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Opening up to capital flows?
Be prepared before plunging in

O ver the past decade, gross
cross-border capital flows

have surged, not only among
industrial countries but also
between industrial and develop-
ing countries. What impact has
this had on developing countries?
A recent IMF study finds that
once financial integration crosses
a certain threshold, the positive
effects of international capital
flows can outweigh the negative
effects. The authors, Eswar Prasad
of the Asia and Pacific
Department; Ken Rogoff, the
IMF’s Economic Counsellor and Director of the
Research Department; Shang-Jin Wei of the Research
Department; and Ayhan Kose of the Western
Hemisphere Department, spoke to the IMF Survey
about their study.

Managing financial crises

Drawing lessons for Latin

he trick to learning from history is divining what

lessons it tells us. The IMF had that in mind when
it set up internal task forces to draw lessons from recent
crises that could aid its effort to help manage the crisis
in Argentina and the turmoil in Latin America. The
product of that work is now available in a new IMF
Occasional Paper. The two coordinators of the project,
Charles Collyns of the Western Hemisphere Department
and Russell Kincaid of the Policy Development and
Review Department, speak with the IMF Survey about
the findings.

IMF Survey: How did the IMF mine its previous
experience in crisis management to help it deal with
deepening problems in Argentina?

Financial globalization’s benefits include
cheaper access to capital, transfer of technol-
ogy, and development of the banking system.

IMF Survey: Why is the IMF
looking at financial integration
and globalization at this junc-
ture? Is it having second
thoughts about their benefits?
Rocorr: Our study could be
viewed as building on work
that was carried out by the
Research Department as far
back as 40 years ago. The bene-
fits of financial integration and
globalization are an issue
whose nuances the IMF is con-
tinuously rethinking. People
who have followed our work
over the past 20 years won't find anything strikingly
new in our paper. You might find many similar
results—at least at a theoretical level and, to some
extent, at an empirical level—in my 1996 study with
Maurice Obstfeld.

(Please turn to the following page)

America

CoLLyns: In early January 2002,

the IMF’s management asked

that a group of staff with rele-

vant country and policy expertise

be assembled to look at issues

emerging in Argentina.

Management wanted operational
recommendations drawn from

any direct parallels with earlier

crises—notably in the 1990s—

and from any differences. When

the exercise proved useful, a sec-

ond task force was put together, in the summer of
2002, to address similar questions for other Latin

American countries that were (Please turn to page 142)

International
Monetary Fund
VOLUME 32

NUMBER 9
May 19, 2003

137
Impact of financial
globalization

137
Lessons for
Latin America

145
Lawlessness
and economics

148
Case against
corruption

150
IMF fiscal policy
advice

141
Recent publications

145
Selected IMF rates

147
Use of IMF credit

149
IMF arrangements

151
New on the web

137



IMFSURVEY

Rogoff: “The benefits
of financial integration
and globalization

are an issue whose
nuances the IMF

is continuously
rethinking.”

Prasad: “It’s not just
the aggregate amount
of capital inflows

but also their nature
that eventually
determine the

quality of a country’s
experiences with
financial
globalization.”
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Nature, volume may determine benefits of flows

(Continued from front page)

IMF Survey: How do you measure financial integra-
tion? Have developing economies been active
participants?

PrasaD: Measuring financial integration is a rather
complicated issue. We take two approaches. One is to
look at measures of capital account restric-
tions or legal controls on capital inflows or
outflows. But a more important measure is
realized capital flows. These two measures,
while closely related, are quite different for
some countries. For example, a few countries
in Latin America that restricted capital flows
in the 1980s actually experienced fairly large
capital outflows. They were financially inte-
grated with the global economy in some
respects, although they did not entirely
intend to be so. In contrast, some countries
in Africa that do not have capital account
restrictions have, nevertheless, not received significant
capital inflows.

During the past decade and a half, developing
countries have become much more involved in finan-
cial globalization. In fact, capital flows from the
industrial countries to developing countries have
skyrocketed, but they have gone to a relatively small
number of countries. Around 20 of the developing
economies we studied—the ones that we
refer to as more financially integrated—
account for a substantial portion of these
flows.

So participation in financial globalization
has varied across countries, as has the
nature of the capital flows. Some countries
have seen great surges in foreign direct
investment, while others have received more
capital inflows in the form of bank lending
or portfolio inflows. These differences have
important implications. In particular, for-
eign direct investment flows tend to be
much more stable and thus may be more beneficial
for the economies that receive them. By contrast,
bank lending and portfolio flows tend to be more
volatile and, especially in turbulent times, can be
reversed much more quickly. So it’s not just the
aggregate amount of capital inflows but also their
nature that eventually determine the quality of a
country’s experiences with financial globalization.

IMF Survey: What has spurred increased capital
flows to developing countries during the past two
decades? In view of recent financial crises in many

developing countries, are they likely to be left
behind as financial globalization advances?

WEI: Broadly speaking, both pull and push factors
influence capital flows. Pull factors are policies and
developments in developing countries that tend to
draw in capital from rich, industrial countries. They
include liberalization of domestic stock markets and
other financial markets, lifting of controls on capital
inflows, and privatization programs. Push factors refer
to policies in industrial countries or developments in
global financial markets that increase capital outflows.
These include macroeconomic policies, business cycle
developments, and, in recent years, the rise of institu-
tional investors, such as the increased popularity of
mutual funds as savings vehicles.

Whether developing countries will be left behind
depends in large part on whether they manage to put
in place sound macroeconomic policies, improved
governance (including controlling corruption), and
strengthened banking supervision. Those that do so
will have a fairly good chance of continuing to receive
not only a large share of capital inflows but also the
more beneficial types of capital flows, such as foreign
direct investment.

IMF Survey: Why is financial globalization consid-
ered good for developing countries?

Kose: In theory, there are numerous direct and indi-
rect channels through which financial globalization
can increase potential growth in developing countries.
When we think about the direct channels, it is easy to
see how capital flows could increase investment in
capital-poor developing countries, reduce the cost of
capital, help stimulate domestic financial sector devel-
opment, and generate technology spillovers from
industrial countries. These direct channels have been
extensively studied in the theoretical literature.

While acknowledging the importance of direct
channels, our study also emphasizes the critical role
played by indirect channels, which have been becom-
ing an important research area in recent years. \We
describe three indirect channels in our study. First,
financial globalization provides a set of instruments for
risk sharing, which would, in turn, indirectly encour-
age specialization and raise the growth rate. Second, a
country’s willingness to undertake financial integration
has a signaling value, as it indicates that the country is
going to implement investment-friendly policies.
Third, and probably most important, financial integra-
tion is a commitment device in the sense that a coun-
try makes a promise to discipline its future course of
policies. Recent research has shown that this type of



commitment to “good” policies could shift investment
to more productive activities and increase aggregate
productivity in a developing economy.

IMF Survey: How much of these advertised benefits
have actually materialized in the developing world?
WEI: From the available data, it is difficult to prove
that financial integration leads to faster growth in the
developing world or that the positive effect, if any, is
quantitatively significant. For example, out of 14
recent studies looking into the question, 3 found posi-
tive relationships between these two variables. Most
studies have failed to find a positive effect for develop-
ing countries.

IMF Survey: Does this weaken the argument in favor
of financial integration?

WEI: It certainly is consistent with the view that
one needs to be cautious in approaching financial
integration.

IMF Survey: Does the exchange rate system play a
role in financial integration?

Rocorr: We did not look at exchange rate regimes in
this paper. One lesson from the Asian crisis was that
fixed exchange rates, or de facto fixed exchange rates,
can be a lightning rod for catastrophe in economies
with very integrated capital markets and open finan-
cial markets. Further studies need to separate these
issues—it was too much for us to tackle here.

IMF Survey: What is the impact of financial global-
ization on macroeconomic volatility in developing
countries?

PrasaD: Economic theory is less clear about the impact
of financial integration on output volatility than on
growth. However, it does predict that international
financial integration should reduce consumption volatil-
ity because countries and individuals with access to
international capital markets can use financial instru-
ments to diversify the risk that is specific to their own
income or output.

One interesting result we report is that, contrary to
the predictions of theory, consumption volatility, in fact,
rose in the 1980s and 1990s in the more financially inte-
grated economies. Much more research is needed to
understand exactly why. One possibility is that many of
these countries liberalized their financial sectors and
capital accounts at the same time, and that may have
fueled consumption booms. In addition, these countries’
access to capital markets has proved to be somewhat
procyclical. When they were hit by adverse economic
shocks, these countries lost access to capital markets and
the ability to reduce fluctuations in consumption.
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A particularly egregious manifestation of volatility
is a financial crisis. During the 1990s, developing
countries—particularly the more financially inte-
grated ones—were especially vulnerable to them.

The industrial countries had their fair share in previ-
ous decades. It looks like some of the industrial coun-
tries have now managed to achieve the benefits of
financial integration in terms of lower
volatility, while developing countries have
not yet done so.

IMF Survey: So financial globalization has
increased the risk that developing countries
will face economic crises?

Kose: Yes, it is hard to argue that capital
account liberalization has not often been
accompanied by increased vulnerability to
crises. Financial globalization has heightened
these risks, since cross-country financial
linkages amplify the effects of various shocks
and transmit them more quickly across national bor-
ders. Having said this, we need to acknowledge that
being a part of a financially integrated world econ-
omy is quite a new phenomenon for these countries.
It is natural that there has been a period of adjust-
ment and learning. While financial globalization has
increased these countries’ vulnerability to crises in the
short run, one would expect that being a financially
integrated economy helps them deal with crises in the
long run.

Unfortunately, there is no magic policy
prescription for alleviating the risks associ-
ated with financial globalization. It is
always critical to implement sound fiscal,
monetary, and exchange rate policies and
to create an environment that could attract
more stable capital flows. Recent research
shows the importance of implementing
sustainable fiscal policies in open econ-
omies, as the maturity structure of external
debt seems to be a critical factor. More
important, the exchange rate regime
becomes a crucial policy choice in a financially inte-
grated economy. As Ken mentioned, while fixed, or
de facto fixed, exchange rate regimes may have some
advantages, they very often unravel abruptly and dis-
ruptively, a problem that appears to have played a
major role, for example, in the Asian crisis of the late
1990s. Our study has also provided empirical evi-
dence about the importance of good governance
practices and the quality of institutions in helping
developing countries derive the benefits of financial
globalization while minimizing the risks associated May 19, 2003
with it. 139

Wei: “Countries that
have liberalized their
capital accounts
seldom reverse course,
at least not more than
temporarily.”

Kose: “It is always
critical to implement
sound fiscal,
monetary, and
exchange rate
policies and to create
an environment that
could attract more
stable capital flows.”
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Our perspective
is that a
country does
not need to
have perfect
institutions
before it
embarks on
financial
globalization,
but it should
have at least
basic, adequate
policies and
institutions in

place.
—Eswar Prasad
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IMF Survey: Have India and China been wise to
move slowly on capital account liberalization? Was
Malaysia right to slap on capital controls during the
Asian crisis?

Rocorr: It's hard to argue with China’s growth per-
formance over the past 20 years, and it’s not easy to
second-guess the authorities’ efforts to manage the
difficult economic, social, and political challenges they
faced in moving from an extremely poor, rural agrar-
ian economy in the 1970s to essentially a middle-
income economy, at least for the 450 million people
living in coastal China. That said, at some point, as the
Chinese economy becomes more integrated with the
global economy, and especially through its recent
WTO [World Trade Organization] commitments, it
will face many economic pressures to gradually liber-
alize its capital markets further. Put another way,
coastal China has an annual income of about $2,500 a
person at purchasing power parity prices. But if it is to
move to a level that rich countries enjoy, it will have to
work toward something very different. No industrial
country today has any significant capital controls.

India is another matter. I don’t think one would
want to argue that it should have pursued greater
capital market liberalization in isolation from other
reforms. In fact, trade liberalization should be given
greater priority. Whereas China’s trade now accounts
for 5 percent of world trade, India’s still accounts for
only 0.5 percent. There is tremendous scope for India
to liberalize its markets and trade and, after it has
made significant advances in these areas, to think fur-
ther about capital market liberalization.

Regarding Malaysia, studies argue both for and
against its imposition of capital controls. It’s hard to
argue that Malaysia was wrong, but some countries
that have tried to imitate it have not done so well.

I would draw special attention to Argentina, where
the cost of its 2001 debt crisis was greatly exacerbated
by its decision to freeze bank accounts and introduce
exchange controls. These measures really locked up
the economy and deepened the postcrisis recession.

IMF Survey: Is there a right time to liberalize capital
accounts? How should countries assess the risks?
PrasaD: Certain preconditions—notably good
macroeconomic frameworks, sound institutions, and
well-developed domestic financial markets—can help
countries reduce the risks associated with financial
integration. Well-regulated and -supervised financial
markets are very important for ensuring that capital
inflows are channeled to productive uses.

Some of the volatility countries face when they lib-
eralize capital accounts is intrinsic to financial global-
ization, because international capital flows do tend to

be volatile. And, for some smaller countries, volatile
capital flows can have fairly large macroeconomic
effects. By putting in place some supporting condi-
tions before capital account liberalization takes place
and, to some extent, controlling the nature of capital
inflows, countries can, in fact, reduce the risks.

IMF Survey: Once they liberalize their capital
account, countries rarely seem to reverse that deci-
sion. Does that suggest that, once done, liberaliza-
tion’s benefits outweigh its costs?

WEI: Countries that have liberalized their capital
accounts seldom reverse course, at least not more
than temporarily. This suggests that, in these coun-
tries’ own assessment, the cost of reversing outweighs
the benefits. This does not contradict the idea that a
set of preconditions needs to be put in place before a
country embraces financial globalization. It's like
going whitewater rafting—it may be better to go for-
ward once you are in the water. At the same time, if
you have not yet gotten into the water, it’s always bet-
ter to make sure that you have the right gear before
you plunge in.

IMF Survey: Do your findings support those who
have been critical of the policies the IMF has been
pursuing over recent decades?

Rocorr: All advanced economies have open capital
markets. In Asia, developing countries are still moving
toward more liberalized capital markets—even coun-
tries that experienced great problems during the
1990s—hbut with refinements having to do with
macroeconomic stability, flexible exchange rates, and
improved regulation and governance. It's a bit far-
fetched to view our study as questioning everything
that has been done over the past decades.
Development is a multidimensional process, and no
one has the answer to everything. The IMF’s core
advice is sound, and it is constantly being refined as
the world advances. Our job in the Research
Department is to ask how we can learn from experi-
ence and how things can be improved.

IMF Survey: How can the IMF help developing
countries get the most out of globalization while
reducing its inherent risks?

PrasaD: Compared with a couple of decades ago,
when financial markets across the world were not as
closely linked as they are now, the IMF is looking at
policies in a broader perspective, one that includes
structural policies and institution building as well as
macroeconomic policies. The IMF is helping develop-
ing countries build their capacity in these dimensions
through technical assistance and such tools as



Financial Sector Assessment Programs and the
Reports on the Observance of Standards and Codes.
Nevertheless, a delicate balance needs to be found
between building the right institutions and opening
up to financial globalization. Financial integration
brings with it some benefits in terms of improving
those institutions, for instance, via the transfer of
technical and managerial knowledge. Our perspective
is that a country does not need to have perfect insti-

tutions before it embarks on financial globalization,
but it should have at least basic, adequate policies and
institutions in place. m

The full text of “Effects of Financial Globalization on Developing
Countries: Some Empirical Evidence,” by Eswar Prasad, Kenneth
Rogoff, Shang-Jin Wei, and M. Ayhan Kose, is available on the
IMF’s website (www.imf.org). The material will also be published
in August 2003 as Occasional Paper No. 220.
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Collyns: “As the
Asian crises made
clear, the only way
to stabilize the mar-
ket in a crisis is to
let the rate float until
it finds a level that
can be supported
by the market.”
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Dollarization complicated crisis management

(Continued from front page) beginning to face serious
strains.

The task forces found a number of similarities
between the then-current and previous crises. Like
Asia, many of the affected countries in Latin America
had a variety of soft-
peg exchange
regimes—or in the
case of Argentina, an
ostensibly very hard
peg—that cracked
under the strain. These
economies had to find
ways to reestablish a
credible nominal
anchor, and Asia
offered relevant experi-
ence for how to do
this.

A second parallel was that once the exchange rate
began to move, and move substantially, the financial
and corporate sectors suffered major balance sheet
damage. This phenomenon was at the core of the
deep economic disruptions in Asia, and we expected
similar difficulties in Latin America—yperhaps to a
greater extent than in Asia.

But there were important differences, too. In Asia,
the crises came after 10 years of rapid growth and low
inflation. As a result, the markets had a basic belief in
the ability of the authorities to pursue responsible
macroeconomic policies. In Latin America, where
hyperinflation in the 1980s was followed by persistent
weaknesses in fiscal policy in the 1990s, it was much
more difficult for the authorities to reestablish
credibility.

IMF Survey: Were there aspects of what happened in
Argentina and Latin America that the IMF had sim-
ply not seen before?
Kincaip: Many. One was the abandonment of the
currency board in Argentina. After earlier crises,
involving essentially soft-peg exchange rate regimes,
the received wisdom was that exchange rates should
either float—including being lightly managed—or
move to a hard peg, like a currency board or dollar-
ization. Indeed, the resilience of Argentina’s currency
board in the face of the tequila crisis in Mexico and
the Russian crisis seemed to validate this so-called
bipolar approach.

The crisis in Argentina and its abandonment of its
currency board has called this view into question,
though it is still too early for firm conclusions.

Argentina’s experience does not necessarily mean that
all currency boards are not viable, but it does under-
score how important it is to have consistent policy
support for those regimes, notably through appropri-
ately flexible labor market policies, disciplined fiscal
policy, and sustainable debt management.

CoLLyns: Latin American countries had unusually
high degrees of dollarization, and this complicated
crisis management. This made their banking systems
much more vulnerable to deposit runs, because their
central banks could not function as credible lenders
of last resort. The authorities could very quickly get
into a situation where they were forced to take rather
extreme administrative measures. For example, after
Argentina lost a sizable portion of its bank deposits
and reserves, it was forced to impose a comprehensive
freeze on bank deposits.

Kincaip: High degrees of dollarization also meant
that these countries faced a much more complicated
trade-off than in the Asian countries between inter-
vention policy, using dollars to bolster the domestic
currency, and support of their banking systems,
which also required dollars. In Asia, governments
were able to extend blanket guarantees to depositors
to restore confidence in their banking systems.
Argentina’s government and central bank lacked the
dollars to do so credibly. Moreover, with the default
on its sovereign debt, Argentina could not recapitalize
its banking system using government bonds as effec-
tively as in Asia.

IMF Survey: Are there new lessons to be drawn on the
role of the exchange rate in managing crises?
CoLLyns: Countries faced with a loss of confidence
and a plummeting exchange rate typically find it diffi-
cult to resist the temptation to intervene in the
exchange market. But, as the Asian crises made clear,
the only way to stabilize the market in a crisis is to let
the rate float until it finds a level that can be supported
by the market. A tight monetary policy can usefully
signal the authorities’ desire to avoid a surge in infla-
tion, but it cannot substitute for letting the exchange
rate decline until expectations begin to turn around.
This is the advice we gave to Argentina. Its
exchange rate depreciated very rapidly for a time, but
eventually the bottom was established after an overall
tightening of financial policies, and now it is seeing
much more stability—in fact, there has recently been
a strong appreciation of the exchange rate. The
authorities have begun to relax the controls they had
introduced. There is even a concern that the appreci-
ation might be moving too quickly.



KincalD: There was also concern that there might be
a large pass-through to inflation from the sharp cur-
rency depreciation. The task force examined experi-
ences in Latin America, Asia, and Russia that demon-
strated that the pass-through can, with appropriate
policies, be rather small. Indeed, with a limited
increase in base money, Argentina has experienced so
far a small pass-through to inflation. And with
improved confidence in central bank policy—and in
economic policies more broadly—inflation has come
down to very low levels.

IMF Survey: How large a problem did Latin
America’s fiscal situation pose?

CoLLyns: It was a central issue. In Asia, relatively
sound underlying fiscal positions meant that fiscal
policy was available as a countercyclical tool to sup-
port activity. In virtually all the cases in Latin
America, the key to stabilizing the situation was a
determined effort to bring fiscal deficits down to lev-
els that could be financed in a stable way without
recourse, for example, to inflationary financing from
the central bank. Governments successfully restored
stable financial environments and eventually laid the
basis for a return to growth, but this reflected a
restoration of confidence rather than fiscal stimulus.

IMF Survey: Initially, the underlying assumption
seemed to be that Argentina’s problems were its own.
Were the IMF and Latin American governments slow
to recognize the potential for contagion?
Kincaip: 1 don’t think governments were at all slow,
and | would dispute the characterization that IMF
staff thought this crisis would be confined to
Argentina. In fact, as the crisis unfolded from
November 2001 through January 2002, the staff was
surprised that Argentina did not have a bigger
impact. The crisis seemed to unfold in slow motion.
Consequently, management asked the task force to
look at spillover effects. The purpose was to make
sure IMF mission chiefs were aware of possible chan-
nels of contagion transmission and various early-
warning techniques. We did witness direct contagion
to Uruguay and Paraguay. In addition, we saw ques-
tions being raised in the region about the choice of
policy mix and the value of reforms.
CoLLyns: At the same time, the IMF did its best to
contain the contagion by emphasizing the unique fea-
tures of the Argentine situation and by supporting, in
a very deliberate way, neighboring countries with
strong policies. In Uruguay, for example, we came in
quickly, with far larger financing for their adjustment
program than the normal access limits would suggest.
We saw Uruguay as a country with basically good
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policies that was heavily affected by special linkages
with Argentina. The situation was mushrooming, and
we tried to address it forcefully and eventually
succeeded.

Similarly, Brazil had followed and continued to fol-
low basically good policies despite being hit by the
uncertainty in the markets related to the political
transition in October 2002.
Eventually the continuation of
those good policies, with timely
and very large financial support
from the IMF, helped Brazil
survive those difficult times.

Our judgment that Brazil had a
basically sound policy frame-
work was, in the end, vindi-
cated by the outcome.

IMF Survey: What were key
lessons that the task forces
learned, and how has the IMF
absorbed them?

KincaiD: One set of lessons pertained to debt sus-
tainability. A problem encountered in Argentina was
that overoptimistic projections about real growth and
other variables made the country’s debt seem more
sustainable than it was. To remedy this, the IMF’s
Executive Board in mid-2002 endorsed a new frame-
work for analyzing debt sustainability that is designed
to be more objective. It employs historical values for
projections and applies country-specific historical
shocks for sensitivity analysis. Based on a retrospec-
tive application, one task force report showed that
this approach does a better job of testing robustness
of debt sustainability, though it's not perfect. Indeed,
debt ratios were underpredicted owing to the higher
costs for recapitalizing the banking system and larger-
than-expected real exchange rate depreciation.

Sustainable public debt ratios are also much lower
than many had previously thought. Indeed, staff work
indicates that when debt ratios exceed 40 percent of
GDP, the probability of running into debt difficulties
increases rather sharply. Governments therefore need
to pay more attention to their funding risks and avoid
becoming too dependent on international capital
markets, in part by developing domestic financial
markets, giving them an alternative, and perhaps
more secure, source of funding.

The task forces also examined past experience with
debt restructuring, often using a two-track approach.
One track dealt with household and corporate debts
issued under domestic law, and the other track tack-
led sovereign debt restructuring under foreign law. In May 19, 2003
the first track, the most effective approach combined 143
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Kincaid: “Staff work
indicates that when
debt ratios exceed
40 percent of GDP,
the probability of
running into debt
difficulties increases
rather sharply.”
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The IMF is fully
aware that
emerging crises
must be dealt
with quickly,
flexibly, and
forcefully, given
how rapidly a
situation can
deteriorate.
—Charles Collyns
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elements of a credit-driven, debtor-by-debtor process
with a government-led, across-the-board process that
could be tailored to each country’s circumstances. In
the second track, the finding was that the economic
costs of default were reduced the sooner the restruc-
turing occurred. Drawing on previous country expe-
rience, the task forces developed a step-by-step
roadmap to debt restructuring.

CoLLyns: Another lesson Asia taught us is that, when
you have a crisis, the poor are particularly exposed.
We realized early on in Latin America that it was
essential to strengthen social safety nets even before
IMF-supported adjustment programs were fully in
place. In Argentina, we worked very closely with the
World Bank and the Inter-American Development
Bank. It was very important to cushion the impact of
the crisis on the poor. And giving a social dimension
to the adjustment program helped build support for
the program. People could see that the burden of
adjustment was being fairly distributed.

KincaiD: Argentina also prompted the IMF to reex-
amine how it conducts surveillance in program coun-
tries. One issue was whether the IMF, in the context of
Argentina, gave clear enough advice about exiting the
currency board at an appropriate time, say, after the
tequila crisis but before the Russian crisis. Did the IMF
give sufficient stress to the need for supporting policies
for the currency board arrangement?

The IMF’s surveillance of program countries is a
topic that our Executive Board has discussed exten-
sively, and more discussions can be expected. Various
experiments are under way to increase the fresh sur-
veillance perspective in program countries, including
having different staff from the area department or
from other departments conduct the surveillance
discussions.

Argentina also raised questions about the use of
exceptional IMF access in capital account cases. The
IMF Board agreed in September 2002 to more clearly
defined criteria for such exceptional access and to
strengthened procedures, including raising the burden
of proof and formalizing early Board consultations on
these requests.

We have not yet learned all the lessons. We therefore
look forward to the report by the Internal Evaluation
Office on capital account crises and Argentina.
CoLLyns: Finally and more broadly, the IMF is fully
aware that emerging crises must be dealt with quickly,

Photo credits: Denio Zara, Michael Spilotro, Pedro
Mérquez, and Denio Zara for the IMF. Jae-Ku Choi
for AFP, page 137.

lllustration: Massoud Etemadi, pages 148—49.

flexibly, and forcefully, given how rapidly a situation
can deteriorate.

The value of a rapid and decisive response has
been illustrated recently in Bolivia. In February, the
IMF had a mission in the field negotiating a three-
year adjustment program financed under the PRGF
[Poverty Reduction and Growth Facility]. Those
negotiations were taking time because PRGFs are
very complicated. Unfortunately, there was a sudden
outbreak of violence and a tragic loss of life. The mis-
sion had to be evacuated, and, amid all this turmoil,
Bolivia had a run on its heavily dollarized banking
system that could have very quickly led to an unravel-
ing of its macroeconomic situation.

This also happened to be the weekend of the mas-
sive East Coast snowstorm. The IMF’s headquarters
were closed and the mission team was stuck overseas
because Washington’s airports were shut down. But
via e-mail, phone, and teleconference, we managed to
rethink the situation, discuss it with management,
and develop a new approach jointly with the Bolivian
authorities. It was decided to step away from the
PRGF for the interim and try to negotiate a stream-
lined Stand-By Arrangement that could stabilize the
situation. We negotiated a stabilization program with
a Bolivian team in Washington by the following
weekend. Other bilateral and multilateral creditors
had also stepped in to increase and rephase their
financial support. The combined effort of the author-
ities and the international community helped stabi-
lize the situation in Bolivia. | am pleased to say that
things are now much calmer, and we have since
returned to La Paz to negotiate the PRGF. m

Occasional Paper No. 217, Managing Financial Crises: Recent
Experience and Lessons for Latin America, edited by Charles Collyns
and G. Russell Kincaid, includes an overview by Collyns and
Kincaid and chapters on
« assessing vulnerabilities in Latin America, by Javier Hamann,
Kalpana Kochhar, Timothy Lane, Guy Meredith, Jirgen Odenius,
David Ordoobadi, Hélene Poirson, and David Robinson;
* macroeconomic consequences of a financial crisis,
by Kochhar, Lane, and Miguel Savastano;
* reestablishing a credible nominal anchor, by Andrew Berg,
Sean Hagan, Christopher Jarvis, Bernhard Steinki, Mark Stone,
and Alessandro Zanello;
+ dealing with banking crises in dollarized economies,
by Anne-Marie Gulde, David Hoelscher, Alain Ize, Alfredo Leone,
David Marston, and Marina Moretti;
* public debt dynamics and fiscal adjustment, by Richard
Hemming and Teresa Ter-Minassian;
« corporate debt restructuring, by Hagan, Eliot Kalter, and
Rhoda Weeks-Brown; and
« applying the Prague Framework in crisis resolution,
by Cheng Hoon Lim and Carlos Medeiros.

Copies of the Occasional Paper are available for $25.00 each
(academic rate, $22.00) from IMF Publication Services. See
page 141 for ordering details.




Lawlessness and economics

H ow does economic activity proceed in the absence
of formal legal systems? What alternative rules
and institutions evolve? Princeton economics professor
Avinash Dixit’s April 7 IMF Institute seminar,
“Lawlessness and Economics,” addressed the theory of
alternative modes of governance using economic models.
He drew on the works of prominent thinkers in new
institutional economics and the social sciences, using
case studies to show different institutional responses to
legal failures.

Economists generally agree that law underpins
markets, Dixit explained. For markets to perform suc-
cessfully, there must be a legal framework to protect
property and enforce contracts. Even the most ardent
libertarian economists, he noted, accept that a legal
framework is necessary for markets to work, and they
look to governments to provide this function. Some
theorists take this view even further, arguing that legal
frameworks are sufficient for markets to operate.
However, most economists recognize that markets
may fail for other reasons.

Since the 1960s, economists have also moved away
from the notion of law as the necessary underpinning
of a functioning market and have begun to look at
the way economic choices and economic equilibrium
respond to law and legal liabilities. The new theoreti-
cal concepts draw from the realization that, in all
countries historically and in many developing and
transition countries now, laws have been either too
weak, too slow, or too corrupt and biased to allow
economic actors to conduct transactions efficiently.

Dixit cited the example of Indian courts, in which
25 million cases are pending. It will take more than 300
years to go through this backlog. In Russia, while adju-
dication has improved, enforcement is still an issue.
Despite such legal failings, some form of governance
nonetheless takes place. Indeed, even in systems with
functioning legal systems, most transactions are settled
through informal means “in the shadow of the law.”

Formal law, therefore, is neither a necessary nor
a sufficient condition for markets to work, Dixit
argued, because when legal frameworks fail or are
weak, alternative frameworks emerge that enable eco-
nomic activity to continue. He has coined the label
“lawlessness and economics” for the field that studies
the relation between these alternative forms of gover-
nance and economics; it is a subfield of new institu-
tional economics. While the pioneers of new institu-
tional economics, such as Douglass North and Oliver
Williamson, look at institutions broadly, this subfield

focuses on institutions that protect property rights
and enforce contracts.

Institutions and organizations
North distinguishes between institutions and organi-
zations, Dixit said. North defines institutions as the
broad frameworks of formal and informal rules and
constraints that govern the way organizations, as
groups of people, function. Constitutions, for exam-
ple, are institutions, while legislatures are the organi-
zations that operate under the constitution. The inter-
action between the two affects the costs of transac-
tions—the primary concern of both North and
Williamson. For both, the key is the design of rules,
and the operation of policymaking under those rules,
in ways that minimize the costs of transactions.
Williamson, Dixit noted, focuses on several kinds of
transaction costs, including a combination of asset
specificity (the degree to which investments are spe-
cialized) and incomplete contracting, which promote
opportunism or delay. For example, to undertake a
successful venture, one party has to make an irre-
versible investment. If complete information is avail-
able and the complexity of the transaction is fully
manageable, the two parties can specify in a binding
way how the first party will be compensated for its
investment. But these conditions are almost always
lacking; hence, contracts unavoidably become incom-
plete and assurances are not credible. As a result, the
second party has an incentive to renege on the agree-
ment. In essence, whether an organization wants to
make its own inputs or buy them from another is gov-
erned by these types of considerations. Williamson

Selected IMF rates

Week SDR interest Rate of Rate of
beginning rate remuneration charge
May 5 1.72 1.72 2.27
May 12 1.72 1.72 2.27

The SDR interest rate and the rate of remuneration are equal to a
weighted average of interest rates on specified short-term domestic
obligations in the money markets of the five countries whose cur-
rencies constitute the SDR valuation basket. The rate of remunera-
tion is the rate of return on members’ remunerated reserve tranche
positions. The rate of charge, a proportion of the SDR interest rate,
is the cost of using the IMF’s financial resources. All three rates are
computed each Friday for the following week. The basic rates of
remuneration and charge are further adjusted to reflect burden-
sharing arrangements. For the latest rates, call (202) 623-7171 or
check the IMF website (www.imf.org/cgi-shl/bur.pl?2003).

General information on IMF finances, including rates, may be accessed
at www.imf.org/external/fin.ntm.

Data: IMF Finance Department
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also focuses, Dixit explained, on the ways in which
organizations evolve to cope with such considerations.

Then there is Williamson's concept of private order-
ing—when nongovernmental parties come together in
voluntary arrangements. Here, Dixit explained, one
must distinguish between the observability of an item
and its verifiability. Two parties to a transaction may
both observe the facts of their situation, but it may not
be possible to verify the information to a court or
other third parties, in which case a con-
tract may not be feasible. While private
ordering can use this information,
courts cannot, at least not without great
cost; so private ordering, as a system of
governance, evolves to save on those
costs.

But to work, private arrangements
must be self-enforcing—that is, both
parties must have a mutual interest in
continuing the arrangement. Employ-
ment contracts often fall in this cate-
gory, as do semiprivate means of
enforcement, such as arbitration. In the
latter case, the arbitrator has no means
of enforcement, but courts often uphold
the verdict because they trust the “disinterested” third
party’s judgment. This, in many ways, is how private
ordering operates under the shadow of the law.

Institutional interaction

In many developing and transition economies, there
is interaction between the formal institutions of
imperfectly functioning government and the informal
institutions that operate under its shadow. In these
societies, “relational contracts” based on repeated
interactions are common and exist even in countries
where courts seem to function well. In a relation-
based system, Dixit explained, two parties develop

First rule of institutional reform: Do no harm

ongoing interactions on which they build trust. This
system works when opportunities for more formal
arrangements are bad, and the cost of switching to
other options is high. One might think that relational
contracting is more likely to be sustained if govern-
ment enforcement is weak, but research has shown
that effective courts mattered most at the beginning,
when they helped establish mutual trust. Once the
relationship was established, whether or not the
courts functioned did not seem to matter.

Property rights protection

In systems of economic governance, property rights
protection holds a key place. Property rights consist
of control over property, entitlement to income from
property, and the right to sell property. All are subject
to formal and informal constraints—Ilegal, familial,
and communal. And, because of the cost, protection
of none of these rights is certain. People might try to
encroach on another person’s property rights, but
what the latter decides to do about it depends on how
much it costs to enforce that right (see box for an
example of institutional reform).

Costs and benefits can change over time and in
response to transaction technology—such as infor-
mation and enforcement. Thus, property left to the
public domain because of the high cost of dispute res-
olution may, at a later date, be worth pursuing if the
cost of enforcement has gone down or the benefits of
claiming it have increased.

Drawing on the works of Yoram Brazel, Dixit
explained that property rights had multiple dimen-
sions that interacted, sometimes in complementary
ways and sometimes as substitutes. The relation
between these dimensions can be used to specify con-
tractual arrangements. For example, deciding how
long a rental lease should be and who is responsible
for the upkeep of the property depends on how the

Anthropologist Jean Ensminger’s study of the Orma tribe in
Kenya analyzes the interaction between state and nonstate
governance in light of new institutional economics. The
study chronicles the attempts made first by the British and
then by the Kenyan government to define a system of formal
land titles and to enforce property rights within the tribe.
Historically, the tribal chief allocated land to members of
the tribe, but land could not be transferred to anyone else
or used without the tribal chief’s approval. In an effort to
change this system, outsiders created a system under which
farmers could borrow against the land to improve it and
raise production. Formal titles were introduced and plots

consolidated for economies of scale. But the changes
proved to be disastrous. Potential lenders knew they could
not use the land as collateral because others had claim to it
as well. Moreover, no one had bothered to ask why the tribe
relied on small parcels of land. The purpose was to protect
farmers from climate change; shortages in rainfall that
affected one parcel of land often did not affect land a mile
away.

Over time, the revised system is being allowed to expire
and is being brought back into line with realities. The les-
son for the IMF? It must study norms carefully before try-
ing to change them.



two dimensions interact; if the lease is long term, the
tenant has an incentive to invest in the upkeep, and
the contract will reflect this. But in short-term leases,
the tenant has no incentive to invest, and this will be
reflected in the rent.

Systems of social norms

Dixit next examined property rights in the context of
collective action or common-pool resource problems.
These are cases where, in the absence of effective
social arrangements, individual incentives lead to a
degradation of resources. He drew in particular from
political scientist Elinor Ostrom’s empirical study of
communities attempting—some successfully, others
not—to regulate the use of common resources.
Ostrom’s study shows that, in contrast to the predic-
tion of “the tragedy of the commons,” problems of
common resource pools can sometimes be solved
more successfully through voluntary organizations
than through state intervention.

But when are these alternative arrangements likely
to work? Ostrom finds that small, stable communities
with good communications, adequate information,
and ongoing interaction built on trust have a higher
likelihood of creating workable alternative arrange-
ments. These arrangements also rely on sanctions.
Successful sanctions usually employ graduated pun-
ishment: first comes a rebuke and an opportunity to
make restitution; a more severe sanction is involved
only if the first one fails.

Social and business networks

Networks can serve several functions, Dixit explained.
For example, social networks can make the search for
better matching of business opportunities more effi-
cient and, hence, less costly. Moreover, repeated
exchange within a network helps sustain cooperation
and honesty, although studies have shown that net-
works work well only in small and well-connected
groups.

The reason, Dixit said, lies in the contrast between
the cost structure of relation-based and formal rule-
based governance systems. As researcher Shuhe Li has
observed, a relation-based system has low initial costs,
but as business expands, connections weaken, relations
become temporary, and risks rise. The marginal cost
of the system rises as well.

A rule-based system, in contrast, requires high ini-
tial investment, but marginal costs stay low and may
even decrease as the number of players increases.
Therefore, total governance costs of the rule-based sys-
tem are lower for large societies, whereas the costs of
the relational system are lower for small, stable com-
munities. Although the two systems can and do coex-

ist, rule-based governance becomes more common as
economies expand.

Arbitration: Private intermediaries

Finally, Dixit discussed the role of arbitration in eco-
nomic governance systems. Private, profit-motivated
systems evolve when one party does not trust the
courts of another party. In such situations, the parties
go to an arbitration body, which has dealings with,
and can be trusted by, both.

Arbitration bodies can be centralized, with formal
rules or procedures, or they can rely on informal struc-
tures. Often, they are specialized and are thus better
able to provide verifiability. And when verifiability is
easier, more detailed contracts specifying more contin-
gencies can be written. But arbitration bodies have no
enforcement authority. So, when a party avoids fulfill-
ing its obligation under the arbitrator’s judgment,
enforcement has to rely on courts or other group sanc-
tions. In cases with high potential for enforcement
problems, parties must use centralized arbitration sys-
tems, while parties with long-standing relationships are
better off with informal structures.

In the context of arbitration, Dixit used the work of
Diego Gambetta to discuss the role of mafias as an
alternative governance response. When neither party
trusts the other and both have an incentive to cheat,
they need a third party, sometimes a Tony Soprano, to
provide information and, if necessary, enforcement.
The transaction costs of each differs, depending on the
risks. But in this type of alternative governance, the
provider of the service often enjoys a monopoly and
may trap the participants into a bad outcome from
which they can escape only through collective action to

depose the Mafioso. m
Farah Ebrahimi
IMF Institute

Members’ use of IMF credit

(million SDRs)

During  January- January—

April April April
2003 2003 2002
General Resources Account  1,099.32  5,391.98 8,947.75

Stand-By 634.59 492432 8,672.51
SRF 0.00 1,520.91 0.00
EFF 464.73 464.73  275.24
CFF 0.00 0.00 0.00
EMER 0.00 2.93 0.00
PRGF 79.10 196.06  323.03
Total 1,178.42 5,588.04 9,270.78

SRF = Supplemental Reserve Facility

EFF = Extended Fund Facility

CFF = Compensatory Financing Facility

EMER = Emergency assistance programs for countries that
have experienced conflicts or natural disasters

PRGF = Poverty Reduction and Growth Facility

Figures may not add to totals shown owing to rounding.

Data: IMF Finance Department
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Why developing countries can’t afford corruption

F or many years, a tale of corruption would be met
with a sigh, a shrug, or perhaps a wink. No more.
As research and country experience increasingly docu-
ment the true cost of corruption, the economic benefits of
good governance look increasingly attractive. In a recent
address at a joint luncheon of the National Economist
Club and the Society of Government Economists,
Shang-Jin Wei, Advisor in the IMF’s Research
Department and a Senior Fellow at the
Brookings Institution, made the case
against tolerating corruption.

As globalization extends its reach
and picks up its pace, the cost of cor-
ruption is drawing heightened
scrutiny from investors, host coun-
tries, international agencies, and aca-
demics. Why the growing interest?
For one thing, Wei said, the end of
the Cold War has reduced the impor-
tance of geopolitical considerations in
aid allocations. There is now consid-
erably less incentive to tolerate
“governance-challenged regimes,”
such as those of Ferdinand Marcos’s
Philippines or Mobutu Sese Seko’s
Zaire (now the Democratic Republic of the Congo).

There are business reasons, too, for taking a hard
look at the costs of corruption. Given increased glob-
alization, investors have options. They can pick and
choose where to invest, and the new math of global-
ization encourages them to factor in such things as
the high costs of bribes. Studies indicate, for example,
that moving from a relatively clean government envi-
ronment, like that of Singapore, to one as corrupt as,
say, Indonesia under Suharto, could entail costs for
foreign direct investment equivalent to a 50 percent
increase in the marginal corporate tax rate.

More corrupt economies are also now seen as more
prone to financial crises, because they are more likely
to depend on short-term foreign loans—the type of
capital most likely to flee a country in the event of a
shock. Research by Wei and Gaston Gelos, another
IMF economist, suggests that portfolio investment is
also negatively affected by corruption and that fund
managers typically favor less corrupt countries.

Advanced countries have also taken steps to discour-
age or at least not abet corruption. In 1999, OECD
countries (and some non-OECD countries as well)
signed a treaty banning bribery by their firms of foreign
government officials. Out is the tax incentive for bribery

under the old system, and in is the potential for crimi-
nal punishment of such behavior under the new law.

But is it bad for development?

While there has never been outright support for cor-
ruption, Wei said, a number of academics, notably
Harvard University’s Samuel Huntington, have
argued that corruption has its uses in economies that
are otherwise clogged with licensing requirements
and other bureaucratic obstacles. In those countries,
he observed, corruption helped grease the wheels and
actually get things done. In Huntington’s view, the
only thing worse than dishonest and rigid bureau-
cracy is honest and rigid bureaucracy.

But this excusing of corruption, Wei said, confuses
the cart with the horse. It is more likely, he said, that
bureaucratic red tape is created to provide officials
with opportunities to pad their incomes. Rather than
condone corruption, why not address the root causes
of the problem? In fact, Wei cited various pieces of
empirical evidence that overwhelmingly demonstrate
that corruption injects sand, not grease, into the eco-
nomic development process.

How corrupt?

How are companies looking to make sound invest-
ments, or international organizations seeking to
ensure responsible use of their financing, able to
measure how corrupt a country is? Reliable quantita-
tive data have long been lacking, but in recent years
private organizations, both for profit and not, have
developed useful yardsticks. Wei cited several indices
that can make the task of measuring corruption eas-
ier. He pointed to the Political Risk Services Group,
which now offers, for a fee, corruption ratings for a
number of countries in its International Country Risk
Guide.

Harvard University and the World Economic
Forum jointly produce The Global Competitiveness
Report. This report contains the results of regular sur-
veys of 5,000-7,000 business executives around the
world in which they were asked to estimate and rate
the severity of corruption they might encounter in
completing several business transactions (such as
obtaining import or export licenses, foreign exchanges,
or bank loans) in these countries. Transparency
International’s (www.transparency.org) Corruption
Perceptions Index and the World Bank’s Control of
Corruption Index tap a variety of other sources and
offer their composite measures on the Internet.
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All of these indices, Wei acknowledged, are
subjective. But since perceptions often drive busi-
ness decisions, they provide useful information.

In fact, he said, a German study of its exporters—
undertaken in the mid-1990s when bribing foreign
officials was legal—gathered data on the percentage
of export business that involved bribery of foreign
officials. Its results were highly correlated with the
perceptions-based studies now taking place.

On the international front
Are multilateral institutions like the IMF doing their
share to complement domestic and investor interest in
better governance? Wi cited a case in which the IMF, in
response to severe governance problems, suspended
financing to a member country.

Much remains to be done, Wei said, but the interna-
tional community has begun to “move in the right
direction on this important issue.” m

Stand-By, EFF, and PRGF arrangements as of April 30

Date of Expiration Amount Undrawn

Member arrangement date approved balance
(million SDRs)

Stand-By
Argentina January 24, 2003 August 31, 2003 2,174.50 1,201.30
Bolivia April 2,2003 April 1, 2004 85.75 42.87
Bosnia and Herzegovina August 2, 2002 November 1, 2003 67.60 36.00
Brazil! September 6, 2002 December 31, 2003 22,821.12 15,215.07
Bulgaria February 27, 2002 February 26, 2004 240.00 104.00
Colombia January 15, 2003 January 14, 2005 1,548.00 1,548.00
Croatia February 3, 2003 April 2, 2004 105.88 105.88
Dominica August 28, 2002 August 27, 2003 3.28 1.23
Ecuador March 21, 2003 April 20, 2004 151.00 120.80
FYR Macedonia April 30, 2003 June 15, 2004 20.00 20.00
Jordan July 3, 2002 July 2, 2004 85.28 74.62
Peru February 1, 2002 February 29, 2004 255.00 255.00
Romania October 31, 2001 October 15, 2003 300.00 110.22
Turkey February 4, 2002 December 31, 2004 12,821.20 2,381.40
Uruguay?! April 1, 2002 March 31, 2005 2,128.30 798.10
Total 42,806.91 22,014.49
5z Members drawin
Indonesia February 4, 2000 December 31, 2003 3,638.00 1,032.18 9
Serbia and Montenegro May 14, 2002 May 13, 2005 650.00 450.00 on the IMF
Sri Lanka April 18,2003 April 17,2006 144.40 123.73
Total 4,432.40 1,605.91 “purchase” other
PRGF f
Albania June 21, 2002 June 20, 2005 28.00 20.00 members
Armenia May 23, 2001 May 22, 2004 69.00 29.00 .
Azerbaijan July 6, 2001 July 5, 2004 80.45 64.35 currencies or SDRs
Benin July 17, 2000 March 31, 2004 27.00 4.04 . :
Cameroon December 21, 2000 December 20, 2003 11142 47.74 with an equivalent
Cape Verde April 10, 2002 April 9, 2005 8.64 6.18 amount of their
Chad January 7, 2000 December 6, 2003 47.60 10.40
Congo, Dem. Rep. of June 12, 2002 June 11, 2005 580.00 133.33 own currency.
Cote d'Ivoire March 29, 2002 March 28, 2005 292.68 234.14
Ethiopia March 22, 2001 March 21, 2004 100.28 31.29
Gambia, The July 18, 2002 July 17, 2005 20.22 17.33
Georgia January 12, 2001 January 11, 2004 108.00 58.50
Guinea May 2, 2001 May 1, 2004 64.26 38.56
Guinea-Bissau December 15, 2000 December 14, 2003 14.20 9.12
Guyana September 20, 2002 September 19, 2005 54.55 49.00
Kenya August 4, 2000 August 3, 2003 190.00 156.40
Kyrgyz Rep. December 6, 2001 December 5, 2004 73.40 38.24
Lao People’s Dem. Rep. April 25, 2001 April 24,2004 3170 18.11
Lesotho March 9, 2001 March 8, 2004 2450 10.50
Madagascar March 1, 2001 November 30, 2004 79.43 45.39
Malawi December 21, 2000 December 20, 2003 4511 38.67
Mali August 6, 1999 August 5, 2003 51.32 6.15
Moldova December 21, 2000 December 20, 2003 110.88 83.16
Mongolia September 28, 2001 September 27, 2004 28.49 24.42
Mozambique June 28, 1999 June 27, 2003 87.20 16.80
Nicaragua December 13, 2002 December 12, 2005 97.50 90.54
Niger December 22, 2000 December 21, 2003 59.20 25.36
Pakistan December 6, 2001 December 5, 2004 1,033.70 602.98
Rwanda August 12, 2002 August 11, 2005 4,00 3.43
Senegal April 28,2003 April 27,2006 24.27 24.27
Sierra Leone September 26, 2001 September 25, 2004 130.84 56.00
Sri Lanka April 18,2003 April 17,2006 269.00 230.61
Tajikistan December 11, 2002 December 10, 2005 65.00 57.00
Tanzania April 4, 2000 June 30, 2003 135.00 15.00
Uganda September 13, 2002 September 12, 2005 13.50 12.00
Vietnam April 13,2001 April 12,2004 290.00 165.80
Total 4,450.34 2,473.81

LIncludes amounts under Supplemental Reserve Facility.

EFF = Extended Fund Facility

PRGF = Poverty Reduction and Growth Facility

Figures may not add to totals owing to rounding.

Data: IMF Finance Department
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Larger fiscal deficits in low-income
countries support poverty reduction
(budget balance; percent of GDP)*
B Pre-PRGF year

IMF Economic Forum

Participants weigh IMF fiscal policy advice

MF conditionality has attracted much criticism over

the years. A recent example is its fiscal policy advice
to developing and emerging market countries hit by
financial crises over the past 10 years. At an IMF
Economic Forum held on April 29, Sanjeev Gupta
(Assistant Director, Fiscal Affairs Department)
explained the institution’s rationale for its fiscal policy
advice. William Cline (Center for Global Development
and Institute for International Economics) offered his
views on fiscal policy in emerging market economies in
crisis, and Carol Graham (Brookings Institution) dis-
cussed the social costs of fiscal adjustment. The full
transcript of the Economic Forum is available on the
IMF’s website (www.imf.org).

A long-standing
criticism leveled
against the IMF is
that it applies a
one-size-fits-all

Three-year PRGF average
approach to coun-

-6.7

tries in crisis. And,
its critics say, the
IMF’s fiscal policy
advice tends to be
biased in favor of
tightening. Does
the IMF really
offer the same pol-
icy prescriptions to

-8.1

All countries

all countries hit by

Heavily indebted . . ..
a financial crisis?

poor countries

Data: Sanjeev Gupta and Benedict J. Clements, 2002, Is the PRGF Living Up to
Expectations? Occasional Paper No. 216 (Washington: International Monetary
Fund)

*External grants are excluded

In addressing these
questions, Sanjeev
Gupta referred to
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work done by the

Fiscal Affairs
Department over the past several months, in which
emerging market countries and low-income countries
are considered separately because they face different
circumstances and options.

IMF tailors fiscal policy advice

Explaining the rationale for the IMF’s policy advice to

emerging market countries, Gupta made five points.
Fiscal imbalances have been a feature of many

countries affected by crisis. Most countries that suf-

fered a financial crisis in the second half of the 1990s

had large fiscal imbalances and high public debts

prior to the crisis, ranging from 30 percent of GDP

in Korea in 1998 to 118 percent in Ecuador in 1999.

A country’s ability to service its debt, Gupta observed,
is a function of its revenue-to-GDP ratio. In the cri-
sis-affected countries, these ratios ranged from 13
percent in Bulgaria in 1996 to about 16 percent in
Indonesia in 1998. Failure to address those fiscal
imbalances led to defaults in Russia in 1998, Ecuador
in 1999, and Argentina in 2001. In contrast, he said,
several countries—Mexico in 1995, Bulgaria in
1996-97, and Turkey in 2001—implemented fiscal
reforms and thereby avoided debt restructuring.
Fiscal adjustment is unavoidable, Gupta emphasized,
when fiscal imbalances and insolvency are the cause
of the crisis.

Fiscal stress can also be the result of a crisis. An
imbalance can arise because of the impact of recession
on government revenues: as output falls, a govern-
ment’s revenues decline, while expenditures on social
safety nets may increase. In this case, Gupta said,
adjustment may be required to correct the imbalance.
Other negative consequences of a crisis—the impact of
devaluations on the debt service and the cost of
restructuring of banks and enterprises—add to the
need for fiscal adjustment.

Negative effects of fiscal reform on growth may be
overstated. Clearly, the initial impact of fiscal tight-
ening on economic activity is likely to be negative.
But often output declines before fiscal tightening takes
place, and, in addition, lower interest rates, reduced
sovereign spreads, and improved market ratings offset
the initial negative effect of fiscal tightening.

IMF-supported programs have been flexible in set-
ting fiscal targets. In Argentina (1995 and 2000),
Korea (1998), and Thailand (1998), IMF-supported
programs accommaodated larger deficits because of
the recessions. And, in 2001 in Brazil, the IMF-
supported program targeted a lower primary surplus
to accommaodate higher investment.

IMF is mindful of the quality of adjustment.
Because of a country’s political and administrative
constraints and the need to act quickly, Gupta said,
some IMF-supported programs have contained dis-
tortionary measures such as export taxes, across-the-
board taxes on financial transactions, expenditure
cuts, and one-off measures including tax amnesties.
Still, he said, the IMF has paid increasing attention
to the social and distributional dimensions of fiscal
adjustment despite the difficulty of identifying and
targeting the poor. This can be seen, for example,
in Brazil in 1998 and Turkey in 2001, where social
spending has largely been protected, and in Asia,



where social safety nets were strengthened following

the crises in that region.
In low-income countries, Gupta focused on two

criticisms: that the fiscal adjustment involved in IMF-
supported programs slows progress in reducing
poverty and that the IMF limits public expenditures
that could be financed by foreign aid. Low-income
countries, he said, receive assistance through the
IMF’s concessional lending window—the Poverty
Reduction and Growth Facility—which allows expen-
ditures and deficits to rise while paying attention to
the programs’ macroeconomic consequences.

A comparison of economic performance in low-
income countries before and after the establishment
of the Poverty Reduction and Growth Facility in 1999
supports these contentions (see chart, page 150).
Gupta noted, for example, that the average fiscal
deficit targets for three years were quite high in
Mozambique (15.4 percent of GDP), Zambia (13.1
percent of GDP), and Uganda (9.4 percent of GDP).
He also pointed out that expenditures in these coun-
tries were higher by about 1 percent of GDP, on aver-
age, in the first year of program implementation,
including pro-poor spending in relation to both GDP
and the share of total spending. This spending was
supported by higher external flows. But he acknow!-
edged that the IMF needed to increase its efforts to
shield the poor from the potential adverse effects of

Available on the web (www.imf.org)
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03/61: Economic Counsellor Kenneth Rogoff Notifies IMF
Management of Intention to Return to Harvard
University in the Autumn, April 29

03/62: IMF Approves $33 Million PRGF Arrangement
for Senegal, April 29

03/63: IMF Approves $28 Million Stand-By Credit for
the Former Yugoslav Republic of Macedonia, April 30

03/64: IMF Approves $13 Million in Postconflict
Emergency Assistance for Burundi, May 5

03/65: IMF First Deputy Managing Director Concludes
Visit to Ankara, May 7

03/66: IMF Approves $258 Million PRGF Arrangement
for Ghana, May 12

Public Information Notices

03/55: IMF Concludes 2003 Article IV Consultation
with the Republic of Latvia, April 28

03/56: IMF Concludes 2003 Article IV Consultation
with the Republic of Belarus, April 30

03/57: IMF Concludes 2003 Article IV Consultation
with New Zealand, May 2

fiscal adjustment. Overall, he concluded, the IMF does
tailor its fiscal policy advice to country circumstances.

Is fiscal tightening the best solution?
Commenting on the criticism that the IMF appears to
ignore Keynes' prescription for fiscal stimulus in a
recession, William Cline said that it missed the point of
today’s capital market dynamics and ignored decades
of political economic history, particularly in Latin
America. Most emerging market economies faced
financial crisis, he observed, because capital flows to
them dried up. It should therefore come as no surprise,
he said, that Keynesian fiscal deficit spending was not
necessarily the best remedy for those countries.
Increasing the fiscal deficit when capital market confi-
dence is low could actually cause economic contrac-
tion, Cline noted, because a wider fiscal deficit signals
to investors a country’s inability to repay its debt,
thereby boosting interest rates further in a vicious spi-
ral. This point, he said, combined with, among other
things, the presence of crowding out and a lack of
available financing, casts doubt on the effectiveness of
increasing the fiscal deficit as a response to a recession
caused by a collapse in capital market confidence.
Turning to specifics in IMF program countries,
Cline noted there might be some validity to the criti-
cisms of IMF fiscal policy advice in East Asia, where
the countries did not have fiscal problems, their ratios

03/58: IMF Concludes 2003 Article IV Consultation
with Hungary, May 9

03/59: IMF Concludes 2003 Article IV Consultation
with the Russian Federation, May 9

Speeches

“On the IMF’s Role and Activities in Africa,” Thomas
C. Dawson, Director of IMF External Relations
Department, Seminars for Parliamentarians, Civil
Society, and the Media, Accra, April 28

“Fostering Sustainable Growth in Latin America—
Key Challenges,” Horst Kéhler, IMF Managing Director,
at the 33rd Washington Conference of the Council of
the Americas, April 29

“Dealing Justly with Debt,” Jack Boorman, Special Advisor
to the IMF Managing Director, at the Carnegie Council
on Ethics and International Affairs, New York, April 30

“Latin America and the Caribbean: Building a Sustainable
Recovery,” Anoop Singh, Director of the IMF’s Western
Hemisphere Department, 21st Annual Journalists and
Editors Workshop on Latin America and the Caribbean,
Miami, May 2

Transcripts
Press Briefing by Thomas C. Dawson, Director, IMF
External Relations Department, May 8
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of debt to GDP were rela-
tively low, and their fiscal
balances were in slight sur-
plus. In Korea, for exam-
ple, when the markets
learned that reserves had
declined to $6 billion and
short-term external debt
was about $100 million,
foreign creditors cut lend-
ing to Korean banks and
corporations, even though
government finances were
in order. A large IMF loan
and the rollover of short-
term bank claims eased the liquidity shortage, and pos-
itive economic growth resumed. In countries where
fiscal adjustments did take place, they were limited to
1-2 percent of GDP, considerably smaller than the
Latin American adjustments of the 1980s. As it
became clear that the recessions in East Asia were
deeper than anticipated, Cline observed, the IMF
revised its programs to allow for larger deficits.

But other countries did experience a fiscal crisis, he
said, especially Russia in 1998, Ecuador in 1999, Turkey
in 2000-2001, and, to a lesser degree, Brazil in 1999
and Mexico in 1995. He referred to Gupta’s evidence
of the relationship between the change in the primary
surplus and GDP growth: the deterioration of fiscal
performance occurs the year before the crisis erupts—
that is, before the output collapse. The normal, so-
called procyclical fiscal relationships, which derive
from the fact that revenue is more sensitive to GDP
than spending is, would have predicted the largest
deterioration in fiscal balances in the year of the reces-
sion. That, Cline said, supports Gupta’s proposition
that fiscal adjustment can have a positive effect.

Cline closed with a few thoughts on Argentina,
whose recent crisis also featured a fiscal problem.
Basically, he said, “there should have been a larger
surplus in the years of strong growth to hedge against
the subsequent recession.” A “weak political fabric”
was also a problem, making a larger noninterest sur-
plus even more crucial for maintaining confidence
and, hence, fiscal sustainability.

Quick reform mitigates social costs

Carol Graham, who has extensively studied the social
costs of crises and different policies, asserted that social
costs were more often than not wrongly attributed to
the fiscal adjustments made necessary by bad policies
rather than to the bad policies that triggered the crisis.
“Blaming the IMF for the social costs of fiscal crises,”
she said, “is like blaming the firemen for the fire.”

Left to right: Carol Graham, William Cline, and Sanjeev
Gupta confer at the Economic Forum.

Graham focused on the
political economy issues
associated with short-term
safety nets during crises and
on the challenges involved in
formulating more perma-
nent arrangements, which
she said were critical for
addressing social costs and
preparing for future crises
and fiscal adjustments.
Given the integrated global
economy, future financial
market crises appear
inevitable, she said, and
countries that have more permanent mechanisms in
place tend to suffer lower social costs during crises.

Two points are important to bear in mind,
Graham noted. First, for most countries, avoiding dif-
ficult but necessary reforms leads to worse crises and
higher social costs later on. Moreover, timely reform
often gives policymakers a framework that makes it
easier to identify and protect the poor. Second, many
of the reforms entailing implementation of market
policies and changes in the balance of involvement in
the economy between the private and public sectors
have created an environment conducive to the adop-
tion of new approaches to implementing safety nets.

For example, a demand-based approach incorpo-
rates participation by beneficiaries and allocates pro-
jects or support to the poor on the basis of proposals
from local governments and even civil society. As a
result, it is much easier to reach the poor and address
their priorities. An additional benefit of this approach,
Graham noted, is that it increases the political voice of
the poor, giving a traditionally marginalized segment
of the population a stake in the reform process. This
approach to safety nets, introduced during the 1980s
and 1990s, has shifted the balance from compensating
the more vocal and organized middle-class or public
sector groups to protecting the poorest during crises
and periods of fiscal adjustment. But, she said, the
change may have gone too far. In the emerging market
countries, in particular, the near-poor and middle-
income sectors are as vulnerable as the poorest people.

Graham observed that the shift had not obviated the
need for broader social contracts or social insurance
systems based, in part, on progressive taxation and, to
the extent possible, on domestic resources, at least in
the middle-income developing countries. Ultimately,
she said, it is important to move beyond the debate
about the effects of adjustment on the poor and to
focus on more permanent forms of social insurance
for the near-poor as well as the poor. m
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