reforms—for example, in trade, privatization, or the financial sector—produced estimates of the level
effects of policy changes that were typically only small fractions of GDP. This marriage—of a macroeconomics in which
long-run growth rates were driven by technical progress that
was independent of national policies to a microeconomics
in which policy reform could produce only small efficiency
gains in levels—was a stable but increasingly unhappy one.
The marriage was stable because both the macro and micro
outcomes were not “assumptions” but were technically driven
features of their respective analytical approaches.
Into this unhappy marriage of macro and micro came new
growth theory models. One of the reasons the marriage was
unhappy was entirely technical and internal to the discipline
of economics: couldn’t economists produce a model that had
both purposive innovation and a steady state? Romer (1983)
used advances in techniques of modeling “noncompetitive”
equilibrium (in which factor payments do not exhaust product) to produce new models that did just that. In this new
class of models, since innovation could be driven by incentives, national policies could influence not only the level of
income but also countries’ steady-state growth rates—that is,
the very long run rates.
A second reason the marriage of macro and micro was
unhappy was external: its inability to explain obvious facts
about the world (for instance, that levels of income did, in
fact, differ by orders of magnitude) or to provide policy guidance. Therefore, the spirit (if not the actual technical rigor)
of new growth models was quickly put to use in the policy
world to justify policy reform based on its impact on growth.
Structural adjustment as a response to negative economic
shocks emphasized the need to restore short-run macroeconomic stability and raise growth rates, with the promise that
postshock and poststabilization levels of income would be
much higher.
While the contribution of the new growth models to the
internal logic of the economics discipline has been lasting,
the bloom came off the rose of the explicit use of new growth
models for policy purposes in developing countries relatively
quickly. Nearly everything about the first-generation growth
models was at odds with the needs of developing country
policymakers. The new growth literature focused on the
very long run and on incentives for expanding the technological frontier—not particularly useful for most developing
countries, whose primary interest was in restoring short- to
medium-term growth and accelerating technological catchup
by adopting known innovations. In the end, Hicks was not
only right but also prescient about the irrelevance of new
growth to the “underdevelopment interest.”
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Empirical growth research: short and long
I just ran four million growth regressions.
—Xavier Sala-i-Martin

New growth theory and empirical research into growth have
the same relationship as lightning and a forest fire. Although
lightning may start the fire, where the fire goes and how
much it burns are determined by the condition of the forest, not its origins. New growth theory legitimized a research
agenda—including growth regressions—focused on the correlates of national growth rates that has continued long past
the relevance of the original spark. In fact, nearly all growth
regressions today, while they place growth of output on the
left-hand side as the variable to be explained, are arithmetically equivalent to “levels” regressions that do not depend on
new growth theory at all. Of course, from a policy viewpoint,
this is irrelevant. The relevant question is what actions can be
taken to spur more rapid economic growth over the relevant
horizon. The answer to this question does not depend at all
on whether the growth impact is a steady-state gain (and,
hence, an infinitely large-level impact) or just a big enough
impact on levels to accelerate growth rates.
As they have evolved, growth regressions have moved
toward the “short” (using panel regression techniques) or
the “long” (which goes back to regressions on the level of
income, which is, after all, the same as the longest possible
growth rate). Let us review these two strands separately.
Growth regressions: the short. Growth regressions have
proved a very useful extended investigation into the correlates of medium- to long-run growth. From the original
growth regressions, which used single cross sections with
20- to 30-year growth rates and ordinary least squares, to the
latest use of panel data with 5- and 10-year growth rates and
more sophisticated estimation techniques, the growth regression literature has added to the stock of knowledge about
the correlates of growth with various policy and nonpolicy
variables. However, in the end, as an instrument for informing policy, regressions have suffered five exhausting, if not
mortal, wounds.

20

First, growth regressions never satisfactorily resolved the
“symptoms versus syndromes” problem. They could establish
the relationship between particular observable empirical variables (“symptoms”) and growth but could only rarely move
convincingly from those observed associations to specific recommendations on how to tackle the underlying causes of the
emergence of the symptoms. For example, suppose one finds
that a high black market premium is associated with lower
growth. Is this an indicator that trade policy was awry, that
there were macroeconomic imbalances, or that the country
was unable to respond to adverse trade shocks? Or was it
just an indicator of general dysfunction? Hence, although it
was clear that there was something about a country’s external policies that affected growth and triggered a syndrome of
misguided inward orientation, even two decades into trade
liberalization, prominent scholars are still debating exactly
what that something is and how best to address it.
Second, growth regressions were widely seen as producing estimates of gains from policy reform that were orders of
magnitude larger than the microeconomic estimates of those
gains—without any particularly convincing economic explanation. As trade theorists like T.N. Srinivasan and Jagdish
Bhagwati consistently pointed out, the justification of trade
reform based on growth regressions was a dubious exercise
indeed, compared with the firmer groundings in theory and
microeconomic empirics such reforms already had. The
growth regression literature in field after field (trade, tax and
expenditure, and finance) has had a very difficult time reconciling micro and macro evidence.
Third, growth regressions have a tough time dealing with
the huge differences in country experiences. Establishing a
correlation between economic output and some variable,
say, corruption, on average across countries is only the very
beginning of wisdom. Is the effect proportional to corruption as measured? Or does it follow a different relationship?
Is the effect stronger in democracies than in nondemocracies? In poorer than in richer countries? In more open than
in less open countries? In reality, the growth regression
is only a crude approximation that indicates the average
impact of corruption, but it does not provide the information policymakers really want—the specific impact in a particular country. This inability to tackle country differences
head-on led to differing results about one set of growth
determinants (for example, external orientation) depending on sample, period, technique, and the other variables
included—creating a general skepticism about the reliability
of all growth regressions.
Fourth, growth regressions cannot predict turning points—
either accelerations or decelerations—and we know that developing country growth rates have these turning points. The
growth regression approach is much better at identifying the
longer-run (30 years or more) determinants of growth than
at predicting the very short run ones. In part, this is because
the short-run volatility of many growth determinants is simply too small to play much of a role in explaining growth
changes. For instance, while few doubt that human capital is
vital for long-run development, it evolves so smoothly that it
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can explain, at best, 1 percent of cross-national differences in
5-year growth rates. As a recent study of episodes of growth
acceleration shows, very few acceleration turning points are
associated with reform episodes, and few reform episodes
are associated with accelerations (Hausmann, Rodrik, and
Pritchett, 2004).
Fifth—and perhaps most disillusioning—it was felt (perhaps a bit unfairly but nevertheless widely) that growth
regressions did not help policymakers anticipate either the disappointments or the surprises of the experiences of the 1990s
(World Bank, 2005). What were the disappointments of the
1990s?
• The severity and intensity of the international and
domestic financial crises that rolled through East Asia, affecting countries that had been growth “miracles”—Indonesia,
Korea, and Thailand. Also, Argentina’s financial and economic implosion after the collapse of its currency convertibility regime. (While it is perhaps unfair to ask growth theory to
predict crises, the fact that countries performing well on the
fundamentals of growth could undergo such massive shocks
was an unpleasant surprise.)
• The length, depth, and severity of the transition recessions in the reforming socialist countries in Eastern Europe
and the former Soviet Union.
• The weakness of the response of growth to reform, especially in Latin America.
• The continued stagnation in sub-Saharan Africa,
the paucity of success stories, and the apparent wilting of
optimism around the “African Renaissance”—resulting in
reform fatigue, whether or not reform had taken place.
There were pleasant surprises as well. These include bright
spots of sustained rapid growth, especially in China, India,
and Vietnam; the strong progress in noneconomic indicators of well-being (especially basic education and children’s
health) in spite of low growth in some cases; and the resilience of the world economy to stresses.
Institutions and levels of output: the long. One important strand of the literature on economic growth went back
to investigating the empirical determinants of the level of
output. After all, since at some sufficiently distant point in
(pre)history, output per capita in all countries was roughly
equal, the current level of their output is thus also an estimate of their very long run growth rates. This literature—
starting with a series of seminal contributions by Hall and
Jones (1999), Engerman and Sokoloff (2002) and Acemoglu,
Johnson, and Robinson (2001)—emphasizes that the primary
determinant of a country’s level of income is the quality of
its institutions, or what Hall and Jones call “social infrastructure.” The phrase “institutions rule” (Rodrik, Subramanian,
and Trebbi, 2004) suggests the importance given to institutions as the determinants of growth.
That the quality of institutions affects the level of income
and current growth is interesting. But this insight is not necessarily good news for policymakers, given that no one has a
very clear idea about how to improve the quality of institutions and many believe that the determinants of institutional
quality are very long run historical processes. As one econo-

mist (who will remain anonymous) puts it: “the definitions
ions
seem to be that policies are what can be purposively changed
and institutions are what cannot.”

The way forward: states and transitions
You can’t always get what you want,
But if you try sometimes you might find,
You get what you need.
—The Rolling Stones

Given the dramatic failures in growth research, I would
like to conclude by pointing to a new direction for future
research. As neither I (Pritchett, 2003) nor anyone else has
produced a complete and adequate version of what I propose
(although Michal Jerzmanoski has made a promising start),
I am vulnerable to Wolfgang Pauli’s critique when Werner
Heisenberg announced he had a new theory with only the
technical details missing. Pauli sent a letter to a friend, saying,
“This is to prove to the world I can paint like Titian,” followed
by a scrawled blank rectangle with the conclusion: “Only the
technical details are missing.” The key idea in my proposal
is that economies are in different “states,” and, therefore, the
dynamics of output are different for economies in different
states, and the dynamics of transitions between states are different from the dynamics within states.
Suppose you have a pot of water and you pick it up and
turn it over. Where will the water go? The answer, that it will
spill out onto the ground, is so obvious that the astute reader
already realizes it is a trick question. If the water is frozen,
it may stay right in the pot. If the water is vapor, then turning the pot over will trap the steam in the pot. The obvious
point is that the equations of motion of water (or any other
substance) depend on the state—solid, liquid, or vapor—it is
in. What determines the transitions of water between states?
Well, applying heat will cause water to change states, but only
in a discontinuous way—water at 35° F and water at 95° F
behave almost the same, while water at 32° F and at 102° F
behave nothing like each other. The equations of motion of
water in one state do not work at all when water is in another
state, and the response of water to heat applied within a state
does not work at all well when applied to transitions from
one phase to another.
Growth theory can be viewed as the attempt to formalize
the equations of motion of aggregate output, and growth
empirics can be viewed as the related effort to estimate these
equations of motion, including the “impulse response functions” showing how output responds to various shocks (for
example, policy, institutions, geography, prices, and technical change). The answer to the question “what happens to
output growth when trade barriers or inflation are reduced”
could, in principle, have a single theoretical and empirical
answer. If France and Nepal can both be treated as water in a
liquid state, then it is conceivable that a theory and empirics
of growth that treat France and Nepal as both generic countries is adequate. I regard it as much more likely that growth
dynamics are characterized as equations of motions within
states and equations that determine transitions across states.
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All of the empirical stylized facts about cross-national
growth can be matched with an encompassing model with
five states (Pritchett, 2003). Each state is characterized by the
typical rate of growth and level of income: advanced industrial
(high income, steady growth) and poverty trap (low income,
no growth) are two extremes, with low- and middle-income
countries having three other possible states: rapid convergence, nonconverging growth, and collapse. Within the limits
of each of these states, there can be more or less rapid growth
(for example, France can grow more or less rapidly within the
advanced industrial growth state, Colombia can grow more or
less rapidly within the nonconverging growth state), and the
equations of motion appropriate to each state would apply.
The transitions between these states are determined by a
distinct dynamic, and the probabilities of transitions between
the states are neither equal (the probability of transition from
nonconverging growth to collapse is not the same as to rapid
convergence) nor necessarily symmetric (the probability of
transition to advanced industrial is not the same as the transition away from it).
This is an ambitious agenda for growth research because
rather than a single growth theory, there is a collection of
growth theories (for each state) and transition theories
(potentially one theory from each state to each other state).
The debate between exogenous and endogenous growth has
mostly been about identifying the dynamics of motion of a
country like France or the United States in a state of advanced
industrial growth, and not about escaping a poverty trap or
even initiating a growth boom.
This agenda also requires empirics that do not begin by
assuming one is estimating the parameters of a single set
of equations of motion but rather by thinking of growth
regressions as a first, descriptive set of partial correlations
across various horizons that reveal patterns of relationships
that smooth over a more complex dynamic (which accounts
for the differences across countries and lack of robustness
of growth regressions). In other words, if a measure of corruption is associated with lower growth, is that because in
each state corruption lowers the growth rate or because corruption raises the probability of the transition away from a
good state (for example, rapid convergence into collapse)
and lowers the probability of transition to a good state?
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By pursuing this ambitious agenda, the profession will move
closer to giving policymakers what they want: a growth strategy that is relevant to their particular circumstances. It would
focus on the actions that attack the binding constraints to moving a country from the state it is in to a better state (for example, from collapse to nonconverging growth, or from poverty
trap to rapid convergence). Constructing policy advice from
such a growth strategy is going to be much more complicated
than reading off a list of policies that are partial correlates in a
growth regression and saying “do that.” After all, the advice will
need to be tailored to a country’s circumstances and potential
and be specific to its current state, with limited empirical evidence to draw upon. This means that crafting the policy advice
will remain as much art as science, but it will be well worth the
effort if policymakers succeed in getting what they need. N
Lant Pritchett is Lead Socio-Economist in the World Bank’s
New Delhi Regional Ofﬁce in India. He was previously a
Lecturer in Public Policy at Harvard University’s Kennedy
School of Government (September 2000–July 2004).
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Breaking Down

Barriers to Growth

Martin Neil Baily and Diana Farrell

H

OW BEST to rekindle growth
is a subject of intense debate
in most of Europe’s developed
economies and in Japan. Over
the past decade, these countries have experienced a slowdown of economic growth at
the same time as lengthening life spans have
caused their pension and health care costs to
mount. Some economists have recommended lifting restrictions on competition in the
many sectors where they remain and reforming labor market regulations. But such moves
are resisted by those who fear they will lead
to mass unemployment and destroy social
safety nets. Others recommend more invest-

ment in research and development (R&D)
and education to equip workers with the
skills to perform higher value-added tasks as
more low-value jobs are automated or migrate
to lower-cost economies.
Who is right? In exploring the debate,
this article focuses on supply-side barriers
to growth (demand-side macroeconomic
policies have been examined extensively elsewhere). After a decade of research comparing
productivity in private sector industries in
the world’s major economies, our conclusion
is that the key to boosting productivity and
thus growth is a policy framework promoting
competition in all sectors.

Encouraging
competition
is key to
reviving stalled
industrial
economies

Getting the pace right. Shopping
for sports shoes in Germany.
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from reaching its potential? The gap in some industries has
structural causes. In European retailing, for example, small,
Rates of economic growth among developed economies
proprietor-owned stores—less productive than either large
have varied over the past 15 years, creating quite significant
discount retailers or chains of small specialty stores—are
changes in relative GDP per capita (see Chart 1). As the chart
much more common than in the United States. Similarly, in
shows, GDP per capita can be broken into GDP per hour
Japan, mom-and-pop stores have a large share of the market.
worked (a rough measure of productivity growth) and hours
In other industries, productivity gaps arise because national
worked per capita (labor utilization). Productivity growth is
industries introduce more productive innovations at difclearly the main source of GDP per capita growth, so policyferent times. French automakers, for instance, adopted lean
makers should make promoting it a top priority. However,
manufacturing in the 1990s, igniting a jump in the sector’s
overall growth has been curtailed in a number of economies
labor productivity, from just 42 percent of the U.S. level in
because of substantial declines in hours worked per capita.
1992 to 72 percent in 1999. German auto companies, in conAccordingly, creating jobs is vital, too.
trast, began the decade in a dominant position and felt little
Our research on six major European economies, the United
pressure to change. As a result, their productivity levels fell
States, and Japan shows that regulatory reforms resulting in
behind those of French companies, from 59 percent in 1992
greater competitive intensity within an industry will improve
to 69 percent of the U.S. level in 1999.
overall productivity within that industry. The more sectors
We found that where European industries had retained
that improve their average productivity, the greater GDP
structures
and processes that impeded productivity growth,
growth in that economy will be.
the underlying cause was a lack of competitive pressure.
Look at Europe. In each of the six countries we studied,
Competition raises productivity because it allows the most
there is a significant gap between the labor productivity levproductive companies to gain market share and create more
els of most companies in any industry and those of worldjobs, obliging the less productive to either improve or go out
class companies. In France and Germany, for instance, labor
of business. But in several European economies, the most
productivity is lower in most industries than in the same
productive businesses are neither growing nor increasing
industries in the United States (see Chart 2), with food retail
their workforce, while the less productive ones are still hiring
in France and mobile telecoms in both France and Germany
(see Chart 3). The reason is that many regulations on prodas the only exceptions.
uct markets and policies governing labor and the use of land
While several European industries closed the productivity
overly restrict competition.
gap with the United States during the 1990s, just as many fell
The same is true of Japan. Its economy grew rapidly, fueled
further behind. What prevents Europe’s labor productivity
by high capital investment and the mass
movement of workers from low-productivity agricultural jobs into manufacturChart 1
ing
and services. But in the 1990s, that
Working smarter
path
of growth stalled. Japan’s economy
Rates of growth have varied substantially among developed countries over the past
today
contains some productive, profit15 years, largely because of variations in productivity growth, which is the main source
able,
world-class
companies like Toyota
1
of GDP per capita growth.
but also many overregulated industries
Growth of GDP per hour worked Growth in labor utilization
Growth of GDP per capita
that are protected from competition. After
(percent)
(percent)
(percent)
Ireland
a decade of stagnation, Japan now shows
Finland
a new commitment to economic reform
Iceland
Spain
and liberalization. But while it will take
Sweden
time to dislodge vested interests, the need
Australia
United Kingdom
for productivity-led growth is becoming
Canada
acute. Japan’s aging population means its
United States
Norway
workforce and its savings rate will both
New Zealand
decline: it does not have the option of
EU13 (EU15 excl.
Austria and Luxembourg)
input-led growth.
Belgium

Productivity is paramount

Portugal
France
Netherlands
Denmark
Germany
Italy
Japan
Switzerland
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Sources: OECD Productivity Database and annual national accounts.
1GDP per capita can be broken down into GDP per hour worked (a rough measure of productivity growth)
and hours worked per capita (labor utilization).
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6

Industrial countries also face a shift from
manufacturing to services. Since 1997,
employment has declined in the goodsproducing sectors of most developed
economies, leaving service industries
responsible for all net job creation. In
OECD economies today, services generate
70 percent of all employment, on average,
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Chart 2

Chart 3
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and the higher a country’s GDP per capita, the higher the
share of service employment.
Manufacturing employment is shrinking—roughly
22 million manufacturing jobs disappeared worldwide
between 1995 and 2002. Even China, the world’s “factory
floor,” lost 15 million manufacturing jobs, equivalent to
15 percent of total Chinese manufacturing, and a higher
proportion than the global average loss of 11 percent. Not
enough new jobs were created by the boom in foreign manufacturing investment to offset these losses, caused largely by
restructuring in China’s state-owned factories.
Local service sectors like retail and construction are
important drivers of overall GDP growth because of their
sheer size, while access to good local services affects growth
rates in all other sectors because every enterprise uses them.
Japan’s experience is a case in point. By 2000, its world-class
export manufacturers were legendary. But output from these
companies comprised only 10 percent of GDP. Productivity
in the rest of the economy—about 68 percent of it in local
services—was only 63 percent of U.S. levels. That partly
explains why Japan’s growth tailed off in the 1990s, just as
eventual reform of local service sectors helps explain its
recently improved performance.

IT only part of the solution
Europe’s leaders generally agree that spurring investment
in information technology (IT), R&D, and basic education
should generate productivity improvements and, therefore,
GDP growth. Exceptionally high productivity growth in the
United States from 1995 to 2000—a period when U.S. investment in high tech also grew at 20 percent a year, nearly dou-
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2Weighted average of EU countries for which data were available, including Finland, France, the
Netherlands, Sweden, and the United Kingdom.
3Average share, 1995–2000.
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ble its growth rate over the previous decade—would suggest
they are right. But sector-level data from the United States
show that such investments on their own would be insufficient to raise GDP growth.
First, industry studies found that IT was only one factor
behind the acceleration of U.S. productivity growth after
1995. Although increased investment in IT was widespread
among companies across all 59 of the economy’s sectors
between 1995 and the end of 1999, managerial and technological innovations in just six sectors—wholesale trade,
retail trade, securities, semiconductors, computer manufacturing, and telecommunications—accounted for virtually
all net productivity growth (see Chart 4). Innovative use of
high tech was an important element of growth in some of
these sectors (notably securities trading) but was not the
whole story. Equally critical were standard, low-tech capital investments—the development by retailers of big box
outlets, for instance—and changes in businesses’ processes,
such as wholesalers’ new approaches to warehouse management. These innovations were prompted by increases in
competitive intensity in each of the six sectors, often spurred
by industry-level regulatory changes. This conclusion is reinforced by the fact that U.S. productivity since the end of the
high-tech boom has grown faster than in the 1990s and in
more industries, even though company investments in IT
have declined sharply.
Second, comparing European and U.S. industries’ use of
IT shows that neither access to IT nor the ability to use it
explains much of the difference in their productivity. Many
industries in Europe have adopted the same productivityenhancing technologies as their global competitors. However,
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they cannot all make full use of the labor-saving potential
because of regulations restricting the scale of enterprises that
also limit potential returns from large investments in IT, or
because of labor laws restricting the layoffs that could result
from deploying such technology.
In short, policies that simply target higher IT spending are
neither necessary nor effective as growth boosters. Economic
growth in developed economies will naturally involve substantial IT investments, but these should flow from businesses’ innovations and expansions—the real growth drivers.
We also caution against relying too much on education
policy as a source of faster growth. Numerous companies and
industries have achieved world-class levels of productivity
with a workforce not especially skilled or well educated by
introducing best-practice business processes in a competitive environment. The general merchandise and food retailing sectors in the United States and the United Kingdom are
notable examples.

A recipe for growth
To enjoy strong GDP growth, developed economies need,
as a priority, policy frameworks that encourage competitive intensity. This means lifting product market regulations, enabling firms to achieve economies of scale, easing
land-use restrictions, promoting competition in their often
neglected domestic service sectors, and encouraging labor
market flexibility.

Chart 4

IT is only part of the explanation
Six sectors accounted for almost all of the increase in U.S.
productivity growth after 1995. Business process innovations,
not just high-tech investments, caused this acceleration.1
(compound annual growth rate (CAGR), percent)
Productivity growth,
1987–95
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Retail trade (including
restaurants)
Security and commodity
brokerages
Semiconductors2
Computer manufacturing2
Telecommunications

0.34
0.25
0.17
6 sectors accounted for
99 percent of net productivity
acceleration and 75 percent of
all positive contributions

Additional 28 sectors
with positive contributions
Additional 25 sectors
with negative contributions

0.12
0.07
0.47

–0.46
2.32

Productivity growth, 1995–99

Sources: U.S. Bureau of Economic Analysis, and McKinsey analysis.
1Analysis based on U.S. Bureau of Economic Analysis sector data, which differ slightly
from widely publicized U.S. Bureau of Labor Statistics (BLS) aggregate data. BLS labor
productivity growth figures show 1.4 percent CAGR for 1987–95 and 2.5 percent CAGR
for 1995–2000.
2The semiconductor industry, representing 20 percent of overall productivity growth,
is a subset of "electronic and electric equipment," which as a group contributed
17 percent; computer manufacturing, representing 10 percent of overall productivity
growth, is a subset of industrial "machinery and equipment," which as a group
contributed 12 percent.
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Ease product market restrictions. Governments rightly
create safety standards to ensure that electrical appliances
are not a fire hazard, and food standards to protect public
health. But some product market regulations hinder companies from innovating and becoming more productive,
hurting consumers in the long run. Japan’s regulations governing materials and techniques used in home construction,
for example, aim to preserve the national character of the
nation’s housing stock. But they also prevent the construction industry from raising productivity through standardization, which would make houses cheaper for consumers to
purchase. In Germany, limits on the hours of operation of
stores prevent retailers from realizing the better service and
employment gains that would result from remaining open
longer.
Encourage economies of scale. Enabling companies to
achieve economies of scale is a critical way for countries to
boost their productivity growth; indeed, Europe created a
common market partly to this end. Policymakers can encourage scale efficiencies by facilitating mergers and acquisitions
and by standardizing regulations. Antitrust regulations
rightly seek to prevent mergers that would create monopolies. But regulations that unnecessarily restrict mergers—
such as those governing Germany’s small regional banks—in
effect allow inefficient operators to stay in business when
newcomers could provide the same services more efficiently.
Standardizing regulations, too, can enable the kind of crossborder expansion that delivers rapid productivity growth.
Applying common rules to Europe’s road-freight industry
in the 1990s, for example, triggered a wave of consolidation,
and the continent’s long-haul routes are now more efficient.
The bigger companies can deploy expensive tools, such as
route optimization systems, that have dramatically increased
capacity utilization and productivity.
End the bias in land-use policies. Zoning decisions should
aim to encourage economic growth while protecting the
environment. But many restrictions on land use in Europe
and Japan discourage productivity and employment far
beyond what is necessary to preserve national heritage. The
high price and shortage of available land add to the difficulties of companies such as Carrefour and Ikea, for instance, in
finding locations for new large stores, thus holding back productivity and employment in the retail sector. Even though
many European policymakers want more manufacturing
jobs, it can take months or years for companies to obtain
approval to build a new factory. (Indeed, local authorities
may deny building permits in response to pressure from
local companies keen to keep new competitors out.) Similar
restrictions apply to new housing developments, making new
houses scarce and expensive and making workers wary about
relocating.
Boost service sector productivity. Until recently, policymakers in developed economies considered productivity in
domestic service sectors less critical than competitiveness in
sectors that trade globally. But because the vast majority of
employment is in services, liberalizing service sectors should
be their top priority. The proposed EU Services Directive
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would have liberalized cross-border trade in services. A
report by Copenhagen Economics found the directive could
have created up to 600,000 jobs and spurred 33 billion euros
in new economic activity each year. Its defeat in 2005 was
clearly a step in the wrong direction.
To harness the power of local services, policymakers need
to recalibrate regulations across the economy, enforce them
fairly and firmly in every sector, and lighten their overall
load. Recalibrating regulations means giving equal treatment in fiscal, financial, and development policies to all
businesses, regardless of sector. No
more cheap loans or tax breaks to pet
industrial projects; no more punitive
taxes on local services; and an end to
product market barriers stifling service
competition—for instance, restrictions on foreign direct investment in
services.
Lightening the regulatory load
means setting taxes at a level that all
businesses accept as fair and will pay. It
means cutting red tape to simplify business registration, ownership, and bankruptcy procedures, so that innovators
can enter markets and grow, and failed
firms can exit quickly. And it means
revising labor laws so that employers
can hire and fire in step with the business cycle, giving workers more jobs to
choose from overall.
Increase work incentives and labor
market flexibility. Labor regulations in
developed economies should promote
job creation and employment and smooth the transition of
workers between jobs. But tight restrictions on laying people off, plus high taxes on employment to finance generous
social security benefits, will deter companies from hiring
new people. French retailers, for instance, employ 50 percent
fewer workers as a percentage of the population than their
U.S. counterparts because of strict regulations on hiring
and firing workers and a minimum wage twice that of the
United States.
Generous unemployment benefits may also deter people
from working. In the Netherlands, for example, a 60-yearold person receiving jobless benefits stands to lose 90 percent of any extra income a job would provide. But countries
can encourage people on welfare to work without undermining workers’ security. Permitting employers to pay lower
salaries for some jobs but asking the government to make up
the difference with a wage subsidy would encourage people
to take a job irrespective of the pay. Procedures are a problem, too. For example, hotels in France need a small army of
lawyers to deal with complex labor regulations. Not surprisingly, these laws curtail employment and do little to improve
customer service. Giving companies the freedom to hire and
fire and negotiate salaries will actually boost job creation in
developed economies.

In sum
To rekindle growth, Europe and Japan must allow for more
competition. Promoting competition in service sectors, both
traded and domestic, is particularly important because they
account for more than 70 percent of all employment and
value added in OECD economies. Investment in technology,
R&D, and education can be helpful in stimulating productivity growth, but in isolation will not be sufficient to rekindle
growth and employment.
Maintaining a highly competitive, dynamic, open, developed economy with flexible labor
markets does not mean abandoning a
commitment to social programs. Many
European countries may need to modify their welfare provisions to restore
incentives both for businesses to hire
people and for unemployed workers
to seek work. But the success of several
smaller European economies, notably the Netherlands and Denmark, in
combining economic reform with a
strong social safety net shows that the
two are in no way mutually exclusive.
On the contrary, every OECD country
with a strong social agenda needs to
generate economic growth and high
employment if it is to finance adequate
pensions and social insurance, especially as their populations age. N

“The success of several
smaller European
economies, notably
the Netherlands and
Denmark, in combining
economic reform with
a strong social safety
net shows that the two
are in no way mutually
exclusive.”

Martin Baily, a Senior Fellow at the Institute for International
Economics, was Chairman of the Council of Economic Advisers
during 1999–2001. Diana Farrell is Director of the McKinsey
Global Institute.
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Levers for Growth
Policy lessons from earlier bouts of growth in developing countries
Simon Johnson, Jonathan D. Ostry, and Arvind Subramanian

E

CONOMISTS now generally agree that broad economic institutions (such as central banks and the
judicial system)—which deﬁne the rules of the
game in society for economic transactions—are
critical building blocks for sustained long-run growth.
Strong institutions imply effective property rights and
mechanisms for enforcing contracts, thereby promoting investment and efﬁciency. But what happens when economic
institutions have signiﬁcant weaknesses, as in the vast majority of low-income countries? Changing these institutions
is a slow and difﬁcult process. Can other policy levers help
kick-start growth when strong institutions are absent?
Here, we look at successful episodes of development that
occurred in countries where broad institutions were weak—to
draw lessons about which policy levers, if any, have been effective in fostering sustained growth despite adverse initial conditions. Of course, if there were no exceptions to what might
be called a rigid institutional view of development, there
would be little opportunity to draw relevant lessons, because
there would be few episodes of sustained growth in countries
with initially weak institutions. Fortunately, however, this is

not the case. In particular, by examining growth experiences
over the past four decades, we can find a number of countries
that were able to sustain rapid growth even though their initial institutions were apparently weak.
For our study, we looked at 47 developing countries that
have experienced rapid growth at some point since World
War II. Of these countries, we focused on 43 that started a
significant growth episode with initially weak institutions.
The data suggest that countries with initially weak institutions that were able to ignite and sustain growth were also
successful in upgrading the quality of their broad institutions
during their growth episode. For this group, there is a kind of
virtuous circle of policy levers (for example, fiscal, exchange
rate, and trade policies, as well as policies relating to education and the costs of doing business) that ignite growth
despite the weak institutions. Growth is then sustained and
institutions are improved, possibly laying the foundation for
an improvement in long-term growth prospects.
This article draws some lessons about which policy levers
appear to have been particularly effective in promoting economic growth—that is, those levers present in the majority of successes but not in the countries that did not sustain
growth—and draws some tentative implications for future
policy design. We use a methodology that is halfway between
regressions and case studies, and, hence, the findings here
should be regarded as suggestive but not conclusive with
regard to causation; some related work on the duration of
growth spells is described in Berg and others (2006).

Sustained growth episodes
Our study built on work on growth accelerations by Ricardo
Hausmann, Lant Pritchett, and Dani Rodrik (2004), who
found that growth accelerations were unpredictable and that
reform led to sustained growth in surprisingly few instances.
In our study, we focused on two groups of countries, comparing them with each other and with our sample of all
developing countries. Both experienced growth accelerations
of at least 2 percentage points per capita, sustained growth of
at least 3 percent per capita for seven years, and achieved a
higher postacceleration income level than the preacceleration
peak. The focus here is on how countries managed to sustain growth despite initially weak institutions; countries that
already had strong institutions in 1960 are thus excluded (the
data are not perfect, but countries such as Botswana, India,
Mauritius, and Sri Lanka are excluded on this basis).
Our first group—sustained growth countries (SGCs)—
comprises countries whose growth per capita remains above
28
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Chart 1

No holding them back

Annual average per capita GDP growth

Many of the countries that experienced sustained growth
started with weak institutions.
8
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4
6
Constraint on the executive at start (T) of rapid growth

CHL = Chile
CHN = China
DOM = Dominican Republic
EGY = Egypt
IDN = Indonesia

KOR = Korea
LSO = Lesotho
MYS = Malaysia
SGP = Singapore
THA = Thailand

8

TUN = Tunisia
TWN = Taiwan Province of China
VNM = Vietnam

Sources: World Bank, World Development Indicators database, and Polity IV.
Note: The following notation applies to all the charts: countries with weak initial
institutions are represented by country codes in the case of sustained growers and by circles
in the case of unsustained growers, and countries with strong initial institutions by triangles
(see text for definitions). T refers to the start of the growth acceleration as identified in
Hausmann, Pritchett, and Rodrik, (2004), or to 1970 for countries without accelerations. The
growth rate is the average from T to the most recent period for which data are available.

Chart 2

Getting the currency right
The sustained growers avoided prolonged bouts of currency
overvaluation.
Annual average per capita GDP growth

3 percent after seven years. In the second group, classified as
unsustained growers (USGs), growth falls below 3 percent
after seven years. We are interested in what distinguishes
SGCs from USGs, with the common element being the generally weak institutions at the beginning of the growth spurt.
Chart 1 plots growth of the countries in the sample against
the initial level of political institutions, measured by the
constraint on the executive (known as the Polity IV rating).
While this measure (which ranges from 1, the weakest level,
to 7, the strongest) captures the quality of broad political
rather than economic institutions, the available evidence
suggests that both broad political and economic institutions
were weak for most of these countries at the beginning of
their respective growth spurts. Although comparable measures of the quality of broad economic institutions at the
beginning of the SGCs’ growth spurts are unavailable, the
evidence suggests that, in Korea (1960s), Singapore (1960s),
and China (1980s), for example, the investment climate
improved dramatically during the growth period (World
Bank, 1993). Available data are not good enough to support
stronger conclusions, but it appears that in the majority of
SGCs, the improvement in economic institutions occurred
early on, say, within five years of the growth acceleration.
The chart shows that most sustained growth cases, denoted
by their three-letter country codes, had weak initial political
institutions (average of 2.1), with scores that are even lower
than the USG cases (average 2.8), denoted by dots. While not
captured in the chart, SGCs also appear to have started their
growth accelerations from quite different initial income levels,
although a number of them have nonetheless managed to sustain rapid growth for upwards of 35–40 years so far. Sustained
growth with weak initial institutions is thus not only possible
but appears to have the potential to be long lasting.
The SGCs generally attained great success in manufacturing
exports. The average increase in the ratio of manufacturing
exports to GDP for these countries over their growth episodes
was 36 percentage points. Some countries—for example,
Singapore and, to a lesser extent, Korea and Malaysia—achieved
a rapid increase in manufacturing exports at a very early stage
(specifically, in the first five years of their spurt). Clearly, there
was two-way causality between export ratios and growth, but
even to the extent that early rapid export growth was a proximate cause, it raises the question as to the underlying policy
choices that facilitated this growth.
One obvious candidate is the exchange rate. Chart 2
looks at the competitiveness of exchange rates and suggests
that the difference between the SGCs and the USGs is striking. Although both SGCs and USGs had modest (less than
10 percent) average misalignment (which is measured as the
difference between the actual exchange rate and one that is
consistent with a country’s level of income) over the entire
sample, these averages mask periods of very large overvaluation for the USGs, but generally not for the SGCs. This can
be seen in Chart 2, which plots the maximum overvaluation
episode for each country in the sample. It can be clearly seen
that the incidence of severe overvaluation was much higher
in the USGs (shown by dots) than in the SGCs (shown by
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Maximum percentage overvaluation of the real exchange rate
CHL = Chile
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EGY = Egypt
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SGP = Singapore
THA = Thailand
TUN = Tunisia

Sources: World Bank, World Development Indicators database, and IMF staff estimates.
Note: Overvaluation is measured as the residual from a regression of the real exchange
rate against per capita income, measured in terms of purchasing power parity.

country codes) and could well have been a critical factor for
the sustainability of growth episodes centered on an expansion of manufactured exports.
To some extent, avoidance of overvaluation, which could
have played a role in the growth of manufactured exports,
may have been related to countries’ success in avoiding
macroeconomic instability. SGCs have, in fact, tended to have
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smaller governments and run more prudent fiscal policies;
partly as a result, they have experienced less inflation over the
sample than the USGs and have generally suffered from less
macroeconomic instability (proxied by, for example, parallel
market exchange rate premiums).
Another factor that may have helped export growth is
trade liberalization. But liberalization is, generally speaking, much more a feature of the SGCs’ experience than of the
USGs’. While it is true that some SGCs did not liberalize their
imports—so that trade liberalization is not a necessary condition for export growth—the weight of the evidence points
in a different direction, as the examples of Indonesia, Korea,
Malaysia, Singapore, and Taiwan Province of China show.
Even countries with relatively illiberal import regimes, such
as China and Vietnam, took important steps to create other
incentives to export manufactures. In terms of the aggregate
data, the average percentage of years that a country has been
open (since the growth acceleration began) is 58 percent for
the SGCs and less than half that for the USGs.
Another question is whether access to economic
opportunities—proxied, for example, by measures of educational attainment—was a differentiating factor in the success of the SGCs. Interestingly, the SGCs have tended to have
higher levels of educational attainment (both primary and
secondary) and lower levels of inequality than USGs, suggesting that initially weak political institutions—a feature of
all countries in the sample—may have coexisted with more
equality of opportunity.
Although the SGCs began their growth episodes with weak
political institutions, they seem to have benefited over time

from a mutually reinforcing process through which their
institutions improved alongside policy actions in the dimensions discussed above. Investment risk, which captures the
risk of expropriation, ease of repatriating profits, and payment delays, and therefore proxies the quality of broad economic institutions, showed marked improvement in the
SGCs between the mid-1980s—the earliest period for which
data are available—and the 2000s. In turn, the improvement
in economic institutions has generally led to a strengthening
of political institutions in the SGCs (measured by the constraint on the executive rating), in contrast to a deterioration in the USGs. This highlights the notion that institutions
are not immutable but can respond to economic and policy
changes and, thus, that the quality of broad institutions is not
a permanent barrier to long-term growth. A significant number of countries with sustained growth have found the policy
space to improve their institutions over time, thus laying the
foundation for sound growth in the medium run.

Lessons for Africa
What are the possible implications for other developing countries, particularly in Africa? The table focuses on a set of promising performers in sub-Saharan Africa and compares them
with the SGCs (and with some other comparators in Africa
and the developing world). This is a useful comparison to the
extent that Africa today faces problems similar to those previously faced by the SGCs. In terms of economic institutions, as
measured by investment risk in the first column, the average
for the group of promising performers (score of 7.9) is already
above that of the SGCs in the mid-1980s (score of 6.4). In

Showing promise
Some African countries show strong potential when compared with developing countries that have previously managed sustained growth.1
Measures of Broad Institutions ______________________________
Economic Outcomes
Potential Policy Levers
_________________________
______________________________________________________________
Economic
Political
Key characteristics of recent sustained
institutions __________
institutions
Growth
Export performance
growth cases, with weak initial institutions
__________
__________
____________________
______________________________________________________________
Constraint
Average
Manufacturing
Currency
4
Investment
on the
past 10 years Exports
exports
Trade
overPrimary Secondary Aid to Costs of
risk2
executive3
(percent)
to GDP5
to GDP5
openness6 valuation7 Inflation8 education9 education9 GDP 5 entry10
Burkina Faso
Ethiopia
Ghana
Mali
Mozambique
Senegal
Tanzania
Uganda
Average

9.0
7.0
6.8
7.5
8.5
8.0
7.5
9.0
7.9

3.0
3.0
4.0
5.0
4.0
6.0
3.0
3.0
3.9

1.6
4.0
1.9
1.7
5.7
1.3
1.3
4.1
2.7

5.3
7.9
27.5
26.0
9.9
21.2
9.3
7.6
14.3

1.2
0.9
4.8
0.16
0.68
6.3
1.4
0.6
2.0

Sub-Saharan Africa
Sustained growth
countries (SGCs)
Developing world

7.5

3.7

1.4

26.0

5.6

6.4
8.3

2.1
4.4

6.5
1.6

22.4
28.9

5.7
13.2

0.50
0.83
1.00
1.00
1.00
0.00
1.00
1.00
0.79

1.5
–19.0
–17.0
8.6
–3.7
13.2
130.2
25.6
17.4

2.03
17.78
26.7
–1.4
13.4
0.0
3.5
7.8
8.7

0.48

12.6

12.9

0.65
0.44

–13.5
–6.1

9.1
8.3

43.6
63.9
81.4
57.0
98.9
75.3
69.9
136.4
78.3

n.a.
19.0
37.7
n.a.
13.3
18.7
n.a.
n.a.
22.2

11.9
16.6
9.4
11.8
32.0
7.7
12.2
11.1
14.1

3.3
4.3
1.0
2.3
0.7
1.2
2.3
1.1
2.0

90.9

38.8

11.1

1.4

96.0
99.0

34.3
60.4

5.1
7.0

0.2
0.7

Source: Compiled by authors.
1Data are for the most recent period available, except for the SGCs. For the SGCs, see note to each column.
risk rating, from the International Country Risk Guide Economic Rating, is the sum of three components (contract viability, payment delays, and profit repatriation) and varies from 0 (high risk) to 12 (low risk).
For SGCs, data refer to the mid-1980s.
3The measure, which is an assessment of the operational independence of the chief executive of the country, varies from 0 (no constraint) to 7 (maximum constraint) and is from the Polity IV database. For SCGs,
data refer to the start of the growth episode (T).
4For SGCs, values are averages over the period T to T+7 (World Bank's World Development Indicators).
5For SGCs, values are averages over the period T to T+5 (World Bank's World Development Indicators).
6The measure combines five criteria—tariffs, nontariff barriers, black market premium, state monopoly over exports, and socialist economic system—for determining openness. It is based on Sachs and Warner
(1995) as updated by Romain Wacziarg and Karen Horn Welch. It varies from 0 (closed regime) to 1 (open regime). For SGCs, values are averages over the period T to T+5.
7The measure is the percentage overvaluation of the real exchange rate in 2000. Overvaluation is measured as the deviation of a country's actual exchange rate from a benchmark rate related to a country's per
capita income measured in purchasing power parity terms. For SGCs, values are averages over the 10-year period from T–5 to T+5.
8For SGCs, data refer to the most recent period (IMF's International Financial Statistics).
9Measured as the gross enrollment ratio (World Bank's World Development Indicators). For SGCs, data refer to the year T.
10From World Bank Doing Business Database, and measured as the costs in U.S. dollars per capita of starting a business. For SGCs, data are for the most recent period.
2The
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terms of political institutions, as reported in the second column, many of these African countries already have a higher
score than did the SGCs when their spurts began. Institutions
are perhaps not strong today, but they are potentially good
enough in parts of Africa, especially when compared with the
SGC cases at the time they embarked on their growth acceleration. However, several countries in Africa have recently
emerged from protracted civil conflicts, which makes their
political situations more challenging today and, hence, less
like those of the SGCs when they embarked on their growth
episodes. Other African countries face health crises on a scale
not previously seen in the SGCs and for which the experience
of the SGCs may therefore not be relevant.
Turning to export performance, however, export-GDP
ratios remain quite low in the promising African performers,
and this is even more apparent for manufactured exports.
Part of the reason could lie with trade restrictiveness, though
this does not appear to be the case from the standard data
(reported here), at least when compared with the SGC cases
at the start of their growth accelerations. Another possible
explanation would appear to be currency overvaluation,
where the promising performers indeed do not compare
favorably with the SGCs at the onset of their growth spurts.
Overvaluation, moreover, does not appear to reflect excessive
inflation, which seems well contained across the countries in
the table, and is, in fact, quite low by historical standards.
Looking at other possible levers, educational indicators
vary considerably, though enrollment rates are lower among
the promising performers than in the SGC cases. Aid ratios
are also relatively high compared with those of the SGCs,
perhaps affording the promising performers more opportunities to expand spending on education and other productive
social investments. One area that is perhaps worthy of further attention is businesses’ costs of entry, where the promising African performers compare less favorably with other
developing countries.

used to achieve growth lead to positive institutional change.
nge.
Although one cannot be definitive about the underlying
mechanisms, a possible explanation is that growth in manufactured exports benefits a cross section of the population (in
a way that natural resource–based growth does not), creating
a constituency for improving institutions more broadly.

Building on success

References:
Acemoglu, Daron, and Simon Johnson, 2005, “Unbundling Institutions,”
Journal of Political Economy, Vol. 113 (October), pp. 949–95.
Berg, Andrew, Carlos Leite, Jonathan D. Ostry, and Jeromin
Zettelmeyer, 2006, “What Makes Growth Sustained?” manuscript
(January) (International Monetary Fund).
Hausmann, Ricardo, Lant Pritchett, and Dani Rodrik, 2004, “Growth
Accelerations,” NBER Working Paper 10566 (Cambridge, Massachusetts:
National Bureau of Economic Research).
International Monetary Fund, 2003, World Economic Outlook,
September (Washington).
Rodrik, Dani, Arvind Subramanian, and Francesco Trebbi, 2004,
“Institutions Rule: The Primacy of Institutions over Geography and
Integration in Economic Development,” Journal of Economic Growth,
Vol. 9 (June), pp. 131–65.
Sachs, Jeffrey, and Andrew Warner, 1995, “Economic Reform and the
Process of Global Integration,” Brooking Papers on Economic Activity,
Vol. 1, pp. 1–118.
World Bank, 1993, The East Asian Miracle: Economic Growth and
Public Policy (Washington).

Of the 43 countries we focused on, 12 experienced sustained
growth—episodes of 15 years or longer—and the preponderance of these also saw the quality of their broad economic
institutions improve during growth episodes. A key characteristic common to these episodes is rapid export growth
(particularly of manufactures). The policy levers that helped
achieve high export and overall growth were trade liberalization and the avoidance of exchange rate overvaluation and
macroeconomic instability; in the sustained growers, there
is also evidence of a relatively high average level of educational attainment at the start and less inequality compared
with other developing countries. Countries with initially
weak institutions that could not sustain growth encountered
significant exchange rate misalignment or macroeconomic
instability; these problems curtailed their expansions.
These findings are consistent with the view that economic
institutions remain central for sustaining long-run growth.
At the same time, however, they suggest the potential for a
virtuous circle through which growth and the policy levers

“There is the potential for a virtuous
circle through which growth and the
policy levers used to achieve growth
lead to positive institutional change.”
In terms of today’s low-income countries, an emphasis on
macroeconomic stability, trade liberalization, and avoidance
of exchange rate overvaluation can thus potentially sustain
a self-reinforcing spiral in which growth in manufactured
exports creates constituencies for further reform and growth.
Beyond the empirical analysis presented above, there appears
to be anecdotal evidence as well as strong economic logic to
suggest that efforts to improve fiscal transparency and reduce
costs of doing business could be helpful not only in terms
of their favorable effects on nominal stability and growth,
but also through positive effects on broad institutions—the
assumption being that these changes strengthen domestic
constituencies that have an interest in working to improve
institutions. N
Simon Johnson is a Professor at the Sloan School of Management at the Massachusetts Institute of Technology. Jonathan
D. Ostry is a Senior Advisor and Arvind Subramanian is a
Division Chief in the IMF’s Research Department.
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Growing Pains
With Africa’s growth ﬁnally picking up, the challenge is to
accelerate and sustain the pace to reduce poverty
Catherine Pattillo, Sanjeev Gupta, and Kevin Carey
Building new homes in Angola.

A

FTER decades of economic stagnation, growth in
sub-Saharan Africa (SSA) has picked up considerably, reaching an eight-year high of 5.6 percent
in 2004. Only a slight dip in this rate was seen in
2005, with one-third of the oil-importing countries achieving
rates above 5 percent. But most SSA countries will still not be
able to achieve the Millennium Development Goal (MDG) of
halving the 1990 level of poverty by 2015 without doubling
their rate of growth—and about half the region’s population
now lives below the poverty line. Are the improvements in
growth sustainable? And what types of growth strategies will
contribute most effectively to reducing poverty? This article
explores these questions, drawing on new analytical methods
to assess Africa’s growth performance over the past 40 years.

A snapshot of growth
Between 1960 and 2003, real GDP per capita in SSA grew an
average of 1.1 percent a year. This means that real per capita
income was approximately the same in 2003 as in the mid1970s, as the region steadily lost ground relative to both
industrial and developing countries. But, since the mid1990s, growth has accelerated. Average real GDP per capita
growth increased to 2 percent in 1995–99 from –1.1 percent
in 1990–94, with many countries sharing in the improvement
(see Chart 1). However, during 2000–03, growth slackened for
all of the subgroups in Chart 1 except the oil producers and
resource-intensive countries.
What spurred growth after 1995? First, in the fast growers,
macroeconomic performance was stronger and average inflation was almost half that of the slow growers. Their fiscal
deficits were also lower because of higher revenue collections,
and they were more open to trade, as shown by higher ratios
32

of exports plus imports to GDP (see Chart 2). And, in a major
departure from the past, total factor productivity (TFP)
increased markedly—most likely reflecting efficiency gains
stemming from countries’ implementation of macroeconomic and structural reforms. But total and private investment barely rose, except in the oil-producing countries.
Should countries continue to lower budget deficits?
Probably not. Studies have shown that reducing the deficit
below 2–2.5 percent of GDP in countries that have achieved
macroeconomic stabilization is not beneficial for growth.
Our study confirms that countries whose deficits exceeded
2.5 percent of GDP were able to boost their growth rate by
strengthening their fiscal position, whereas in countries with
deficits lower than 2.5 percent of GDP, growth declined.
To shed more light on Africa’s growth performance, it is
useful to identify fast- and slow-growing countries. One way
is through growth benchmarking, which ranks countries by
their actual growth relative to their potential. A country’s
growth potential is determined by circumstances over which it
may have little control, although its subsequent policy choices
will affect the growth outcome. Benchmarking analysis quantifies this relationship by comparing actual and “expected”
growth; the latter is derived from an estimated global relationship between growth and a set of factors beyond the country’s
control. This set includes variables that capture country location, exposure to trade, growth in trade partners and terms of
trade, level of income in 1960, and historic mortality rates for
European settlements. This last variable has assumed considerable importance in studies of growth in low-income countries because it is meant to capture the quality of institutions
that countries inherited from colonial powers and may also
capture current health conditions.

Finance & Development March 2006

©International Monetary Fund. Not for Redistribution

Chart 1

Chart 2

Shared growth

How the fast growers did it

Real GDP per capita growth has increased for all groups of
African countries since 1995.
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Source: Pattillo, Gupta, and Carey (2005).
Note: The country groupings are as follows:
Oil-producing = Angola, Cameroon, Republic of Congo, Equatorial Guinea, Gabon, and
Nigeria.
The conflict countries in the 1990s = Angola, Burundi, Democratic Republic of Congo,
Republic of Congo, Mali, Rwanda, and Sierra Leone.
Resource-intensive countries = Angola, Botswana, Cameroon, Republic of Congo,
Equatorial Guinea, Gabon, Guinea, Namibia, Nigeria, São Tomé and Príncipe, Sierra Leone,
and Zambia.
Coastal countries = countries with ocean coastline, including islands.
Landlocked = countries with no ocean access, but some have lake access.
CFA = Coopération Financière en Afrique Centrale. The CFA franc is the common currency.
The CFA countries are Benin, Burkina Faso, Cameroon, Central African Republic, Chad,
Republic of Congo, Côte d'Ivoire, Equatorial Guinea, Gabon, Guinea-Bissau, Mali, Niger,
Senegal, and Togo.
Program = countries with IMF programs in the 1990s. This includes all SSA countries
except Angola, Botswana, Democratic Republic of Congo, Mauritius, Namibia, Seychelles,
South Africa, and Swaziland.
Eritrea and Liberia are excluded from all groups because of data problems.

This exercise reveals that a number of SSA countries have
fared relatively well since the mid-1990s despite unfavorable
circumstances (such as being landlocked or resource-poor).
Among those that performed well against their benchmark, Mozambique and Uganda’s progression from conflict recovery to sustained growth provides lessons for the
nascent recoveries in the Democratic Republic of the Congo,
Liberia, and Sierra Leone. The best performers of the 1990s,
in addition to the better-known cases of Botswana and
Mauritius, are those that have grown slowly but steadily, like
Benin, Burkina Faso, and Ghana. Other countries—such as
Cameroon, Ethiopia, and South Africa—underperformed
relative to the benchmark.

Growth accelerations
If SSA is to have a realistic prospect of halving income poverty by 2015, its real per capita GDP growth rates will have
to increase to about 5 percent. Although knowledge about
what leads to high, sustainable growth in SSA is limited, it is
instructive to analyze recent success stories.
In a 2004 paper, Harvard University’s Ricardo Hausmann,
Lant Pritchett, and Dani Rodrik proposed that the traditional
long-term focus of empirical growth research (based on
regressions) could camouflage important patterns in a country’s growth. By examining jumps in countries’ mediumterm growth trends, they argued, one could gain insight into
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. . . and trade was much more open than in other SSA
countries.
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Sources: Pattillo, Gupta, and Carey (2005); and World Bank, World Development
Indicators database, 2004.
Note: The fast, medium, and slow growers of the 1990s are equally sized groups ranked by
their average per capita growth in the 1990s. The fast-grower group begins at a per capita
growth rate of 1.2 percent, while the medium group begins at –0.3 percent.

the sources of growth spurts, or accelerations. For developing
countries as a group, they compared per capita GDP growth
rates seven years before and seven years after a given base year.
They found that growth accelerations were largely unpredictable and that major changes in policies or external conditions
led to sustained growth in surprisingly few instances.
Building on their paper, we sought to identify the determinants of growth spurts that took place in SSA during the
1980s and 1990s. For our purposes, a spurt occurred in a
year when the per capita growth rate over five years was at
least 2 percent higher than the growth rate in the previous
five years and when the growth rate during those five years
was at least 2 percent. In addition, per capita income had to
be higher at the end of the acceleration than before it began:
thus, a recovery from a crisis or a war did not count unless
income eventually exceeded the precrisis level. We found
that, since 1980, SSA has experienced 34 growth accelerations, with more occurring in the 1990s than in the 1980s,
including several now under way (see table). This shows that,
despite their relatively low average growth, SSA countries are
capable of short- to medium-term spurts of growth.
Four factors appeared to accompany those growth spurts
(see Chart 3). First, policies were not lax—that is, inflation
Finance & Development March 2006

©International Monetary Fund. Not for Redistribution

33

Chart 3

Growth potential

Pinpointing growth spurts

Most SSA countries are capable of growth spurts.
1980s
___________________
PostStart Episode episode
date growth growth
Botswana
Burkina Faso
Burundi
Chad
Congo, Rep. of
Gabon
Ghana
Kenya
Lesotho
Mauritius
Mozambique
Seychelles
Tanzania
Uganda
Zimbabwe

1986
1983
1983
1983
1984
1986
1983
1984
1986
1984
1986
1987
1985
1986
1986

7.7
3.3
2.4
3.3
5.2
2.9
2.9
2.5
4.2
7.3
6.0
5.7
2.3
3.9
2.6

1.2
2.9
–0.1
1.4
–2.7
0.5
2.0
–1.6
2.8
5.6
2.4
2.6
–1.6
4.1
–1.2

1990s
___________________
PostStart Episode episode
date growth growth
Angola
Benin
Botswana
Burkina Faso
Cape Verde
Chad
Côte d'Ivoire
Equatorial Guinea
Ethiopia
Gambia, The
Guinea
Malawi
Mozambique
Rwanda
Senegal
Seychelles
Sierra Leone
Tanzania
Zambia

1993
1993
1996
1994
1992
1999
1993
1994
1992
1995
1994
1994
1994
1996
1994
1995
1999
1999
1999

4.9
2.2
4.7
4.7
4.5
8.3
2.3
29.7
3.8
2.2
2.3
4.8
7.1
2.6
2.2
7.5
10.9
4.0
2.1

2.6
2.0
...
3.2
5.1
...
–4.2
18.5
1.4
...
0.0
–3.5
5.1
...
1.5
...
...
...
...

Source: Pattillo, Gupta, and Carey (2005).
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and budget deficits did not rise. In fact, the World Bank’s
Country Policy and Institutional Assessment, a broad measure of the quality of the policy stance, remained steady or
improved during an acceleration. Second, trade was important for promoting growth accelerations, which were associated with real exchange rate depreciations, export growth,
and trade liberalization, although the importance of the variables in the two decades varied. Third, the quality of political
institutions—such as a move toward democracy—was linked
to accelerations. Finally, TFP and investment were key to
growth spurts. One notable difference between the accelerations of the two decades is that debts increased in the 1980s
and fell in the 1990s. The decline could be explained, in part,
by the launching of initiatives in the mid-1990s to reduce the
debts of the most heavily indebted poor countries.
What triggers an acceleration? It is more difficult to find
supporting variables that move at about the time that growth
begins to accelerate than to identify variables that distinguish
growth episodes from nonepisodes. Our analysis suggests that
economic liberalization increased the probability of an acceleration in the two decades by nearly 10 percent. But the models did a poor job of predicting the timing of accelerations,
indicating that, at this stage, they still fall short of providing
policy guidance. One encouraging finding for policymakers
is the link between the quality of a country’s policies and the
propensity for an acceleration. The analysis showed a link
between the occurrence of an episode and indicators of macroeconomic stability, institutional quality, trade openness,
and productivity. But it did not show a link between resource
availability or geography and an episode, suggesting that a
growth spurt is feasible for most countries in the region.
What makes an acceleration last for at least 10 years—that
is, what makes it a sustained acceleration? Sustained accelera34
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tions are associated with lower debt relative to unsustained
accelerations, confirming our finding for the 1990s accelerations. This finding has two complementary implications:
debt relief for heavily indebted poor countries has the potential to spur sustained growth, at least when other growth triggers are operative, and countries experiencing growth need
to avoid accumulating excessive debt.
Economic and political institutions also influence the incidence and timing of growth accelerations. Studies point to a
complex interaction of growth with institutional quality: good
institutions promote growth, but growth also supports institutional improvement. Institutional indices can be classified
into those that measure the quality of political institutions
(for example, accountability mechanisms) and those that
measure the quality of economic institutions (such as security of property rights and contract enforcement). Evidence
indicates that both types of indices improve during growth
accelerations but also that improvement in economic institutions has been sluggish in recent years following progress
in the 1990s. Nevertheless, IMF researchers have found that
even though the quality of institutions in SSA today may not
be high by global standards, it is high enough in significant
parts of the region when compared with the starting points of
other countries that have succeeded in generating sustained
growth (see “Levers for Growth,” page 28 of this issue).

Ensuring that growth is pro-poor
Although economic growth is essential for achieving the
MDGs, especially for poverty reduction, policymakers may
wonder if growth alone can improve the welfare of the poor.
For that reason, recent studies have focused on the elements
of pro-poor growth. There is no single definition of pro-poor
growth, but a recently completed multidonor study specified
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Chart 4

Growth and inequality
Growth reduces poverty, but changes in inequality also matter.

Headcount poverty

(percent)
10
5
0
–5
–10
–15
–20
Inequality
–25
Growth
–30
Uganda
Ghana
Zambia
Burkina Faso
(1994–2003) (1992–2003) (1992–2003) (1991–98)

Senegal
(1994–2001)
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add up to the total change in poverty.

that pro-poor growth could be measured by the growth in
incomes of those below the poverty line (Agence Française de
Développement and others, 2005). However, other researchers (for example, the UNDP Poverty Centre) have argued that
pro-poor growth should reduce the income gap between the
poor and the nonpoor. The former measure has the advantage of directly linking growth to poverty reduction, which is
embodied in the MDG for poverty.
Three components can alter poverty levels over time: the
rate of economic growth, the response of poverty to that
growth (known as the elasticity of poverty to growth), and
changes in income distribution. However, studies show that
almost all change comes from just the rate of growth.
In Africa, the role of inequality is worth examining, given
the sizable changes in income distribution since 1980—an
indicator that in other regions tends to be quite stable over
time. We know that changes in inequality may either help
reduce poverty further or offset some of the poverty reduction delivered by growth. A recent study on the contributions of growth and changing inequality to the total change
in headcount poverty for five SSA countries since the early
1990s illustrates this point (see Chart 4). A statistical technique is used to break the actual change in the headcount
measure of poverty into a component attributable to overall economic growth (the rate and the elasticity of poverty
to growth) and one attributable to the change in income
distribution. This allows for the fact that a narrowing gap
in incomes may lift some people above the poverty line in
the short term. A rising income gap, though, does not necessarily mean higher observed poverty: the beneficial impact
of growth on poverty reduction must also be taken into
account. When the two growth and inequality components
shown separately for each country are added, they equal the
total change in poverty.
For example, Uganda’s impressive growth led to a large
reduction in poverty, but an increase in inequality over the
same period worked against further poverty reduction; if
inequality had not changed, poverty would have been lower
in 2003 with the same rate of growth. Burkina Faso showed
more modest overall growth and, therefore, a smaller con-

tribution of growth to poverty reduction, but the decline
ne in
inequality also reduced poverty. Poverty reduction in Ghana
was due almost entirely to growth because the change in
inequality over the period was small; Senegal is very similar
to Ghana, but the offset to poverty reduction resulting from
rising inequality is slightly larger. Zambia, which experienced
sluggish overall growth, struggled during the 1990s to achieve
any poverty reduction at all.
What elements of growth promote additional poverty
reduction through stable or declining inequality? First,
growth in agriculture. In the past, the sector was hamstrung
by a policy bias against farmers, although much of the underlying policy framework has now been removed. Policymakers
have been concerned that real exchange rate appreciation
attributable to aid inflows might put agricultural exports at
a disadvantage and undermine their efforts to rebuild the
sector’s competitiveness. But there is little empirical evidence
that aid inflows have crowded out export-oriented agriculture. Second, allocating a significant portion of aid inflows
to infrastructure helps to raise the productivity of all sectors
in the economy and to offset the need for domestic prices to
rise as demand increases, thus protecting competitiveness.

Next steps
The main challenge facing SSA is how to accelerate and
sustain growth. Our analysis suggests that accelerations are
spurred by strong trade growth, improvements in broad measures of policy and institutional soundness, and political liberalization, and that they have been accompanied by higher
investment and TFP—one reason why the limited investment
response to SSA’s reforms is so worrying. Encouragingly, a
fair number of the countries that experienced accelerations
succeeded in sustaining them for 10 years. They had stronger real exchange rate depreciations, higher investment,
and lower debt burdens than countries that did not sustain
their accelerations. But even countries that have sustained a
10-year growth acceleration need to do more if Africa is to
dramatically reduce poverty over the decade ahead. N
Catherine Pattillo is a Senior Economist, Sanjeev Gupta is
an Assistant Director, and Kevin Carey is a consultant in the
IMF’s African Department.
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Regressions:
Rodney Ramcharan

R

EADING is an important skill, and elementary
school teachers have observed that the reading
ability of their students tends to increase with
their shoe size. To help boost reading skills,
should policymakers offer prizes to scientists to devise
methods to increase the shoe size of elementary school
children? Obviously, the tendency for shoe size and reading ability to increase together does not mean that big feet
cause improvements in reading skills. Older children have
bigger feet, but they also have more developed brains.
This natural development of children explains the simple observation that shoe size and reading ability have a
tendency to increase together—that is, they are positively
correlated. But clearly there is no relationship: bigger shoe
size does not cause better reading ability.
In economics, correlations are common. But identifying whether the correlation between two or more variables
represents a causal relationship is rarely so easy. Countries
that trade more with the rest of the world also have higher
income levels—but does this mean that trade raises
income levels? People with more education tend to have
higher earnings, but does this imply that education results
in higher earnings? Knowing precise answers to these questions is important. If additional years of schooling caused
higher earnings, then policymakers could reduce poverty
by providing more funding for education. If an extra year
of education resulted in a $20,000 a year increase in earnings, then the benefits of spending on education would be

The magic of computers
Initial conceptualizations of regression date back to the
19th century, but it was really the technological revolution in the 20th century, making desktop computers a
mainstay, that catapulted regression analysis into the
stratosphere. In the 1950s and 1960s, economists had to
calculate regressions with electromechanical desk calculators. As recently as 1970, it could take up to 24 hours
just to receive the results of one regression from a central computer lab—and that was after spending hours
or days punching computer cards. One wrong punch (a
misspelled control word or incorrect data value) would
invalidate the whole effort.
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a lot larger than if an extra year of education caused only a
$2 a year increase.
To help answer these types of questions, economists use
a statistical tool known as regression analysis. Regressions
are used to quantify the relationship between one variable and the other variables that are thought to explain it;
regressions can also identify how close and well determined
the relationship is. These days, running thousands of
regressions has become commonplace and easy—although
that was not always the case (see box)—and, in fact, it is
difficult to find an empirical economic study without a
regression in it. Other fields, including sociology, statistics,
and psychology, rely heavily on regressions as well.

How to run a regression
To illustrate how a regression works, let’s take a closer look
at the problem of trying to determine the returns to education. The government collects data on people’s education level and their subsequent earnings. But people go to
school for a variety of reasons—some ﬁnd it easier to learn
than others or are just more motivated to stay in school
longer. Others may be successful pursuing nonscholastic
careers and may still achieve high earnings. These varied
reasons for attending school may affect earnings, making it difﬁcult to know whether the correlation between
schooling and earnings represents a causal relationship or
is driven by some other factor. People who ﬁnd it easier to
learn in school may also ﬁnd it easier to learn on the job,
resulting in higher earnings. Thus, the positive correlation
between higher earnings and education levels may reﬂect
innate aptitude, rather than the effects of education.
Before a regression is run, a theoretical model can help
explain how and why one “dependent” variable is determined by one or more “independent” or “explanatory”
variables. Positing that an individual’s earnings depends
on his or her level of education is an example of a simple
model with one explanatory variable. A corresponding
regression equation, assumed to be linear, would look like:
Y = a + bX
On the left-hand side is Y, our dependent variable, earnings. On the right-hand side are a, our constant (or intercept), and b, our coefficient (or slope) multiplied by X our
independent (or explanatory) variable, education. The
regression says in algebra that “earnings depend only on
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Why Are Economists
Obsessed with Them?
education and in a linear way”; the other explanatory factors, if there are any, are omitted.
But what if we think that the world is much more
complicated and that a variety of factors might explain the
impact of education on earnings? In that case, we would
run a multiple-variable regression, which would look like:
Y = a + b1X1 + b2X2 + . . .
Now, we have several X variables to help explain Y
earnings—like ability, intelligence, age, education, marital
status, and parental education. The b coefficients simply
measure the impact of each of these variables on earnings,
assuming the other variables are constant.

Smarter is richer?
Let’s try running a regression on the basis of the theory that hourly wages (our dependent variable) depend on the level of education (our explanatory variable). We’ll assume that another possible explanatory
variable—aptitude, as measured by intelligence quotient
(IQ) tests—has no effect on wages separate from any effect
it may have through education. We plug in all of the data
on earnings and education levels. We run the regression
and ﬁnd:
Y = 5.40 + 1.06 EDU
The b coefficient tells us that an additional year of education is associated with a $1.06 increase in the hourly wage.
And for those with no education (EDU = 0), the constant
indicates that the average wage is $5.40 per hour.
But what if we put IQ in the equation—that is, assume
that earnings depend on both the level of education and
IQ? We plug in the data on IQ test results and find:
Y = 5.40 + 0.83EDU + 0.001IQ
We learn that individuals who performed better on IQ
tests also had higher hourly wages. Moreover, while the
impact of education on wages remains positive, it is about
27 percent smaller than if we hadn’t included IQ results
(the 27 percent comes from the difference in the coefficients: 100(1.06–0.83)/0.83). The implication is that we
previously overestimated the effect of education on wages
because we did not take into account the influence of IQ,
which is correlated with education.

Potential pitfalls
Despite their benefits, regressions are prone to pitfalls and
often misused. Take the following four leading difficulties.
Omitted variables. It is necessary to have a good theoretical model to suggest variables that explain the dependent
variable. In the case of a simple two-variable regression,
one has to think of the other factors that might explain
the dependent variable. In our example, even when IQ
is included, the correlation between education and earnings may reflect yet some other factor that is not included.
That is, the individuals in the sample may still be different in some “unobserved” way that explains their subsequent earnings, possibly through their education choices.
Individuals from wealthy families usually have better access
to education, but family wealth may also create more connections in the labor market, leading to higher earnings.
Thus, parental wealth may be another variable that should
be included.
Reverse causality. Many theoretical models predict
bidirectional causality—that is, a dependent variable can
cause changes in one or more explanatory variables. For
instance, higher earnings may enable people to invest more
in their own education, which, in turn, raises their earnings. This complicates the way regressions should be estimated, calling for special techniques.
Mismeasurement. Factors might be measured incorrectly. For example, aptitude is difficult to measure, and
there are well-known problems with IQ tests. As a result,
the regression using IQ might not properly control for
aptitude, leading to inaccurate or biased correlations
between education and earnings.
Too limited a focus. A regression coefficient provides
information only about how small changes—not large
changes—in one variable relate to changes in another.
It will show how a small change in education is likely to
affect earnings but it will not allow the researcher to generalize about the effect of large changes. If everyone became
college educated at the same time, a newly minted college graduate would be unlikely to earn a great deal more
because the total supply of college graduates would have
increased dramatically. N
Rodney Ramcharan is an Economist in the IMF’s Research
Department.
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Examining Global Imbalances
What new data tell us about the external wealth of nations
Philip R. Lane and Gian Maria Milesi-Ferretti
Assembling U.S. cars in China.

E

XTERNAL imbalances and ﬁnancial globalization have been at the top of the international policy
agenda for the past few years. Indeed, such inﬂuential observers as former U.S. Federal Reserve Chairman Alan Greenspan and his successor Ben Bernanke have
argued that the rapid integration of the international ﬁnancial system during the past decade has played an important
role in enabling these imbalances to persist and be easily ﬁnanced. In addition, emerging market economies, traditionally recipients of foreign capital, have become a major source
of net foreign capital outﬂows and, most notably, have been
Chart 1

Growing links
International financial integration is growing globally,
but particularly strongly among industrial countries.
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collectively important in ﬁnancing the large and growing
U.S. current account deﬁcit.
So what is there to worry about if financial globalization
means that the current configuration of imbalances represents a new but sustainable regime for the world economy? Is
the system unstable, or are analysts unduly concerned about
global imbalances? To answer these questions requires some
spade work. We need to decide how to measure international
financial integration, track down which countries are net
creditors and which are net debtors, and assess the magnitudes of the accumulated external holdings.
As it turns out, unearthing this information is not that
straightforward. For example, despite notable progress in
recent years, there are very significant gaps in the availability
of data on holdings of external assets and liabilities (the socalled International Investment Position in a country’s balance of payments), all the more so if one looks beyond the
past few years. This means that, for a large set of countries,
we know neither their net external wealth nor the size and
composition of their external portfolios—hindering a truly
global analysis.
We have sought to remedy this problem by constructing a
data set comprising estimates of external assets and liabilities for more than 140 countries for 1970–2004. Although
measurement error is likely to be substantial for a number of
countries for which there is limited data availability on crosscountry capital flows and holdings, this extensive coverage
provides a useful global perspective on the cross-country distribution of external holdings and its evolution, and enables
analysis of the sustainability of global imbalances from a
policy perspective.

Insights into vulnerabilities
Why is information on net external positions and the magnitude and composition of external portfolios important?
Clearly, the assessment of external sustainability requires
knowledge of a country’s financial exposure to the rest of
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Chart 3

For richer or poorer
Richer countries are more likely to be creditors than poorer
countries.
Net foreign assets (NFA) and GDP per capita, 2004
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the world, while information on the size and composition of
international portfolios is key to understanding the interdependencies among countries, as well as their respective financial vulnerabilities.
For example, an emerging market country facing a sudden slowdown in capital inflows will be more vulnerable to
a crisis if it has large debt liabilities denominated in foreign
currency—because domestic currency servicing costs rise
with a depreciation—than if it has relied more heavily on
foreign direct investment (FDI), when returns are linked to
the performance of the domestic economy.
Similarly, the internationalization of portfolios means that
shocks in one country are immediately transmitted to foreign holders of financial instruments issued by that country.
While such financial interdependencies are a manifestation
of a desirable increase in international risk sharing, they also
imply that international events will have stronger domestic
repercussions and that large shocks are more likely to have
systemic implications, requiring enhanced monitoring by
regulators and other policymakers.
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For our research, described in more detail in Lane and MilesiFerretti (2006), we divided data on assets and liabilities into
broad categories: portfolio equity investment, FDI, foreign
exchange reserves, and debt (which includes portfolio debt
securities as well as other instruments, such as loans, deposits, and trade credits). The net external position, given by the
difference between total external assets and total external
liabilities, measures the net creditor or debtor position of a
country vis-à-vis the rest of the world. From this database we
can deduce a number of broad trends or stylized facts.
First, international financial integration has increased
markedly, particularly among advanced economies. While
the trend toward increased international asset trade has
been visible since the early 1970s, it has accelerated since
the mid-1990s (see Chart 1). In advanced economies, the
Chart 2

Tracking imbalances
The United States saw a sharp deterioration in its net foreign
asset position during 1999–2001, but the position has since
stabilized despite record current account deficits.
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increase in cross-border asset holdings has been strong for
both debt and equity instruments (the latter including FDI
and portfolio equity). In emerging markets and developing
economies, there has also been a sharp increase in crossborder equity holdings, but the overall stock of debt instruments (assets—including official reserves—and liabilities)
has been relatively stable since the mid-1980s. Clearly, factors
such as the increase in trade linkages, the reduction in capital
controls, domestic financial deepening, advances in telecommunications, and the increased availability of information
are important in driving the acceleration of international
financial integration.
Second, global imbalances have widened sharply during
the past few years, with emerging Asia and the oil exporters
increasingly becoming creditors and the United States seeing a worsening in its net external position (see Chart 2).
However, despite its massive current account deficit, the U.S.
external position during the past three years has been surprisingly stable, a puzzle we will address below. Which are
the largest creditors and debtors, relative to their GDP levels? Even though richer countries tend to be creditors, the
correlation is less than watertight (see Chart 3). Indeed, in
addition to a country’s level of development, several other
Finance & Development March 2006
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factors—including demographics, the size of public debt,
and natural resources—can influence its external position.
Third, with external assets and liabilities now often
exceeding 100 percent of GDP, differences in rates of return
between external assets and liabilities lead to significant
shifts in resources across countries, much larger than those
that occurred when the degree of international financial
integration was lower. For example, if external assets and
liabilities are 100 percent of GDP, a return differential of
2 percentage points between assets and liabilities has the
same effect on the country’s external position as a trade
surplus or deficit of 2 percent of GDP. These differences in
returns can arise for a number of reasons, including the currency of denomination and portfolio structure (with equity
holdings, for example, generally yielding higher returns over
the medium term than debt instruments). More generally,
“riskier” portfolios will have higher returns on average than
more conservative ones.

Good for U.S., but can it last?
Consider the United States. On average, U.S. investors have
earned higher returns on their assets than on their liabilities,
especially during 2002–04 (see Chart 4). These rates of return
include investment income earnings—such as dividends or
interest payments on debt securities—which are recorded in
the current account, and capital gains and losses arising from
fluctuations in the value of assets and liabilities. These valuation effects, triggered by changes in stock prices, interest rates,
or exchange rates, are not included in the current account.
They can, therefore, generate changes in the net external position even if a country’s net borrowing from abroad is zero.
To understand these differences, we need to look more
closely at the structure of the portfolio of U.S. assets and liabilities. At the end of 2004, portfolio equity and FDI constituted the lion’s share of U.S. external assets, while most U.S.
liabilities were in debt instruments (see Chart 5). Not surprisingly, given the dollar’s key role as a global reserve currency and the importance of the U.S. bond market, portfolio

Chart 4

Better return
U.S. investors have earned more from their external assets
than foreigners have from investments in the United States.
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debt instruments represent a large (and increasing) share of
U.S. liabilities. The larger weight of equity instruments in the
U.S. asset portfolio and of debt instruments in the U.S. liabilities portfolio helps explain the positive return differential
between U.S. assets and liabilities.
During 2002–04, however, movements in exchange rates
and asset prices also played a key role in explaining the
return differential. While U.S. liabilities were almost entirely
denominated in U.S. dollars, a sizable proportion of U.S.
assets (FDI, portfolio equity, a fraction of portfolio debt,
and foreign exchange reserves) was denominated in foreign currency, primarily held in Europe and other advanced
economies. The substantial weakening of the dollar vis-à-vis
the currencies of those countries during 2002–04 raised the
returns on U.S. foreign assets through the valuation channel, a development that has been compounded by the movements in relative stock prices, which have increased more
sharply overseas than in the United States. (However, there
is also evidence that, on average, U.S. investors make superior
returns within asset categories—particularly for FDI.)
We can now understand why the U.S. external position did
not deteriorate substantially during 2002–04, despite massive net external borrowing. From a “dollar area” perspective,
movements in exchange rates and asset prices raised the value
of U.S. holdings of assets overseas, while, from a “European”
viewpoint, the weakening of the dollar imposed heavy capital
losses on holders of dollar-denominated debt instruments.
Naturally, the reader may think that the recovery in the
dollar’s value during 2005 means that the United States will
suffer a currency-related capital loss. Well, not so fast! On the
basis of the admittedly incomplete data available so far, that
loss was more than compensated for by stronger equity market performance in the rest of the world (including Europe,
Japan, and emerging Asia) than in the United States—and
so, 2005 goes down as the fourth year in a row of significant
net external capital gains for the U.S. economy. In 2005, the
Morgan Stanley Capital International Index of world stock
markets (excluding the United States) rose by 12 percent in
dollar terms, compared with a 4 percent rise in the S&P 500.
But how long can a large differential between returns on
U.S. assets and U.S. liabilities be sustained, thereby allowing
the United States to run large trade deficits without experiencing a major deterioration in its external position? Although
some positive differential in returns may well persist and
would play an increasingly important role as long as financial
integration increases, logic would suggest that return differentials of the order of magnitude of those witnessed in the past
three to four years cannot be sustained for a prolonged period
of time—they would likely require persistent dollar depreciation, which would eventually be incorporated in inflation
expectations and interest rate differentials. And higher interest rates together with a global decline in stock market values
could reverse the return differential and lead to a substantial
deterioration in the U.S. external position. Thus, a substantial
correction in the U.S. trade deficit will eventually be necessary
to correct external imbalances.
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Chart 5

Chart 6
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U.S. investors emphasized foreign direct investment (FDI) and
equities, while foreigners lapped up U.S. debt.

Emerging markets and developing countries have steadily
built up official reserves while reducing external debts.
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Source: Lane and Milesi-Ferretti (2006).

Composition of U.S. foreign liabilities, 2004

FDI
$2,687 billion
(21 percent)

portfolio equity
$2,071 billion
(17 percent)

portfolio debt
$4,250 billion
(34 percent)

other investment
$3,507 billion
(28 percent)

Sources: Bureau of Economic Analysis and Lane and Milesi-Ferretti (2006).

Opportunities and risks for emerging markets
It is well known that those same “valuation effects” that help
the United States stabilize its external position have in the
past wreaked havoc with the external balances of emerging
market countries. Indeed, a surprise exchange rate depreciation has conflicting effects for a typical emerging market economy—although its trade balance will eventually
improve, its net foreign asset position may deteriorate if it
is a net debtor in terms of foreign currency instruments.
This conflict between the trade and valuation channels helps
explain why emerging market economies are concerned
about exchange rate volatility and why it is so difficult to
determine appropriate exchange rate policies, especially
during times of crisis. It also highlights the importance of
promoting local currency debt markets, increasing the role
of FDI and portfolio equity inflows as a means of sharing
risk more effectively, and using alternative financial instruments such as GDP-indexed bonds, whose returns are tied to
domestic economic performance.
The large increase in cross-border equity and direct investment holdings and the shifting patterns in international borrowing and lending can be viewed as factors reducing the
vulnerability of emerging markets to external shocks. Equity
liabilities (including FDI) now account for about half of
total external liabilities in emerging markets and developing countries as a whole. In addition, a number of emerging
markets have dramatically reduced their external liabilities or
even become net creditors by running large current account
surpluses and accumulating reserves (see Chart 6), thus

clearly reducing the risks of financial crises. Others, like most
countries in Central and Eastern Europe, have instead rapidly accumulated substantial net external liabilities but have
relied heavily on equity financing, which improves risk sharing by linking more closely the return on external liabilities
to domestic economic performance.
At the same time, the increase in international financial
integration naturally increases exposure to external financial
shocks, meaning that balance sheet vulnerabilities will need
to be closely monitored, particularly in developing countries
with less sophisticated financial systems. N
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Going too Fast?
Managing rapid credit
growth in Central and
Eastern Europe

Shoppers in Romania.

Paul Hilbers, Inci Otker-Robe, and Ceyla Pazarbaşıoğlu

M

ANY of the Central and Eastern European
(CEE) countries have recently experienced a
rapid expansion of bank credit to the private
sector. This process, already apparent at the
beginning of the decade, has only become stronger. During
2000–04, credit increased by about 17 percent a year on
average in real terms across the region. In 2004 alone, credit
to the private sector increased by about 30–45 percent in
real terms in 6 of the 15 countries. As a result, the ratio of
private sector credit to GDP has also increased significantly
in these countries, albeit generally from a low base.
Are these developments simply the result of a normal and
expected “financial deepening,” as the CEE countries continue their move toward fully developed market economies
in an integrating Europe? In that case, credit growth would
largely be absorbed by an increase in money demand without major macroeconomic consequences. On the demand
side, the credit expansion is supported by higher income
expectations, often related to these countries’ (prospect
of) accession to the European Union (EU). On the supply
side, the credit surge has been facilitated by foreign financial institutions entering these markets with the objective of
rapidly gaining market share. While these institutions often
have only limited exposure to any particular country, they
play a significant role in the local banking systems.
The expansion of credit from relatively low levels of
financial intermediation would suport this “catching up”
hypothesis (see circle, Chart 1). For example, Ukraine had
a private sector credit ratio to GDP of about 8 percent in
1999 and has experienced an increase in real growth of private sector credit of almost 40 percent—along with coun-
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tries like Bulgaria, Moldova, and Romania, which showed a
rapid growth from low initial levels. Indeed, most of the CEE
countries with the fastest growth in private sector credit had
credit-to-GDP ratios below the group average of 22 percent
(compared with an average for the original 15 EU member
countries of over 100 percent).
The rapid credit expansion in these countries is not,
however, danger free. Countries’ experiences with financial
distress remind us all too well that misperceptions about
the evolution of risks and inappropriate (or lack of) policy
responses can be costly. This article explores policymakers’
options, ranging from the well-known monetary and fiscal
ones to less discussed, but equally important, supervisory
and prudential ones. The latter could be used to strengthen
the resistance of the financial system to the adverse consequences of credit expansion.

Healthy or unhealthy?
Is the CEE credit boom worrisome? There is no unambiguous
answer to the question of whether the rapid credit growth in
these countries is a simple result of catching up, given that the
structural changes that have affected these economies make
it more complicated to calculate the “normal” level of credit.
The key concern, however, is that the process of moving to
a new equilibrium—the new normal level—may involve
significant risks at both the macroeconomic and microeconomic levels.
On the macroeconomic front, rapid credit growth has
contributed to a rise in imports and a widening of the current account deficits in most CEE countries. A continued
deterioration in their external balances may increase the risk
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Real growth of private sector credit

of speculation against these countries’ currencies under
Table 1
the prevailing pegged or tightly managed exchange rate
How risky?
regimes. The low savings rates in most of the countries
The type of risk depends on the nature of credit growth.
suggest they are highly dependent on the willingness of forAspects of credit growth
Type of risk associated
eign investors to fund these deficits. The pattern is similar
Speed of credit growth
• Credit risk (from inappropriate loan assessments,
to experiences of other countries where (over-) optimism
strain on ability to monitor and assess risks)
• Macro risks
about future earnings led to a boost in asset valuations and
Main providers of credit (for
• Credit risk (from aggressive lending strategies)
a surge in capital inflows that allowed firms and houseinstance, foreign versus domes- • Macro risks
tic banks)
holds to borrow and spend.
Main borrowers (for instance,
• Credit risk (for instance, sensitivity of repayment
On the financial front, it is unclear whether the credit
households versus corporate
capacity of corporate loans to economic situation)
sector)
risk systems of banks in the CEE countries will be able to
• Macro risks (likely impact of loans on the current
account)
cope with a potential lending boom. In most countries,
• Market risks (sensitivity to economic activity and
the prudential indicators do not suggest the banking sysprice changes)
Sectoral loan concentration/
• Credit risk (stemming, for instance, from concentratem has significant vulnerabilities, but many indicators are
composition of credit (for
tion and collateral values for mortgages)
“lagging,” not “leading,” ones. Moreover, for many, there
instance, mortgages, durable
• Macro risks (for instance, impact on current account
consumer
goods,
investments)
are indications of a decline in capital adequacy and some
in the case of consumer/investment loans)
• Market risks (for instance, sensitivity to real estate
increase in credit risks. Rapid credit growth—particularly
prices)
in countries where the number of credit applications
Currency composition of loans • Direct (through banks’ net open positions) and
exchange risk
indirect (via borrowers’) exposure to foreign exchange
grows rapidly—has started to put a strain on banks’ and
risk
bank supervisors’ ability to assess risks. Banks’ potential
Maturity of loans
• Maturity/liquidity risks (longer-term loans financed
through shorter-term borrowing by banks)
exposure to indirect foreign exchange risks may also have
Sources of credit
• Foreign exchange risk (loans funded by bank borrowincreased, since foreign currency–denominated lending
ing abroad)
represents a substantial proportion of total loans. Loans
• Maturity risks (assets longer term than liabilities)
• Macro risks (from exposure to market sentiment)
are increasingly being financed with liabilities other than
Source: Hilbers, Otker-Robe, Pazarbaşıoğlu, and Johnsen (2005).
deposits, as banks expand credit by changing the composition of their assets and by increasing external borrowing.
A sharper-than-expected decline in interest margins resultFormulating a policy response
ing from stronger competition may decrease profitability and
The starting point for a policymaker should be to determine
thereby increase the vulnerability of the banking system.
the types of possible macroeconomic and financial stabilThese macroeconomic and financial risks are closely interity risks associated with credit growth. This would involve
related. On the one hand, macroeconomic instability (inflamonitoring and analyzing a breakdown of aggregate data in
tion and/or external imbalances) may contribute to financial
terms of the borrower’s characteristics; the loan’s purpose; its
instability—particularly when banks and their borrowers are
maturity and interest rate fixation period; currency denomisignificantly exposed to interest rate and exchange rate risks.
nation; and other relevant conditions, such as the availability
On the other hand, financial instability (a vulnerable finanof collateral and funding sources.
cial system) may contribute to macroeconomic imbalances,
Without such a comprehensive assessment, it is difficult
as markets react by adjusting investment portfolios, includto determine whether an observed rate of credit growth is a
ing currency holdings. Thus, an appropriate policy response
cause for concern and how to react. The assessment should
would generally need to include a combination of macroecoalso incorporate macroeconomic, macroprudential, and
nomic and prudential measures to tackle both types of risks.
structural factors, including the existence of macroeconomic imbalances, the soundness and strength of the finanChart 1
cial system, the quality and effectiveness of supervision and
Catching up?
regulation, the structure of the financial system, and the
Private sector credit has been rising rapidly from previously low
levels of intermediation.
financial health of borrowers. It would be essential to have
(initial conditions, private sector credit to GDP ratio in 1999, and average
balance sheet information for household and corporate
real credit growth over 2000–04)
sectors. Armed with this information, policymakers can iden50
tify the key risks associated with credit growth (see Table 1)
Ukraine
40
and assemble measures that will handle the interrelated macLatvia
Bulgaria
roeconomic
and financial risks (see Chart 2).
30
Albania Lithuania
Estonia
Macroeconomic
policies. Managing rapid credit growth
Russia
20 Belarus Moldova
Hungary
that threatens macroprudential stability has been a signifiCroatia
10 Romania
cant challenge for some of the CEE countries, because the
Slovenia
Bosnia
Macedonia
set of available measures is limited by the countries’ spePoland
0
Czech Republic
cific characteristics. Open capital accounts limit the ability
Slovak Republic
–10
of some countries, especially ones with pegged exchange
0
10
20
30
40
50
60
Private sector credit (as a ratio to GDP) in 1999
rate regimes, to use monetary policy effectively, because
Source: Hilbers, Otker-Robe, Pazarbaşıoğlu, and Johnsen (2005).
increasing the interest rate tends to attract capital inflows
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that can further boost money and credit. The relatively high
level of “euroization” also weakens monetary transmission
mechanisms, making it difficult to influence lending and
retail rates through changes in policy rates. Furthermore,
in a number of CEE countries, where the fiscal position
is already tight, the authorities may not have much room
to resort to fiscal measures. Of course, when rapid credit
growth is stimulated by inconsistencies or overly strong
incentives stemming from macroeconomic or structural
policies (for example, a monetary–exchange rate policy
mix that creates perceptions of low exchange rate risks and,
hence, incentives for excessive borrowing in foreign currencies; or generous fiscal incentives for mortgage loans),
the first-best policy response should be to eliminate distortions and reduce incentives. Efforts should also be put into
developing effective monetary instruments and eliminating
obstacles to their transmission.
Prudential and supervisory policies. A key question is
whether prudential and supervisory measures could substitute for monetary and fiscal policies in coping with
rapid credit growth when traditional policy tools are not
a viable option. In our view, prudential and supervisory
measures should be used when there are financial stability
risks or when there is room to bring a country’s prudential and supervisory framework in line with international
best practice. That said, there are limits to what prudential
policies can do in the absence of prudent fiscal policies or if
monetary or fiscal regimes create incentives that encourage
credit growth. A piecemeal approach may lead to efforts to
circumvent prudential measures by pushing the lending and

borrowing activity offshore or to institutions that fall outside
the regulatory framework. For this reason, prudential policies should be considered as part of a comprehensive package of measures to deal with rapid credit growth. Moreover,
because such measures are meant to ensure sound lending
practices and maintain the resilience of the banking system
to adverse shocks, they should not be relaxed automatically
when threats to macroeconomic stability subside.
The ability to further tighten prudential and supervisory policies varies across the CEE countries. In many of
them, the frameworks have been strengthened (see Table 2),
meaning there may be limited room for further tightening.
Strengthening the capability of banks and supervisors to better assess and manage indirect exposure to foreign exchange
risks is important—especially considering the large proportion of lending in foreign currency and limited information on the degree of hedging by borrowers in many of the
CEE countries. Bosnia, Bulgaria, Croatia, Estonia, Romania,
Serbia, and Ukraine have taken steps to tighten regulations
and supervision, and Poland has pursued measures to both
strengthen bank risk management and adjust capital requirements for foreign exchange risk.
Effective implementation of prudential and supervisory
measures requires adequate enforcement capacity, crossborder supervisory cooperation and exchange of information, and effective coordination between supervisors of banks
and nonbank financial institutions. It is essential to avoid
loopholes that can be used for circumvention (for example,
a shift away from bank lending to direct foreign borrowing
or borrowing from less well regulated nonbank institutions).

Chart 2

A la carte
Policymakers can choose from a menu of options when responding to rapid credit growth.

Policy options
Macroeconomic
policy measures

Fiscal measures

• Fiscal
tightening
• Avoiding
fiscal/
quasi-fiscal
incentives
that may
encourage
certain
lending

Monetary
measures

Prudential
measures

Exchange rate
policy response

• Interest rate • Increase
exchange rate
tightening
flexibility
• Reserve
requirements • In general
maintain a
• Liquid asset
consistent mix
requirements
of monetary
• Sterilization
and exchange
operations
rate policy

• Higher/differentiated
capital requirements
• Tighter/differentiated
loan classification and
provisioning rules
• Tighter eligibility
criteria for loans
• Dynamic provisioning
• Tighter collateral rules
• Rules on credit
concentration
• Tightening net open
foreign exchange
position limits
• Maturity mismatch
regulations and guidance

Supervisory/
monitoring measures

• Increasing disclosure
requirements for banks
on risk management and
internal control
• Closer on-site/off-site
inspection and
surveillance of potential
problem banks
• Periodic stress testing
• Periodic monitoring/
survey of banks’ and
customers’ exposure
• Increasing
coordination of
supervision of banks and
nonbanks
• Improved exchange
of information between
domestic and home
supervisors of foreign
banks

Market development
measures

• Developing hedging
instruments to manage risks
• Developing
asset management
instruments to deal with
distressed assets
• Developing securities
markets to reduce
dependence on bank
credit and improve
diversification of risks
• Improving credit
culture (credit bureaus,
credit registry, stronger
legal system, creditor
rights)
• Improving banks’ and
corporations’ accounting
standards

Administrative
measures

• Overall or bank-bybank credit limits
• Marginal reserve
requirements based on
credit growth
• Controls on capital
flows, for example:
- control on foreign
borrowing by banks
and/or bank customers
- different reserve
requirements on
domestic and foreign
currency
• Taxes on financial
intermediation
• Import restrictions

Source: Hilbers, Otker-Robe, Pazarbaşıoğlu, and Johnsen (2005).
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Promotion
of better
understanding
of risks

• Strengthening banks’
ability to monitor, assess,
and manage risks
• Public risk awareness
campaigns and press
statements
• Discussions/meetings with banks (“moral
suasion”) to warn or
persuade banks to slow
down credit extension

Similarly, creating an effective dialogue with home supervisors of foreign banks (for example, through bilateral or multilateral memorandums of understanding) will be critical
in many of the CEE countries, where rapid credit growth is
dominated by a group of foreign parent banks regulated and
supervised by home-country authorities.
Administrative measures. A number of CEE countries,
such as Bulgaria, Croatia, and Romania, have turned to
administrative measures to deal with the rapid growth of
credit. They have done this, for instance, by adopting marginal reserve requirements on excessive credit expansion or
on banks’ foreign borrowing (including from their parent
banks). There can be merit to using such measures if, for
example, there are significant macroeconomic and prudential
risks that justify curbing the amount or growth of credit and
if market participants fail to respond appropriately to changing risks and to other measures. However, authorities should
consider administrative measures only as a last resort and
on a temporary basis, because they often have unintended
Table 2

Measuring up
A variety of steps have been taken to deal with rapid credit growth.
Measures taken

Countries

Macroeconomic policies
Monetary tightening (interest rate hikes and
increase in reserve requirements)

Bosnia, Bulgaria, Latvia, Moldova,
Romania, Serbia, Ukraine

Foreign exchange liquidity requirements

Croatia

Narrowing domestic interest rate differentials,
increasing flexibility of the exchange rate

Poland

Fiscal tightening

Bulgaria, Croatia, Romania

Reducing distortions (elimination of
mortgage subsidies)

Estonia, Poland

Prudential and supervisory policies
Tightening of regulations and supervision
(higher/differentiated capital requirements,
tighter loan classification and provisioning)
Tighter collateral rules, lower loan-to-value
ratios

Bosnia, Bulgaria, Croatia, Estonia,
Romania, Serbia, Ukraine

Regulations for banks to strengthen risk
management and internal controls

Moldova, Poland, Romania, Ukraine

Adjusting capital requirements for foreign
exchange risk, periodic surveys/close
monitoring of banks’ foreign exchange
exposure

Poland

Administrative measures
Credit controls—marginal reserve requirement
for banks exceeding a certain level of credit
growth

Bulgaria

Direct credit controls—requirement to
purchase central bank securities at below
market rates when loan portfolio exceeds
a certain level of credit growth; marginal
reserve requirement on foreign borrowing

Croatia

Postponement of foreign exchange
liberalization measures

Romania

Moral suasion

Bulgaria, Estonia, Poland

Strengthening risk awareness
Market development measures (credit
registry, wider information base)

Bulgaria, Romania

Public awareness campaigns against
overborrowing/lending

Poland

Source: Hilbers, Otker-Robe, Pazarbaşıoğlu, and Johnsen (2005).

and undesirable side effects, including on the stability of the
financial system that the measures are meant to protect.
Strengthening risk awareness. Where market participants
may be pricing risks inadequately, it is essential to promote a
good understanding of risk, including through public awareness campaigns against overborrowing and overlending, as
Poland has done. This applies in particular to borrowing in
foreign exchange, where foreign exchange risks for unhedged
borrowers can easily translate into credit risks for the banks.
Credit bureaus, as set up in Bulgaria and Romania, can help
banks assess the quality of borrowers.

Limiting vulnerability
Rapid credit growth in the CEE countries reflects, at least
in part, a process of catching up from low levels of financial
intermediation to the higher levels that prevail elsewhere in
Europe. However, even when moving to a new equilibrium,
the process of credit expansion may become unbalanced and,
if not well managed, involve significant risks. To reap the benefits of credit growth while countering these risks, authorities
should have in place policies designed to limit the vulnerability of the real and financial sectors. A key element in assessing
the vulnerabilities is to accelerate the building of comprehensive information systems that would enable regular monitoring and analysis of credit developments. Authorities need
to continue strengthening the prudential and supervisory
framework to increase the resilience of their financial systems
to adverse consequences of credit growth. These measures,
however, will be effective only when supported by a sound
macroeconomic policy mix, effective cross-border supervisory coordination, and improved awareness of risk by the
private sector. N
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Globalization
The world economy has been expanding strongly, with widespread, healthy growth in both employment and
labor productivity. But unemployment remains a problem in many countries. Globally, almost half the unemployed people are young (ages 15–24), although they make up only 25 percent of the working-age population,
according to the International Labor Organization (ILO).

In 2005, the world’s labor force ages 15 and older—comprising
those in work and people seeking jobs—topped 3 billion,
up almost 17 percent from 1995. Of these, 2.85 billion had
jobs. The ratio of global employment to population stood at
61.4 percent, down 1.4 percentage points from a decade earlier, with most of this decline taking place in the late 1990s.

The global unemployment rate in 2005 was 6.3 percent, lower
than the peak of almost 6.6 percent of the labor force in 2002,
but up from the 6.0 percent level of a decade earlier. Nearly
192 million people were unemployed in 2005, an increase of
2.2 million since 2004 and 34.4 million since 1995. Of the
192 million, 79 million were women.

The world’s workforce is rising steadily . . .

. . . but unemployment is also increasing.
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Although unemployment fell markedly in developed economies in 2005 to an average of 6.7 percent from 7.1 percent
a year earlier, it continued to rise in the former Soviet bloc
countries. The Middle East and North Africa have the highest regional rate (13.2 percent), while East Asia has the lowest
(3.8 percent).
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Almost half of the world’s unemployed are under 25 and
young people are more than three times as likely as adults
to be jobless. Within their age group, the share of employed
young people fell to 46.7 percent in 2005 from 51.7 percent
in 1995. Youth participation in the labor force also fell, partly
because of the increasing proportion in education.

Mideast and North Africa top jobless rates . . .

. . . and global youth unemployment is far too high.
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at Work
Agriculture still accounts for 40 percent of global employment, but jobs are shifting, particularly to the services sector. If trends over the past decade continue, the services
sector will soon overtake agriculture as the largest provider
of employment, reflecting the migration of workers from
rural to urban areas.

Global labor productivity (measured as output per worker)
rose by 2.6 percent in 2005, compared with 3.0 percent in
2004. Since 1995, it has grown at an annual average rate of
2.0 percent, while GDP has risen by an average of 3.8 percent a year. The least progress is being made in sub-Saharan
Africa, the Middle East and North Africa, and Latin America
and the Caribbean.

Jobs are shifting to the services sector . . .

. . . and productivity is rising.
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Women make up some 40 percent of the world’s workforce.
While the gap between the proportion of women employed
versus men has narrowed, it still remains wide: some
52 percent of adult women versus 81 percent of adult males.
And participation rates (the proportion either working or
looking for a job as a percentage of working-age women)
are declining, after increasing in the 1980s and early 1990s.
Male participation rates have also fallen.

The proportion of workers and their families who are living
on $2 or less a day per family member has fallen to 48 percent
of the global employed workforce from 55 percent in 1995.
But absolute numbers increased to 1.37 billion in 2005 from
1.35 billion 10 years earlier. Trends in extreme working poverty (those living on less than $1 a day) varied by region, with
Asia showing strong falls, but with absolute numbers in subSaharan Africa and Latin America and the Caribbean rising.

. . . and poverty among workers remains a huge problem.

But the gender gap remains wide . . .
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New Customs
James T. Walsh

Squaring
new security
concerns with
the need to
facilitate trade
is a daunting
challenge
for many

C

USTOMS administrations are not
the most popular of organizations. In
many countries, they are perceived as
remarkable mainly for their corruption and inefficiency. And, in an ideal world of
free trade and mutual trust, they simply would
not exist. They are, however, almost unavoidable. Even their revenue collection role continues to be important as trade taxes are now—and
will continue to be for the foreseeable future—a
significant source of revenue for many countries,
especially developing ones. Customs also has a
key role to play in collecting other taxes, notably
the value-added tax (VAT). For this reason, the
IMF—a strong advocate of trade liberalization—
devotes a good deal of its technical assistance to
improving the performance of customs administrations. More generally, too, trade facilitation is receiving greater attention in the context
of the Doha Round of global trade talks, with
ministers endorsing the multiagency Integrated
Framework initiative as a viable model for trade
development in least developed countries.
But how, exactly, can customs administration
be improved? What are the challenges, and how
can they be addressed? This article brings together
the lessons the IMF has learned over many years
of providing technical assistance.

Fiscal frontiers and border control
What is the main role of customs administration? In a world of heightened security concerns,
customs officers have a range of tasks, primarily
related to the movement
of goods across national
Show us the money
borders. In addition to
Taxes on trade are diminishing but still remain too
collecting tax revenue
high in most regions.
on growing volumes of
Trade taxes as a share of total tax revenue (unweighted average,
merchandize trade, they
percent)
play an important role
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in other areas of bor4.7
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an ever-expanding number of regional trading
arrangements (with over 160 now notified to the
World Trade Organization), collect international
trade statistics, and address security worries (a
role that has come to prominence, in particular,
in the United States after the terrorist attacks of
September 11, 2001).
Despite significant trade liberalization over
recent decades, for many developing countries,
and especially the poorest of them, tariff revenue
continues to be a core component of government
finances. While collected tariff rates—tariff revenues as a percentage of import value—over the
past 25 years have more than halved in the developed countries of the Organization for Economic
Cooperation and Development (OECD), elsewhere in the world the reduction has been less
marked. The average collected tariff rate in Africa
remains especially high. In sub-Saharan Africa,
trade taxes still account for around one-fourth
of total tax revenue; in Asia and the Pacific, they
account for about 19 percent (see table).
At the same time—no doubt reflecting in part
the reduction in tariff rates—trade flows have
soared since 1980, especially for developing countries (see chart). And it is these trade volumes that
drive the workload of customs administrations.
Thus, the demands made on customs administrations are likely to continue to increase, and the
challenge will be to ensure that trade taxes are levied in a way that does the least collateral damage
to international trade flows.
Easing trade flows often requires improvements
in customs administration. What are the key problems that need addressing? Undoubtedly, they
will vary, but in a typical unreformed customs
administration, the whole process of assessing
and collecting trade taxes is built around extensive physical inspection of shipments at points of
entry. This task is overburdened and complicated
by outmoded legislation—in many cases mandating 100 percent inspection—and by trade tax
policies that involve extensive rate differentiation
and exemptions, thereby adding to the difficulties
of monitoring trade flows. Some use is made of
information technology to process and record
shipments, but little creative effort is made to
apply that technology to simplify the compliance
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A U.S. customs officer scans containers at the port of Long Beach in California.

burden on the private sector or to ease the inspection effort.
Shipments commonly experience substantial and unpredictable delays—20 days or more—before release from customs
control. Procedures governing such routine but critical operations as establishing accurate import values and monitoring against misuse of exemptions are haphazard in design
and are often poorly implemented. Bureaucratic procedures
inhibit full information exchange and cooperation with
other government departments, including the domestic tax
administration.
Moreover, corruption is often widespread and taken for
granted as a normal feature of business activity. Relations
between the private sector and the customs administration
are commonly adversarial. On both sides, morale is low and
suspicion is high—often with good reason. To improve these
dangerous dynamics, something needs to be done.

Key elements of modernization
It has become fashionable to refer to the work of a customs
administration, and its improvement, as an aspect of “trade
facilitation.” But this is Orwellian newspeak, given that customs administration, inescapably, impedes trade. The point
of modernization is to reduce the impediments—manifested
in the costs of administration incurred by government and of

Turn up the volume
Between 1980 and 2005, the volume of all merchandise
exports quadrupled—the increase was even more marked for
developing countries than for developed.
(growth in trade volumes, 1980 = 100)
600
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Source: IMF, World Economic Outlook database.

1997

2001

2005

compliance incurred by businesses—to the minimum consistent with the policy objectives that the customs administration is given. These impediments are potentially very costly.
A 1994 study published by the United Nations Conference on
Trade and Development (UNCTAD) estimates that the costs
of trade transactions in the early 1990s represented about
7–10 percent of the value of world trade. Other studies put
traders’ costs in complying with border formalities at about
27 percent of the value of the shipment and often far higher
in developing countries. Even within the European Union,
the cost of internal border controls, prior to their removal,
was put at 3–4 percent of the value of internal trade—and
that was a context in which no trade taxes were being levied.
Addressing security concerns while continuing to facilitate
trade (and minimize compliance costs) is particularly challenging. Security is being tackled actively by the United States,
on a bilateral basis, through its Container Security Initiative
(CSI) (see Box 1). At the same time, the World Customs
Organization has developed the Framework of Standards to
Secure and Facilitate Global Trade, which was adopted at its
June 2005 annual meeting.
To reduce the significant economic costs involved in inefficient customs operations requires fundamental changes,
both in the environment within which the customs administration works and in the way it operates. The objective is an
effective customs administration that ensures that duties and
taxes are collected as prescribed by the legislation in the most
efficient way and in a manner that is as free as possible from
corruption and political influence. The experiences of many
countries point to some key characteristics that permit the
customs administration to operate effectively. These include
• a clear separation between the setting of tax policy and
its administration, with laws and regulations that are as
simple and transparent as possible;
• confidentiality of taxpayer information;
• performance criteria, including revenue targets and service expectations, and the resources required to meet
them;
• professional customs administrators who are well trained
and well paid;
Finance & Development March 2006
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Box 1

Tackling security concerns
The perception of a heightened threat of terrorism since
September 11, 2001, has led to a renewed emphasis, especially in the United States, on the physical inspection of cargoes. Topping U.S. concerns are the shipment of weapons of
mass destruction in container ships (the “nuke in the box”)
and a possible massive disruption to key ports.
Initially, the increase in the number of inspections led to
huge and costly delays at U.S. border points. But, in an effort
not to raise costs to traders, and perhaps even to reduce
them, the United States has increasingly been entering into
agreements with other countries for the prescreening in
those countries, by U.S. officials, of cargo destined for the
United States. Clearance of this prescreened cargo is then
expedited upon arrival in the United States. At the heart of
this approach is the Container Security Initiative (CSI). By
May 2005, the customs service had entered into 22 CSI bilateral arrangements covering 36 operational ports in Europe,
Asia, Africa, the Middle East, and North America.

• a code of conduct for the staff that clearly spells out
expectations and consequences of nonperformance;
• an effective internal audit function; and
• a clear and effective appeals procedure and, more generally, an atmosphere that encourages taxpayers to raise
issues of interpretation of the tax laws and their administration (for example, through discussions with industry associations).
To foster or reinforce these characteristics, four key
changes are required:
Establish coherent trade policies and clear supporting
legislation. In its revenue functions, customs administration is a tool of trade and fiscal policy. Well-designed policy
measures, simple and encapsulated in transparent legislation
describing both the policy itself and the means of its implementation, are essential if the work of the customs administration is to convey benefits to society that offset the costs it
necessarily involves.

Adopt modern, simple procedures. Customs administrations must cope with a wide range of special issues,
many of which jeopardize revenue and other policy objectives. Goods that are exempted from duty on the grounds
that they are in transit to another country, for instance,
or because they are to be used to produce exports, may be
fraudulently diverted to the domestic market. Exemptions
given to specific goods, perhaps conditional on particular uses being made of them, may also be abused. Goods
may be undervalued in order to reduce the duty payable.
Protecting against these threats without unduly interfering
with legitimate trade requires well-designed, simple procedures supported by computerization and the use of modern
methods of data exchange.
Shift to substantial reliance on taxpayer self-assessment,
supported by a shift from physical to postrelease controls.
The key to effective tax administration is voluntary compliance by the taxpayer, and the key to voluntary compliance is
self-assessment: that is, a system that relies on taxpayers to
declare and pay the tax due but, crucially, provides for follow-up checks of those declarations, with penalties for misdeclaration. This is as true in the area of customs as it has
proved, for instance, for the VAT or the income tax. In the
customs context, it means less emphasis on physical inspection at the point of entry, with importers (or their agents)
themselves simply declaring the duties payable—and more
on effective controls after goods have been cleared for entry,
in the form of postrelease audits.
Introduce incentive and organizational structures that
promote integrity and effectiveness in customs administration. Customs administrations must be given a clear mandate, be free of political interference, and be well placed to
cooperate with the tax administration and other branches of
government. Corruption can never be eradicated, given the
magnitude of the potential gains from illegal movement of
goods, but it can be tempered by providing customs officers
with both reasonable rewards for work well done and effective
penalties. Some customs activities can be outsourced to the
private sector—for example, by using inspection companies,

Box 2

Successful modernization in Morocco and Ghana
Both Morocco and Ghana have successfully modernized their
customs administrations.
Morocco: In 1996, the average stay of containers in the port at
Casablanca was 16 days, 10 of them resulting from customs controls. The authorities then embarked on a reform program that
included improving the customs code, streamlining and simplifying procedures, implementing controls based on risk assessment,
adopting performance standards and effective internal audit,
using information technology effectively, and establishing a consultation process with the private sector. Three years later, the processing time for customs declarations had fallen from 10 days to
three hours, and after five years 85 percent of declarations were
processed in under an hour and a half—all with no apparent cost
in terms of customs revenue collected (World Bank, 2002).
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Ghana. In the 1990s, Ghana introduced trade policy
reforms designed to attract foreign direct investment and
promote business competitiveness. By 1998, it was clear that,
to be successful, the policy reforms required parallel reform
of the customs service. A key element was the introduction
of the Ghana Community Network (GCNet), an electronic
trade documentation system that enables the exchange of
data among all players in the import process (customs,
ministry of trade, Bank of Ghana, shipping lines, freight
forwarders, and banks). It was modeled on the Singapore
TradeNet, which Mauritius also subsequently adapted and
implemented. By 2003, the time taken by customs to process
import paperwork had been cut from 24 hours to 10 minutes, while bank payments averaged 10 minutes, rather than
a few hours as previously.
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although this runs the risk of dealing with the problem of
ineffective domestic capacity by, in effect, giving up.

Daunting challenges
The position of customs officer is not quite the oldest profession in the world, but its lineage is ancient: the Bible refers to
a customs collector called Zacchaeus (who was, predictably,
corrupt but, happily, reformed). And the profession is still in
a state of change—indeed, perhaps more so than ever.
Bringing about change is not easy, but many countries,
such as Morocco and Ghana, have shown that it can be done
(see Box 2). The modernization of customs administration
requires strategic planning in often difficult circumstances,
and strong political commitment. Critical challenges include
securing revenues in the face of continued expansion in
the volume of trade and the complications associated with
regional trade agreements; rooting out corruption; coping
with rapid changes in ways of doing business; and serving the
wide range of nonrevenue functions (in particular addressing
security concerns) still expected of customs administrations—
all while seeking to minimize obstacles to legitimate trade.
What makes these challenges particularly daunting is the
wide range of responses they demand: in procedures, legislation, organizational structures and incentives, the use of
information technology, and relations with—and use of—the
private sector. They also require resources, though in many
cases it is not money but commitment that has been lacking.
Incidentally, the tools a modern customs administration
needs to reconcile intensified security concerns with the goal
of facilitating trade—reliance on more effective methods of
risk assessment and more efficient exchange of information
between the private sector and customs administration, and
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among customs administrations in different countries—are
the same tools that developing countries need to reduce compliance costs for traders and collect revenue more effectively.
Measuring the potential gains from modernizing is difficult: past episodes of modernization have typically been
accompanied by many other changes, for example in tariff
rates and structures, that make it hard to isolate the effects
of administrative changes. And there have been few attempts
to measure the compliance costs that customs arrangements
impose on taxpayers, and still fewer attempts to do so before
and after reform.
Although it is hard to quantify with any accuracy the
potential benefits of modernizing customs administration,
there is ample evidence of the improvements that can be
made in raising revenue and improving service to the trade
community. These gains can be considerable. N
James T. Walsh, now retired, is a former Deputy Division Chief
in the IMF’s Fiscal Affairs Department.
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Public goods and public bads

Moisés Naím

Illicit
How Smugglers, Traffickers, and
Copycats Are Hijacking the Global
Economy
Doubleday Publishing, 2005, 253 pp., $26.00
(hardcover).

B

Y NOW it is a cliché to say that
globalization has both good
and bad aspects to it—or, shall
we say, assets and liabilities. In recent
years, opponents and proponents
have debated each other in academic
writings, conferences, and official
meetings and have even clashed in the
streets where real or presumed problems created by globalization have,
at times, led to violent demonstrations. Economists, policymakers, and
bankers have, more often than not,
defended globalization. Union leaders, workers, and some intellectuals
have been critical of it.
This book, by Moisés Naím, adds
a significant element to the liability side. The book provides a gold
mine of information—some of it
statistical, some of it anecdotal or
impressionistic—that indicates that,
especially in the 1990s and the first
half of the current decade, various
illicit or criminal activities went
global and grew at a very fast pace.
According to Interpol, “trade in
counterfeits has grown at eight times
the speed of legitimate trade.” Other
sources claim that money laundering comprises between 2 percent and
5 percent of world GDP and that the
number of slaves in the 21st century
is larger than in the previous four
centuries combined. If true, these are
extraordinary figures.

Camilla Andersen is Book Review Editor.
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In the 1990s, many illegal activities
lost their provincial or even national
character and went global. This globalization was facilitated by various
changes taking place in the world.
Some of these changes were political, such as the breakup of the Soviet
Union. Others were technical, such as
the reduction of transport or transfer costs for people, goods, and the
exchange of information. Yet others
were facilitated by new policies, such
as the opening of frontiers to goods,
capital, and, to a large extent, even
people. We learn that 170 million people now live in countries other than
those in which they were born. And, of
course, hundreds of millions of people
every year cross borders as tourists or
workers or for other reasons.
Global integration has made it easier for some countries (China, India,
Vietnam) to grow rapidly. However,
it has also created a world market for
illicit activities (activities prohibited
by governments) while simultaneously increasing incentives to produce
or provide these activities, with technology playing an important role in
facilitating their production and distribution. This is well described in the
book and is one of its strongest points.
Naím argues that national borders
have contributed to this proliferation
because they encourage fragmentation of the supply chain that produces
the final illegal product or service,
thereby raising the profits derived
from illicit activities. Fragmentation
has also made it harder for national
governments to punish those who
supply illegal goods and services.

Kill demand, not supply
Governments—especially the United
States—have attempted to fight the
growth of illicit activities by going
after supply rather than demand.
According to Naím, this approach has
not been successful and is not likely to
be successful, regardless of how much
the United States or other governments spend on it. He thinks the fight
should also include the demand side.
The book’s most important contribution is the detailed information it

provides on illicit activities. Criminal
or illicit activities that receive exhaustive treatment include trade in weapons, including material for nuclear
devices; the drug trade; current
versions of slavery (trade in people);
the stealing and unauthorized use of
intellectual property; the laundering
of money; and the growing trade in
human organs.
These chapters, full of interesting
material presented with flair, also
estimate the size of illicit activities.
But although no one should doubt
the scope of illegal activity, estimates
of this kind are often no more than
guesses and should be taken with a
large grain of salt, especially since
they are often made by agencies that
can justify budgetary requests by
inflating the figures.
I want to conclude with an issue
that has worried me for some time
and that is central to this book.
Globalization has made most
markets, including those for illicit
goods, global. But governments have
remained national. Thus, the dream of
Catholic philosopher Jacques Maritain
for a global government remains
just that: a dream. Yet global “public
goods”—or more often global “public
bads”—have become progressively
more important, as Naím makes clear.
One could argue, as I have done in
the past, that international organizations could be proxies for the nonexistent global government. But, as
we also learn in this book, the United
States—the hegemonic state at this
historical time—has not shown much
enthusiasm for delegating relevant
powers to these organizations or to
international agreements. It would
be interesting for Naím, perhaps in
his next book or in a revised edition
of this book, to tell us what the end
game will be if current attitudes and
trends do not change. The last two
chapters of Illicit are interesting but
do not go far enough in addressing
this important question.

Vito Tanzi
Consultant
Inter-American Development Bank
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Indulging in political rhetoric
Joseph E. Stiglitz and Andrew Charlton

Fair Trade for All
How Trade Can Promote Development
Oxford University Press, Oxford, 2006, 304 pp.,
$30 (hardcover).

S

TIGLITZ and Charlton set out
to answer some of the nagging
questions that have brought
protesters to the streets of Seattle and
Cancún and might yet sink the World
Trade Organization’s (WTO) Doha
Round. How can the world trade
system best contribute to promoting
development? What is “fair trade”?
And what are the implications for the
WTO negotiations? Unfortunately, far
from clarifying the debate, this book
will further confuse it.
Two themes run through the book
and underlie its conclusions. The
dominant theme is that the asymmetry of power between North and
South has produced a system of international trade that disadvantages,
even victimizes, developing countries
in virtually all respects. Though the
North has cloaked the Doha Round
in altruistic garb, the reality is that the
negotiations have so far been just as
self-serving as in the past. “Fairness”
requires deemphasizing reciprocity
and empowering developing countries. The authors propose that WTO
commitments be based on detailed
and independent analysis of the
benefits and costs in terms of development, and take into account each
economy’s specific circumstances.
No doubt, countries pursue their
own interests in international negotiations, and it is not difficult to
find examples of questionable, even
harmful, trade policy practices. But
such examples can be found in both
developing and developed countries.
In persistently driving for a supposed
North-South divide, the book fails to
address reality, indulging instead in
political rhetoric. As for the authors’
practical proposals, it requires a dose
of idealism to expect that economic
analysis would redress existing asymmetries of power—short of trade
negotiators undergoing a bout of

moral catharsis. International trade
rules are negotiated, not centrally
designed.

What about government failure?
The book’s second theme is that economic theory and empirical studies
have so far been unable to establish
the benefits of open trade, especially
those associated with liberalization (a
process that carries adjustment costs).
Given this indeterminacy, as well as
the heterodox success stories of East
Asia and the industrial countries’ own
muddled past, the book argues for
“policy space” to allow developing
countries to experiment with industrial policy. Those that do liberalize
should receive substantial amounts of
assistance under a “principle of compensation.”
One would have expected greater
intellectual rigor in this complex
debate. Although much is made of
market failure, government failure
comes off rather lightly in view of
past experience with industrial policy.
The authors stress that most benefits
of trade are dynamic but sidestep the
central role of competition in that
context. Without much explanation,
trade between North and South is
viewed negatively while South-South
free trade agreements (with China in
manufactures? Brazil in food products?) are encouraged. The authors
themselves can’t really seem to make
up their minds. Rather incongruously, after almost 200 pages of taking
proliberalization arguments to the
cleaners, the book states that “the net

effect of reductions in Most-FavoredNation tariffs could be summarized
as being positive and significant for
most industries in most countries.”
Policymakers in developing countries
must be wondering what to do.
The authors could be forgiven
for occasionally simplifying, but
they cut corners far too often in this
book. One of its most obvious weaknesses is its shabby editing. Different
sections, probably written at different
times, are thrown together with little
regard for the logical flow. Though
purporting to inform negotiators
ahead of the WTO’s Hong Kong ministerial meeting at the end of 2005,
vast amounts of ink and firepower
are devoted to pulverizing the Doha
agenda on competition and investment policy—which was scrapped
in 2004!
There is much argument about the
perils of subjecting least developed
countries (LDCs) to liberalization
and costly WTO rules—with the
authors seemingly oblivious to the
fact that LDCs are largely exempt
from such obligations in the Doha
Round. Sections start out promising
solutions but merely state problems.
One section, on competition, is
entitled “what should not be on the
agenda” but only delivers arguments
for why it should be. The book’s one
original contribution, a proposal for
countries to commit to unrestricted
imports from all countries with both
a smaller per capita and smaller absolute GDP, is introduced out of the
blue and then forgotten. The book
is repetitive ad nauseam, with the
same illustrations and whole passages
constantly reappearing, often word
for word.
In the end, one cannot help but
wonder whether the authors took
their task, and their audience,
seriously. This book is political
grandstanding in search of scraps of
intellectual support.

Hans Peter Lankes
Trade Policy Division Chief
IMF’s Policy Development
and Review Department
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Out-of-control international bureaucrats

Michael Barnett and Martha Finnemore

Rules for the World
International Organizations in Global
Politics
Cornell University Press, Ithaca, New York, 2004,
256 pp., $17.95 (paperback).

O

NCE regarded as centerpieces of the liberal world
order, international organizations are now often portrayed
as incompetent, self-interested, or
scandal ridden. Scholars have either
admired them as facilitators of cooperation or dismissed them as insignificant actors in a world of powerful
states. Michael Barnett and Martha
Finnemore view international organizations differently: as consequential,
potentially malign, and increasingly
powerful actors. As a result, they
emphasize the dangers of organizational autonomy and expansion and
warn against the role of organizational culture in producing “dysfunction” and “pathologies.”
Three case studies underpin their
argument. The first is a broad-brush
history of the IMF’s conditionality.
Barnett and Finnemore emphasize
the role of IMF staff in developing economic models that support
conditional lending and more intrusive oversight of national policies.
Dysfunction emerges, they contend,
in goal proliferation (mission creep)
and in an unwillingness to consider
alternative solutions to payments
imbalances (such as policy change
in countries with surpluses or oversight of “reckless behavior in global
capital markets”). At the same time,
the authors downplay the critical role
54

of the U.S. government in initiating
conditional lending and ignore the
influence of an evolving economics
profession on IMF staff ’s thinking.
The complexities of IMF decision
making are instead transformed into a
story of bureaucratic aggrandizement
in the guise of economic expertise.
The second case study describes a
shift within the Office of the United
Nations High Commissioner for
Refugees (UNHCR) away from resettlement and asylum toward a policy
of repatriation that risks violating the
rights of refugees. In an excellent, finegrained account that illustrates the
dynamics of bureaucratic behavior,
the UNHCR’s treatment of Rohingyan
refugees in 1994 is presented as the
result of an emerging “culture of
repatriation” within the organization. Barnett and Finnemore carefully
document the progress of this altered
view of the organization’s purpose
through shifts in influence within the
UNHCR bureaucracy. Once again,
however, the role of member states is
too quickly set aside in favor of their
chosen explanation: bureaucratic culture. That culture developed within
tight constraints imposed by member
governments adamantly opposed to
resettlement and asylum.
The influence of member governments in setting boundaries for
bureaucratic culture is also highlighted in the third and most disturbing case study: the United Nations
and the Rwandan genocide of 1994.
Barnett and Finnemore attribute
bureaucratic pathology to the UN
Secretariat and the Department of
Peacekeeping Operations (UNPKO),
exemplified in the organization’s
unwillingness to acknowledge a
planned genocide rather than a civil
war despite desperate reports from the
field. The rigid definition of peacekeeping endorsed by UN headquarters
figures clearly in this tragic failure of
international action. That reversion to
an older and narrower view, however,
was the result of negative member
state reaction to earlier expansions of
the peacekeeping mandate, particu-

larly in Somalia. A rapid shift from
enthusiastic acceptance of mission
expansion to recalcitrant refusal of the
same in Rwanda is difficult to attribute solely to bureaucratic culture.
Barnett and Finnemore wisely urge
us to examine international organizations as agents that define their
interests as bureaucratic actors. But
their more controversial arguments
regarding dysfunction and pathology
rest on only three cases. Even if the
charge of pathology is accepted, how
representative are these cases? Their
portrait of global politics as increasingly dominated by expansionist
international bureaucracies is even
more dubious. The IMF claims fewer
than 3,000 employees, UNHCR 6,500,
and UNPKO 4,500. In contrast, the
city of Phoenix has a bureaucracy
of 14,000, and the state of Illinois
160,000. In the game of bureaucratic
influence, these organizations are
hardly leading contenders.
Rather than elicit alarms over
bureaucratization, these three case
studies should instead prompt us to
ask why these organizations were not
more responsive to stakeholders outside their organizations: poor countries, refugees, victims of genocide.
The answer to that question may lie
within international organizations
as the authors claim. But one suspects after reading this provocative
book that answers will also be
found elsewhere—in those more
potent bureaucratic organizations,
national governments, and private
corporations.

Miles Kahler
Rohr Professor of Pacific
International Relations
University of California
San Diego
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International Monetary Fund,
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Mozambique
Since the end of the civil war in 1992, Mozambique has made impressive progress on growth (about 8 percent a
year from 1994 to 2004) and poverty reduction (from 69 percent in 1996/97 to 54 percent in 2002/03), thanks
to prudent macroeconomic policies, far-reaching structural reforms, and substantial donor assistance.
Agricultural catch-up initially led economic growth
and was later supported by industry and services.
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Prudent monetary and fiscal policies have helped
stabilize the economy.
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The health of the banking sector has improved
recently following privatization and restructuring.

Exports soared, complementing aid inflows and
FDI, leading to a comfortable external position.
(percent of GDP)

1999

0

(millions of dollars)
1,400

(percent)

1,200

25

1,000

20

800

15

600

10

400

5

200

0

20

Ratio of regulatory capital to risk-weighted assets
Ratio of nonperforming loans to gross loans
Annual return on equity

30

15
10

105

0

0

1998

1999

2000

2001

2002

2003

2004

–5

2000

2005

2001

2002

2003

2004

The Millennium Development Goals for infant mortality
and income poverty are in reach, but more effort is
needed to achieve the primary education goal.

Although almost a third of the population still lives
on less than $1 a day, broad-based growth has led
to one of the lowest levels of inequality in Africa.
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Separate and Unequal
Instead of focusing on microcredit for the poor, we should
make financial services available to all
Raghuram Rajan

M

Raghuram Rajan is
Economic Counsellor
and Director of the IMF’s
Research Department.

ICROFINANCE is increasingly
being touted as a miracle cure
for poverty. If it is, why isn’t it
more widespread, and how can it
be extended? Although microfinance has been
around in various forms for thousands of years,
its modern incarnation is most closely tied to
Mohammed Yunus, the Grameen Bank founder.
In his autobiography, he described how, as a professor in Bangladesh, he came to understand the
importance of finance for the poor. Horrified by
the consequences of a recent famine, he left the
sheltered walls of the university to find out how
the poor made a living.
In a neighboring village, he struck up a conversation with a young mother making bamboo
stools. He learned that she needed 22 cents to buy
the raw material for the stools. Because the young
mother didn’t have money, she borrowed it from
an intermediary, to whom she was forced to sell
the stools as repayment. She made a profit of only
2 cents. Yunus was appalled: finance would enable
her to sell directly to customers. But the intermediary wouldn’t offer her finance, for then he
would lose his hold over her. For want of 22 cents,
the woman’s labor was captive.
In this vignette, many see the worst evil of capitalism: exploitation of labor by capital. But this
situation couldn’t be further from the essence of
free market capitalism: free access and competitive markets. It’s the lack of access to a competitive
financial market or to a friendly financial institution where the poor can borrow at a reasonable
rate that keeps their labor captive.

Poor credit rating
So why don’t the poor have access to finance—
loans, savings accounts, cash withdrawals, and
insurance? Let’s dispense with one explanation
immediately: active discrimination against the
poor. In a world hungry for profits, it’s hard to
imagine financial firms forgoing any customers.
But passive discrimination may be one explanation: when a financial institution caters to the
middle class, it may exclude the poor. Some slum
dwellers in Chennai told me they felt uncomfortable entering a bank; they were awed by the bettereducated and better-dressed bank clerk.
56

Social distance may matter. A study by the
Federal Reserve Bank of Chicago found that
minority households, alike in all ways but race,
were turned down for credit more often than
others. A more detailed investigation revealed
that loan officers were less likely to help minority
applicants overcome problems with their applications. Without intending to discriminate, the loan
officers ended up doing just that.
There are other forms of distance. The poor
may have no one in their social network (and
thus no one they trust) who knows the various
financial transactions available. As a result, they
may not know enough to choose wisely. Given the
small volume of transactions the poor are likely
to undertake, the financial provider may not think
it worthwhile to educate them even if the gulf
of distrust that initially separates the two parties
could be narrowed.
Finally, to the extent that bricks and mortar
are involved, it makes far more sense for a profitminded bank to set up shop in a richer neighborhood, where there is more business, than in a
poorer one. Given the physical distance between
where the poor live and where the bank is located,
the poor may simply not have access to financial
services. This is a chicken-and-egg problem. If
bank branches were more welcoming, more poor
people would use them, the branches could profitably be located nearer the poor, and the presence
of poor customers in the branches would encourage other poor people to use them.
As for lack of access to credit, common explanations are that the poor aren’t creditworthy because
they’re untrustworthy, they don’t have business
opportunities or steady jobs, they have little collateral, and, given the small size of the transactions they are likely to make, the transaction costs
are too high. On closer examination, some of
these explanations are questionable. There is no
reason why the poor should be intrinsically more
untrustworthy than their richer brethren. And
studies show that the poor are more likely to be
charitable than the rich.
Also, the poor’s lack of access to services means
that, at the very least, there are profitable opportunities for those who can get loans and establish
themselves as intermediaries. Many have heard
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of the Bangladeshi villager who borrows money to buy a cell
phone and then pays off the loan by charging other villagers
to use it. Besides intermediation, all manner of self-employment—sewing, delivering small items, making handicrafts—
could be facilitated with a small amount of capital for a
sewing machine, a bicycle, or tools. The poor are no different
from other small entrepreneurs in that managerial advice and
access to business networks can make the difference between
success and failure.
But I shouldn’t minimize two problems. First, the poor
have little legal collateral. But a lack of collateral doesn’t seem
to be a binding constraint for the middle class in many developing countries, who can borrow against their future salaries
or the asset they are buying, such as a car or a house. The
greater problem, I think, is that it’s harder to keep track of
the income the poor generate (unlike middle-class salaries,
which are typically paid by established organizations) or the
small assets they seek to buy, such as a bicycle.
Second, it’s costly for financial institutions to deal with
the poor. Accepting a $1 deposit costs
as much as accepting one of $1,000.
It thus makes sense to allow financial
institutions to charge the poor higher
rates. But governments often impose
“usury” ceilings on the rates financial
institutions can charge, shutting out
the very people these laws are ostensibly meant to help.

The rise of microfinance

How can microfinance be made more viable? Asking this
question relegates financial services for the poor to a separate and unequal existence. Instead, we should ask how we
can make financial services available to all. If we focus just
on finance for the very poor, the thinking immediately shifts
to subsidies and charity, which hurts the quality of service.
Not only do the poor lack the collective voice to demand better services, but government money can spoil the credit culture. As one participant in a women’s credit cooperative said,
“We don’t default now because we would be defaulting on
our sisters’ money. If we took money from the government,
default rates would go up because we would all feel we were
defaulting only on the government.”

Financing for all
In truth, in many poor countries, the middle class also has
limited access to finance. The same mechanisms that will
expand their access will often expand access for the very poor
as well. By defining the problem more broadly to include the
middle class, we can enlist a powerful
supporter in the common fight for
access. In the process, the links between
the formal and informal financial systems will strengthen, allowing the poor
to migrate upward.
What needs to be done? For one, the
government should encourage the creation of infrastructure that can allow
technology to bring down transaction costs. Giving every individual a
national identification number and
creating credit registries where lenders
share information about their clients’
repayment records can be enormously
valuable. All borrowers would then
have an asset—their future access
to credit—that they implicitly offer as collateral when they
obtain a loan. The government should also reduce the costs
of registering or repossessing collateral, as well as eliminate
usury laws. Recognizing, though, that the poor can fall prey
to unscrupulous operators, the government should improve
consumer protection laws and services.
Perhaps most important, the government should encourage competition in the financial sector. As private sector
banks find their traditional businesses coming under fierce
competition, they will seek out nontraditional businesses,
including providing services to the very poor. Given the right
environment, the private sector has the ability, the incentives,
and the resources to develop innovative services for the poor.
A number of banks around the world, including Citibank,
ICICI Bank, and ING, have started doing precisely this.
In sum, then, let’s not kill the microfinance movement
with kindness. If we want it to become more than a fad, a
temporary cause for the glitterati, it has to follow the clear
and unsentimental path of adding value and making money.
On that path lies the possibility of a true, and large-scale,
escape from poverty. N

“By defining the problem
more broadly to include
the middle class, we
can enlist a powerful
supporter in the common
fight for access.”

The microfinance revolution recognizes
many of these problems and attempts
to overcome them in innovative ways.
Distance is overcome, typically, by the
financier’s going to the poor instead of
obliging the poor to come to the financier. Loan officers often aren’t far removed in social status and
wealth from their customers. Also, the microcredit process is
as much about education as about finance. For instance, one
way to enable the poor to build a support network while giving them social collateral is to involve them in group lending
schemes. The first member of a group gets a loan, but the
second member must wait until a substantial portion of the
first member’s loan is repaid. Peer pressure ensures that the
loan is repaid, and many microcredit organizations demonstrate extraordinary repayment rates.
Has the microcredit revolution succeeded in its goals?
Clearly, more poor people have access to finance. What is less
clear is the extent of subsidy involved in extending this access
to them. Group lending is very cost intensive and involves the
time of both the loan officer and the group. If group lending
involves subsidies, is that the best way to spend those subsidies? Also, nontraditional microfinance tends to distance
participants from the more formal financial system. This
isn’t a problem unless the microfinance system doesn’t grow
fast enough and can’t transfer successful participants to the
formal system.
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