11 SURVEY

Capital Account Liberalization and
The Role of the IMF

Recent market turbulence in Southeast Asia has again
prompted concerns about the impact of capital account lib-
eralization and whether its costs outweigh its benefits.
Stanley Fischer, First Deputy Managing Director of the
IMF, argues, in a paper presented at a seminar on Asia and
the IMF, that countries have much to gain from liberaliza-
tion. Clearly, he notes, there are dangers inherent in prema-
ture and disruptive liberalization, but these can be mini-
mized through an orderly adaptation and strengthening of
the appropriate policy and institutional infrastructures. The
IMF is well positioned to assist its members with this task,
and a new amendment to the IMF’s Articles of Agreement
will facilitate the organization’s work in this area.

The following is a summary of “Capital Account
Liberalization and the Role of the IMF” presented by
Stanley Fischer in Hong Kong, China, on September 19, in
conjunction with the World Bank-IMF Annual Meetings.

Why Liberalize Capital Accounts?

The arguments in favor of liberalization are essen-
tially two:

¢ it is an inevitable step in development and thus
cannot be avoided; and

* it can bring major benefits to a country’s resi-
dents and government—enabling them to borrow
and lend on more favorable terms and in more
sophisticated markets. A country’s own financial mar-
kets can grow in efficiency with the introduction of
advanced financial technologies. And with better allo-
cation of both saving and investment, economic
growth can be more rapid and sustainable. This is not
to dismiss the reality that with liberalization the econ-
omy will be more vulnerable to market sentiment and
that market shifts—while usually rational—will be

excessive at times. (Please turn to the following page)

Peru Restores Macroeconomic Balance,
Normalizes Relations with Creditors

PERU

The following article is based on the recent Article
IV discussions by the staff of the IMF’s Western
Hemisphere Department with the Peruvian
authorities.

In early 1990, the Peruvian economy faced a
severe economic crisis. It suffered from hyper-
inflation and a sharp drop in output stemming
from large fiscal imbalances, negative real
interest rates, widespread wage and price con-
trols and subsidies, and a highly distorted
exchange rate system. Unsustainable fiscal and
monetary policies implemented during the
second half of the 1980s had resulted in the
accumulation of large external arrears. With
the escalation of rural and urban terrorism,
the social environment had also deteriorated.
Since 1990, the authorities’ determined imple-
mentation of sound financial policies and
comprehensive reforms has helped consoli-

date macroeconomic stability and improve liv-
ing standards. Inflation has declined to single-
digit levels, and a protracted period of eco-
nomic contraction has shifted to one of strong
expansion. At the same time, external debt
arrears have been virtually eliminated. A
reduction in urban and rural terrorism has
also had a positive impact on the social sector.

Restoring Financial Relations

The administration that took office in Peru
in July 1990 introduced ambitious stabiliza-
tion measures and structural reforms sup-
ported by an IMF-monitored Rights
Accumulation Program (under which mem-
bers in protracted arrears to the IMF are able
to accumulate rights to future drawings of
IMF resources upon successful completion of

the program). The (Continued on page 329)
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Better informed markets
are likely to make better

decisions.
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Managing a Liberalized System

What is the right response to operating in a system
that offers major benefits but may penalize mistakes
severely and occasionally burden the economy with
inappropriate shocks? The prime need is to avoid poli-
cies that can cause rapid capital flow reversals and to
strengthen the structure of the economy and its policy
framework. The importance of pursuing sound macro-
economic policies, strengthening the domestic finan-
cial system, and phasing capital account liberalization
appropriately—which means retaining some capital
controls in the transition—is virtually axiomatic now.
More controversial are the issues surrounding the pro-
vision of information to the markets, the role of sur-
veillance, and the potential needs for financing.
Macroeconomic Policy Framework. A sound macroeco-
nomic policy framework promotes growth by keeping
inflation low, the budget deficit small, and the current
account sustainable. The sustainability of the current
account depends on the economy’s growth rate and the
real interest rate at which the country can borrow. But
sustainability also entails the ability to withstand
shocks. Large current account deficits—in the range of
5-8 percent of GDP and certainly any higher—should
be a cause for concern. Current account deficits
financed by longer-term borrowing and, in particular,
by foreign direct investment are more sustainable; siz-
able deficits financed largely by short-term capital flows
are a cause for alarm.

It is sometimes difficult to deal with short-term cap-
ital inflows that are a response to high domestic interest
rates, particularly in a con-
text in which policy limits
exchange rate flexibility. This
is the famous capital inflows
problem that so many coun-
tries seeking to stabilize from
moderate rates of inflation
have faced. There is no easy answer to this, but a tight-
ening of fiscal policy is the first line of defense, and
increasing the flexibility of the exchange rate is a second.
Choice of Exchange Regime. How flexible should
exchange rates be? The Group of Seven [industrial]
countries, except for those intending to join the
European economic and monetary union, long ago
decided on flexible rates. But freely floating rates, even
among the major currencies, have moved excessively,
and no developing country seeking growth through inte-
gration into the world economy would want to live with
such fluctuations. East Asian countries were well served
over a long period by exchange rates that were fixed or
accorded limited flexibility. But countries that allowed
their rates to float when threatened by imminent specu-
lative attacks nonetheless made the right choice.

What, then, is optimal in more normal conditions?
There is no agreed answer. If the exchange rate is

pegged, it is almost certainly better to peg to a basket of
currencies. Countries may return to some form of
exchange rate band, with very wide margins, perhaps a
crawling band. If they do, they should stand ready to
move the band as circumstances warrant. Macroeco-
nomic policy will also need to be adjusted when the
exchange rate (equivalently, the balance of payments)
shows signs of moving out of desired ranges.
Strengthening the Financial Sector. One clear lesson
from the crises of the 1990s is that the health of the
financial sector matters. Financial systems can be
strengthened by improving supervision and prudential
standards; ensuring that banks meet capital require-
ments, provide for bad loans, limit connected lending,
and publish informative financial information; and
ensuring that insolvent institutions are dealt with
rapidly. Implementation of these reforms can be ham-
pered by political pressures, but the task is urgent. A
healthy banking and financial system is essential, and a
weak banking system is a standing invitation to a macro-
economic crisis and a guarantee of the severity of such a
crisis.

Phasing and Use of Capital Controls. Where the macro-
economic framework and the financial sector are weak,
there is a strong case to be made for phasing capital
account liberalization. Due regard should be paid to the
macroeconomic situation (including the balance of
payments), the stage of development of the financial
markets and institutions, and the impact of existing
controls, but there are few hard and fast rules.

Without coordination of capital account liberaliza-
tion and financial sector reform, regulatory distortions
and regulatory incentives for capital movements unre-
lated to underlying economic conditions can cause
instability. Weak domestic financial institutions may be
unable to efficiently intermediate large flows of funds to
which they have access as a result of capital account lib-
eralization; they may also be adversely affected by move-
ments in asset prices that result from international cap-
ital flows. Weak financial institutions can be especially
vulnerable to potential reversals of capital flows.

On the other hand, controls—except for prudential
controls—are generally inefficient and costly. Markets
view them as an additional country risk factor, and
their prolonged use has often been associated with cap-
ital flight. A theoretical case can be made for countries
whose financial systems are not sufficiently robust to
restrict selected forms of capital inflows—such as the
short-term inflows that produce the capital inflows
problem. Controls are likely to do less damage if they
are market-based—for example, reserve requirements
on foreign deposits—rather than quantitative controls.
Controls on outflows may have been retained for bal-
ance of payments reasons and because they provide a
captive source of funds for domestic financial institu-
tions. Their gradual removal is generally desirable.



Prudential controls on foreign capital are already in
place in many countries. They may take the form, for
example, of restrictions on the open positions that
domestic banks can take in foreign currency. They are
intended to reduce the vulnerability of domestic insti-
tutions to shifts in foreign capital flows and could well
become part of internationally accepted prudential
standards.

Every currency crisis produces demands that some-

thing be done about hedge funds and speculators.
Usually the anger is better directed closer to home, but
these occasional cases of market overreaction deserve
serious analysis to determine whether better provision
of information to and by market participants, as well as
improved prudential regulations, could increase mar-
ket efficiency. Since speculative positions have counter-
part transactions in the domestic economy, it is useful
to ask whether prudential regulation of the domestic
economy could reduce the occasional excesses of spec-
ulative attacks—perhaps also increasing the efficiency
of the international capital markets.
Information Provision. One of the many lessons drawn
from Mexico was the extent to which the crisis was
worsened by the poor quality of information supplied
to both the official sector (including the IMF) and the
markets. In response, the IMF created the Special Data
Dissemination Standard in early 1996 and has made
considerable progress with the development of a
Dissemination Standards Bulletin Board.

The Thai crisis reinforces the argument for better
and more timely provision of information, including
information on central bank forward operations.
Better informed markets are likely to make better deci-
sions. In the Mexican and Thai crises, this would have
meant that the markets would have withdrawn funds
sooner than they did, thereby hastening needed adjust-
ments. Second, the obligation to publish information
on certain interventions would affect the extent and
nature of those interventions, and help prevent some
unwise decisions.

There is much work to be done in thinking through
the question of the optimal extent and timing of infor-
mation provision. If the policy game is thought of as a
battle between the authorities and hostile markets, then
the official penchant for secrecy is easy to understand.
But if the goal is to design a framework that influences
both the choice of policies and the effectiveness of mar-
kets in responding to and disciplining policies, then
there is a strong case for providing more information.
Market participants also need to make information
public to discipline their own actions and increase
market efficiency.

Role of Surveillance. The IMF strengthened its surveil-
lance in response to the Mexican crisis. It is fair to say
that its new procedures worked well in Thailand, and it
is reasonable to expect they will work well in the future.

But it would be a mistake to imagine that IMF or any
surveillance could ever be made perfect. The IMF will
surely miss the warning signals of some future crisis,
and just as surely will predict some crises that do not
happen. The international system cannot be built on the
assumption that improved surveillance or increased
information will prevent all future crises, though they
should reduce their frequency. A country may also be
warned but not take action. And since the IMF depends
on privileged access to information
to doits job, it can not make its con-
cerns fully public.

There is also room for mutual
surveillance within smaller groups
of countries. Such mutual surveil-
lance enables countries with similar
experiences, or likely to be affected
by what their neighbors do, to
become more familiar with their
neighbors’ policies and to exert
mutual pressures for good policies.
To be effective, this surveillance
should be based on a sound analy-
sis of the economic situation, and
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Fischer: Sizable current account
deficits financed largely by short-term
capital are a cause for alarm.

here the IMF is willing to lend its
support to regional and other
groups.

The prime responsibility for

pursuing the right policies, however, rests with the
national authorities; the IMF and neighbors can pro-
vide information, analyze, suggest, seek to persuade,
and cajole. But ultimately, the government must evalu-
ate the situation and make the right decisions. Market
participants must also appraise the underlying eco-
nomic situation accurately; if they do so, market incen-
tives will ensure that markets operate efficiently.
Need for Financing. The IMF has provided financing to
countries attempting to correct maladjustments in
their balance of payments. It will continue to do so, but
the Mexican and Thai crises, and the proposed capital
account amendment of the Articles of Agreement, have
raised two important interrelated questions about IMF
lending: does the increased scale of international capi-
tal flows require a re-examination of the criteria that
determine the size of IMF loans, and does the IMF’s
willingness to lend create a moral hazard? The answer
to both questions is yes.

Increased efficiency in international capital markets
and increased capital account liberalization should
produce fewer financial crises. But crises are likely to be
bigger than they were in the past. It would thus be
appropriate to review IMF lending criteria to ensure
that IMF loans remain adequate to the task.

The moral hazard posed by IMF lending does
not arise primarily from governmental but rather
from private sector behavior. IMF conditionality is

October 20, 1997
323



IMFEVY3

such that governments in trouble typically approach
the IMF too slowly rather than too fast. The private
sector may be too willing to lend, however, if it knows
that a country will go to the IMF rather than default.
Spreads in some markets are so low as to support this
view. The international community needs to ensure
that the private sector shares in the financial costs of
dealing with crises.

One classic rule of lender-of-last-resort financing is
not to be too clear about the circumstances and
amounts in which such lending will be available. There
is thus a trade-off between the volume of funds known
to be available to deal with crises and the likely size of
crises. This needs to be considered in weighing both the
size of IMF lending limits and the desirability of pre-
positioning regional support funds rather than leaving
them to be arranged on an ad hoc basis.

Capital Account Amendment

In April 1997, the IMF’s Interim Committee agreed
that there would be numerous benefits from amending
the Articles of Agreement to enable the IMF to promote
the orderly liberalization of capital movements. Under
this provision, the IMF is likely to develop transitional
provisions analogous to those in place for current
account liberalization.

Such an amendment, with transitional arrangements,
would allow the IMF to encourage the liberalization of
capital flows while paying due regard to the varying cir-

cumstances of members. It would facilitate the estab-
lishment and application of a universally applied code
of good behavior in the use of capital controls, enabling
the IMF to determine when macroeconomic, structural,
and balance of payments considerations require adher-
ence to—or permit exemptions from—obligations
relating to capital account liberalization.

The amendment, and the IMF’s greater involvement
in promoting orderly liberalization, is all the more
important because the IMF is often called upon to
finance the balance of payments problems caused by
capital movements. Giving the IMF jurisdiction in this
area would strengthen its surveillance role over inter-
national capital flows and complement existing
bilateral, regional, and multilateral agreements and
initiatives.

The increasing importance of international capital
flows is a fact that needs to be better reflected in the
laws and agreements that help bring order to the inter-
national economy and to the process by which individ-
ual countries liberalize their capital accounts. The pro-
posed amendment to the Articles of Agreement will
serve this purpose and our member countries well. m

The full text of Stanley Fischer’s paper, “Capital Account
Liberalization and the Role of the IMF” is available on the IMF’s
web site. The address is www.imf.org/external/np/apd/asia/
FISCHER.htm.

Putting Africa on a Sustainable,
High-Quality Growth Path

Following are edited excerpts of an address by IMF Deputy
Managing Director Alassane D. Ouattara at a seminar on
the IMF and Sustainable Development, sponsored by the

Swiss Coalition of Development Organi-

MR. OUATTARA

zations, in Berne, Switzerland, August 25.
What does “sustainable development”
mean? Initially, the focus was on the envi-
ronment, but increasingly its meaning has
been broadened to embrace the economic
and social aspects of development as well.
At the IMF, we strongly believe that high-
quality growth lies at the center of sus-
tainable development—that is, growth
that brings lasting employment gains and
poverty reduction, provides greater equal-

Ouattara: Africa must accelerate reforms
to integrate itself into the world economy.
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ity of income through greater equality of
opportunity, including for women, and
protects the environment.

Has the world moved any closer to sustainable devel-
opment in recent years? | will focus my remarks on
Africa—where the challenge of high-quality growth is

the greatest. Certainly, Africa as a whole has made enor-
mous strides in recent years, with growth picking up and
per capita incomes on the rise. But poverty is still wide-
spread, per capita incomes are far too low, and much
remains to be done to improve health conditions and
education, and reduce unemployment.

How can we help Africa catch up with Asia and Latin
America, especially against a background of accelerat-
ing globalization? The answer lies in a new global part-
nership of Africa, the industrial countries, and the mul-
tilateral institutions. This partnership should have
three objectives: increased growth with equity and
financial stability; improved social conditions, particu-
larly in the areas of health and education; and environ-
mental sustainability.

Africa needs to sharply accelerate reforms to fully inte-
grate itself into the world economy and take advantage of
the opportunities globalization offers: higher productivity
and living standards, access to a wider range of goods and
services at lower costs, and the chance to mobilize a larger
volume of financial savings to restore and speed up eco-



nomic growth and development and alleviate poverty. But
globalization also poses new risks. For many African
countries, given their limited access to capital markets,
perhaps the greatest risk is marginalization—a process
that threatens to leave behind those countries that fail to
harness the new forces at work in the world economy.

What Africa Needs to Do

Africa should concentrate its efforts in two key areas:

* Maintaining macroeconomic stability. Efforts must
be redoubled to reduce inflation and narrow fiscal and
current account deficits. Policymakers must also focus
on the quality of expenditure. Unproductive outlays,
including military spending, must be reduced, so that
more resources can be devoted to essential investments
in health, education, agriculture, social safety nets, and
basic infrastructure.

¢ Accelerating structural reform. Countries have been
reasonably successful in implementing “first-generation”
structural reforms. But the record on the more difficult
reforms—comprehensive trade reform, restructuring
and privatizing public enterprises, reforming the finan-
cial sector, and improving the environment for private
investment—is much more uneven. What is needed now
is a “second generation” of reforms.

On the trade front, Africa needs to speed up trade
liberalization to boost the efficiency and competitive-
ness of domestic producers. Africa could also benefit
from more determined efforts to develop efficient
forms of regional economic cooperation and integra-
tion that facilitate progress toward nondiscriminatory,
multilateral liberalization.

On the privatization front, tackling public enterprise
reform is of crucial importance, given the growing
recognition that the private enterprise sector will have to
serve as the engine of growth and new investment.
While many countries have begun privatizing and liqui-
dating small and medium-sized enterprises, reform of
large, strategic enterprises has been a protracted process.

A major effort to increase the private sector will need
to be complemented by a redefinition of the role of
government, away from direct involvement in produc-
tion and toward the provision of essential public ser-
vices. Moreover, it is vital that all of the second-
generation reforms be carried out in an atmosphere of
economic security, good governance, and a partnership
with civil society.

What the IMF Needs to Do

The IMF is taking steps to put the Enhanced
Structural Adjustment Facility (ESAF), its concessional
loan facility, on a permanent footing so that it can con-
tinue to support reform in low-income countries over
the long term. Besides being the centerpiece of the
IMF’s strategy to assist low-income countries, it is also
the facility through which the IMF will participate in

the debt initiative to help the poorest countries. Thus, if
we seriously want the market to see Africa as a land of
opportunity, it is imperative that ESAF programs be
implemented steadfastly and financed credibly.

The IMF and the World Bank are implementing a debt
initiative for the heavily indebted poor countries [HIPCs],
most of which are in sub-Saharan Africa. The HIPC
Initiative is designed to ensure that all heavily indebted
poor countries that pursue strong policies of adjustment
and reform reach a sustainable external debt position and
can thus exit from the debt rescheduling process.

The IMF stands ready to provide emergency assis-
tance in post-conflict cases, a policy aimed at helping
countries whose reform process was interrupted by
civil unrest or political turmoil. Rwanda is the first
African country to benefit, with an IMF loan of about
$12 million approved in April 1997, in support of the
government’s new economic program.

The IMF is considering a variety of measures that

build on expanded international financial and techni-
cal support for bold reformers. These include defining
a set of “best practices” to improve the business envi-
ronment and foster growth; extending more technical
assistance and helping to strengthen macroeconomic
policy and management capacity; fostering civil service
reform and trade liberalization; supporting regional
initiatives; and helping to attract foreign investors—in
part, by disseminating information to potential
investors on macroeconomic and financial develop-
ments and the business environment.
Social Objectives. Social issues are increasingly entering
into our policy dialogue with member countries. Too
often the criticism is voiced that structural adjustment
is harming human development. But the evidence
speaks for itself. Available data in 27 countries that have
had SAF [Structural Adjustment Facility]- and ESAF-
supported programs show that, on average, real spend-
ing on education and health increased by 5 percent and
7 % percent a year, respectively, although the range of
experience across countries is considerable.

The IMF is giving more attention to helping countries
improve the availability and analysis of data on govern-
ment spending on health and education. Under the
HIPC Initiative, for example, the aim is to incorporate
such monitorable targets into IMF-supported programs.
Preserving the Environment. Macroeconomic stability
enhances growth prospects, increases employment and
incomes, and ensures that the right price incentives
work to preserve the environment. IMF-supported
programs often involve the adoption of “win-win”
policies that benefit both the economy and the envi-
ronment. Nonetheless, in certain countries, especially
in the developing world, environmental issues—such
as weak forestry management, poor management of
coastal fisheries, and severe air and water pollution—
can have significant macroeconomic implications.

[N ISURVEY
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Industrial countries should do
more to open their markets to
competitive African products.

October 20, 1997
326

In such cases, drawing on our close links to the

World Bank, we have increasingly tried to integrate
environmental concerns and natural resource issues
into our policy dialogues.
Nongovernmental Organizations (NGOs). The IMF
works closely with specialized NGOs, academics, pro-
fessionals, and interna-
tional  organizations,
whose primary focus is
on sustainable develop-
ment. We also encour-
age our resident repre-
sentatives to meet regu-
larly with members of civil society, and our staff mis-
sions to member countries increasingly include meet-
ings with labor leaders, religious groups, and others.

What Industrial Countries
And NGOs Need to Do

Industrial countries should do more to open their
markets to products in which African countries have, or
are likely to develop, a comparative advantage. They
also need to phase out the subsidization of agricultural
exports more quickly than currently planned.

Donor countries must strengthen their bilateral assis-
tance to countries that have demonstrated a commit-
ment to reform—particularly in areas where a bold
approach might involve important, albeit transitional,
revenue losses.

Industrial countries should consider adopting mea-
sures to help diversify the risk of private investment in
Africa, including the provision of guarantees for for-
eign direct investment.

Finally, industrial and other economically more
advanced countries must ensure that the multilateral
institutions have the necessary resources to promote
and support adjustment efforts and, in general, fulfill
their increasingly complex tasks.

NGOs are in a unique position to help the process of
developing a new global partnership:

+ At the international level, they can play an influential
role in donor policy debates—pushing for sound macro-
economic policies, an opening of industrial country
markets to developing countries, a strengthening of
bilateral assistance, sufficient resources for the multilat-
eral institutions, and a guiding moral conscience.

+ At the grassroots level, they can help mobilize
civil society to have a voice in the economic policy
debates, help explain the benefits and costs of various
policy options, and offer firsthand experience and
expertise in providing basic social services—such as
primary education and health care—to the poor and
disadvantaged. u

The full text of Alassane Ouattara’s address on The IMF and
Sustainable Development is available on the IMF's web site. The
address is: www.imf.org/EXTERNAL/NP/speeches/1997/082597.htm.

Transition Economies Need a Prudent
Debt-Management Strategy

As the 15 transition economies comprising the Baltics,
Russia, and the other countries of the former Soviet
Union move toward integration with the global econ-
omy, their external financing—and, in particular, their
increasing recourse to international capital markets—
has taken on considerable importance. In an IMF
Working Paper, Ishan Kapur and Emmanuel van der
Mensbrugghe of the IMF’s European Il Department
acknowledge the benefits that transition economies can
realize from foreign borrowing. At the same time, they
caution that the recent rapid increase in external debt
among these countries calls for an awareness of the
risks that can accompany an inappropriately high
dependence on foreign saving, including the risk of
postponing needed structural reforms.

Debt Profile Determined by
Economic Progress

The 15 transition economies under review have all
made considerable—but varying degrees of—progress
toward macroeconomic stabilization. The different

stages of transition they have reached and their relative
success in achieving stabilization have largely deter-
mined the nature and amount of external financing
they have received in the past five years to meet their
external financing requirements. Substantial private
capital inflows have gravitated toward those countries
most advanced in the transition process, reflecting
consistent and credible progress toward financial stabi-
lization and the introduction of structural reforms.
Countries less advanced in the transition process
continue to rely much more heavily on official dis-
bursements and grants.

Following the adoption by the Baltics and the coun-
tries of the former Soviet Union in 1992-93 of the “zero-
option” agreement, under which Russia assumed
the external assets and liabilities of the Soviet Union,
most of the 15 countries were left with little or no exter-
nal debt (except Russia, which inherited the
external debt obligations of the Soviet Union). During
1993-96, these countries obtained an estimated $163 bil-
lion in total external financing, with Russia accounting



for three-quarters of the total. Largely owing to the sub-
stantial debt relief obtained by Russia (and Ukraine),
debt rescheduling accounted for about 40 percent of the
total, and official disbursements (excluding from the
IMF) and grants accounted for an estimated 21 percent.
With net disbursements of $16 billion, the IMF has been
the single largest provider of new funds, representing 10
percent of total external financing received over the four-
year period. Private capital, which has increased signifi-
cantly over the last two years, accounted for 16 percent.

Common Features of the
External Debt Burden

By the end of 1996, the combined external debt of
the Baltics and the countries of the former Soviet
Union had reached $150 billion (see chart). Four char-
acteristics of this debt merit attention, according to the
authors:

* At the end of 1996, the debt burden was not high
in most of the countries, either in absolute terms or
relative to other economies at similar income levels. Of
the 15 countries, 7 (Armenia, Kyrgyz Republic,
Moldova, Tajikistan, Georgia, Turkmenistan, and
Russia) had external debt-to-GDP ratios in excess of
20 percent. Russia’s ratio at end-1996 was 21 percent.

* The rate of increase in debt has been extremely
high in recent years. Reflecting the increase in the stock
of external debt, the average debt service as a percent
of exports for the 15 countries rose to 12 percent in
1996 from 4 percent in 1993, and to 5 percent of GDP
from 1 percent over the same period.

¢ In most of the 15 countries, the outstanding stock
of debt is owed almost entirely by the government.
Moreover, the composition of the official external debt
is heavily weighted by debt to multilateral lending insti-
tutions, rather than to banks or foreign governments.
This form of debt cannot normally be rescheduled, and
much of it—in particular, to the IMF—begins falling
due within the next five years.

¢ As overall debt levels have increased, the govern-
ments of many of these countries have recently shifted
their external borrowing toward private markets, par-
ticularly through Eurobond issues.

Despite notable region-wide achievements over the
past four years in generating growth and lowering
inflation, the combined external current account deficit
of the Baltics, Russia, and the other countries of the for-
mer Soviet Union has remained high—at about 9 per-
cent of GDP. Given these current levels, the IMF study
notes that the transition economies will continue to
require significant levels of external financing for sev-
eral years to come. A few of these countries will need to
rely on concessional borrowing from official sources,
but most of the remaining ones are likely to tap inter-
national capital markets for major portions of their
external financing needs.

According to traditional debt indicators, the Baltics
and the countries of the former Soviet Union do not
face an immediate major debt problem. But tight
demand management policies accompanied by rela-
tively rapid export growth for several years will be nec-
essary if they are to avoid any deterioration or realize a
substantial medium-term improvement in their debt
ratios. It is not obvious, however, according to the IMF
study, that all the countries—and certainly some
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Baltics, Russia, and Other Countries
Of the Former Soviet Union: Total Debt, 1996
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Soviet Union: Developments and Policy Issues

among them—can continue to expect the high and
sustained export growth recorded during the past few
years—20 percent in 1995 and 14 percent in 1994
(median growth rate)—unless structural reforms are
speeded up and private sector investment accelerates.
To achieve enduring high rates of export and output
growth, these countries will need to make vigorous
efforts to improve productivity and increase investable
resources. Structural reform—in particular, improving
the performance of large and obsolescent state enter-
prises—could well cause external current account
deficits to widen. But, the authors caution, recourse to
external financing should not be used as a substitute for
implementing the necessary structural reform.
Governments need to concentrate on raising domestic
saving rates and on implementing adjustment polices
to generate the requisite saving rates, rather than
depending excessively on additional external financing.

Debt-Management Policy Required
Although the 15 countries encompass a wide range
of economic situations, their debt profiles share many
elements, and they face similar risks. These include
pressures on the budget, market risks, and a lack of
strong financial institutions.
Budget. The ratio of debt service to both budgetary rev-
enues and expenditures remains high in most of the
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The fiscal position of many transi-
tion economies will be under pres-
sure for the foreseeable future.
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15 countries, with the exception of the Baltic states and
Kazakhstan. Without a substantial pickup in rev-
enues—which is more likely over the medium term
than in the near future—external debt-service pay-
ments will continue to put pressure on budgetary poli-
cies; this will be worsened by the demands of domestic
debt service and arrears reduction.

Almost all the external debt is either government
debt with direct budgetary implications or is guaran-
teed by the government and therefore a contingent lia-
bility of the budget.
In addition, govern-
ment or govern-
ment-guaranteed
external debt to pri-
vate lenders is grow-
ing rapidly in some
of the larger coun-
tries. A major default by one of the governments on pri-
vate external debt could raise borrowing costs substan-
tially and possibly limit near-term access to interna-
tional capital markets throughout the region.

The overwhelming bulk of the official borrowing has
been used to finance current budgetary outlays—pub-
lic consumption rather than investment. As a result,
many of the 15 countries now have large amounts of
short-term foreign debt that is not reflected in an
increased capacity to repay. Moreover, in most of these
countries, the pace of structural reforms—particularly
privatization and enterprise reforms—has lagged
behind financial stabilization.

These pressures on the budget are likely to be aggra-
vated by the limited room for discretionary expendi-
ture in many of these countries. In addition to low rev-
enue levels, this limited flexibility results in part from
large entitlement programs that reflect the lack of
structural reforms in the budget as well as, in some
cases, inappropriate subsidies to inefficient sectors. It is
critical, the authors stress, that the transition countries
focus their efforts on:

* enterprise and financial sector reforms to reduce
the risks emanating from quasi-fiscal deficits or contin-
gent liabilities of the budget; and

« the structure of the fiscal position itself to improve
receipts and reduce nonessential demands on budget
resources.

Despite considerable progress in macroeconomic
stabilization, the fiscal position in many of the 15 tran-
sition economies will remain under substantial pres-
sure for the foreseeable future. Given concerns about
debt sustainability, primarily from the fiscal perspec-
tive, it is imperative that governments develop a com-
prehensive mechanism for monitoring debt and ana-
lyzing the capacity to service the debt.

Capital Markets. Recently, several countries have shown
an interest in diversifying their sources and types of exter-

nal financing—in particular, away from multilateral lend-
ing and toward international capital markets. Although
such diversification is not inappropriate, it would subject
the domestic economy to the scrutiny and discipline of
the market. The judgments the market forms about the
credibility of a borrowing country’s policy performance
will be critical in determining the availability of external
financing. Although these developments are a normal
consequence of the closer integration of the transition
economies into the international economy, risks for indi-
vidual countries can be made more manageable if the
authorities carefully map out external borrowing strate-
gies while maintaining a margin of prudence.

The fragile state of health of many financial institu-
tions in all 15 countries poses substantial risks for the
budget and debt servicing, particularly in those coun-
tries whose commercial banks have borrowed large
amounts abroad through loans or lines of credit for on-
lending domestically. A narrowing of interest rate dif-
ferentials between these countries and international
markets may result in large capital outflows, which
could jeopardize the external reserve position and place
atight squeeze on bank liquidity. The government bud-
get and other borrowers face potential risk, including
increased borrowing costs, from the failure of commer-
cial banks or firms that either service foreign debt or
have direct debt to nonresidents.

The ad hoc manner in which borrowers from the
Baltics, Russia, and the other countries of the former
Soviet Union have been entering the private capital
markets in recent years is a source of concern, accord-
ing to the authors, since such borrowing has often not
been part of a coherent long-term strategy. Most of
these countries need:

« well thought-out medium-term borrowing
strategies;

* institutional structures to monitor both the bor-
rowing and the debt service from the point of view of
the budget; and

« strict limits on guarantees given by state or quasi-
state entities for all external loans, but particularly those
from the capital markets.

These external borrowing plans, the authors con-
clude, must be consistent with a country’s medium-
term fiscal adjustment strategy and be based on a care-
ful, even conservative, assessment of the budget’s capac-
ity to repay. ]

Copies of IMF Working Paper 97/72, External Borrowing by
the Baltics, Russia, and Other Countries of the Former Soviet
Union: Developments and Policy Issues, by Ishan Kapur and
Emmanuel van der Mensbrugghe, are available for $7.00
from Publication Services, Box XS700, IMF, Washington, DC
20431 U.S.A. Telephone: (202) 623-7430; fax: (202) 623-
7201; e-mail: publications@imf.org. The full text is also
available on the IMF’s web site (http://www.imf.org/exter-
nal/pubs/CAT /wp.cfm).




Peru Adopts Wide-Ranging Structural Reforms

(Continued from front page) ~ economic adjustment pro-
gram aimed at drastically reducing inflation, creating
the conditions for sustained economic growth and a
progressive return to external viability, while re-estab-
lishing relations with the international financial com-
munity. Peru was in arrears to most foreign creditors,
and as the program called for a reduction in fiscal
imbalances—while avoiding domestic financing—
mobilization of external financing, particularly from
multilateral institutions, was important to support fis-
cal adjustment.

A key step to Peru’s securing renewed access to
financing was the endorsement, in September 1991, by
the IMF’s Executive Board of the 15-month Rights
Accumulation Program, under which Peru was to accu-
mulate rights to draw SDR 624 million (about
$854 million)—corresponding to the outstanding
stock of arrears—upon observance of quarterly perfor-
mance criteria. Under this program, and a subsequent
Extended Fund Facility (EFF), Peru sought compre-
hensive rescheduling agreements with Paris Club offi-
cial creditors. This fostered an environment for sus-
tained growth and the resumption of private sector
financing.

Structural Reforms Accompany
Macroeconomic Stabilization

Under the Rights Accumulation Program, the main
objective of monetary policy was to reduce inflation by
keeping the growth of base money in line with the
needs of the economy as determined by market forces.
Monetary policy shifted away from the use of direct
instruments, including credit allocation schemes and
controlled interest rates, to indirect tools of monetary
management. Inflation fell sharply to 57 percent in
1992 from over 7,600 percent in 1990. On the fiscal
front, the authorities broadened the tax base and
improved the overall efficiency of the tax system, while
keeping expenditure growth under tight control. As a
result, the combined public sector deficit fell to 2.8 per-
cent of GDP in 1992 from about 6 percent in 1990.
Following improvements in tax administration and the
adoption of revenue-enhancing measures, central gov-
ernment current revenue rose to 11.4 percent of GDP
in 1992 from 9.9 percent in 1990 (see chart, page 330).

Wide-ranging structural reforms accompanied eco-
nomic stabilization. The Peruvian government elimi-
nated several public sector monopolies and developed
a plan to divest state holdings in public enterprises. The
authorities also undertook reforms to strengthen the
financial system; a new banking law was enacted in
March 1991 that reinforced capitalization requirements
and redefined the role of the Superintendency of
Banks, and in 1992 all official development banks were

liquidated. The authorities also reduced import tariffs
and eliminated most restrictions on private sector cur-
rent and capital transactions and limitations on remit-
tances on direct investment income and capital. On the
social front, the government implemented a series of
reforms in 1990 aimed at reducing poverty, including
through the launching of the Social Emergency
Program to tackle urgent health and nutrition needs.
The fight against poverty took on a larger dimension
through the establishment in 1991 of the National
Fund for Compensation and Development
(Foncopes) to finance temporary employment genera-
tion projects, as well as health and education programs.
Private foreign capital inflows responded favorably
to the reform efforts and to an easing of sociopolitical
tensions. Inflows increased to an average of about
$1.2 billion a year between 1991-92 from $0.1 billion in
1990. Net international reserves of the central reserve
bank rose tenfold between 1990 and 1992; by the end of
1992, gross reserves (net of reserve requirements on
foreign currency deposits) amounted to $1.4 billion,
equivalent to about three months of imports.

Building on Improvements

After successfully completing the Rights
Accumulation Program in December 1992, the
Peruvian government adopted a comprehensive eco-
nomic program covering 1993-95, supported by an
EFF in an amount equivalent to SDR 1.0 billion
(about $1.4 billion). Performance under this program
was impressive: inflation fell to about 10 percent in
1995 from 39 1/2 percent at the end of 1993. And, after
an initial period of slow growth, real GDP grew by an
average of close to 9 percent a year during 1993-95.
Gross international reserves of the central bank
improved substantially, reaching nearly six months of
imports by the end of 1995, reflecting continued large
capital inflows, including from privatization.
Nevertheless, the fiscal situation deteriorated in late
1994 and in the first half of 1995, largely because of
outlays associated with a border conflict with Ecuador
and the presidential and congressional elections. The
external current account deficit widened to 7.3 per-
cent of GDP from 5.3 percent in 1994, reflecting a
strong increase in domestic expenditure, particularly
in private investment.

Under the EFF, the authorities made further
progress with structural reforms. The privatization
process involved the sale of major assets in the
telecommunications, transport, energy and mining,
manufacturing, banking, and tourism sectors. During
1993-95, cash proceeds from privatization amounted
to $3.4 billion, with investment commitments of close
to $3 billion. The government issued a new labor code
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and legislation changes aimed at enhancing flexibility
in the labor market. In the banking sector, a modern
central bank charter was enacted in December 1992,
and the banking system’s solvency indicators
improved significantly during the period covered by
the EFF.

Peru: Selected Economic Indicators

140 -
Consumer Prices
120 (annual percent change, end of period) |
100
80
60
40
20
0
1991 1992 1993 1994 1995 1996 1997
15
Real GDP Growth
10 |—(percent) —
5 =
0 \
_5 1/ -
-10 | | | | | |
1991 1992 1993 1994 1995 1996 1997
7
6! Consumer Public Sector Deficit
(percent of GDP)
5
4
3
2
1
0

1990

1991 1992 1993 1994 1995 1996

Data: Peruvian authorities and IMF staff estimates

October 20, 1997
330

Ensuring a Return to External Viability

In July 1996, the IMF’s Executive Board approved a
follow-up EFF in an amount of SDR 248 million
(about $339 million), in support of Peru’s program for
1996-98. This program aims at consolidating the gains
made under the previous arrangement and ensuring
the return to external viability by the end of 1998. The
program calls for an improvement in the overall posi-
tion of the combined public sector, with further
strengthening of tax administration and the continued
implementation of tight expenditure policies.

In a determined effort to consolidate the fiscal posi-
tion, the authorities successfully expanded the primary
surplus of the combined public sector to 1.2 percent of
GDP in 1996 from 0.4 percent in 1995. This improve-
ment reflected mostly an increase in tax collections and
higher nontax revenue of government agencies and

local governments and operating profits of certain
public enterprises.

The program for 1996 aimed at containing inflation
and narrowing the current account deficit. Although
inflation rose to 11.8 percent in 1996—owing in part to
the lagged effect of a relaxation of policies during 1995
and higher international oil and cereal prices—it
abated significantly to 8.2 percent in the year ended
August 1997, following the tightening of financial poli-
cies and a decline in international cereal prices. Output
growth slowed to 2.8 percent in 1996, partly the result
of a slowdown in domestic demand associated with fis-
cal consolidation. But as activity gathered momentum,
output rose by 5.7 percent during the year ended July
1997. During the first half of 1997, tax collections
improved considerably, reflecting the recovery in eco-
nomic activity, the successful implementation of the
tax arrears regularization program initiated in
November 1996, and improvements in the administra-
tion of the value-added tax.

The current account deficit decreased to 5.8 per-
cent of GDP in 1996 from 7.3 percent in 1995, and the
net international reserves of the central bank
increased by $1.5 billion. This brought gross reserves
to the equivalent of 7 /4 months of imports by the end
of 1996. The reduction in the current account deficit
resulted from both lower interest payments— stem-
ming from the conclusion of debt reduction and
rescheduling agreements with official and commercial
creditors—and a narrowing of the trade deficit
despite some deterioration in the terms of trade.
Long-term capital inflows not only covered the cur-
rent account deficit but also facilitated the further
accumulation of international reserves. Sizable priva-
tization receipts ($2 billion) and other foreign direct
investment—about $1.9 billion, or 3.2 percent of
GDP—demonstrate the renewed interest of investors
in Peru. In the short run, the sharp increase in imports
associated with this type of capital inflow has pro-
duced a widening in the current account deficit. As
investment projects mature, however, they are
expected to generate strong and sustained export
growth, contributing gradually to the reduction of the
current account deficit in the medium term.

Meeting Future Challenges

In February 1997, the IMF approved an augmenta-
tion of access of SDR 51.9 million (about $71 million)
to support Peru’s debt and debt-service reduction oper-
ation with its commercial creditors. The operation was
closed in early March 1997, and the authorities have
indicated that after the drawing for the operation, they
intend to continue treating the IMF extended arrange-
ment as precautionary (that is, they agree to meet the
conditions applied to the use of the EFF but do not
intend to draw on the available resources).



Over the medium term, Peru’s main challenge is to
achieve a strong rate of real GDP growth while bringing
inflation to industrial country levels and narrowing the
external current account deficit. Peru’s return to viabil-
ity by the end of the current extended arrangement
hinges on the continued implementation of cautious
fiscal policies. A stronger fiscal position would lessen
Peru’s reliance on foreign savings and its vulnerability to
external shocks.

Poverty alleviation is a central priority. To this end,
the government has stepped up social spending to
about $160 per capita in 1996 from $80 in 1992, and is
targeting this spending on the most vulnerable sectors
of society. The share of the population living in poverty
has declined to 48 percent in 1994 from 55 percent in
1991, and extreme poverty dropped to 18 percent from
24 percent during the same period. The Peruvian gov-
ernment, however, seeks to halve extreme poverty by
2000 through the implementation of social safety nets
and a concerted effort to improve the delivery of basic
social services and the infrastructure. ]

Members’ Use of IMF Credit
(million SDRs)

September Jan—Sept. Jan.-Sept.

1997 1997 1996
General Resources Account 820.2 48510 42704
Stand-By Arrangements 203.6 2,078.7  2,042.9
EFF Arrangements 616.6 2,664.8 2,052.9
CCFF 0.0 107.6 174.6
SAF and ESAF Arrangements ~ 44.7 4231 394.0
Total 864.8 52741 4,664.4

Note: EFF = Extended Fund Facility
CCFF = Compensatory and Contingency Financing Facility
SAF = Structural Adjustment Facility
ESAF = Enhanced Structural Adjustment Facility
Figures may not add to totals shown owing to rounding.

Date: IMF Treasurer’s Department

Selected IMF Rates

Week SDR Interest Rate of Rate of
Beginning Rate Remuneration Charge
October 6 4.09 4.09 4.48
October 13 4.15 4.15 4.55

The SDR interest rate and the rate of remuneration are equal to a
weighted average of interest rates on specified short-term domes-
tic obligations in the money markets of the five countries whose
currencies constitute the SDR valuation basket (the U.S. dollar,
weighted 39 percent; deutsche mark, 21 percent; Japanese yen,
18 percent; French franc, 11 percent; and U.K. pound,
11 percent). The rate of remuneration is the rate of return on
members’ remunerated reserve tranche positions. The rate of
charge, a proportion (currently 109.6 percent) 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.
Data: IMF Treasurer’s Department

From the
Executive Board

Latvia: Stand-By

The IMF approved an 18-month stand-by credit for
the Republic of Latvia, in an amount equivalent to
SDR 33 million (about $45 million), to support the
government’s 1997-99 economic program. The
authorities have indicated their intention not to draw
on the credit as was the case under the recently expired
arrangement.

Latvia has completed the first phase of transition, as
macroeconomic conditions have stabilized and eco-
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Latvia: Selected Economic Indicators

1994 1995 1996

1997t 19981

(percent change)
Real GDP 2.0 00 28 4.0 5.0
Consumer prices
(end of period) 26.0 230 130 9.0 7.0
(percent change)
Fiscal balance -40 -33 -13 -09 -05

External current account balance

34 66 61 49

(months of imports)

(including official transfers) 24
Gross international reserves 45 30 29
1Program.

Data: Latvian authorities and IMF estimates

nomic growth has picked up. Following the banking
crisis and fiscal slippage of 1995, the government made
major strides in tightening fiscal policy, enhancing the
soundness of the banking system, and moving forward
with structural reforms. Considerable progress was
made under the 1996/97 program supported by an
IMF credit. Real GDP rose by 2.8 percent in 1996, led
by strong performance in the transportation, commu-
nications, and construction sectors. While inflation
declined to 13 percent, the current account deficit

Press Information Notices

Press Information Notices (PINs) are IMF Executive
Board assessments of members’ economic prospects
and policies issued—uwith the consent of the mem-
ber—following Article IV consultations, with back-
ground on the members’ economies. Recently
issued PINs include:
Jamaica, No. 97/28, October 2

Full texts of PINs are available on the IMF’s web site
(http://www.imf.org/pins).

2.7 2.7

October 20, 1997
331



|M SURVEY nearly doubled to 6.6 percent of GDP in 1996, reflect-  The 1997-99 Program

ing a onetime increase in fuel imports in advance of ~ The macroeconomic objectives of Latvia’s 1997-99
economic program are real GDP growth of 4 percent
for 1997 and 5 percent for 1998, a reduction in the
annual rate of inflation to 9 percent in 1997 and 7 per-
inflows more than compensated for this deficit and  cent in 1998, and a narrowing in the external current
resulted in an overall balance of payments surplus for ~ account deficit to 6.1 percent of GDP in 1997 and 4.9
the year. percent in 1998. Gross international reserves will be tar-

preannounced excise tax increases, strong growth in
imports of capital goods and other raw materials, and
adverse external conditions for wood exports. Capital

Stand-By, EFF, and ESAF Arrangements as of September 30

Date of Expiration Amount Undrawn
Member Arrangement Date Approved Balance
(million SDRs)

Stand-By Arrangements 5,468.66 3,274.08
Argentina April 12, 1996 January 11, 1998 720.00 107.00
Bulgaria April 11, 1997 June 10, 1998 371.90 186.50
Djibouti April 15, 1996 March 31, 1998 6.60 2.63
Egypt October 11, 1996 September 30, 1998 271.40 271.40
El Salvador February 28, 1997 April 27,1998 37.68 37.68
Hungary March 15, 1996 February 14, 1998 264.18 264.18
Papua New Guinea July 14, 1995 December 15, 1997 71.48 36.14
Romania April 22, 1997 May 21, 1998 301.50 180.90
Thailand August 20, 1997 June 19, 2000 2,900.00 1,700.00
Ukraine August 25, 1997 August 24, 1998 398.92 362.65
Uruguay June 20, 1997 March 19, 1999 125.00 125.00
CEMITIES TETe) (= EFF Arrangements 10,500.63 5,105.29
Algeria May 22, 1995 May 21, 1998 1,169.28 253.28
resources must Azerbaijan December 20, 1996 December 19, 1999 58.50 44.46
Croatia March 12, 1997 March 11, 2000 353.16 324.38
: Gabon November 8, 1995 November 7, 1998 110.30 49.63
develop—with the Jordan February 9, 1996 February 8, 1999 238.04 76.25
Kazakhstan July 17, 1996 July 16, 1999 309.40 309.40
help of both the IMF Lithuania October 24, 1994 October 23, 1997 13455 —
Moldova May 20, 1996 May 19, 1999 135.00 97.50
and the World Bank— Peru July 1, 1996 March 31, 1999 300.20 139.70
Philippines June 24, 1994 December 31, 1997 791.20 245.95
A Policy ErarnEen Russia March 26, 1996 March 25, 1999 6,901.00 3,564.74
ESAF Arrangements 3,624.59 1,452.48
Paper for a three-year Armenia February 14, 1996 February 13, 1999 101.25 50.63
Azerbaijan December 20, 1996 December 19, 1999 93.60 52.64
di Benin August 28, 1996 August 27, 1999 27.18 18.12
adjustment program. Bolivia December 19, 1994 September 9, 1998 100.96 16.82
Burkina Faso June 14, 1996 June 13, 1999 39.78 19.89
Cameroon August 20, 1997 August 19, 2000 162.12 135.10
Chad September 1, 1995 August 31, 1998 49.56 16.52
Congo, Republic of June 28, 1996 June 27, 1999 69.48 55.58
Ethiopia October 11, 1996 October 10, 1999 88.47 73.72
Georgia February 28, 1996 February 27, 1999 166.50 83.25
Ghana June 30, 1995 June 29, 1998 164.40 109.60
Guinea January 13, 1997 January 12, 2000 70.80 47.20
Guinea-Bissau January 18, 1995 July 24, 1998 10.50 2.36
Guyana July 20, 1994 April 17, 1998 53.76 8.96
Haiti October 18, 1996 October 17, 1999 91.05 75.88
Kenya April 26, 1996 April 25, 1999 149.55 124.63
Kyrgyz Republic July 20, 1994 March 31, 1998 88.15 16.13
Macedonia, FYR April 11, 1997 April 10, 2000 54.56 4547
Madagascar November 27, 1996 November 26, 1999 81.36 54.24
Malawi October 18, 1995 October 17, 1998 45.81 15.27
Mali April 10, 1996 April 9, 1999 62.01 31.01
Mauritania January 25, 1995 July 13, 1998 42.75 7.13
Mongolia July 30, 1997 July 29, 2000 33.39 27.83
Mozambique June 21, 1996 June 20, 1999 75.60 37.80
Niger June 12, 1996 June 11, 1999 57.96 28.98

Senegal August 29, 1994 January 12, 1998 130.79 —
Sierra Leone March 28, 1994 May 4, 1998 101.90 5.06
Tanzania November 8, 1996 November 7, 1999 161.59 110.18
Togo September 16, 1994 June 29, 1998 65.16 21.72

Uganda September 6, 1994 November 17, 1997 120.51 —
Vietnam November 11, 1994 November 10, 1997 362.40 120.80
Zambia December 6, 1995 December 5, 1998 701.68 40.00
Total 19,593.88 9,831.87
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EFF = Extended Fund Facility

ESAF = Enhanced Structural Adjustment Facility
Figures may not add to totals owing to rounding.

Data: IMF Treasurer’s Department



geted at the equivalent of approximately three months of
imports for 1997 and 1998.

To these ends, Latvia is continuing the previous
macroeconomic strategy, with the exchange rate peg to
the SDR remaining its focus, underpinned by fiscal and
credit restraint. In the fiscal area, the general government
fiscal deficit will be reduced to 0.9 percent of GDP in
1997 and 0.5 percent in 1998 from 3.3 in 1995 and
1.3 percent in 1996. This improved fiscal position reflects
both improved revenue performance and overall expen-
diture restraint, despite increased spending on invest-
ment largely for infrastructure.

Structural Reforms

The program will emphasize the acceleration of struc-
tural reforms, including the completion of enterprise pri-
vatization and the strengthening and extension of private
property rights, which will firmly establish Latvia as a
market economy, encourage restructuring, and stimulate
savings and domestic and foreign investment. Virtually
all remaining state-owned enterprises, including large
companies, will be privatized by mid-1998. In this con-
text, steps are being taken to resolve the issue of consumer
arrears and to ensure that energy tariffs are set on a cost-
recovery basis. Other structural reforms, including land
registration and a reduction in the number of business
regulations, will also advance under the program. Trade
liberalization is to continue, and legislation will be sub-
mitted to parliament by mid-1998 for further substantial
reduction in agricultural tariffs.

Addressing Social Costs

Measures to improve tax administration and expen-
diture productivity, including through civil service
reform, will make possible increased expenditures on
social services and infrastructure. The government is
also taking steps to improve the efficiency of social
spending, including through a reform of the national
health insurance system. The authorities recognize the
importance of increasing productivity and protecting
the needy as reductions in agricultural tariffs are imple-
mented in connection with trade liberalization efforts.
The Challenge Ahead

Further progress and consistent implementation of
structural reforms, together with continued fiscal disci-
pline, are crucial for sustained economic growth to take
hold. These steps will facilitate Latvia’s objective of acces-
sion to the European Union.

The Republic of Latvia joined the IMF on May 19,
1992, and its quota is SDR 91.5 million (about
$126 million). Its outstanding use of IMF credit currently

totals SDR 69 million (about $94 million).
Press Release No. 97/46, October 10

Photo Credits: Denio Zara and Padraic Hughes
for the IMF.

Policy Coordination, Labor
Market Flexibility Crucial
To EMU’s Success

In May 1998, European Union (EU) leaders will decide
which countries will participate in European economic
and monetary union (EMU) from its outset, following the
design agreed at Maastricht in December 1991. The
establishment of EMU, scheduled for January 1999,
will constitute an unparalleled development in
the history of the international monetary sys-
tem. The replacement of the national currencies

of a number of highly developed economies in

the EU by a single common currency—the
euro—will be the culmination of over 40 years of
progress in strengthening economic, monetary, and
political ties. How will monetary and fiscal policies be
conducted in the euro area? How will participating econ-
omies adjust to diverse developments in the absence of
exchange rate flexibility and national monetary policy?
And how critical are labor market reforms for EMU’s suc-
cess? These are among several questions addressed in the
October 1997 World Economic Outlook and in a recent
IMF Working Paper on the EMU.

The EU’s current monetary system, established in
1979 with the aim of providing a zone of monetary sta-
bility, has at its core an exchange rate mechanism
(ERM). The anchor role of the deutsche mark under
the ERM has meant that the Bundesbank’s policy—
aimed at price stability in Germany and set primarily
on the basis of domestic considerations—has had a
dominant influence on monetary policy. By contrast,
under EMU, the scope for national monetary policy—
and the Bundesbank’s dominant influence—uwill disap-
pear. Monetary policy will be the exclusive preserve of
the European System of Central Banks (ESCB), com-
prising the European Central Bank (ECB) and the
national central banks. The ESCB'’s primary objective
will be to maintain price stability.

Fashioning a Common Monetary Policy
The prospect of acommon monetary policy in EMU
has given rise to several operational issues, including
the independence and accountability of the ESCB, the
strategy and intermediate targets to be used by the ECB
in pursuit of its objectives, and the differences among
member countries in how monetary policy instru-
ments are transmitted to the real economy.
Independence and Accountability. The independence of
the ESCB is well safeguarded, as various Maastricht
Treaty provisions insulate it from political influence,
notes the World Economic Outlook. The treaty precludes
member governments from influencing ECB decisions
and prohibits ESCB financing of government deficits or
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EU institutions assuming the commitments of govern-
ments. Moreover, while the EU’s Council of Ministers
has the right to enter into formal agreements relating to
exchange rate arrangements for the euro or to formulate
general orientations for the exchange rate, the rules con-
cerning the exercise of these rights help protect against
the possibility that the ECB might have to take measures
jeopardizing its own objectives. A Council decision on a
formal exchange rate arrangement would have to be

unanimous, made on a recommendation from the ECB
or the European Commission; and in the case of the lat-
ter, after consultation with the ECB in an endeavor to
reach consensus consistent with the objective of price
stability. Moreover, the ECB will not be obliged to fol-
low general orientations specified by the Council if it
believes them incompatible with price stability.

Closely related to the question of its independence is
the ESCB’s accountability. This is important not least

Recent IMF Publications

World Economic and Financial Surveys

World Economic Outlook, October 1997 ($35.00; academic rate: $24.00)

Working Papers ($7.00)

97/109: Estimating the Equilibrium Real Exchange Rate: An Application to Finland, Tarhan Feyzioglu. Finland’s
equilibrium exchange rate is estimated with the cointegration technique for the period 1975-95.

97/110: Saving in Southeast Asia and Latin America Compared: Searching for Policy Lessons, Anuradha Dayal-Gulati and
Christian Thimann. An examination of empirical determinants of private saving from a sample of economies in Southeast
Asia and Latin America over the period 1975-95.

97/111: Japan’s Restrictive System of Trade and Payments: Operation, Effectiveness, and Liberalization, 1950-1964, Shinji
Takagi. A summary of how Japan’s foreign exchange and trade control system operated in the early 1950s, how and how
effectively it was used as a tool of external adjustment, and how it was liberalized from the late 1950s into the early 1960s.

97/112: Investing U.S. Social Security Trust Fund Assets in Private Securities, Michael Leidy. A study of the macroeconomic
and distributional consequences of a policy change, other things being equal, that would allow U.S. Social Security Trust
Fund assets to be invested in private securities.

97/113: The Insurance Role of Social Security: Theory and Lessons for Policy Reform, Victor Valdivia. An examination of
the impact of social security on welfare.

97/114: The Changing Role of the State in the Economy: A Historical Perspective, Vito Tanzi. A discussion of the role of the
state from a historical perspective.

97/115: Capital Flows to Brazil: The Endogeneity of Capital Controls, Eliana Cardoso and Ilan Goldfajn. Creates an index
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because its success in delivering low inflation will
depend partly—as with any central bank—on the pub-
lic’s support for that objective. Thus, mechanisms to
ensure broad public understanding of monetary policy
decisions will be essential. The transparency of the
ESCB’s policy decisions can also help assure the mar-
kets of the ESCB’s commitment to the anti-inflation
mandate, particularly until it has fully established its
credibility. As David Begg points out in an IMF
Working Paper entitled The Design of EMU, “trans-
parency has two virtues: it prevents temporary accom-
modation being misinterpreted as permanent relax-
ation, and it facilitates the ease and reliability of verify-
ing the true intentions of the ECB.”

Strategy and Intermediate Targets. Preparatory work
has ruled out exchange rate targeting as a viable nomi-
nal anchor. According to the World Economic Outlook,
this seems appropriate, given the much smaller impor-
tance of international trade for the euro area as a whole
than for individual EU countries, and hence of the
exchange rate as an influence on domestic inflation.
The euro area will in this respect resemble the econ-
omies of Japan and the United States, where monetary
policy decisions are based primarily on domestic con-
siderations.

The ECB is thus faced with two monetary policy
strategy options: targeting inflation or targeting a
monetary aggregate. The latter would provide continu-
ity of the framework used by the dominant central
bank of the ERM—the Bundeshank—and might
thereby facilitate the transfer of credibility. In addition,
the public could monitor the effects of the ECB’s
actions on a timely basis, rather than with a significant
lag, as would be the case with an inflation target.
Monetary targeting, however, is the exception rather
than the rule among the central banks of advanced
economies. The stability of the demand for money
relationships needed for successful monetary targeting
has been questioned, in light of rapid financial innova-
tion. Therefore, monetary aggregates are unlikely to
provide an adequate guide for monetary policy on
their own, particularly at the outset of EMU when the
restructuring of financial markets will make the
demand for money especially uncertain. The recent
experience of a number of countries that have success-
fully targeted inflation after abandoning their
exchange rate and monetary anchors strengthens the
case for inflation targeting. However, uncertainties
about methods for forecasting inflation and predicting
the effects on inflation of changes in monetary policy
would also complicate the use of a fully specified infla-
tion targeting approach at the start of EMU. According
to the World Economic Outlook, it is unlikely that the
ECB will be able to rely solely on a single strategy when
EMU begins. More likely, it will have to use a high
degree of discretion in conducting monetary policy,

based on monitoring a variety of indicators in which
monetary aggregates are apt to play a significant role.
Transmission Mechanism. In EU countries, changes in
monetary policy are transmitted to the real economy in
different ways. Consequently, output and inflation in
some countries are more sensitive to changes in short-
term interest rates than in others. These differences will
complicate the task of the ESCB but should not pose
a threat to EMU, according to the World
Economic Outlook. Furthermore, a common
monetary policy and the creation of a single
financial market are likely to lead to greater
harmonization in the transmission mecha-
nism in the euro area. Any problems relating to
differences in the transmission mechanism are
most likely to be transitory.

No Central Fiscal Function

Unlike most monetary areas, EMU will not include a
central fiscal authority. Spending and taxation decisions
will remain almost exclusively the province of member
states, although subject to EU surveillance. The absence
of a central fiscal function complicates the task of ensur-
ing an appropriate fiscal policy for the euro area as a
whole, notes the World Economic Outlook. A successful
monetary and fiscal policy mix will require avoiding
pressures on monetary policy that would result from
inadequate fiscal discipline. To promote fiscal discipline,
the Maastricht Treaty introduced the “excessive deficit
exercise,” whereby a country is deemed to have an exces-
sive deficit if its general government deficit exceeds 3 per-
cent of GDP or its general government gross debt
exceeds 60 percent of GDP. Some exceptions are allowed
for, however, notably where the breach of the 3 percent
reference value for the deficit is small, temporary, and
due to exceptional circumstances, or a debt exceeding the
60 percent reference value is judged to be declining at a
sufficiently fast pace. Not being subject to an excessive
deficit finding is one of the Treaty’s convergence criteria
to be used in judging a country’s eligibility to participate
in monetary union. Once monetary union commences,
participating countries that do not correct excessive
deficits quickly enough will be subject to financial sanc-
tions. Avoiding excessive deficits will not on its own
ensure an appropriate policy mix, however.

For EMU to function successfully, participating econ-
omies will need to meet a number of additional macro-
economic convergence criteria. EU countries have made
considerable progress on this front—substantial fiscal
consolidation has accompanied continued convergence of
inflation since the Maastricht Treaty was signed (see chart,
page 336). The general government deficit has narrowed
steadily since 1993, and the World Economic Outlook pro-
jects an EU-wide general government deficit of 2 7 per-
cent of GDP for 1997—about 3 4 percentage points lower
than its peak in 1993, with average consumer price infla-

[N ISURVEY

October 20, 1997
335



IMFEVY3

David M. Cheney
Editor
Sara Kane ¢ Sheila Meehan
Senior Editors

Christine Hellemaa
Assistant Editor

Sharon Metzger
Editorial Assistant

Jennie McGuigan
Staff Assistant

Philip Torsani
Art Editor
Victor Barcelona
Graphic Artist

The IMF Survey (ISSN 0047-
083X) is published in English,
French, and Spanish by the IMF
23 times a year, plus an annual
Supplement on the IMF and an
annual index. Opinions and
materials in the IMF Survey do
not necessarily reflect official
views of the IMF. Any maps
used are for the convenience of
readers, based on National
Geographic’s Atlas of the World,
Sixth Edition; the denomina-
tions used and the boundaries
shown do not imply any judg-
ment by the IMF on the legal
status of any territory or any
endorsement or acceptance
of such boundaries. Material
from the IMF Survey may be
reprinted, with due credit given.
Address editorial correspon-
dence to Current Publications
Division, Room 159-1300,
IMF, Washington, DC 20431
USA. Tel. (202) 623-8585;
or e-mail any comments to
imfsurvey@imf.org. The IMF
Survey is mailed first class in
Canada, Mexico, and the
United States, and by airspeed
elsewhere. Private firms and
individuals are charged $79.00
annually. Apply for subscrip-
tions to Publication Services,
Box XS700, IMF, Washington,
DC 20431 US.A. Tel.: (202)
623-7430. Fax: (202) 623-7201.
e-mail: publications@imf.org.

October 20, 1997
336

tion for the EU as a whole falling to 2 per-

European Union: Selected Economic Indicators

cent—Iless than half of what it was in 1991. 16

On a broader scale, attempts at policy
coordination have, since 1993, included 12
general guidelines for the economic policies

Inflation (annual percent change)

Three EU members with
highest inflation rates

Three EU members with

. , 8| lowest inflation rates |
of EU members, issued annually by the EU’s
. . . European Union
Council of Ministers. How effective these 4"
can be in calibrating the euro area’s fiscal
stance, and its allocation among members, 0 ‘ ‘ : ‘ ‘ i
. 1991 1992 1993 1994 1995 1996 1997
is not clear. In June 1997, the European
Council requested that the European 1
Commission and the Council of Ministers _o | General Government Balance
.. . (percent of GDP)
study how the coordination of economic 3

policies could be strengthened in EMU.
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Absorbing Shocks -6
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1992 1993 1994 1995 1996

ity and fiscal sustainability, a key question is 75
how well equipped EMU will be to absorb
and adjust to economic shocks, especially
asymmetric shocks that have differential
effects across countries. If shocks are sym- 60
metrically distributed across EU countries,
the loss of independent exchange rate or
monetary policies at the national level
should not impede the ability of countries
to adjust to them. In the event of asymmet-
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ric shocks, however, the loss of independent

monetary and exchange rate policies will be

more constraining, and common policy responses are
more likely to be ineffective. In the case of temporary
shocks, EU countries have typically not used monetary
and exchange rate flexibility as a means of adjustment.
And under EMU, the scope for fiscal stabilization
should not be any less than in the past, according to the
World Economic Outlook. In the case of longer-lasting
asymmetric developments, the role of fiscal policy is
necessarily more limited, since adjustment—rather
than financing—is required. In such circumstances,
exchange rate changes have provided an important
tool of adjustment for EU countries.

With the possibility of exchange rate changes among
countries no longer available under EMU, adjustments
in wages and labor mobility will have to play a larger
role. This underscores the need, which already exists
given Europe’s high levels of unemployment, for the
EU to reform labor markets to enhance flexibility, notes
the World Economic Outlook. In June 1997, in recogni-
tion of the lack of progress in solving the EU’s labor
market problems, EU leaders included procedures for
the surveillance of employment policies in the Treaty of
Amsterdam and also agreed on a Resolution on Growth
and Employment. While this may strengthen the
framework at the EU level, the reluctance of many EU

member countries to embark on fundamental labor
market reforms needs to be overcome.

Measures to promote labor market flexibility need to
be pursued as a matter of urgency, emphasizes Begg.
Greater labor market flexibility not only allows differ-
ent countries to cope more easily with idiosyncratic
shocks but also, by reducing the period for which any
recession will be protracted, diminishes the pressure on
European policymakers to succumb to the inflation
bias in an attempt to avoid recessions at the EMU level.
According to the World Economic Outlook, EMU itself
may help in this regard, since with the exchange rate no
longer available as an instrument of adjustment at the
national level, policymakers will recognize the impor-
tance of flexible markets to help in adjusting to shocks
and make their economies more efficient. ]
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