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Testing Times for Europe

T
HE economic downturn sparked by the fi nancial 
crisis that began in mid-2007 has become a global, 
synchronized recession. Tighter fi nancial condi-
tions, falling wealth, and greater uncertainty have 

triggered a sharp decline in all types of demand. In parallel 
with the rest of the world, Europe has entered a deep reces-
sion, and there is a risk that it might become even worse. 

This issue of F&D looks at the harsh toll of the crisis on 
both Europe’s advanced and emerging economies because of 
the global nature of the shocks that have hit both the finan-
cial sector and the real economy, and because of Europe’s 
strong regional and global trade links. 

Marek Belka, Director of the IMF’s European Department, 
writes in our lead article that beyond the immediate need for 
crisis management, Europe must revisit the frameworks on 
which the European Union is based because many have been 
revealed to be flawed or missing. Most pressing is the need to 
overhaul the EU’s financial stability framework.

The crisis is also testing the new central and eastern 
European members of the EU. But in many respects, one key 
European institution has proved its mettle—the euro. Both 
Charles Wyplosz and Barry Eichengreen discuss the future of 
the common currency. 

Also in this issue, IMF economists rank the current reces-
sion as the most severe in the postwar period; John Lipsky, the 
Fund’s First Deputy Managing Director, examines the IMF’s 
role in a postcrisis world; and Giovanni Dell’Ariccia assesses 
what we have learned about how to manage asset price booms 
to prevent the bust that has caused such havoc. In addition, 
we talk to Oxford economist Paul Collier about how to help 
low-income countries during the current crisis, while Donald 
Kaberuka, President of the African Development Bank, writes 
about how African policymakers can prepare to take advan-
tage of a global economic recovery. 

Jeremy Clift
Editor-in-Chief
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Private schooling
There is growing evidence that contracting with the private 
sector to deliver education has benefi ts, including greater 
effi ciency, increased choice, and wider access, says a new 
World Bank report titled The Role and Impact of Public-
Private Partnerships in Education. This fi nding holds true 
particularly for households that have been poorly served by 
traditional delivery mechanisms. 

The report describes how developing countries increas-
ingly use private education organizations —such as faith-
based organizations, local communities, CSOs, private 
for-profit institutions, and not-for-profit schools—to help 
deliver education services. Such partnerships are demon-
strating success in boosting education access, equality, and 
student learning, the study finds. 

Since the onset of the global economic crisis, poor coun-
tries have faced threats to their education systems, prompting 
the World Bank to double its education financing this year in 
low- and middle-income countries to more than $4 billion. 
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Events in 2009
June 25–26, Basel, Switzerland

Bank for International Settlements’ Eighth Annual 

Conference

June 22–24, Seoul, Korea

World Bank’s Annual Bank Conference on Development 

Economics 

July 8–10, L’Aquila, Italy

Group of Eight Summit

August 19–21, Jackson Hole, Wyoming, USA

Federal Reserve Bank of Kansas City’s Annual Economic 

Symposium

September 10–12, Dalian, China

World Economic Forum’s Annual Meeting of the New 

Champions 2009

October 6–7, Istanbul, Turkey

Annual Meetings of the IMF and the World Bank

November 8–10, New Delhi, India

World Economic Forum’s India Economic Summit 

November 13–14, Washington, D.C., USA

IMF Tenth Annual Jacques Polak Research Conference

November 14–15, Singapore

Asia-Pacific Economic Cooperation Economic Meetings

IMF helps protect most vulnerable
The IMF is trying to ensure that economic adjustments taken 
to combat the impact of the global fi nancial crisis also take 
account of the needs of the most vulnerable by developing or 
enhancing social safety nets. 

Social spending is being preserved or increased wher-
ever possible. For instance, in Pakistan, expenditure will be 
increased to protect the poor through both cash transfers and 
targeted electricity subsidies. About a third of programs in 
low-income countries include floors on social and other pri-
ority spending.

Structural reforms are designed in a way to protect the most 
vulnerable. For instance, in Hungary, low-income pensioners 
were excluded from benefit reduction. The IMF is working closely 
with the World Bank and donors to identify external financing 
for social protection and to promote social safety net reform. 

The Bank for International Settlements, the European 
Central Bank, and the International Monetary Fund have 
jointly released the fi rst part of the Handbook on Securities 
Statistics, which covers debt securities issues. 

The handbook is the first publication of its kind deal-
ing exclusively with the compilation and presentation 
of securities statistics. The aim of the publication’s first 

part is to assist national and international agencies in 
the production of relevant, coherent, and internationally 
comparable securities statistics for use in financial stabil-
ity analysis and monetary policy formulation. 

The handbook may be gradually extended to cover 
holdings of debt securities as well as issues and holdings 
of other types of securities. To download the publication, 
visit www.imf.org/external/np/sta/wgsd/index.htm

Do the math



At the beach
Environmental experts from 120 countries met in Indone-
sia in mid-May for a major conference on coastal and ma-
rine resources management, followed by the fi rst Leaders’ 
Summit of the Coral Triangle Initiative.

The inaugural World Ocean Conference was designed to 
focus global attention on measures to protect the health 
of marine ecosystems and the important roles they play in 
regulating global warming. 

At the summit, leaders of six Asia and Pacific nations—
Indonesia, Malaysia, Papua New Guinea, the Philippines, 
the Solomon Islands, and Timor-Leste—endorsed an agree-
ment that lays out a plan of action to ensure the sustain-
ability of their shared coastal and marine resources.

“Both the World Ocean Conference and the Coral 
Triangle Initiative are helping the region to collectively 
address critical threats to marine and coastal resources 
posed by climate change, unsustainable fishing methods, 
and land-based pollution,” said Asian Development Bank 
(ADB) Vice President Lawrence Greenwood. “The ADB 
strongly supports these efforts.”

The ADB is serving as the lead agency in mobilizing 
domestic and international financial resources for this 
regional cooperation program, as well as providing techni-
cal and financial support. 
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IMF overhauls lending practices
The IMF has completed a major overhaul of its lending to 
strengthen its capacity to prevent and resolve crises. The 
reforms are redefi ning the way the IMF engages with its 
member countries. 

As part of the reform package, the IMF has established 
a new credit line for well-run emerging market econo-
mies. Disbursements are not phased and there are no 
conditions to meet once a country has been approved 
for the IMF’s Flexible Credit Line. To date, Colombia, 
Mexico, and Poland have been provided credits totaling 
$78 billion. 

The IMF has also eliminated procedures that have in 
the past hampered dialogue with some countries, and pre-
vented others from seeking financial assistance because 

of the perceived stigma in some regions of the world of 
being involved with the Fund. The new lending frame-
work focuses on the underlying objectives of a country’s 
structural reform program rather than on specific actions 
that need to be adopted according to a specific deadline. 
The new rules will apply to all the IMF’s loan programs, 
including those with low-income countries. 

In a related development, the Group of Twenty (G-20) 
advanced and emerging market countries agreed in April 
to triple the IMF’s resources to $750 billion and to double 
money for concessional lending to low-income countries. 
This expanded pool of loanable resources, together with 
the lending reforms, will enable the IMF to play a larger 
role in tackling the ongoing global crisis. 

Bridges to growth
The World Bank has launched two multibillion dollar infra-
structure investment initiatives to help developing countries 
withstand the global fi nancial and economic crisis. 

The World Bank’s Infrastructure Recovery and Assets 
Platform and the Infrastructure Crisis Facility, set up by the 
International Finance Corporation (the World Bank Group’s 
member that focuses on private sector investments), will 
mobilize more than $55 billion over the next three years for 
infrastructure projects in developing countries. 

The global financial crisis has depressed investments in 
infrastructure projects, particularly in developing countries. 
Infrastructure projects are widely recognized as key to creat-
ing jobs and to laying the groundwork for future productiv-
ity and growth. The catalytic role of infrastructure in poverty 
reduction has also been recognized in the UN Millennium 

Development Goals, which cite access to water supply and 
sanitation service as targets to be achieved by 2015. 



F&D: In a recent presentation to IMF econo-
mists, you spoke about the macroeconomics 
of the bottom billion. What do you see as the 
macroeconomic challenges that these coun-
tries have in common?
COLLIER: I think the countries of the bottom 
billion, the low-income countries, are distinc-
tive not just in terms of having on average 
fewer good policies than the middle-income 
countries; they’ve got different problems. So 
good policies in those environments would 
just look different from good policies in 
middle-income environments, and that’s not 
suffi ciently recognized. Let’s start with what 
the key differences are between a low-income 
economy and a middle-income economy. 
Out of those differences will emerge different 
strategies and different responses. 

The overarching difference is that these 
countries are desperately capital scarce. The 

implication of that is that they need to go 
through a prolonged phase of high invest-
ment. For the moment, in Africa the average 
investment rate to GDP is less than 20 per-
cent, whereas to catch up, to converge with 
other economies, it needs to be over 30 per-
cent. So they must move from under 20 to 
over 30. That’s a big change. 

F&D: How can we do that?
COLLIER: It means an agenda of raising the ca-
pacity to invest productively. I call that a phase 
of investing in investing. It is something that 
has partly a macroeconomic agenda, but also 
a microeconomic agenda. If we just say it’s 
hopeless, the country doesn’t have a capacity 
to invest, it drives them into what I call the 
economics of Polonius: “Neither a borrower 
nor a lender be.” The economics of Polonius 
was always mocked. In Hamlet, Shakespeare 
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set Polonius up as a pompous fool, basically. For low-income 
countries, neither a borrower nor a lender be would be ruin-
ous, because they could never fi nance the move to investment 
rates above 30 percent. 

Of course, in moving up investment rates and borrowing, 
we don’t want to repeat the debt crisis, so investment has to 
be done much better than it is at the moment. That is the 
strategy for investing in investing, building the capacity to 
make good investments. And it is something that the Fund 
can’t do on its own. It’s largely a microeconomic agenda, 
and so the macro depends upon the micro. The IMF needs 
to work with the agency responsi-
ble for that micro agenda, which is 
largely the World Bank. Of course, 
in principle the IMF does this, but 
in practice not enough. The two 
institutions need to work on a 
common core agenda of investing 
in investing, which is something 
that might take about three years 
working with governments to get 
the capacity for good investment 
decisively raised. 

So capital scarcity is the over-
arching defining feature of low-
income countries, but it’s not the 
only distinctive feature. Typically, 
they are resource rich, and this 
raises issues also of savings and investment. Countries are 
depleting their natural assets as they extract resources, and 
because commodity prices are very volatile, the revenue 
stream is very unpredictable. Such circumstances call for 
savings and investment strategies that are distinctive to low-
income countries. 

The objective of reducing absolute poverty—the only 
objective for the bottom billion—is one from which we’ve 
been diverging for 40 years from the rest of mankind. The 
primary focus must be on convergence. They’ve got to catch 
up; that means they must grow faster than other develop-
ing countries. And for that they need investment rates that 
are at least commensurate with the successful developing 
countries. 

A third feature that makes these low-income countries 
distinctive is that they need to live down the past. The past 
has usually been rough, and so these countries often lack 
good reputations, especially with investors. Given this situa-
tion, they need commitment technologies—by which I mean 
some mechanism through which these countries commit 
beforehand to certain actions to be taken later and, thus, can 
build credibility. Part of the IMF’s core business is providing 
commitment technologies via conditions inherent in lending 
programs. 

Finally, there is typically low capacity to actually imple-
ment public expenditure to adequate standards of honesty 
and efficiency. So building systems that actually achieve that 
is part of the agenda for both the Fund and the World Bank 
in the low-income countries. 

F&D: As governments of advanced economies around the 
world shift their spending priorities to deal with their slow-
ing economies, how important is it that aid continues to fl ow 
to developing countries?
COLLIER: Now is the time for public resource transfers to the 
poorest societies, because private resource transfers are fall-
ing. Private resource transfers have been in two forms, remit-
tances and private investment, and both are falling fast. For 
the low-income countries, this crisis was not of their mak-
ing, but they’re suffering from it. This was the sort of situa-
tion for which the public agencies for development were cre-

ated. Looking back to the late 1940s, 
it was a somewhat analogous time, 
where there was no hope that private 
capital would rebuild Europe, and so 
public institutions were created to 
channel public money into that task. 
And now it’s a different set of coun-
tries that need help and international 
public efforts. That’s the right solu-
tion for the present time. 

F&D: In recent months the G-20 has 
taken on a more prominent role as 
a forum for the major governments. 
Do you see this as a positive develop-
ment for the bottom billion?
COLLIER: Very much so. What has 

happened over the years is that the group of countries that 
are credibly part of the solution to international problems 
has expanded enormously. Sixty years ago it was all down to 
the United States. Then Europe came from being a problem 
to being part of the solution. And now a whole new class of 
countries, like Brazil, China, South Africa, are part of the so-
lution. I’ve just been working in Haiti, where 9,000 Brazilian 
peacekeeping troops have kept order and peace for the last 
fi ve years. That’s a huge contribution by Brazil to the poorest 
country in the Western Hemisphere. 

The G-20 recognizes, rather belatedly, the reality that we’ve 
thankfully moved from the G-1, which was true 60 years ago, 
to the G-8, and now the G-20. That’s something to celebrate, 
and it’s something that institutional architecture has also 
been late to recognize. 

F&D: What’s the IMF’s role in helping low-income countries, 
in your view?
COLLIER: Good policies in low-income countries are not going 
to look the same as good policies in developed countries, and 
so there is no model up there in the sky called “soundness” to 
which we all aspire, with the stratospheric clouds being the 
G-8 and the very low clouds being the low-income countries. 
That’s not our world. 

I think that there are three different roles for the IMF. First, 
for governments of low-income countries, the Fund is a source 
of money. Second, the Fund provides a commitment frame-
work for donors through its programs. And the third role, 
which I think is the most important, is one of providing a 
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conceptual and coordination framework 
to assist the many different players in the 
low-income development field, includ-
ing various agencies and the different 
governments. 

But my larger point is that the right 
macro answers depend on resolving the 
micro and institutional issues. The right 
macro answers, taking the micro and 
institutional as given—which is what 
the IMF has been doing—are the wrong 
macro answers for development. 

The implication of that is that the IMF 
cannot walk away from the micro and 
institutional agendas. The IMF obviously 
cannot do everything, but it has to learn 
how to merge its low-income work with 
the other agencies that cover the micro 
and institutional angles. You need joint 
teams, codirected around common direc-
tives, particularly with the World Bank. 

F&D: What are some of the obstacles to 
productive high levels of investment in the public sector?
COLLIER: One is the identifi cation of projects and another is 
the implementation of projects. We know that the identifi ca-
tion of projects is very badly done. There is, of course, an eco-
nomic technology for identifying projects, called cost-benefi t 
analysis, but I often wonder whether that’s a realistic approach 
and whether there is a more effective shortcut. 

It’s not even always a desirable approach, because cost-ben-
efit analysis of projects works on a discrete, piecemeal basis. 
Yet the business we’re in with these low-income countries is 
the business of trying to turn them into middle-income coun-
tries, and we try to do that quite quickly. And the piecemeal 
approach, looking at one project at a time, doesn’t really cap-
ture all of the effects that are external to a single project. 

Take something like the big arterial transport links that 
would get landlocked Africa better stitched to the coast. In 
40 years, those transport links have not been done. Those 
investments are not being made. Why? Because even when 
we get to cost-benefit analysis, and usually we don’t, but even 
when we do, they fail the cost-benefit tests, which are done 
nation by nation and take all of the other parts of the econ-
omy as given. I think it makes more sense to take a leap and 
ask what is typical of public infrastructure in middle-income 
countries, which is where we have got to get to. And given 
we are so far off sensible public investment planning at the 
moment, maybe we need this type of a shortcut. 

F&D: What determines success or failure?
COLLIER: I’ve just been analyzing the data set of all World 
Bank projects, thousands of them, to see what’s the difference 
between success and failure. In particular, I looked at post-
confl ict environments. And the answer is that supervision is 
much more important in determining the difference between 
success and failure. 

Now admittedly, postconflict environ-
ments are at the extreme end of low-
income countries. After a conflict, the 
private sector has retreated during con-
flict away from anything that’s formal. 
During conflict the state is predatory, 
and so the private sector learns to escape; 
it informalizes. Postconflict reconstruc-
tion is partly about coaxing the private 
sector back into formal structures, and 
if you hit the formal sector with high 
taxation because you’re trying to build 
revenue too fast, you retard that more 
fundamental process of rebuilding the 
postconflict economy. 

In a postconflict environment, there 
are some issues common to both the 
public and private sectors, and a key 
one is the high cost of capital goods in 
low-income countries. These capital 
goods include structures produced by 
the construction sector. In low-income 
countries with low investment rates, 

the construction sector is small, and again, postconflict is 
an extreme example. During conflict the construction sector 
withers away because nobody’s doing construction. The soci-
ety is focused on destruction. And so, once conflict ends, you 
inherit a tiny construction sector. But what you desperately 
need in a postconflict environment is reconstruction. And 
so the intense demand for reconstruction collides with a tiny 
construction sector, and what you get is a very steep supply 
curve in the construction sector. 

This is microeconomics with macro implications, because 
what it means is that even if you spend a lot on investment, 
public or private, you don’t buy very much. Your spending 
gets dissipated in marching up that steep supply curve. And 
so a policy priority in low-income countries is to flatten that 
construction supply curve. 

F&D: How do you do it?
COLLIER: Again, it’s coming down from macro toward micro 
issues and involves looking at the chain of production in the 
construction sector. Often in these environments there are 
legal bottlenecks that prevent access to land for construction. 
There are bottlenecks in material imports—cement is a classic 
bottleneck. There are bottlenecks in skills—a minimum level 
of construction skills is needed, and that means investing in 
the education capacity that builds those skills. And fi nally, you 
need organizations—fi rms that specialize in construction. 

Typically, there is somewhat of a bypass of the domes-
tic construction sector by bringing in foreign construction 
firms, and that’s throwing the baby out with the bathwater 
because potentially the construction sector can generate a lot 
of employment in these economies; in postconflict situations, 
that’s enormously valuable. In technical terms, the shadow 
wage of young men in postconflict environments is negative. 
It’s worth spending money employing them even if they were 
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to do nothing. But actually you can get them productively 
employed in the construction sector. 

F&D: What about resource-rich developing countries?
COLLIER: This is the area that I’ve been working on probably 
the most for the last few months. Resource-rich countries are 
distinctive in that natural assets pose problems of depletion 
and problems of price shocks. So depletion and volatility go 
hand in hand with resource riches, and each has implications. 
The depletion of natural assets obviously has implications for 
savings. As you run down one set of assets, you need to build 
up some offsetting asset. Maybe not one for one, but you cer-
tainly need to build up, and that implies that for the resource-
rich countries, the savings rates need to be even higher than 
for the other low-income countries. 

I’ve suggested that the typical low-income country should 
be investing something like 30 percent of GDP. And for low-
income countries that are depleting natural assets, it should 
be higher than that. In what form do these countries save? 
Low-income countries are not Norway. They are not capi-
tal abundant. They don’t have a lot of capital per worker. 
On the contrary, they have the lowest capital per worker on 
Earth, and so evidently they need to use the savings toward 
the capital stock in the country. We need a phase of invest-
ing in investing, and this goes back to my earlier point. An 
investing-in-investing phase is even more important in the 
resource-rich low-income countries. 

Now, how to manage volatility? Well, the standard approach 
is liquid savings, but I have come to the conclusion, fairly 
reluctantly, that the resource-rich low-income countries have 
no choice but to take the volatility within the real economy 
rather than trying to smooth it through sovereign liquidity 
funds. I don’t want to take that to the extreme because that 
would eliminate entirely some role for liquidity funds, but 
my point is that the objective should be much more modest 
than actually stabilizing public spending. 

If we accept that public spending is going to be volatile, 
into what part of public spending, investment, or consump-
tion should the volatility be channeled? And here the mod-
ern economics textbooks instruct us that it is a bad idea to 
have volatility in public consumption; there is such a thing as 
habit formation, so that bringing down public consumption 
is socially costly once habits are formed. 

Volatility in investment is not as bad, because you can have 
quite big fluctuations in investment, and they translate into 
only very tiny fluctuations in the capital stock. They stabilize 
public consumption, and in so doing they pretty closely stabi-
lize the capital stock, but investment is left to fluctuate. 

Now, the low-income countries still must do this without 
messing up the rate of return on investment, and that com-
plicates the investing-in-investing agenda because, for the 
resource-rich countries, it means you’ve got to have a capac-
ity to change the investment rate. But remember, they will be 
fluctuating around a high rate of investment, say 35 percent. 
Maybe at the most extreme, they will be moving between 45 
percent and 25 percent. That 20 percentage point swing is less 
disastrous than moving between 19 percent and minus 1. 

F&D: How badly has the global economic crisis affected low-
income countries?
COLLIER: The main impact is on the public sector through 
drops in commodity prices and corresponding drops in 
revenue. And in my own very recent work, the severity of 
a falling commodity price is, through its implications for 
GDP, dependent upon prior structural policies. So it is not 
just a matter of how a country responds after the fact—if 
the country is shock prone, it can design policies so that it 
reduces the macroeconomic consequences of commodity 
price falls. The micro agenda that seems to work there in-
volves freeing up fi rms to be able to enter quickly and exit 
quickly. Using the database from the World Bank’s Doing 
Business surveys, this is what we fi nd. Where countries have 
easy entry and exit for fi rms, the consequence of a falling 
commodity price is much smaller for GDP. 

The money that the G-20 has come up with, to be chan-
neled through the IMF, is ostensibly, I suppose, for balance 
of payments support. I think the balance of payments sup-
port should be directed toward supporting the public sector 
increasing its fiscal deficit. Then the question is, what does 
that imply for different parts of public expenditure?

If investment were optimal, then, as I alluded to earlier, 
these countries would take the shock by letting investment 
fall. Unfortunately, investment in the low-income countries 
isn’t anywhere near optimal. It is far too low, and so they 
are in a dilemma. The strategy of taking the shock on by 
reducing public investment takes us in precisely the wrong 
direction for the longer term. Where public recurrent expen-
diture has recently risen, then it seems obvious that it should 
be brought down again before habits are formed. So before 
countries get used to these higher levels of public consump-
tion, public consumption should be brought down. Public 
investment should be protected. 

More radically, at the same time as increasing the fiscal 
deficit, I think there’s a case for shifting the composition of 
public spending quite sharply from consumption to invest-
ment. This goes back to the commitment problem. These 
are low-credibility environments, and in low-credibility 
environments, raising the fiscal deficit while cutting invest-
ment is easily construed as a signal of populism. The right 
response is to counter the potentially damaging signal of an 
increase in the fiscal deficit with a robust signal that this is 
a government that is trying to protect the future by increas-
ing investment and lowering public consumption. 

Finally, a negative shock is often an opportunity for 
major policy change. Crisis is opportunity. To my mind the 
central opportunity that has to be seized is for governments 
to adopt this investing-in-investing concept and get serious 
about trying to raise the capacity to invest. The crisis is an 
opportunity to refocus policy priorities toward this build-
ing of the long-term capacity for investment.   ■

Paul Collier is Professor of Economics at Oxford University 
and Director of the Center for the Study of African Economies. 
Glenn Gottselig is on the staff of F&D.
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T
HE global fi nancial crisis has jolted Europe’s his-
toric journey toward “an ever closer union.” For 
many years, the great European project progressed 
smoothly, adding new members, eliminating the bar-

riers that divide its people, and delivering greater prosperity. 
This crisis is its fi rst major test, revealing framework fl aws that 
the good years had covered up. Although national and regional 
responses to the crisis have grown more coordinated over time, 
it is still too little and too late. Will European institutions and 
policymakers be able to respond and adapt to keep moving to-
ward “more Europe” or will the result be “less Europe,” or in-
deed “many Europes”? The choices made during this crisis will 
shape Europe’s destiny for the foreseeable future. The problems 
differ in the west and in the east, but many, indeed the most 
important, challenges must be tackled jointly.

Financial to-do list 
Advanced Europe is experiencing the worst recession since 
World War II. Decisive and unprecedented policy action has 
helped prevent an outright meltdown of the fi nancial sector 
and even more brutal consequences for output, but the out-
look is still bleak and the eventual recovery will likely be tepid 
and fragile. Beyond the immediate need for crisis manage-

ment, Europe must revisit the frameworks on which it is based, 
because many have been revealed to be fl awed or missing.

Most pressing is the need to overhaul the European Union’s 
financial stability framework. This is critical to prevent future 
financial crises and to minimize the costs when they happen. 
Although policymakers have generally reacted swiftly to cri-
ses, countries have often pursued different solutions to simi-
lar problems, causing difficulties for others.

Deposit guarantees are a case in point. Prompted by the 
crisis, many countries increased their guarantees, with some 
moving cautiously and others deciding to provide unlimited 
coverage. This distorted competition affected deposit alloca-
tions and led to cross-border tensions between policymakers—
most important, however, it undermined public confidence 
in the European crisis response. And although attempts have 
been made to address these issues, more needs to be done. For 
instance, the agreement on deposit insurance specifies a mini-
mum level but not a maximum, which would help address 
competition issues.

Europe’s regulatory and supervisory frameworks have 
lagged financial market integration. The current framework, 
while slowly evolving toward a more European solution, is ill 
equipped to adequately anticipate systemic risks. Preventing 

The global economic crisis is testing 
the cohesion of the European Union

Marek Belka
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Europe’s financial markets from splitting up along national 
boundaries requires “more Europe,” especially in terms of 
regulating, supervising, and agreements on sharing the costs 
of supporting cross-border institutions. 

Another lesson from the crisis is that there is an urgent 
need to establish Europewide macroprudential oversight to 
avoid the kind of boom and bust cycle that is afflicting the 
global economy now. The recent proposal by the European 
Commission—based on a report prepared by former IMF 
Managing Director Jacques de Larosière—would be an 
important step toward meeting these goals, but much more 
is ultimately needed.

More immediately, Europe’s financial system needs to make 
more rapid and better coordinated progress on loss recogni-
tion, ring-fencing legacy assets, stress testing, and recapital-
izing viable institutions while resolving others. Without such 
measures to restore the health of the financial sector, the 
macroeconomic effect of the support provided by govern-
ments and central banks across the region will be stymied.

Euro area under pressure
The crisis has exacerbated strains within the euro area. Many of 
the euro area’s 16 member countries have been running large cur-

rent account and fi scal defi cits, coupled with anemic growth and 
high debt ratios. These countries are now suffering from more 
diffi cult fi nancing conditions and even worse growth prospects. 
This has prompted some analysts to question whether the euro 
area can stay together, and others to call for greater “solidarity,” 
such as issuing euro area bonds for national fi nancing or greater 
federal fi scal powers. These are complex and sensitive issues, but if 
they are not tackled, they could become highly disruptive. 

Reinvigorated structural reform would ease these strains 
and help Europe confront growing social pressures in the wake 
of the crisis. In the context of the European Union’s Lisbon 
Agenda for improving competitiveness, Europe has made 
important progress in liberalizing and opening its markets, 
resulting in increased productivity and employment. But prog-
ress has slowed in recent years. This is particularly unfortunate, 
because the crisis threatens to undermine future growth by 
forcing people out of the labor market and dampening private 
investment. What is needed is a second generation of struc-
tural reforms to reinvigorate Europe’s economies. 

Crises sometimes weaken politicians’ resolve, but they can 
also be a call to arms and provide an opportunity to over-
come old obstacles. Consider the comprehensive reforms in 
Italy after the 1992–93 Exchange Rate Mechanism (ERM) cri-

Girl walking past a shop window in Riga.
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sis, the shake-up in the United Kingdom after the “winter of 
discontent” in the late 1970s, and the reform drive in Ireland 
and the Netherlands in the early 1980s following macroeco-
nomic deterioration and global supply shocks.

High on the agenda now should be increasing competition 
in still-protected sectors and making labor markets more 
flexible and less divided between well-protected insiders on 
permanent contracts and vulnerable outsiders on temporary 
contracts. Both theory and experience show these reforms 
work best if implemented simultaneously, with labor benefit-
ing from lower prices, firms from lower costs, and govern-
ment accounts from faster growth and higher tax revenues.

Balancing the budget
The cost of the recession, the fi scal stimulus applied to beat it, 
and the support given to the fi nancial system, highlight the need 
to strengthen Europe’s fi scal framework. Although the Stability 
and Growth Pact (which imposes a ceiling on budget defi cits) 
and national fi scal rules have fostered some improvement in 
fi scal positions, it has not been enough. Going into this crisis, 
some 10 years after the euro’s introduction, too many coun-
tries were too far away from balanced budgets and moderate 
debt levels. Coming out of the crisis, these ratios will rise to 
alarmingly high levels. With fi nancial markets set to scrutinize 
fi scal performance once again, potential growth expected to 
fall, and population aging to intensify, Europe’s public fi nances 
need to improve quickly and in a lasting fashion so that it will 
be able to weather future crises. This can really be achieved 
only through political will, but changing the fi scal framework 
could help. An important step in this direction would be to 
make medium-term defi cit and debt targets more binding and 
macroeconomic projections more realistic.

From boom to bust
Emerging Europe is also in deep crisis. The region has evolved 
rapidly since the breakup of the Soviet Union, with ever clos-
er fi nancial and trade links with advanced Europe bringing 
about growth and income convergence. But this integration, 
especially the region’s heavy reliance on capital infl ows, has 
also made it more vulnerable (see chart).

The apparent ability of new EU members to attract cheaper 
funding, the so-called halo effect (see “Losing Their Halo,” in 
this issue), has disappeared. Gone too is the notion that bank-
based external financing will guarantee more stable capital 
inflows. Countries with higher inflation and current account 
deficits or those that funded a credit boom by taking cross-bor-
der loans are suffering the most. And the recovery will depend 
not only on making the right policy choices at home, but also 
on developments and choices made in the rest of Europe.

In the short run, macroeconomic policies should reflect the 
fact that Europe, from east to west, increasingly acts like one 
economy. Sharing the benefits of integrated markets goes hand 
in hand with sharing the shocks that affect others and now 
reverberate through feedback loops of trade, financial markets, 
and cross-border banks. For instance, deflating credit markets in 
emerging Europe now affect advanced economies through the 
exposure of parent banks and the trade repercussions caused by 
possible exchange rate volatility. This calls for coordination of 
macroeconomic policies, but also for more specific measures, 
such as extending European Central Bank support for emerg-
ing market currencies—for example, through currency swap 
arrangements—and a more regional approach to debt manage-
ment to avoid clustering in the sovereign debt market.

Customized support
Some countries may suffer further delays in returning to 
growth. Others, especially those that started out with sounder 
domestic policies, are more resilient, but remain at risk from 
the fallout of the global recession. The IMF is closely involved 
in the region, providing fi nancial support and policy advice 
in cooperation with the European Union and other multilat-
eral and regional partners. The IMF has tailored its support to 
meet the different needs in the region by:

• Extending financial support to those hit hardest by the 
crisis, helping them ease the extent of fiscal adjustment and 
repair banking systems. Countries that currently have IMF-
supported programs in place include Belarus, Hungary (see 
box), Latvia, Romania, Serbia, and Ukraine.

• Providing insurance to “innocent bystanders” with 
sound economic fundamentals but still at risk of being 

affected by spillovers from the crisis (for 
example, Poland).

• Providing advice to countries that do 
not need financial support.

The crisis has left emerging Europe with 
a vexing list of problems. Some of these 
are domestic, but many others are part of 
the European agenda of unresolved issues. 
Constrained by fixed exchange rates, high 
foreign currency debt, or both, most coun-
tries must tread carefully, keeping their 
deficits under control and limiting their 
monetary policy response. As elsewhere 
in Europe, the financial sector to-do list is 
long and includes in many cases the need to 
recapitalize the banking system. Given the 
dominance of cross-border banks owned by 

Source: IMF.
1Forecast as of April 2009, World Economic Outlook database.
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Facing the crisis: Hungary
Hungary was one of the first emerging economies in Europe 
to turn to the IMF when the global financial turbulence wors-
ened in late 2008. Over much of the past decade, large current 
account and fiscal deficits had led to high levels of external 
and government debt. The capital inflows that funded the 
current account deficits spurred rapid credit growth, much 
of which was denominated in foreign currencies. In October 
2008, the government suddenly faced difficulties in issuing 
debt, banks struggled to obtain foreign currency funding, 
and the exchange rate depreciated sharply.

Hungary’s economic program, which is being supported by 
the IMF, the European Union, and the World Bank, aims to 
strengthen government finances and maintain financial sta-
bility, so as to provide the foundation for a robust and sus-
tained improvement in living standards. Thus far, thanks to 
the implementation of macroeconomic and financial policies 
in line with the program, government and external financing 
have stabilized, and a severe contraction of credit to the econ-
omy has been avoided. Looking ahead, the consistent imple-
mentation of sound policies provides the best opportunity for 
Hungary to weather its current difficulties.

parent banks based in advanced European countries, this prob-
lem clearly goes beyond emerging Europe to encompass Europe 
as a whole. Its solution requires an update of the Europewide 
framework for financial supervision and regulation.

Adjusting to a postcrisis world
In the longer run, the more fundamental question is about 
emerging Europe’s business model. The crisis response, as 
crucial as it is in the short run, is creating “exit problems” in 
many areas—from central bank liquidity operations to gov-
ernment guarantees in the fi nancial and real sectors.

But perhaps the most pressing postcrisis problem concerns 
the question of how emerging Europe, after so many years 
of abundant capital inflows, will adjust to the realities of the 
postcrisis world. These massive capital movements allowed 
the accumulation of large current account deficits and soft-
ened budget constraints for fiscal policy and the private sec-
tor alike, resulting in unsustainable credit growth in many 
cases. Of course, sooner or later, foreign capital will again be 
drawn to what will remain a relatively fast-growing region, 
but the flows are likely to be small compared with the past.

Adjusting to this new reality will not be easy. It will require 
the right mix of macroeconomic and structural policies to 
earn and keep the trust of international financial markets 
and safeguard the growth potential of Europe’s emerging 
economies. Although often painful, governments will have to 
embrace and facilitate structural change, including through 
measures to improve the business environment and labor 
mobility, enabling countries to diversify away from produc-
ing nontradables to tradables. For current and prospective 
EU members this ties in tightly with the European Union’s 
mission to integrate European labor and goods and services 
markets and the much-needed rejuvenation of the Lisbon 
Agenda. Governments across emerging Europe also need to 

strengthen their fiscal accounts and invest in financial gover-
nance in concert with the rest of Europe.

Rethinking the euro area admission rules
One way to help this process is by resurrecting a European 
framework that seems to have fallen victim to the crisis: the euro 
area accession process. The euro, like a fi xed exchange rate, may 
not be for everyone. But clarifying the road map to the euro 
can help countries with sound policies navigate the postcrisis 
world. Needless to say, this will not be easy. What is needed is a 
joint effort and the close cooperation of the countries wanting 
to join, current euro area members, the European Union, and 
the European Central Bank.

More fundamentally, there are trade-offs between eastern 
European countries’ aspirations and EU rules.

If it hadn’t been for existing EU commitments and objec-
tives, eastern European countries might have chosen different 
policies in response to the crisis. For example, some countries 
might have decided to regulate financial subsidiaries and bank 
branches more closely. Others, with fiscal room to maneuver, 
might have been able to enact more countercyclical fiscal stim-
ulus, as most euro area countries have done.

Longer term, there may be a case not only for clarifying the 
road map for euro accession, but for revisiting the accession 
criteria themselves, which were conceived for a much more 
homogenous group of countries. For example, some argue that 
the price stability criterion should differentiate between inevi-
table structural inflation related to catch-up growth (which is 
welcome) and inflation associated with loose macroeconomic 
policies (which is not). Others have put a question mark next to 
the necessity of ERM II membership, in particular for countries 
with already firmly fixed exchange rates (countries wishing to 
adopt the euro must participate in the exchange rate mecha-
nism for two years without severe tensions). 

Of course, it is hard to tell what such differences in the 
policy-setting framework would entail for many of the small 
open economies in emerging Europe. The rules and com-
mitments that come with EU membership were designed for 
good reasons, and revising them, even temporarily, will often 
come at a cost. Still, the discussion seems worth having, and 
worth having soon.

Toward a stronger Europe
Europe could emerge stronger if the right choices are made 
now. The integration of Europe’s economies has been a tre-
mendous success story. This success could now be at risk. The 
trick is to manage the crisis, preserve the progress that has been 
made, and revamp Europe’s frameworks and reform agenda. 
Meeting this challenge will require much stronger coordination 
and “more Europe.” If Europe’s governments succeed, the re-
gion will emerge with stronger institutions and a more vibrant 
and robust economy—better able to face not only today’s chal-
lenges but also those of the future.  ■

Marek Belka is Director of the IMF’s European Department. 
Previously he was Prime Minister of Poland from 2004 to 2005 
and Minister of Finance from 2001 to 2002. 



T
HE new central and eastern European members of 
the European Union had it very good for a while. 
EU membership spurred economic and fi nancial 
integration, leading to rapid economic growth and 

large capital infl ows. It also created a “halo effect,” shielding 
some countries from paying more to borrow external funds 
in spite of growing vulnerabilities. 

But the good times didn’t last. The new member states’ ini-
tial resilience to the global financial turmoil gave way to deep 
crisis in a few of them. When the global crisis hit in 2007, 
emerging Europe initially seemed immune because it did not 
have direct exposure to U.S. subprime assets. But as the crisis 
deepened in 2008, exports slowed and capital inflows came 
to a virtual standstill in some countries. Unfortunately, the 
economic and financial integration that had helped emerg-
ing Europe catch up with advanced Europe during the good 
times made them more vulnerable as the global economic 
climate worsened. 

The new EU members must now not only overcome the 
current crisis but also build on the gains of recent years. They 
need to put in place more prudent policies and stronger pol-
icy frameworks, especially with respect to fiscal policy and 
financial supervision. And they must do so in a far more dif-
ficult global economic environment. The good news is that 
the flexibility of their economies may help them adjust more 
quickly than the more advanced European countries. 

Catching up, and fast
The accession of eight new member states—the Czech Re-
public, Estonia, Hungary, Latvia, Lithuania, Poland, the Slovak 
Republic, and Slovenia—to the European Union in 2004 repre-
sented the biggest ever enlargement of the European Union in 
terms of population (19 percent) and area (22 percent), but a 
smaller increase in terms of economic output (9 percent). Two 
more countries from the former Soviet bloc, Romania and Bul-
garia, joined in 2007. For all these countries, EU membership 
represented a major milestone in their transformation to mar-
ket-based economies. 

Increased economic integration and successful reforms fos-
tered faster than expected growth in the new member states—
by 1 percent, on average—given their economic fundamentals 
(see Chart 1). This rapid growth allowed the new EU countries 
to increase their share in global economic output. Greater access 
to western markets led to a rapid rise in exports and improved 
access to foreign financing helped boost consumption. 

EU membership has been particularly favorable for 
Slovenia and the Slovak Republic, which have managed to 
meet all of the Maastricht criteria and enter the euro area. 
Slovenia was the first new member state to adopt the euro, in 
January 2007. The country’s per capita income, the highest 
among the new member states, reached about 80 percent of 
the EU average in 2006, putting it on a par with Greece and 
above Portugal. The Slovak Republic, the most recent entrant 
to the euro area in January 2009, has been one of the strongest 
economic performers among the new member states, with 
growth fueled by productivity gains and exports. Together 
with Slovenia and the Czech Republic, it is now considered 
an advanced, rather than emerging economy. 

Tiger in the tank
The new EU states’ relative success in stabilizing and reform-
ing their economies, combined with their acceptance into the 
European Union, appears to have contributed to rapid interest 
rate convergence, even though favorable global conditions—
low interest rates, ample liquidity, and a widening of the inves-
tor base for emerging markets—also played a role. This spurred 
massive capital infl ows to the new member states, in the form 
of direct investment, bank loans, and portfolio investment. 

Today, the share of foreign ownership in the banking sys-
tems of emerging Europe is higher than in advanced Europe 
and in emerging markets in other parts of the world. A hand-
ful of foreign banks, headquartered in advanced Europe, 
entered the new markets in emerging Europe mainly by 
acquiring newly privatized banks. These foreign banks cur-
rently control a major part of banking assets in the new mem-
ber states (see Chart 2). The fact that foreign-owned banks 
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could potentially tap into the larger pool of 
capital available to their foreign parents pro-
vided comfort to other foreign investors in 
the region. Whether this will continue to be 
the case remains to be seen. 

Capital inflows into banks were accom-
panied by rapid credit growth, although the 
speed of this growth differed among new 
member states. While the three Baltic coun-
tries recorded credit growth rates well above 
comparable countries, rates in most other 
new member states were broadly in line with 
their financial development. The rapid credit 
growth also led to substantial financial deep-
ening in the new member states. 

Overheating engine
But increased integration and the large capital infl ows that fol-
lowed also led to new vulnerabilities. The infl ows contributed 
to high levels of external debt and excessive current account 
defi cits in several new EU members (see Chart 3). Rapid credit 
growth raised concerns about overheating as infl ation in-
creased, current account defi cits widened, and housing bubbles 
infl ated. The concern about balance sheet risks was especially 
pronounced in countries where people and businesses were 
taking out loans in euros and other foreign currencies (mainly 
Swiss francs and yen) because this led to a buildup of currency 
mismatches. Indeed, the share of foreign currency lending in 
most new member states exceeded the levels of western Euro-
pean, Latin American, and East Asian emerging markets. Cur-
rency mismatches increased the private sector’s vulnerability to 
exchange rate depreciation and built up banks’ credit risk. 

Higher financial integration also raised emerging Europe’s 
exposure to risks originating elsewhere. Tighter linkages, 
which had previously lifted growth, could also heighten a 
slowdown. And although cross-border exposures by inter-
national banks, mostly from advanced European countries, 
helped increase financial intermediation, they also created 
new channels of contagion. 

No longer special
Despite warning signals in the form of growing current ac-
count defi cits and high levels of public debt, markets appeared 
to have underestimated the risks and maintained their expo-
sure to central and eastern Europe. This refl ected the mar-
kets’ perception that, by virtue of their EU membership, these 
countries were likely to be bailed out in the event of a crisis. 
This perception meant that bond spreads refl ecting country 
risk were lower than they would otherwise have been—what 
is known as the halo effect. Indeed, markets priced the sover-
eign assets of new member states some 50–100 basis points 
below the levels that would be expected based on standard 
macroeconomic fundamentals. 

The onset of the global financial crisis changed everything, 
not least because it eliminated the halo effect and highlighted 
the differences among the new EU states (see Chart 4). Late 
in 2008, with shrinking exports to advanced countries and 
a sharp slowdown in capital inflows, the crisis spread viru-
lently through emerging Europe. The cost of funding for all 
sovereign borrowers soared, and access was sharply curtailed. 
Although countries adhering more closely to the Maastricht 
criteria tended to face lower increases in spreads, they were 
not shielded completely. 

The crisis brought increased scrutiny on external imbal-
ances and domestic overheating of individual EU countries. 
The IMF’s May 2009 Regional Economic Outlook for Europe 
shows that countries with higher inflation, current account 
deficits, and bank-related capital inflows were hit hardest. In 
other words, the risk of a sudden stop in capital inflows was 
at least as important as adherence to the Maastricht criteria 
for the initial impact of the crisis on individual countries. 

Sharp slowdown
The fi nancial crisis has resulted in a sharp slowdown in all 
emerging markets, including those in Europe, with the IMF’s 
Spring 2009 World Economic Outlook forecasting a contrac-
tion of almost 3 percent for these countries in 2009. The new 
member states’ vulnerabilities are worsened by macrofi nancial 
linkages: a slowdown in income growth, interest rate and ex-
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Chart 1

Boost to growth
EU membership sparked rapid catch-up 
growth in central and eastern Europe.
(GDP, average annual change, percent)
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Chart 2

Controlling stake
Much of the banking system in central and 
eastern Europe is in the hands of western 
European banks. 
(asset share of foreign-owned banks, percent, 2007)
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Chart 3

Large imbalances
Many new member states developed 
sizeable current account deficits. 
(percent of GDP, 2007)
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change rate instability, and asset price corrections feed back 
into the fi nancial sector. In response, the new member states 
have changed direction in the areas of monetary and exchange 
rate policy, fi nancial sector policy, and fi scal policy. 

Local currencies are looking increasingly vulnerable and 
governments are either unable, or finding it expensive, to bor-
row from the financial markets to finance their budget defi-
cits. EU membership, however, has given emerging Europe 
access to some facilities that have proven useful during the 
crisis. One is the European Union’s balance of payments facil-
ity, which has provided a safety cushion, and another is the 
establishment by the European Central Bank of repo arrange-
ments with a few new member states. Hungary, Latvia, and 
Romania have requested financial support from the European 
Union and the IMF, and Poland has requested access to the 
IMF’s Flexible Credit Line, a new facility designed for econo-
mies with a strong track record. 

Stronger and leaner
Will the new EU member states emerge stronger from the crisis? 
In some ways, their economies are more fl exible than those of 
advanced Europe, which may make it easier for them to adjust. 

The crisis has put a higher premium on sound policies, 
and the adoption of EU-level frameworks appears to have 
contributed to sound macroeconomic and structural poli-
cies. This evidence is stronger for macroeconomic policies, 
where the Maastricht criteria and the Stability and Growth 
Pact have served as anchors for monetary and fiscal policy. 

The Lisbon agenda—the EU’s strategy for promoting 
growth and jobs—also seems to have had some impact in 
the new member states. The smaller EU members, and those 
with better fiscal performance, have shown greater progress on 
structural reform. Compared with advanced Europe, emerg-
ing Europe has less restrictive employment protection, lower 
minimum wages, less centralized collective bargaining, and 
less generous unemployment benefits. 

Yet the disparity in outcomes among the new member 
states underscores that domestic policies are the critical driv-
ers of economic performance. The crisis has amplified mar-
ket perceptions of the differences across countries and has 
led to a repricing of risks in individual countries, as reflected 
in the increased dispersion of sovereign spreads. 

The record on financial health in the new member states 
is mixed. Their banking systems have held up relatively 
well so far in the global crisis—with no systemic failures 
or generalized loss of depositor confidence. But prospects 
are challenging. Loan defaults are bound to increase as 
local currencies lose value and economies contract. Banks 
will have to cut back on credit because they failed to build 
buffers for bad times. Households will be unable to borrow 
from banks just when falling house prices and tighter eco-
nomic conditions are squeezing incomes. Household con-
sumption, averaging 60 percent of GDP, will undoubtedly 
suffer as a consequence. 

What policies should the new EU member states adopt to 
get out of crisis? The banking sector was at the center of the 
crisis and so holds the key to recovery. 

• Policies should include steps to support credit, for 
example through preemptive recapitalization of viable 
banks. Given that most of the banking sectors are foreign 
owned, attempts at recapitalization would be futile without 
close cooperation with supervisors of foreign parent banks. 

• There is substantial scope for more effective supervision 
in individual countries under the existing financial supervi-
sory frameworks. This includes, for instance, the possibility 
of imposing stricter capital requirements for weaker banks 
under the Basel II framework and adopting forward-looking 
provisioning policies for loan losses. 

• The new EU members must safeguard the advances they 
have made in their financial policy frameworks and fortify them 
through stronger cross-border cooperation between home-host 
central banks, supervisors, and ministries of finance. 

• Structural reforms should be intensified to prevent 
declines in long-run productivity and growth. Stronger pol-
icy institutions would ultimately reduce vulnerabilities asso-
ciated with greater financial integration. 

On all these counts, close cooperation between emerging 
and advanced Europe will be essential. The crisis represents 
an opportunity to solidify political, economic, and financial 
links in the region. But although strong EU policy frame-
works can provide valuable support, the policies adopted by 
individual countries will ultimately determine how quickly 
emerging Europe recovers from what has turned out to be 
the worst crisis since the Great Depression.   ■

Martin  Čihák is a Senior Economist and Srobona Mitra is an 
Economist in the IMF’s European Department. 

Reference:

Čihák, Martin, and Wim Fonteyne, 2009, “Five Years After: European 

Union Membership and Macro-Financial Stability in the New Member 

States,” IMF Working Paper 09/68 (Washington: International Monetary 

Fund).
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Chart 4

Losing the halo
Spreads on sovereign bonds in central and eastern Europe have 
started to rise, mirroring emerging markets elsewhere.
(basis points)

Sources: Bloomberg L.P.; and IMF staff calculations.
Note: Spreads in euros for new member states and non-EU emerging Europe; in dollars for 
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R
USSIA’S reversal of fortune is strik-
ing. Just before the global fi nancial 
crisis hit the country with full force 
in late 2008, Russia looked invin-

cible. Nearly 10 years of impressive economic 
performance, prudent macroeconomic man-
agement, fi scal and current account surplus-
es, the third-largest foreign exchange reserves 
in the world, and a growing middle class were 
just some of its achievements.

But now the picture has changed dra-
matically. A sharp reduction in output in the 
fourth quarter of 2008 and the first quarter of 
2009, the near-failure of a few sizable banks, 
and struggling major industrial groups cou-
pled with an alarming rise in unemployment, 
have put things in an entirely new light. And 
then there is the fact that nearly one-third of 
the country’s reserves—used mainly to prop 

up the ruble during its gradual slide—have 
evaporated.

Déjà vu
Where have we heard this story before? The 
whipsaw shift in sentiment and economic 
performance as well as several other features 
of the current crisis are strangely reminiscent 
of the 1998 fi nancial meltdown. From 1995 
to early 1998, Russia was described by many 
respected western analysts as a major global 
success story. Thanks to the early efforts of 
the fi rst reform team, under President Boris 
Yeltsin and Acting Prime Minister Yegor Gai-
dar, Russia, according to these analysts, had 
become a market-oriented democracy in less 
than fi ve years.

Then, as in 2008, Moscow had the feel-
ing of a boomtown to which young profes-
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sionals flocked to make their fortune. The stock market, 
although small and illiquid, was one of the best performing 
in the world, and a middle class was taking shape. Russia was 
thought to be too big and too important (and too nuclear) 
to fail, so fears that it would become infected by the Asian 
crisis—which was spreading throughout emerging markets 
in the second half of 1997 and early 1998—were thought to 
be unfounded. We know the rest of the story. In August 1998 
came default, devaluation, despair.

What then can be learned from these two crises, which 
occurred almost exactly 10 years apart? Russia has moved 
on in many ways since the last major crisis hit. What we may 
gain by looking back at the events of 1998 is some comfort, 
knowing that Russia today is more robust now than it was 
back then. But some apprehension is also warranted: the 
economy’s rebound may be less immediate and profound 
this time.

What we are certain to find is that Russia has not done 
enough to inoculate itself from recurring crises that stem, in 
large part, from a sharp drop in the price of oil. Russia is still 
a resource-dependent economy that must take meaningful 
steps to diversify in a market-friendly way.

Continued importance of oil
Both crises were caused primarily by a sharp drop in the price 
of oil, the key external variable for the Russian economy, 
whose diversifi cation away from oil, gas, and other commodi-
ties remains a key long-term challenge.

Prior to the crisis in 1998, oil and gas accounted for almost 
half of Russia’s export revenues and directly for one-fifth of 
federal government revenues. By 2008 the share of oil and 
gas in export receipts had reached 68 percent, and natural 
resources directly accounted for half of federal government 
revenues. Extraction industries accounted for more than 
10 percent of the total value added, and their true contribu-
tion to GDP was much higher, because about 60 percent of 
industrial production was concentrated in closely related sec-
tors, such as oil refining and fertilizer and metal production. 
Rough estimates suggest that the overall direct share of natu-
ral resources and related sectors in the economy’s total value 
added has actually increased from about 15 percent in 1997 

to about 20 percent in 2007. In addition, a significant share 
of value added in services is accounted for by trade in natural 
resources and transshipment of oil, gas, and minerals.

Given that Russia today is even more dependent on natu-
ral resources than it was in 1998, how has its economy been 
affected by the oil price shock? Following the Asian crisis, the 
price of Urals brand oil fell from $23 a barrel in early 1997 to 
less than $9 in mid-June 1998, a drop of more than 60 per-
cent. The current oil price level is far from historical lows: it 

is almost three times higher in real terms than in mid-1998 
and is comparable to prices in early 2005, when the Russian 
economy was steaming ahead at a rate of 7 percent a year and 
accumulating foreign currency reserves (see Chart 1). But the 
price adjustment in relative terms was even faster and larger 
this time: the Urals price fell from the August 2008 high of 
$138 a barrel to an average of $44 in the first four months of 
2009, a drop of almost 70 percent.

Common theme
The importance of oil to the economy is a common theme in 
both the 1998 and 2008 crises. Another similarity is that the 
real sector, the fi nancial sector, and government fi nances all 
were severely affected. However, the initial conditions in these 
three sectors, the linkages between them, and the sequencing 
of events that led to the crisis in 1998 and the downturn in 
2008 differ substantially.

The real economy. Even before the 1998 crisis hit, Russia 
experienced a recession. Although Moscow’s economy had 
returned to rapid growth by mid-1997, output is estimated 

to have contracted in 43 out of 
79 regions in 1997. By contrast, the 
past decade has seen fast, robust, 
and geographically broadly shared 
growth. In the first half of 2008 out-
put grew at an annual rate of 8.2 per-
cent, increasing by 82 percent during 
1999–2008. By many accounts the 
economy was overheating.

In 1998, the problems in the real 
sector started long before the August 
default hit the financial system and 
triggered serious ruble depreciation. 
Official seasonally adjusted data are 
not available, but rough calcula-
tions suggest that output contracted 
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Sources: Central Bank of Russia; U.S. Department of Energy; and calculations by the European Bank for Reconstruction and 
Development (EBRD).

Chart 1

Resource dependent
Russia’s economic well-being remains closely linked to the price of oil. 
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sharply in the first three quarters of 1998, after which a 
robust recovery started almost immediately after the finan-
cial crisis (see Chart 2). In simplified terms, a drop in oil 
prices aggravated the situation in the already struggling real 
economy, making a large dent in public finances, which was 
temporarily filled by issuing short-term debt (GKOs) at very 
high interest rates in which nonresidents as well as resident 
financial institutions became deeply invested. Collapse of the 
GKO market triggered the financial crisis and sharp depre-
ciation of the ruble.

Unlike in 1998, when the malaise gradually spread from 
the real sector to the public finances to the banking system, 
in 2008 all three sectors of the economy were hit simulta-
neously. A rapidly growing real sector was dealt a double 
blow by a sharp fall in commodity prices and a pronounced 
reduction in global demand for manufactured goods, includ-
ing finished and semifinished steel products. The syndicated 
loan markets seized, making refinancing of external liabili-
ties very challenging for some private sector borrowers and 
impossible for others. Many portfolio investors fled Russia, 
and emerging markets more generally, and trade finance 
started drying up. Fiscal revenues contracted sharply: in 
January-February, year-over-year general government 
receipts were down 9 percent in nominal terms, which cor-
responds to an almost 20 percent reduction in real terms.

Government finances. In 1998, the real sector malaise pre-
dated the financial crisis, and after the crisis had blown over 
there was little feedback from the banking sector and govern-
ment finance to the real economy. General government rev-
enues (including extrabudgetary funds) accounted for only 
27 percent of GDP in 1997, of which federal government rev-
enues were less than half. There was therefore only limited 
room for fiscal stimulus.

By 2008, the role of the government in the economy 
had increased dramatically. General government revenues 
totaled 39 percent of GDP, of which the federal govern-
ment accounted for 58 percent. In 2004, Russia set up the 
Oil Stabilization Fund, which later was split into the Reserve 
Fund and the National Wealth Fund, to set aside part of the 
country’s oil revenues. By early 2009, this fund had accumu-
lated $225 billion—amounting to 17 percent of GDP—and 
external public debt has been largely repaid. Despite the large 
drop in fiscal revenues, the government has much more room 
for fiscal stimulus than it had in 1998.

Financial sector. While the financial sector in 1998 was 
heavily invested in GKOs, credit to the private sector totaled 
only 9 percent of GDP, with a loan-to-deposit ratio of 76 per-
cent. Consumer credit was all but nonexistent, and project 
financing with terms of more than one year added up to less 
than 2.5 percent of GDP. In these circumstances, the bank-
ing system collapse had a limited impact on the real sector. 
If anything, the crisis helped reorient the banking model 
toward financing enterprises and consumers.

By mid-2008, however, domestic credit to the private sector 
had reached 42 percent of GDP, about one-quarter of which 
was granted to consumers. With a loan-to-deposit ratio at 
about 150 percent, a major part of the loan book was effec-

tively financed by banks’ external borrowing ($200 billion as 
of end-September 2008), largely in the form of syndicated 
loans or credit lines from foreign parent banks. Large firms 
have also been actively tapping into international financial 
markets and accumulated about $300 billion in external debt.

Between end-2000 and the third quarter of 2008, banks’ 
loan books grew at an average annualized rate of more than 
50 percent, almost as fast as in Ukraine, where the private sec-
tor credit-to-GDP ratio reached 63 percent and the banking 
system already faces serious difficulties. In this sense, Russia’s 
still relatively modest credit-to-GDP ratio is somewhat mis-
leading, because it reflects the unprecedented high growth 
of nominal GDP, which increased eightfold in dollar terms 
between 1999 and 2008 on the back of rapidly rising com-
modity prices.

Such high rates of credit growth make it difficult for banks 
and supervisors alike to ensure that appropriate risk manage-
ment models and procedures are in place. Liquidity support 
by the central bank may temporarily enable banks to roll over 
problem loans, but ultimately the underlying quality of assets 
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Sources: Rosstat; Russian authorities; and estimates by the EBRD. 

Chart 2

Anatomy of a crisis
Russia’s economy rebounded quickly in 1999. Whether the same 
will happen in 2009 remains to be seen.
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Transforming the economy
Some reforms ground to a halt after the crisis in 1998. 

(transition indicators, 1996–2008, min=1; max=4.33)

1.0

1.5

2.0

2.5

3.0

3.5

4.0

All indicators

1996 97 98 99 2000 01 02 03 04 07 0805 06

Financial institutions

Infrastructure

Enterprises

Markets
and trade



will depend on the state of the real economy. Therefore, it is 
important to develop contingent plans for restructuring and 
recapitalization of the banking system.

Efforts to shore up the now much larger banking system have 
so far centered on the provision of much-needed liquidity, as 
banks have found themselves largely cut off from international 
markets. In addition, in September 2008 a large number of 
banks, in particular medium-sized and regional banks, faced 
rapid withdrawal of deposits by retail and corporate custom-
ers. The authorities responded by extending deposit insurance 
coverage and injecting liquidity on a large scale through col-
lateralized and uncollateralized loans to banks.

On the positive side, Russia has not had a big problem with 
debt denominated in foreign currency. Only 25 percent of 
domestic corporate loans and about one-ninth of consumer 
loans were denominated in foreign currency, much less than 
most other emerging markets in Europe. This stands in con-
trast to the situation in July 1998, when the dollarization 
ratio stood at 42 percent.

Therefore, the recent depreciation of the ruble has not 
had an immediate strong negative impact on the quality of 
medium-sized firms’ balance sheets and bank loan books. At 
the same time, the severity of the economic downturn and 
very rapid growth of the banking system point to a possible 
rapid increase in the incidence of nonperforming loans in 
the future.

Different times, different policy responses
The different circumstances explain, in part, another impor-
tant difference between 1998 and 2008: the policy response. 
In 1998, Russia lacked the resources and probably the po-
litical will to respond to the crisis. In fact, what was most 
important at the time was what the government did not do; 
that is, to try to ease its way out of the crisis quantitatively. 
The government, and somewhat surprisingly the central 
bank governor, Viktor Gerashchenko, resisted pressure from 
many stakeholders to print money, and the real economy 
quickly rebounded.

This time, the nature of the crisis is fundamentally dif-
ferent, with its origin outside Russia, and the government’s 
resources much larger. The authorities’ response has also 
been much more forceful, in monetary as well as fiscal 
terms.

The revised 2009 budget provides for substantial fiscal 
stimulus, with the federal budget expected to run a deficit 

of up to 8 percent of GDP in 2009, likely followed by a defi-
cit of 5–6 percent of GDP in 2010, financed primarily with 
accumulated fiscal reserves. The additional discretionary 
spending of 4.1 percent of GDP combines a demand-side 
package of about 2 percent of GDP of mostly social spend-
ing, a supply-side package of up to 1.3 percent of GDP 
made up by targeted support to individual enterprises and 
industries, and a package for banks of about 0.8 percent of 
GDP.

The 1998 crisis led to a number of structural reform 
reversals—mainly in the financial sector, but also in terms of 
free markets, trade integration, and enterprise privatization 
and restructuring (see Chart 3). But the crisis also arguably 
gave rise to a number of significant medium-term structural 
reform initiatives, including restructuring of the electricity 
sector, tax reform, introduction of deposit insurance, and 
pension reform.

It is too early to assess the impact of the current crisis on 
the reform agenda. Surging unemployment (estimated at 
9.5 percent in February 2009), falling incomes, high inflation 
(13 percent year over year), weak demand for manufactured 
goods, and fewer pressing short-run infrastructure needs 
may make administrative measures, such as price controls, 
tariff controls, trade barriers, and targeted subsidies to failing 
enterprises, politically tempting. Some of them have already 
been tried on a small scale. For instance, import tariffs on 
used cars were recently increased.

How will it all play out?
As in 1998, the speed of the recovery from the current cri-
sis will depend on external factors, mostly the pace of global 
recovery, the trajectory of oil prices, and the cost of capital 
in the international markets, given Russia’s vast investment 
needs in its industrial sector and in infrastructure.

But the pace of recovery, much more than in 1998, also 
depends on the policy response, given the government’s more 
prominent role and considerably stronger links between the 
financial system and the real economy.

Unlike the situation 10 years ago, the government now 
has sufficient funds to administer sizable demand-side fis-
cal stimulus and provide targeted social transfers to those 
hit particularly hard by the crisis. However, allocating public 
spending in a way that is productive and stimulates aggre-
gate demand without creating new bottlenecks remains a 
challenge in Russia. In particular, the government’s capacity 
to manage large infrastructure programs is still limited. With 
the financial sector now playing a much more prominent role 
in the Russian economy compared with the 1990s, the poten-
tial costs of a banking system collapse for the real economy 
could be very high, as could be the cost of misguided fiscal 
policies. Russia’s government will have to tread carefully in 
the months ahead.  ■

Erik Berglöf is the Chief Economist, Alan Rousso is Direc-
tor for Strategy and Analysis, and Alexander Plekhanov is an 
Economist, all at the European Bank for Reconstruction and 
Development.
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I
F the ongoing credit crisis is the most serious economic 
shock to hit the world economy in 80 years, then it is 
certainly also the most serious problem to confront the 
euro area in its inaugural decade. It is precisely the kind 

of “asymmetric shock” warned of by early euro-skeptics and 
highlighted by the theory of optimum currency areas. 

Although housing prices have fallen euro area wide, they 
have fallen more dramatically in some countries than oth-
ers (see Chart 1). Although the crisis has meant large losses 
for banks throughout the euro area—often on those same 
housing-related investments—it has produced larger losses 
in some countries than others. It has led to rising unemploy-
ment throughout the euro area, but more in some countries 
than others. The result is more deflationary pressure, actual 
or potential, in some euro area countries than others. There 
are also more strains on the public finances of some euro 
area countries, as reflected in the widening of spreads on sov-
ereign bonds and their associated credit default swaps (see 
Chart 2).

Under these circumstances, different euro area coun-
tries presumably would prefer a different monetary policy 
response. But the members of the euro area are necessarily 
subject to a one-size-fits-all policy, such being the intrin-
sic nature of monetary union. This tension has revived the 
pre-1999 debate over whether monetary union in Europe 
is a good idea. It has also given rise to chatter and specula-
tion about the possibility that one or more euro area coun-
tries might now choose to abandon the euro. This article 
weighs the implications of such a move and, although find-
ing it risky, costly, and complicated, concludes that it is not 
inconceivable. 

Temptation is there
Since April 2008, the online prediction market Intrade has 
offered for trading a contract that pays off if any euro area 

Source: European Central Bank calculations based on biannual national data.
Note: Euro area residential real estate price aggregate calculated from national series 

covering more than 90 percent of euro area GDP for whole period. 

Chart 1

Wrong neighborhood
Although housing prices have fallen euro area wide, they have 
dropped more in some countries than others.
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Countries tempted to abandon the European currency 
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Pressure points
Wider spreads on the sovereign bonds of some euro area 
countries reflect increasing strain on their public finances.
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country announces its intention of dropping the currency on 
or before December 31, 2010. As of mid-April, the pricing of 
that contract implied a 20 percent probability—in an admit-
tedly thin market—of that event (see Chart 3). 

No doubt the temptation is there. Policymakers in the 
countries where domestic demand is now weakest can imag-
ine how, if they still possessed a national currency, they might 
allow it to depreciate or even actively push it down to encour-
age exports. Those with the most serious worries about failed 
government bond auctions can imagine how, if they still pos-
sessed an autonomous national central bank, they might enlist 
it as sovereign bond purchaser of last resort. 

But for each of these arguments for contemplating the 
reintroduction of the national currency, there is a counter-
argument. Although the gain in competitiveness from cur-
rency depreciation will be transitory, many of the costs, both 
economic and political, will be permanent. Among other 
things, currency depreciation would escalate tensions within 
the European Union. The initiating country’s EU partners 
would feel, not without justification, that it was exporting 
not just its merchandise but also its problems. If evidence 
of this danger is required, one need look no further than 
the reaction in other EU countries to the fall of sterling 
against the euro. More generally, the current downturn, like 
all the others, has intensified pressure for governments to 
support domestic producers in distress with concessional 
loans and other subsidies. In this way it threatens Europe’s 
signal economic achievement, namely the creation of a true 
single market in which producers in different EU countries 
compete on an equal footing. More complaints of currency 
manipulation and competitive devaluation would place this 
achievement at risk. 

Treaty obligations
Beyond that, a country that unilaterally abandoned the euro 
to “steal” a competitive advantage would jeopardize its sta-
tus as a member in good standing of the EU. It would not be 
welcomed at the table where EU policies are discussed. The 

Lisbon Treaty (admittedly yet to be ratifi ed) contains a clause 
under which countries can conceivably exit the EU. But there 
is no clause concerning exit from the euro. The implication is 
that in order to quit the euro the country would also have to 
quit the EU, thereby abrogating the entire range of treaty ob-
ligations to its fellow member states. Nothing precludes this 
in principle, but given the high value that Europeans attach 
to their union, it is not something that a member state would 
contemplate lightly. 

Nor is it clear that reintroducing the national currency 
would really make it easier for a euro area government to 
manage its finances. Hallerberg and Wolff (2006) show that 
sovereign bond spreads (interest rates on 10-year govern-
ment bonds relative to the corresponding German rates) 
rise more quickly with the budget deficit and public debt-
to-GDP ratio in European countries that are not members 
of the euro area. Eichengreen (2007) shows the same greater 
sensitivity outside the euro area for sovereign credit ratings. 

Evidently, both investors and the rating agencies informing 
their decisions take comfort in the fact that the conduct of 
fiscal policy in the euro area is overseen by the mutual sur-
veillance and sanctions of the Stability and Growth Pact and 
by the fact that the European Central Bank (ECB)—unlike 
the typical national central bank—operates under a no-bail-
out rule that prohibits it from buying bonds directly from 
governments. 

Thus, even if debts and deficits rise in the short run, inves-
tors have reason to believe that the trend will not be allowed 
to persist. Spreads are therefore less likely to blow out. Even if 
reintroducing the national currency, and detaching the national 
central bank from the European System of Central Banks and 
the ECB, might make it easier for the government of a crisis 
country to fund its deficit in the short run, this will come at a 
cost in terms of more expensive funding on the market. 

It is far from clear that the first consideration (more short-
run flexibility) would dominate the second (higher longer-
run costs) in the calculations of policymakers. Some recent 
commentary has suggested that if a heavily indebted euro 
area country found itself forced, as a result of the crisis, to 
default on its debt, it would at the same time leave the euro 
area so that the government could have recourse to money 
financing. But insofar as the government’s objective was not 
just to finance its immediate expenditures but also to nor-
malize its financial relations and reestablish its good credit, 
the conclusion does not follow. Abandoning the euro would 
only make its problem worse. 
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Chart 3

Keep the change
An online prediction market says there is a 20 percent 
chance that a euro area country will drop the common 
currency by end-2010.
(contract price, in points)
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And even if, despite all this, the temptation to exit the 
euro area remained, the technical barriers to exit would be 
almost impossible to surmount. It would be straightforward 
for a parliament or congress to pass a law mandating that the 
state and other employers would henceforth pay workers and 
pensioners in the new national currency. But with wages and 
other incomes redenominated into that national currency, 
it would become necessary to redenominate the mortgages 
and credit card debts of residents into the national currency 
as well. Currency depreciation would otherwise have adverse 
balance sheet effects for households, leading to financial dis-
tress and bankruptcies. 

But with mortgages and other bank assets redenominated, 
bank deposits and other bank balance sheet items would 
have to be redenominated as well to avoid destabilizing the 
financial sector. With government revenues redenominated 
into the national currency, not just public sector wages and 
pensions but also other government liabilities, notably the 
public debt, would have to be redenominated to prevent 
balance-sheet effects from damaging the government’s finan-
cial position. 

Act of default
Technically, nothing prevents a national legislature from pass-
ing a law requiring domestic banks, fi rms, households, and 
governments to redenominate their contracts in this man-
ner. Domestic investors are subject to domestic law, which 
the appropriate domestic authorities can change, but the 
claims of foreign investors are a separate issue. “Continuity 
of contract” provisions mean that foreigners could continue 
to demand to be paid in euros, and they would presumably 
sue to enforce their claims. Unilaterally redenominating the 
public debt would technically be an act of default, and thus 
leaving the euro area would not be a way of avoiding debt de-
fault. If the government did go ahead and redenominate their 
claims, its access to international fi nancial markets might be 
curtailed indefi nitely. If it chose not to, depreciation of the 
national currency against the euro would severely damage the 
public sector balance sheet because the domestic currency 
value of the external debt would rise. 

Either way, in a democracy this decision would require dis-
cussion. There would be parliamentary deliberations. Market 
participants, meanwhile, would be aware that reintroduc-
tion of the national currency was being considered so that 
the national unit could be depreciated against the euro. They 
would have every incentive to act. Anticipating that domestic 
deposits would be redenominated into the local currency—
which would then lose value against the euro—they would 
shift their deposits to other euro area banks. 

A systemwide bank run would certainly follow. Investors 
anticipating that their claims on the government would be 
redenominated into the national currency would shift into 
claims on other governments, leading to a bond market crisis. 
If the precipitating factor were a debate among parliamentar-
ians over whether to abandon the euro, it would be unlikely 
that the ECB would provide lender-of-last-resort assistance. 
And if the government were already in a weak fiscal position, 

it would not be able to borrow to bail out the banks and buy 
back its debt. 

As I have put it elsewhere, this would be the mother of 
all financial crises. And what sensible government, invested 
in its own survival, would willingly court this danger? What 
responsible government would even moot the possibility?

Revealingly, the main cases where participants have left 
preexisting monetary unions concern countries that were rel-
atively closed to trade and financial flows and whose banking 
and financial systems were underdeveloped or very tightly 
regulated, so there was only limited scope for capital flight 
when deliberation and preparations were under way. The 
breakup of the Czech and Slovak monetary union and the 
dissolution of the ruble zone are cases in point. The fact that 
there was little in the way of financial wealth, that exchange 
controls were still in place, and that the economy was still in 
the early stages of being opened to the rest of the world made 
it possible to deliberate without precipitating a meltdown. 

More generally, research by Nitsch (2004) for a large sample 
of cases suggests that more open economies are least likely to 
exit monetary unions. (Nitsch looks at trade openness rather 
than financial openness, but the two dimensions of openness 
are correlated. Among other things, trade over- and under-
invoicing is an obvious conduit for disguised capital flows.) 
Clearly, the exceptional openness of EU member states with 
respect to trade and financial transactions of all kinds places 
them squarely in this camp. 

Is it inconceivable, then, that a participating member state 
might leave the euro area? If the economic events of the past 
year have taught us anything, it is that many economic events 
we once thought to be inconceivable are not. But, if not 
inconceivable, we can safely say that exit from the euro area is 
exceedingly unlikely.   ■

Barry Eichengreen is George C. Pardee and Helen N. Pardee 
Professor of Economics and Political Science at the University 
of California, Berkeley. 
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“A country that unilaterally 
abandoned the euro in order to 
‘steal’ a competitive advantage 
would jeopardize its status as a 
member in good standing of the EU.”



A 
COUPLE of years ago, as we were 
preparing to celebrate the euro’s 
10-year anniversary, a common 
theme was that the new currency 

had not yet faced a serious challenge. Little 
did we know! The fi nancial—and now eco-
nomic—crisis has presented the euro area 
with a large number of varied tests. Many in 
Europe believe that the adoption of a single 
currency has been vindicated and that the 
euro is now in full ascendancy. I agree with 
the former but seriously doubt the latter.

The number one reason for creating a sin-
gle currency has always been to avoid specu-
lative attacks on exchange rates because wide 
currency fluctuations threaten the European 
Union’s single market for goods and services. 
This is why the decision to adopt the euro was 
made at a time when capital movements were 
liberalized (Baldwin and Wyplosz, 2009).

The number one lesson from the cri-
sis is that this objective has been achieved. 
The Swedish krona and pound sterling are 
down—deeply. Most currencies in central 
and eastern Europe have been very volatile. 
Several of these countries have called on 
the IMF for support, and their troubles are 
far from over. Meanwhile, some advanced 
European economies, including Austria, 
Greece, and Ireland, face extremely diffi-
cult times because of bank distress or shaky 
public finances, or both. But one thing they 
don’t need to worry about is their currencies, 
because they don’t have any. The euro works 
and that is no mean feat.

Safe haven?
And yet the euro has not shielded some 
member countries from speculative pressure, 
which has taken the form of large spreads on 
government bonds. During previous crises, 
large spreads used to emerge alongside pres-
sure on exchange rates that often resulted in 

depreciations or devaluations. A common in-
terpretation of the spreads was in terms of the 
interest rate parity principle: spreads signal 
expected depreciations (although, as is well 
known, the empirical success of the interest 
rate parity principle is shaky at best).

The emergence of spreads within the euro 
area reflects either a belief in the markets that 
the country could abandon the euro or that 
the government might default partially or 
totally on its debt obligations, or both. The 
media have discussed the possibility that 
some countries may leave the euro area, but 
most observers have dismissed this possibil-
ity on the grounds that the costs borne by a 
departing country would far exceed the ben-
efits, especially in the midst of a crisis. It is 
likely, therefore, that the spreads reflect mostly 
default risks, which may or may not be justi-
fied. The point is, this is a perfectly normal 
occurrence within a currency area. In fact, the 
very low spreads observed before the crisis 
were sometimes described as an oddity, and 
some even suggested that the markets weren’t 
sensitive enough to large public debts. Now it 
seems that the markets are too sensitive.

Euro pessimism turns to optimism
Members of the European Union that are 
not members of the euro area have now seen 
what a difference the single currency makes. 
In Denmark, which was granted an opt-out 
clause in 1992, the protection provided by the 
euro during this crisis has made an impact: 
the Danish population, which twice voted 
against adopting the euro, may now be shelv-
ing its long-held opposition to joining the 
monetary union.

A brief debate also erupted in the United 
Kingdom, but that served only to cement 
widespread opposition to the euro. Much the 
same applies to Sweden, whose population 
has also voted against adopting the euro.
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The euro 
has proved 
a safe haven 
for countries 
lucky enough 
to have made 
it into this 
exclusive club 
in time

The Euro’s
      Finest Hour?
                           Charles Wyplosz
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The other countries that joined the European Union in 
2004 have not yet fulfilled the admission criteria for all sorts 
of reasons, good and bad. Being kept outside of the club 
made many of these countries reluctant to join, but the cri-
sis is now leading these countries to rethink their reluctance. 
However, they still face the same tough admission conditions, 
known as the Maastricht criteria.

The Maastricht criteria were developed nearly two decades 
ago in a very different environment. Inflation had just been 
brought down—barely so, in some countries—after a long 
period of price instability. It was felt that the European Central 
Bank (ECB) would need to quickly establish its credibility as 
an inflation fighter. This meant that to be admitted to the euro 
area a country would have to demonstrate its firm commit-
ment to price stability, hence the tough entry conditions.

But now that the ECB has achieved a high degree of cred-
ibility with the markets, such caution is unnecessary—if 
it was ever needed at all. Central bank governors from the 
new member states will join a central bank governing coun-
cil that has well-established procedures. Given the negligible 
risks of admitting countries identified as “not yet ready” on 
the basis of outdated criteria and the significant distortions 
to the European Union’s single market generated by the deep 
currency depreciations that are taking place right now as a 
result of the crisis, one would have hoped that the Maastricht 
criteria might finally have been set aside. But it is perhaps not 
surprising that existing euro area members have reiterated 
that the rules must be followed, no matter what. The ECB, 

too, is sticking to the rules, even though it has felt the need to 
provide swap lines to a number of central banks under pres-
sure in central and eastern Europe.

A single regulator for a single market
Another major lesson from the crisis may not be taken on 
board. From the beginning, it was clear that operating a cur-
rency area with as many regulators and supervisors as there 
are member countries was dangerous (Begg and others, 
1998). For a long time, banks were mostly national, lessen-
ing the need for centralizing information and preparing for 
international lending of last resort.

But the logic of having a single currency is that the bank-
ing system will become increasingly pan-European, with 
banks operating across borders and owned by shareholders 
from many countries. And that is, of course, exactly what has 
happened, thanks in large measure to efforts by the European 
Commission. Bad luck had it that two of these large trans-
national banks—Fortis and Dexia—failed as a result of the 
financial crisis. This led to messy emergency interventions 
with messy outcomes.

One would hope that the crisis would help wear down 
national resistance to centralized regulation and supervi-
sion. To push this process along, a committee led by Jacques 
de Larosière recently proposed to create a European Systemic 
Risk Council and a European System of Financial Supervision, 
which would rank above national regulators and supervisors. 
But early reactions indicate that even albeit this limited, but 
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potentially evolutionary, overhaul will not pass muster with 
national governments.

Reacting to the crisis
How has the euro area managed its macroeconomic policies 
so far? The ECB reacted immediately and forcefully to dis-
ruptions on the interbank market brought on by the fi nancial 
crisis by injecting previously unthinkable amounts of liquid-
ity into the markets. It soon developed a dichotomy, distin-
guishing between its two core functions. To achieve orderly 
conditions in the fi nancial markets, it would provide as much 
liquidity as needed. Liquidity provision, however, would not 
interfere with setting interest rates, which would remain driv-
en by monetary policy objectives, or so went the argument.

The two intermediate objectives pursued by the ECB were 
temporarily disjointed: set the policy rate and close the gap 
between the interbank and the policy rates. The dichotomy 
had some logic to it, but only up to a point. Indeed, a key 
channel of monetary policy transmission is the market rate, 
which therefore matters at least as much as the policy rate for 
monetary policy. Trust in this dichotomy may help explain 
why it took 14 months for the ECB to start lowering its policy 
rate, which it did for the first time in October 2008, after a 
final increase that took place as late as July 2008.

In fact, the ECB was more concerned about inflation, 
which had been rising steadily since 2006, than about growth 
and unemployment. Along with most other forecasters, the 
ECB did not anticipate that the financial crisis would eventu-
ally provoke a recession. Given that monetary policy oper-
ates with long lags, the ECB should have started to lower its 
policy interest rate much earlier. Of course, this is now obvi-
ous, but it wasn’t at the time. Still, in comparison with other 
major central banks, the ECB was late in loosening monetary 
policy. This characterization may be unfair, but it goes some 
way toward explaining why some EU countries are reluctant 
to give up monetary policy independence.

Muted reaction also characterizes fiscal policies, which 
remain a national prerogative. Many governments believed 
that the automatic stabilizers—much larger in continental 
Europe than in most other countries—would be enough to 
counteract the macroeconomic effects of the financial crisis. 
With few exceptions, discretionary fiscal stimulus has so far 
been quite subdued.

The muted fiscal response may be attributed in part to the 
Stability and Growth Pact, which imposes a ceiling on budget 
deficits. As the recession has deepened, the Pact has been qui-
etly set aside because it allows for some flexibility in “excep-
tional circumstances.” Yet the Pact may well provide a useful 
anchor for limiting slippages that will prove hard to correct 
once the recession is over. But, meanwhile, with interest rates 
now at the zero lower bound, the euro area is not actively try-
ing to counter the ongoing contraction in economic activity. 
Resumption of growth will have to rely on private spending or 
exports. Europe will not replace the U.S. locomotive.

Thus, just when the euro is demonstrating its usefulness 
and is poised to attract new recruits, policymakers are dis-
playing considerable—some would say excessive—prudence 

in macroeconomic policies and in dealing with potential 
new members. Are they driven by fear of rocking the boat? 
Difficulties in coordinating very different economic circum-
stances? Lack of a common framework of analysis?

Vindicated at last
At the same time, there is a sense of vindication in Europe. 
In September 2008, for instance, Peer Steinbrück, Germany’s 
Finance Minister, suggested that “the U.S. will lose its status 
as the superpower of the global fi nancial system. . . . America 
will not be the only power to defi ne which standards and 
which fi nancial products will be traded all over the world. . . . 
The dollar will remain a very reliable and important currency, 
as well as the euro, as well as the yuan and the yen, so I think it 
will perhaps be the starting point of some changes.”

Many in Europe have seen China’s suggestion that the dol-
lar’s days as hegemon should now draw to a close as a powerful 
signal in the same direction. Aware that dominant currencies 
lose their status only after a major shake-up, they see the cur-
rent financial crisis as the trigger. After all, they say, the crisis 
originated in the United States and exposed the cracks in the 
Anglo-Saxon approach to finance. They further note that the 
U.S. banking system is poised for massive shrinkage that will 
make room for the more prudent European model.

Time will tell, but I fear that the Europeans are setting 
themselves up for a big disappointment. Prudence is a virtue, 
but it has its costs, well captured by the risk-return trade-off. 
Financial regulation is not a matter of more versus less, but 
of quality in both setting up rules and implementing them. 
History—and current debates—do not indicate that Europe 
has a comparative advantage with either. The dollar may have 
lost some of its shine, but the euro area’s slowness in dealing 
with the crisis and, in the longer run, its lower trend growth 
rate does not set Europe on a path of ascendant economic 
and financial power.

Economic ascendancy is taking place in Asia, but the 
region’s financial markets are a long way from challenging 
New York and London—and then there is the issue of Asia’s 
demographic decline. Furthermore, any rebalancing of power 
within the international financial institutions is bound to 
bring to an end the historical overrepresentation of Europe.

A plausible bet is that the crisis will deliver a better regu-
lated Anglo-Saxon financial system, more dominant than 
ever, which will further shape emerging markets in Asia and 
elsewhere, while Europe will remain a beacon of prudence, 
with a currency that fails to attract—and include—a signifi-
cant number of converts within the continent.  ■

Charles Wyplosz is a Professor at the Graduate Institute in 
Geneva.

References:

Baldwin, Richard, and Charles Wyplosz, 2009, The Economics of 

European Integration, McGraw-Hill.

Begg, David, Paul de Grauwe, Francesco Giavazzi, Harald Uhlig, and 

Charles Wyplosz, 1998,“The ECB: Safe at Any Speed?” Monitoring the 

European Central Bank (London: Centre for Economic Policy Research). 



T
HE U.S. baseball season culminates 
in a championship called the World 
Series, refl ecting a time when the 
United States was the world when 

it came to baseball. Likewise, in the 1960s, a 
recession in the United States could just as 
well have been called a global recession. The 
United States accounted for a large share of 
world output, and cyclical activity in much of 
the rest of the world was dependent on U.S. 
conditions.

What constitutes a global recession today? 
Although advanced economies like the United 
States used to account for roughly 75 percent 
of world output in the 1960s, their share 
is now only about 55 percent. As a result, 
the coincidence between business cycles in 
advanced economies and global business 

cycles can no longer be taken for granted. 
At the same time, however, the countries of 
the world are more integrated today through 
trade and financial flows than they were in 
the 1960s. This creates greater potential for 
spillover and contagion effects, increasing 
the odds of synchronous movements and a 
global business cycle.

Surprisingly, there is no commonly 
accepted definition of a global recession. 
Under the definition we propose here—a 
contraction in world real per capita gross 
domestic product (GDP) accompanied by a 
broad decline in various other measures of 
global economic activity—there have been 
four global recessions in the post–World War 
II period: 1975, 1982, 1991, and 2009. The 
current recession is easily the most severe of 

By any 
measure, the 
ongoing global 
recession is 
the deepest 
and the most 
synchronized 
of the postwar 
period

Out of the Ballpark
M. Ayhan Kose, Prakash Loungani, and Marco E. Terrones
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the four: output—depending on the measure—is projected 
to fall between four and six times as much as it did on aver-
age in the three other global recessions, and unemployment is 
likely to increase twice as much. The collapse in world trade 
this year dwarfs that in past global recessions. And no pre-
vious global recession has had so many countries in a state 
of recession simultaneously. Put simply, in baseball parlance, 
this global recession is out of the ballpark.

Let’s date
In deciding when a particular country is in recession, econo-
mists often use statistical procedures to date the peaks and 
troughs of a key indicator of economic activity, such as the 
country’s real GDP. Applying the same idea at the global level 
since 1960, we use annual data on world real per capita GDP, 
using purchasing-power-parity (PPP) weights, from 1960 to 
2010 (see Box 1). The estimates for 2009–10 are based on 
the latest IMF growth forecasts (International Monetary 
Fund, 2009). A per capita measure is used to account for the 
vast differences in population growth rates across countries. 
Emerging and developing economies tend to have faster 
GDP growth than industrialized economies, but they also 
have higher population growth.

The procedure picks out four troughs in global economic 
activity over the past 50 years—1975, 1982, 1991, and 2009. 
These correspond to declines in world real per capita GDP 

(see Chart 1, top panel). What major events took place dur-
ing these episodes? 

The global recession of 1975 followed a sharp increase in oil 
prices, which shot up fourfold in a short time following the 
Arab oil embargo that began in 1973. This recession marked 
the beginning of a prolonged period of stagflation, with low 
output growth and high inflation in the United States. 

The recession in 1982 was associated with a variety of 
events, including tight monetary policies in several advanced 
economies, the rapid increase in oil prices, and the debt crisis 
experienced by a number of Latin American countries. 

The 1991 recession reflected a host of problems in various 
corners of the world: difficulties in the U.S. saving and loan 
industry, banking crises in several Scandinavian economies, 
adverse effects of an exchange rate crisis on a large number 
of European countries, challenges faced by the east European 
transition economies, and the uncertainty stemming from 
the Gulf War and the subsequent increase in the price of oil.

There is little substantive impact on the analysis if market 
weights, which enhance the importance of advanced econo-

Source: IMF staff calculations. Data for 2009–10 are based on a forecast in the World 
Economic Outlook (April 2009).

Note:  Shaded areas represent periods when there was a contraction in per capita global 
GDP weighted by purchasing power parity (PPP). PPP weights are based on the rate at which 
a country’s currency would have to be converted into dollars to buy the same basket of 
goods and services. Market weights are based on the market exchange rate between 
domestic currencies and the U.S. dollar.

Chart 1

World in recession
Global real per capita gross domestic product has contracted 
four times since World War II . . . 
(1960=100)

. . . and the current contraction is the biggest percentage 
decline by far. 
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Box 1

Valuing world GDP: PPP versus market rates
Countries report economic data in their own currencies. To 
make a cross-country comparison of those statistics (for 
example, GDP), the data must be converted into a common 
currency. Most economists do the conversion using either 
market exchange rates, usually the U.S. dollar rate, or purchas-
ing-power-parity (PPP) exchange rates. The market approach 
converts currencies into the exchange rate prevailing in the 
open market. PPP calculates the rate at which the currency 
of one country would have to be converted into another to 
buy the same assortment of goods and services. PPP, which 
is harder to calculate, reflects the fact that goods and services 
that are not traded internationally tend to be cheaper in low-
income countries than in higher-income countries. As a result, 
the value of, say, output in low-income countries tends to be 
higher using PPP rather than market rates.

“If total, rather than per capita, real 
GDP is used, 2009 would be the 
only year since 1960 in which there 
has been a contraction in the global 
economy.”
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mies, are used rather than PPP weights. With mar-
ket weights, the trough of the 1991 episode shifts to 
1993 because of the downturns in many European 
countries during the exchange rate mechanism cri-
sis of 1992–93. Using either weight, current pro-
jections suggest that the 2009 global recession will 
be by far the deepest recession in five decades (see 
Chart 1, bottom panel). If total, rather than real per 
capita GDP is used, 2009 would be the only year 
since 1960 in which there has been a contraction in 
the global economy.

A second look
In 1978, the U.S. National Bureau of Economic 
Research (NBER) established a Dating Committee, 
tasked with determining the dates of recessions in 
the United States. A similar task for the euro area 
has been performed by the Centre for Economic 
Policy Research (CEPR) since 2002.

In contrast to a purely statistical approach, the 
NBER and CEPR, both private institutions, date 
business cycle peaks and troughs by looking at a 
broad set of macroeconomic indicators and reach-
ing a judgment on whether a preponderance of the 
evidence points to a recession. Because indicators 
can exhibit conflicting signals about the direction 
of an economy, this judgmental approach is diffi-
cult to employ in real time.

We apply this approach at the global level by 
using several indicators of global activity—real 
per capita GDP, industrial production, trade, 
capital flows, oil consumption, and unemploy-
ment (although unemployment data are available 
only for a small set of economies). The judgmen-
tal method reassuringly yields the same dates for 
global recessions as the statistical approach (see 
Chart 2). 

Around the global recessions of 1975, 1982, and 1991, 
world industrial production and oil consumption start to 
slow down two years before, and world trade and capital 
flows one year before, the trough. The unemployment rate 
registers its sharpest increase in the year of the recession. 
Similar to its behavior in national recessions, unemployment 
remains high in the year after the trough, whereas most other 
indicators have recovered to close to their normal rates of 
growth. The ongoing recession is following a pattern similar 
to that observed in past recessions, although the contractions 
in most indicators are much sharper this time.

This point is reinforced by an analysis of the quantitative 
features of global recessions (see table). No two global reces-
sions are exactly alike. There are sharper declines in almost 
all indicators in 1975 and 1982 than in 1991; in 1991, in fact, 
world trade grew strongly despite the recession. In addition, 
although both world industrial production and oil consump-
tion stayed flat during the 1991 episode, both indicators 
fell significantly in the earlier global recessions. In several 
instances, world economic performance was shaky, but con-

Source: IMF staff calculations.
Note: The data cover the four years preceding and following the trough of the recession, which is year zero.

Chart 2

No comparison
By various measures, the current global recession is deeper than the 
average of the three previous episodes since World War II. 
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Each recession is different
The performance of key indicators of global economic activity varies 
depending upon the recession. By nearly all measures, however, the 
current global recession is the worst of the four since World War II.
(percent change unless noted)

Indicator 1975 1982 1991  20091  Average2

Output per capita (PPP weighted)3  –0.13  –0.89  –0.18  –2.50  –0.40
Output per capita (market
  weighted)3  –0.33  –1.08   –1.45  –3.68  –0.95
Industrial production  –1.60  –4.33 –0.09  –6.23  –2.01
Total exports and imports  –1.87  –0.69  4.01 –11.75  0.48
Oil consumption  –0.90  –2.87  0.01  –1.50  –1.25
Unemployment  (percentage point
  change, advanced economies only) 1.19  1.61  0.72  2.56 1.18
Capital flows (change in 2–year average
  inflows and outflows, percent of GDP) 0.56 –0.76 –2.07  –6.18 –0.76 
Per capita consumption 0.41 –0.18  0.62  –1.11  0.28
Per capita investment   –2.04 –4.72  –0.15 –8.74 –2.30

Source: IMF, World Economic Outlook, April 2009.
1Projected.
2Average of 1975, 1982, and 1991 recessions.
3PPP is purchasing power parity, which represents the rate at which one currency must 
be converted into another to buy the same basket of goods and services. Market 
weight is the market exchange rate between two currencies. 
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ditions were not severe enough to warrant assigning those 
years a label of global recession (see Box 2).

There is no question about the severity of present condi-
tions, though. The ongoing global recession is rewriting the 
book on global recessions of the past 50 years. The immense 
impact of the global financial crisis on the real economy is 
evident from the sharp contraction in global industrial pro-
duction and the rapid escalation of global unemployment. 
Although the projected decline in industrial production is 
more than 6 percent, unemployment is expected to increase 
by about 2.5 percentage points during the current recession. 
These changes would be much larger than those in the earlier 
recessions.

Trade and financial flows collapsed
The collapse of global trade and capital fl ows projected for 
2009 is particularly striking. Although the globalization of 
national manufacturing chains has been a major force driv-
ing the growth of world trade during the past two decades, 
the same process is now instrumental in the sharp contrac-
tion of cross-border trade fl ows. The projected decline in 
global trade during this episode dwarfs those in 1975 and 
1982. After overshadowing the growth of global trade fl ows 
over the past two decades, global capital fl ows reached un-
precedented levels in 2007. However, these fl ows rapidly 
dried up in the last quarter of 2008, as the global fi nancial 
crisis spread from advanced economies to emerging markets 
and developing countries. Global capital fl ows registered 
large declines in 1982 and 1991, but those changes are much 
smaller than the massive decline that seems to be occurring 
during the current episode.

The severity of the 2009 recession is also indicated by the 
expected deterioration in per capita consumption, which 

is much greater than that observed in 1982 and in contrast 
to the increase in consumption during the two other global 
recessions. Per capita investment fell in all global reces-
sions, but the projected decline in the present recession eas-
ily exceeds that observed in the previous episodes. Just as 
national recessions associated with financial stress episodes 
tend to be deeper than other recessions, global recessions 
coinciding with worldwide financial crises appear to take a 
heavy toll on the real economy.

Synchronicity of national recessions
How synchronized are national recessions around episodes of 
global recessions? Not surprisingly, the percentage of coun-
tries in recession went up sharply during the four global 
recessions. The synchronization is measured by yearly fl uc-
tuations in the GDP-weighted fraction of countries that have 
experienced a decline in real per capita GDP. Although the 
1975 recession was driven largely by declines in industrialized 
countries, emerging and developing countries have played a 
role in the other three episodes. In 1982, recessions in many 
Latin American countries contributed to the decline in global 
activity, whereas in 1991 declines in the transition economies 
played an important role. The 1991 recession was a multiyear 
episode in which the U.S. recession in 1990–91 was followed 
by recessions among European countries during the exchange 
rate crisis.

The period 2006–07 stands out as one in which the 
number of countries in recession was at a historical low. 
However, it has been followed by a sharp reversal in fortune. 
In 2009, all the advanced economies and roughly half the 
emerging market and developing countries are expected to 
be in recession. This degree of synchronicity of the current 
recession to date is the highest over the past half century. 
Even though it is clearly driven by sharp declines in activ-
ity in the advanced economies, recessions in a number of 
emerging and developing countries are contributing to its 
depth and synchronicity.

The worst by any reckoning
The 2009 forecasts of a 2.5 percent decline in world real per cap-
ita GDP, if realized, would qualify this year as the most severe 
global recession of the postwar period. Almost all indicators 
of economic activity are expected to register sharper declines 
than in previous episodes of global recession. In addition to its 
severity, this global recession also qualifi es as the most synchro-
nized—all the advanced economies are in recession, and many 
emerging and developing economies are as well.  ■

M. Ayhan Kose is a Senior Economist, Prakash Loungani is 
an Advisor, and Marco E. Terrones is a Deputy Division Chief 
in the IMF’s Research Department. This article is based on 
their forthcoming IMF Working Paper, “Global Recessions and 
Recoveries.”

Reference:

International Monetary Fund, 2009, World Economic Outlook 

(Washington, April).

Box 2

Close, but no global recession
To many parts of the world, 1998 and 2001 felt like a reces-
sion. However, neither the statistical method nor the judg-
mental approach suggests that in either year the world was 
in a recession. The statistical method does not pick them 
out, because world real per capita GDP did not contract in 
these years. In 1997–98, many emerging economies, par-
ticularly in Asia, had sharp declines in economic activity, 
but growth in advanced economies held up. In 2001, con-
versely, many advanced economies had mild recessions, 
but growth in major emerging markets, such as China and 
India, remained robust.

Moreover, the behavior of the broad set of global macro-
economic indicators was mixed during the years 1998 and 
2001, supporting the inference from the statistical method 
that these episodes did not display the features of a global 
recession. For example, the indicators did not suggest a 
broad-based weakness in the global economy in 1998. In 
2001, although industrial production did fall and the rate of 
global unemployment picked up slightly, both global trade 
flows and oil consumption increased.
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If current plans are implemented as anticipat-
ed, the postcrisis world is likely to be one char-
acterized by enhanced multilateralism, greater 
policy coordination, and a more effectively 
regulated fi nancial system. In the wake of the 
April summit of the Group of Twenty (G-20), 
the IMF is set to play a key role in this new glob-
al environment and is working to ensure that 
it has the tools and resources to fully meet the 
challenges this new role implies. 

T
HE global fi nancial crisis presents 
an unprecedented challenge that 
calls for—and has in many ways al-
ready produced—an unprecedent-

ed response. Countries have acted together in 
ways that have been innovative and effective. 
This joint action has been underscored by the 
new G-20 process and was embodied in the 
novel Leaders’ Summits in November 2008 
and April 2009. These meetings were both 
substantive and symbolic—with important 
commitments on the part of G-20 industri-
alized and emerging market countries to co-
operate more closely on macroeconomic and 
fi nancial sector policies. 

The IMF has found itself at the center of 
the new international agenda. In particular, 
it has been recognized broadly that systemic 
changes are needed if we are to maintain the 

benefits of an open and integrated global 
economy, ensure that these benefits are 
broadly shared, and limit the risk from future 
crises. The two Leaders’ Summits generated 
key commitments to enhance global macro-
economic policy collaboration, to reinforce 
financial sector regulation—including by 
broadening the perimeter of regulation and 
strengthening cross-border cooperation—
and to refrain from protectionism in both 
trade and financial policies.

In this context, the global community is 
looking to the IMF for leadership in several 
key areas. But what precisely will the IMF’s 
role be in the postcrisis international finan-
cial structure? And what changes are needed 
to ensure that it can succeed in its new and 
expanded role?

The tools for success
Since its founding, the IMF has evolved along 
with the world economy. In particular, major 
moments of international macroeconomic 
stress—for example, the end of the Bretton 
Woods exchange rate regime and the col-
lapse of COMECON (the Council for Mu-
tual Economic Assistance of the former Soviet 
Union)—have led the IMF into new territory. 
Despite this evolution, it had become increas-
ingly clear that the IMF lacked some of the 
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policy tools needed to be fully effective, especially in crisis 
prevention. The IMF’s tool kit was developed during a period 
when fi nancial markets were dominated by banks, sovereign 
debt constituted most international debt fl ows, and securi-
tized fi nancing was in its infancy. But as we know, cross-border 
private capital fl ows have grown explosively in recent years, 
intermediated by increasingly sophisticated fi nancial technol-
ogy. Financial integration also has deepened across countries, 
accompanied by a complex web of spillovers between the real 
economy and the fi nancial sector. These developments helped 
fuel an historic global expansion during 2003–07, but they also 
culminated in the recent fi nancial crisis—a crisis that originat-
ed in a narrow segment of the U.S. housing market and spread 
dramatically to every corner of the world. 

More effective crisis prevention 
Most notably, the absence of a suffi ciently large and attrac-
tive precautionary facility—an insurance policy of sorts for 
member countries—has been a major weakness in the IMF’s 
tool kit and in the global fi nancial architecture. Without such 
a facility, countries typically sought IMF fi nancing only after 
a crisis had struck, limiting the IMF’s role to providing fi -
nancing in order to smooth sometimes painful adjustment. 
In addition to raising the ultimate cost of macroeconomic 
shocks to member countries, it also meant the IMF was often 
associated with politically thorny austerity programs. Many 
countries, especially in Asia, opted instead to self-insure by 
building large buffers of foreign reserves. Although this may 
have made sense for single countries, it contributed to the 
buildup of global imbalances over the past decade, which, in 
turn, played a role in the current economic crisis. 

There have been several false starts over the years as the 
IMF attempted to implement a precautionary facility, but 
it took the current crisis to provide the consensus among 
member countries to see the effort through. In March of this 
year, the IMF introduced a Flexible Credit Line (FCL), which 
grants access to large amounts of rapid financing—with no ex 
post IMF policy conditions—for countries with very strong 
economic policies and a proven track record. This is perhaps 
the biggest change in how the IMF interacts with its mem-
bers since the end of Bretton Woods. Mexico, Poland, and 
Colombia have already tapped this new facility and are treat-
ing the financing—a total of some $78 billion for the three—
as precautionary. Markets have responded very positively to 
the announcement of these operations—with exchange rates 
strengthening even as two of the countries took advantage of 
the breathing room provided by the FCL to loosen monetary 
policy (see chart). In light of this positive initial experience, it 
is likely more countries will follow in the near future. 

This new facility is not, however, appropriate for all coun-
tries. For some, a precautionary facility would contribute to 
greater market confidence, but policies and policy frameworks 
may still need strengthening. For these countries, the IMF 
has introduced High Access Precautionary Arrangements, 
or HAPAs, which again provide an insurance policy, but in 
return for necessary policy measures. 

More focused and flexible conditionality 
For these and most other IMF programs, conditionality will 
remain critical to ensure that necessary policy adjustments are 
made and that the revolving nature of IMF credit is preserved. 
But conditionality has become more focused and stream-
lined, to encourage countries to approach the IMF early on, 
before their problems become too severe. At times, condition-
ality was seen as unduly burdensome, laden with conditions 
that—although potentially benefi cial—were not always cru-
cial for the success of the program or that were implemented 
without suffi cient fl exibility with regard to timing or nature 
of the policy actions. The IMF had already made efforts to 
streamline conditionality in recent years, but these efforts 
have taken a leap forward with recent changes that eliminate 
structural performance criteria and replace them with a more 
fl exible benchmark approach based on a broader progress re-
view. Under this approach, IMF-supported programs would 
continue to provide the strong policy framework country au-
thorities often value, while moving away from a rigid check-
list approach to policy evaluation. 

More resources required 
These reforms will have little impact if the IMF lacks suffi cient 
resources: in a world of high-volume private capital fl ows that 
can swiftly change course, fi nancing packages must be large 
enough to make a difference. The IMF has thus far had enough 
resources to do the job. It has already increased its aggregate 
lending sharply during the crisis and has enlarged the size of 
its programs in accordance with the size of the global shocks 
hitting these countries. For example, three emerging market 
countries—Hungary, Romania, and Ukraine—are each set to 
receive IMF fi nancing in excess of $15 billion. Access limits, 
including for low-income countries, have been doubled to 
assure those countries that their needs can be met. The IMF 
also intends to provide $6 billion in concessional resources to 

Source: IMF staff calculations.
Note: The blue line is an unweighted average of the Czech krona, Hungarian forint, and 

Romanian leu per Polish zloty; the red line is an unweighted average of Brazilian real, Chilean 
peso, and Colombian peso per Mexican peso; the green line is an unweighted average of the 
Brazilian real, Chilean peso, and Mexican peso per Colombian peso.

Breathing room
The currencies of countries that made use of the Flexible Credit 
Line mostly did better against regional peers. 
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low-income countries over the next two to three years: these 
countries, in particular in sub-Saharan Africa, have experi-
enced several years of very strong growth, and it is crucial that 
we not allow the crisis to undermine this progress. 

World leaders have pledged to ensure that IMF resources 
remain adequate, even if the crisis ends up deeper or longer 
than anticipated. The G-20 leaders have agreed to triple the 
IMF’s lending capacity to an unprecedented $750 billion and 
to at least double its capacity for concessional lending to low-
income countries. 

The G-20 has also mandated that the IMF agree on a new 
general allocation of Special Drawing Rights (SDRs), which 
would provide $250 billion in global liquidity. While this is 
quite small relative to overall global liquidity, it can have a siz-
able impact on international reserves for emerging market and 
low-income countries, potentially providing some additional 
breathing room for countercyclical macroeconomic policies. 

Better and expanded surveillance
Although reform of IMF lending facilities is critical, success in 
contributing to crisis prevention will ultimately rest on strong 
surveillance. The IMF was already in the process of making im-
portant changes to its surveillance before the crisis struck, by 
increasing its emphasis on fi nancial risks and their links with 
macroeconomic outcomes and by emphasizing cross-border 
spillovers. However, the crisis has clearly pointed to the need 
for further efforts in this area. The IMF was among the fi rst 
to warn about risks to the fi nancial sector and was ahead of 
the curve in its forecasts and calls for global fi scal stimulus and 
the cleansing of bank balance sheets. However, the IMF did 
not fully anticipate the depth of the crisis and underestimated 
the strength of domestic and international linkages. Moreover, 
the warnings were not loud enough, and were often ignored 
by policymakers. The IMF is learning from this experience and 
taking a number of steps to increase the effectiveness and scope 
of its bilateral and multilateral surveillance:

• A key initiative, in response to a request from both the 
International Monetary and Financial Committee and the 
G-20, is the development of an Early Warning Exercise, in 
collaboration with the Financial Stability Board (FSB). This 
initiative, envisaged as a twice-yearly exercise, is an effort to 
take a more systematic view of tail risks and global inter-
linkages, which, ultimately, should lead to earlier and better 
policy responses to those risks. The first full presentation to 
members of this exercise will take place at the IMF–World 
Bank Annual Meetings in Istanbul this October. 

• The IMF is strengthening its Financial Sector Assessment 
Programs, focusing more closely on cross-border and sys-
temic issues and integrating more closely with bilateral 
surveillance. 

• G-20 leaders have also asked the IMF to assess regularly 
the actions required and taken by countries in dealing with 
the crisis. In this context, the IMF has begun publishing a 
G-20 Fiscal Monitor, which tracks the implementation of fis-
cal stimulus by countries and will monitor, together with the 
FSB and other international bodies, implementation of com-
mitments made by G-20 leaders on financial oversight. 

• The IMF has also been tasked with monitoring imple-
mentation of regulatory and supervisory reforms agreed 
under the FSB and other standard-setting bodies.

It is important to emphasize that effective surveillance is a 
two-way street, with countries being open to the IMF’s views 
and policy recommendations. In this regard, the crisis may be 
having a salutary effect: the G-20 countries, for instance, have 
made a commitment to candor and evenhandedness under 
IMF surveillance. 

Reformed governance
For the IMF to be fully effective in its new role, it must be 
perceived as representing all countries in a fair manner. With 
that in mind, governance reform is being accelerated to en-
sure a decision-making structure that refl ects current global 
realities. Completion of a second round of quota reform 
is scheduled for January 2011 at the latest, and emerging 
and low-income countries will be given a greater say in this 
reform. This is an important development, but the signifi -
cance of quotas should not be overstated: dynamic emerg-
ing market countries already are serious global players, and 
their voice in the policy debate is increasingly heeded. Quota 
increases will, to this extent, simply refl ect a reality that is 
already here. 

What next?
Global efforts have been focused largely on the crisis at hand, 
but the reforms in progress are aimed equally at the postcrisis 
world. It is surely too much to ask that any set of institution-
al changes eliminate business cycles or periods of fi nancial 
sector stress. Moreover, economic and fi nancial sector poli-
cies inevitably will remain primarily the business of national 
governments. Nevertheless, it is not unreasonable to hope 
that the ongoing changes to the global fi nancial architec-
ture—including to the IMF—can reduce the frequency and 
depth of future crises. If that can be accomplished, we will 
have gone a good distance toward ensuring that the benefi ts 
of our increasingly open and integrated global economy can 
be preserved and extended. 

What additional changes might be expected? For one, 
although there have been major changes in global governance 
in recent months, the situation remains very much in flux. 
The enhanced role of the G-20 represents a major expansion 
of the international decision-making process, but it has at 
least two potential weaknesses. First, a vast majority of the 
world’s countries are excluded from the G-20: 165 mem-
bers of the IMF are not represented directly in the process. 
And, second, the G-20 lacks a voting structure that allows 
difficult decisions to be reached except with overwhelming 
consensus. These shortcomings need to be addressed, and 
a new architecture might allow greater scope for joint deci-
sion making on a wider set of international economic and 
financial issues, with the IMF in its newly expanded role as a 
central player.  ■

John Lipsky is First Deputy Managing Director of the 
International Monetary Fund. 
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Uncharted Territory
When aggressive monetary policy combats a crisis
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Prepared by Koshy Mathai and Simon Willson, 
International Monetary Fund.

Source: Federal Reserve Bank of St. Louis.
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Off the chart
Having already doubled the size of its balance sheet, 
the Fed is now poised to increase it even further, 
sending the monetary base (the blue line) well into 
another page on top of this one. In March 2009, the 
Fed announced that it would massively increase its 
purchases of mortgage-backed securities and debt 
issued by U.S. housing agencies Fannie Mae and 
Freddie Mac, and start to buy long-term U.S. Trea-
sury bonds. These purchases have already begun 
but could go much further.
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A
SSET price booms are fairly common 
occurrences in market economies. 
One of the fi rst to be documented 
was the tulip mania of 1637 in Hol-

land, when, at its peak, contracts sold for more 
than 10 times the annual income of a skilled 
craftsman. One of the most recent was the U.S. 
housing boom of the past decade, whose bust 
triggered the current global economic crisis.

But not all booms are alike. Some booms 
have been associated with crises and episodes 
of financial distress. But others have led to 
growth and the creation of tangible long-term 
assets, such as during the “railway mania” 
that took place in the 1840s in Britain. The 
scope and severity of the current crisis have 
reignited the debate over whether economic 
policy should be concerned with asset price 
booms and increases in leverage. If so, does 
this fall under monetary policy or should the 
burden be on regulatory measures? What, if 
any, should be the role of fiscal policy? This 
debate will continue to occupy economists 
and policymakers for a while, but a few pre-
liminary conclusions can be drawn.

Leveraged booms more dangerous
What matters may be not so much the asset 
price boom in itself, but who holds the assets 
and the risk, how the boom is fi nanced, and 
how an eventual bust may affect fi nancial in-
stitutions. The degree of leverage associated 
with the funding of a boom and the degree 
of involvement of banks and other fi nancial 

intermediaries will determine the magnitude 
of balance sheet effects and the dangers to the 
supply of credit in a bust.

As we have learned in recent months, busts 
are far more costly when banks are implicated 
in the boom and prices are supported through 
credit from highly leveraged institutions. This 
is because when asset prices deflate, the bal-
ance sheets of borrowers, and thus those of 
banks, deteriorate sharply (especially when 
maturity mismatches are pervasive), result-
ing in a credit freeze that can have a severe 
impact on economic activity. During an 
upswing, higher collateral values relax credit 
constraints. The resulting increase in credit in 
turn contributes to fuel the rise in asset prices. 
The opposite spiral can ensue in a downswing, 
as falling collateral values prevent borrowers 
from obtaining credit, further depressing asset 
prices (Kiyotaki and Moore, 1997).

In contrast, booms with limited lever-
age and bank involvement tend to deflate 
without major economic disruptions. For 
example, the bust of the dot-com bubble in 
2001 was followed by a relatively mild reces-
sion. In that boom, banks played a minor 
role. The sharp fall in stock prices did have 
a wealth effect, but it didn’t result in the kind 
of negative feedback between deteriorating 
borrower and lender balance sheets that has 
characterized the current crisis. For this rea-
son, it did not result in the weakened bank-
ing system and impaired supply of credit we 
are witnessing now.

Asset Price Booms 
How Can They Best Be Managed?

Giovanni Dell’Ariccia

Not all booms 
are alike—
making the 
right call on 
which policies 
to deploy 
depends on 
how assets are 
held and who 
is exposed to 
a possible bust

Unfinished development in Maryland, United States.
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Assuming that policymakers have decided a dangerous 
boom is building and want to deflate it before it wreaks havoc 
on the real economy, what tools are at their disposal? 

Stronger focus on macrofinancial stability
The first approach has traditionally been monetary policy. But 
central bankers are cautious people, and most of them remain 
wary of using interest rates to defl ate asset price booms. Those 
in favor of benign neglect argue that central banks should 
focus on infl ation (and, if so mandated, on growth). Asset 
prices can be monitored for useful information on the state 
of the economy (for example, quickly rising asset prices can 
signal more generalized infl ationary pressures), but should 
not be targeted in themselves.

This view rests on four main arguments:
• The role of monetary policy is to control inflation.
• It is difficult to identify asset price booms.
• Monetary policy may be too blunt a tool.
• Policy intervention can do more harm than good.
For these reasons, the argument goes, monetary policy is 

better suited for picking up the pieces after a bust than pre-
venting a boom from building up in the first place.

But as the current crisis has shown, boom-bust cycles 
can be very costly. And it has shown us that the traditional 
policy levers—reducing interest rates and pumping liquidity 
into the economy—don’t work well when the financial sys-
tem is seriously impaired. Furthermore, although speculative 
booms may indeed be difficult to identify with certainty, this 
task can be made easier by narrowing the focus to episodes 
involving credit and the banking system. In addition, even 
if spotting “bad” booms is difficult, it may be best to under-
take policy actions on the basis of a judgment call (as with 
inflation) if there is a real risk that inaction could result in 
a catastrophic scenario. It follows that—to the extent that 
the buildup of systemic risk can portend a sharp economic 
downturn, and to the extent that regulation cannot fully pre-
vent such a buildup—central banks cannot follow a benign 
neglect approach to asset price and credit booms. Price sta-
bility should be an objective within a wider mandate for 
macrofinancial stability.

Yet monetary policy alone may be too blunt to deal effec-
tively with speculative booms. Would you want to put a mil-
lion people out of a job because your banks are too highly 
leveraged? In addition, during booms, the expected return on 
assets is much higher than what can be affected by a marginal 
change to the interest rate. Capital account openness further 
limits the effectiveness of interest rates—people and compa-
nies seeking loans can, for instance, just take their business to 
the branch of an international bank. This is especially true in 
small open economies and in countries with more advanced 
financial sectors, where banks have easy access to foreign 
credit. Tighter monetary conditions are also likely to attract 
foreign capital and further fuel the demand for coveted assets.

So because the main problem with booms is the potential for 
widespread bank failures, prudential and administrative mea-
sures may offer a more targeted solution. They should, there-
fore, be a central element of an integrated policy response.

Better regulation can help
A major problem is that existing regulatory tools do not 
dampen the procyclicality of fi nancial markets and the build-
up of leverage. In fact, quite the opposite.

Prudential regulation has largely failed to prevent the 
buildup of systemic risk during good times and tends to 
aggravate economic downturns. Existing regulations require 
banks to hold more capital during downturns as risk mea-
sures increase, when capital is already depleted. The internal-
ratings-based approach under Basel II contributes to this 
problem because default probabilities are likely to be coun-
tercyclical (Repullo, Saurina, and Trucharte, 2009). This 
forces banks to cut back on lending and thus contributes to a 
worsening of the downturn.

To be effective, regulations should provide incentives to 
firms to smooth the impact of macroeconomic shocks. But 
the question of how to design effective countercyclical pru-
dential policies is one economists and policymakers have 
only recently started to address.

In designing such policies (IMF, 2009), authorities should 
consider the following:

• Introducing shock absorbers. Countercyclical capital 
regulation and loan loss provisioning requirements could 
play an important role in fighting booms.

• Limiting leverage. To prevent excess leverage during 
upswings, risk-weighted capital requirements could be accom-
panied by relatively simple, but explicit, limits on leverage.

• Limiting property lending volatility. The volatility of 
property lending could be reduced through countercyclical 
loan-to-value limits. These could be based, for instance, on 
output growth, house pricing dynamics, or aggregate house-
related lending. Stricter loan requirements could restrain the 
rapid growth of unhedged foreign currency credit.

• Limiting risk taking. Policies could target specific 
sources of risks, for instance, by requesting tighter eligibil-
ity and collateral requirements for certain types of loans and 
imposing limits on foreign exchange exposure.

• Discouraging excessive lending and borrowing. This 
could be done by eliminating implicit foreign exchange guar-
antees or fiscal incentives for particular types of loans and 
through public risk-awareness campaigns (Enoch and Ötker-
Robe, 2007).

• Monitoring problem banks. Finally, measures that 
improve the economy’s ability to withstand busts should be 
introduced. Such measures include more intensive surveillance 
of potential problem banks and stronger disclosure require-
ments of risk-management policies. It’s worth remembering 
that before the crisis, the widespread belief was that securitiza-
tion had transferred risk outside of the banking system.

Designing and implementing such rules will not be easy 
(see “Europe under Stress,” in this issue), especially in a glo-
balized world. Financial integration limits the effectiveness of 
unilateral measures because individuals and companies can 
circumvent restrictions by transferring their money to off-
shore centers and foreign parent banks.

What is needed, of course, is more international coopera-
tion. Measures will be more effective if supervisory agencies 
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work together to close loopholes, for instance, by preventing 
people from switching from domestic lending in foreign cur-
rency to direct foreign credit. This type of cooperation will be 
increasingly vital as financial systems become more integrated.

Taxing away the boom
The last tool at the disposal of policymakers is fi scal policy. 
Fiscal measures can help contain booms. By reducing overall 
demand, a tightening of fi scal policy can stem the buildup of 
vulnerabilities. Taxes can, in particular, impact asset prices, 
but they are blunt instruments, and it remains controversial 
whether tax increases should be used to contain booms.

Still, the current crisis should prompt policymakers to reex-
amine long-standing measures favoring leverage, such as allow-
ing deductions for mortgage interest payments. Even though 
most observers believe that fiscal policy played little role in the 
current crisis, tax rules in many countries have clearly been 
conducive to high levels of household and corporate debt, 
possibly increasing macroeconomic vulnerabilities. Tax provi-
sions may also have affected the level, growth, and volatility of 
key asset prices, raising questions as to whether discretionary 
tax policy could have a role in dampening or supporting such 
prices. The effect of mortgage tax relief is a case in point.

The way forward
An emerging boom can be hard to spot, and coming up with an 
effective policy response is diffi cult, which explains why policy-
makers have tended to shy away from fi rm policy action.

Bank-financed booms can lead to busts that can disrupt the 
supply of credit to the economy, as we have learned the hard 
way. Other booms, such as stock market booms, can more safely 

be left to take care of themselves. The lesson from the current 
crisis is clear: if the boom is being inflated through increased 
leverage provided through the financial system, policymakers 
should think twice before deciding to stay on the sidelines.

The case for policy intervention depends on how a boom 
is financed and how risk is held. Boom episodes with limited 
leverage and financial intermediary involvement tend to deflate 
without major economic disruptions. The risks for the econ-
omy are greater when the asset price upswing is fueled through 
leverage and risk resides primarily within the banking system.

A mix of policy tools is likely to be the best way of deflat-
ing a boom. In future, monetary policy will have to take asset 
price booms and financial stability more into account. But 
the policy response has to involve greater recourse to new 
flexible prudential measures aimed at limiting the procycli-
calities of financial intermediation.  ■

Giovanni Dell’Ariccia is a Deputy Division Chief in the IMF’s 
Research Department.
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The IMF’s Chief Economist explained in a 
 November 2008 lecture how a crisis that began 
in mortgage-backed securities turned into the 
worst recession since the 1930s. 

F
OR A TIME after the start of the 
fi nancial crisis, its effects on real 
activity appeared limited, but this 
did not last. Lower housing prices, 

lower stock prices—triggered initially by the 
decreased stock market value of fi nancial in-
stitutions—higher risk premiums, and credit 
rationing started taking their toll in the sec-
ond half of 2007. In the fall of 2008, however, 
the effect suddenly became much more pro-
nounced. Concern that the fi nancial crisis was 
worsening, and might lead to another Great 
Depression, led to a sharp decrease in stock 
prices and to a dramatic fall in consumer and 
corporate confi dence around the world. 

This happened as a result of a buildup dur-
ing the preceding good times of underlying 
conditions that helped shape the crisis, plus 
the triggering of amplification mechanisms 
that dramatically boosted its impact. 

Blanchard identified two related, but dis-
tinct, mechanisms: first, the sale of assets to 
satisfy liquidity runs by investors and, sec-
ond, the sale of assets to reestablish capital 
ratios. Together with the initial conditions, 
these mechanisms helped create the worst 
global recession since the 1930s. 

Four initial conditions
The trigger for the crisis was the decline in 
housing prices in the United States. But the 
initial losses from the subprime crisis were 
not huge in comparison with a measure such 
as U.S. stock market capitalization and were 
greatly overshadowed by subsequent world 

The
Perfect
 Storm

Olivier Blanchard’s view of the underlying 
causes of the crisis
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stock market declines (see chart). However, over the years, the 
stage was being set for a much larger crisis. Blanchard cited 
four preconditions: the underestimation of risk contained in 
newly issued assets; the opacity of the derived securities on 
the balance sheets of fi nancial institutions; the interconnec-
tion of fi nancial institutions, both within and across coun-
tries; and the high degree of leverage of the fi nancial system 
as a whole. 

Assets were created, bought, and sold that appeared much 
less risky than they truly were. With the expectation of stable 
or rising housing prices, most subprime mortgages appeared 
relatively riskless: the value of a mortgage might be high rela-
tive to the price of a house, but that imbalance would slowly 
disappear over time as prices increased. In retrospect, the fal-
lacy of this proposition was in its premise: if housing prices 
actually declined, many mortgages would exceed the value 
of the house, leading to defaults and foreclosures. Why did 
the people who took on these mortgages, and the institutions 
that held them, so underestimate the true risk? Many expla-
nations have been given, and many potential culprits have 
been named. Each of these explanations contains a grain of 
truth, but only a grain. 

Blanchard said he believed that the fundamental explana-
tion is more general. History teaches that benign economic 
environments often lead to credit booms and to the cre-
ation of marginal assets and the issuance of marginal loans. 
Borrowers and lenders look at recent historical distributions 
of returns and become more optimistic, indeed too optimis-
tic, about future returns. The environment was benign in 
the 2000s in most of the world, with sustained growth and 
low interest rates. And, looking in particular at U.S. housing 
prices, both borrowers and lenders could point to the fact 
that housing prices had increased every year since 1991, and 
had done so even during the recession of 2001. 

Securitization led to complex and hard-to-value assets on 
the balance sheets of financial institutions. Securitization had 
started much earlier, but ramped up in the past decade. In 
mid-2008, more than 60 percent of all U.S. mortgages were 

securitized—pooled to form mortgage-backed securities—
and the income streams from these securities were separated 
(“tranched’’) to offer riskier flows to some investors and less 
risky flows to others. 

Why did securitization take off in such a way? Because 
it was, and still is, a major improvement in risk alloca-
tion and a fundamentally healthy development. Indeed, 
looking across countries before the crisis, many (includ-
ing Blanchard) concluded that the U.S. economy would 
withstand a decrease in housing prices better than most 
economies: the shock would be absorbed by a large set of 
investors, rather than by just a few financial institutions, 
and thus would be much easier to absorb. This argument 
ignored two aspects that turned out to be important. The 
first was that, with complexity, came opacity. Although it 
was possible to assess the value of simple mortgage pools, it 
was harder to assess the value of the derived tranched secu-
rities, and even harder to assess the value of the securities 
derived from tranches of derived securities. Thus, worries 
about the original mortgages translated into a large degree 
of uncertainty about the value of the derived securities. 
And, in that environment, the fact that the securities were 
held by a large set of financial institutions implied that this 
considerable uncertainty affected a large number of balance 
sheets in the economy. 

Securitization and globalization led to increasing inter-
connection of financial institutions, both within and across 
countries. One of the early stories of the crisis was the sur-
prisingly large exposure of some regional German banks 
to U.S. subprime loans. But the reality goes far beyond 
this one example. Foreign claims by banks from the five 
major advanced economies increased from $6.3 trillion in 
2000 to $22 trillion by June 2008. In mid-2008, claims by 
these banks on emerging market countries alone exceeded 
$4 trillion. Think of what this implies if, for any reason, 
those banks decided to cut back their foreign exposure, as 
is happening now. 

Leverage increased within the financial system. The final 
key initial condition was the increase in leverage. Financial 
institutions financed their portfolios with less and less capi-
tal, thus increasing the rate of return on that capital. What 
were the underlying reasons? Certainly optimism and the 
underestimation of risk were at play. Another important fac-
tor was the number of regulatory holes. Banks were allowed 
to reduce their capital requirement by moving assets off their 
balance sheets in so-called structured investment vehicles. In 
2006, the value of the off-balance-sheet assets of Citigroup, 
$2.1 trillion—exceeded the value of the assets on the balance 
sheet, $1.8 trillion. The problem went far beyond banks. For 
example, at the end of 2006, “monoline insurers,’’ which 
insured a particular risk—such as default on municipal 
bonds—and operated outside the perimeter of regulation, 
had capital equal to $34 billion to back insurance claims 
against assets valued at more than $3 trillion. 

The implications of high leverage for the crisis were 
straightforward. If, for any reason, the value of the assets 
became lower and more uncertain, then the higher the 

Crisis magnified
The losses from subprime loans were small relative to subsequent 
stock market declines. 
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leverage, the higher the probability that capital would be 
wiped out and institutions would become insolvent. And 
this is exactly what happened. 

How the crisis was amplified
The larger crisis is the result of 
two mechanisms that amplifi ed 
the initial crisis: the inability of 
some banks to fi nance themselves 
and the effects of capital adequacy 
requirements for banks. 

The first amplification mecha-
nism is the modern version of bank 
runs. In traditional bank runs dur-
ing the Great Depression, it was the 
depositors who took their money 
out of the banks. Two changes have 
taken place since then. First, in 
most countries, depositors are for 
the most part insured, so they have 
little incentive to run to the bank. 
And banks and other financial 
institutions finance themselves largely in money markets, 
through short-term “wholesale funding.’’

Modern runs are no longer literal runs: what happens is 
institutions perceived to be at risk can no longer finance 
themselves on the money markets. The result is the same as 
in the old bank runs: faced with a decrease in their ability 
to borrow, institutions have to sell assets. To the extent that 
this is a macroeconomic phenomenon, there may be few 
deep-pocket investors willing to buy assets. If, in addition, 
the value of the assets is especially difficult for outside inves-
tors to assess, the assets are likely to sell at “fire-sale prices,’’ 
prices below the expected present value of the payments on 
the asset. This, in turn, implies that the sale of the assets by 
one institution further contributes to a decrease in the value 
of all similar assets, not only on the seller’s balance sheet, but 
on the balance sheets of all the institutions that hold these 
assets. This, in turn, reduces their capital, forcing them to sell 
assets, and so on. 

The amplification mechanism is at work, and it is easy 
to see how the size of the amplification is determined by 
initial conditions: to the extent that the assets are more 
opaque and thus difficult to value, the increase in uncer-
tainty will be larger, leading to a higher perceived risk of 
solvency, and thus to a higher probability of runs. For the 
same reasons, finding outside investors to buy these assets 
will be more difficult, and the fire-sale discount will be 
larger. To the extent that securitization leads to exposure 
of a larger set of institutions, more institutions will be at 
risk of a run. And finally, to the extent that institutions are 
more leveraged, that is, have less capital relative to assets 
to start with, the probability of insolvency will rise, again 
increasing the probability of runs. As has been seen, all 
these factors were very much in evidence at the start of the 
crisis, which is why this amplification mechanism has been 
particularly strong. 

The second amplification mechanism comes from finan-
cial institutions’ need to maintain an adequate capital ratio. 
Faced with a decrease in the value of their assets, and thus 
lower capital, financial institutions need to improve their 
capital ratio, either to satisfy regulatory requirements or to 

satisfy investors that they are tak-
ing measures to decrease the risk 
of insolvency. In principle, they 
then have a choice. They can either 
get additional funds from outside 
investors or deleverage, decreas-
ing the size of their balance sheets 
by selling some of their assets or 
reducing their lending. In a mac-
roeconomic crisis, finding addi-
tional private capital is likely to be 
difficult, for the reasons cited ear-
lier: there may be few deep-pocket 
investors willing to put up funds. 
And to the extent that the assets 
held by the financial institutions 
are difficult to value, investors will 

be reluctant to put their funds in institutions that hold them. 
In that situation, the only option for these institutions is to 
sell some of their assets. The same mechanism then goes 
into effect: the sale of assets leads to fire-sale prices, affect-
ing the balance sheets of all the institutions that hold them, 
leading to further sales, and so on. And, again, opacity, con-
nectedness, and leverage all imply more amplification. 

The two mechanisms are distinct. Theoretically, runs can 
happen even in the absence of any initial decrease in the 
value of assets. This is the well-known multiplicity of equi-
libria: if funding stops, assets must be liquidated at fire-sale 
prices, justifying the stop in funding in the first place. But 
runs are more likely, the higher the doubts about the value of 
the assets. Theoretically, firms may want to take measures to 
reestablish their capital ratio, even if they have no short-term 
funding problem and do not face runs. 

The two mechanisms interact, however, in many ways. A 
financial institution subject to a run may, instead of selling 
assets, cut credit to another financial institution, which may 
in turn be forced to sell assets. One of the channels through 
which the crisis has moved from advanced economies to 
emerging market economies has been through cuts in credit 
lines from financial institutions in advanced economies to 
their foreign subsidiaries, forcing them in turn to sell assets 
or cut credit to domestic borrowers. 

In short, underestimation of risk, opacity, intercon-
nection, and leverage, all combined to create the perfect 
(financial) storm. After Blanchard gave this lecture, other 
amplification mechanisms further combined to transform 
the financial turmoil into an even bigger macroeconomic 
storm.   ■
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is institutions perceived 

to be at risk can no longer 
fi nance themselves on 
the money markets.”  



T
HE NAMES sound as if they were toys or children’s 
stories—KIKO in Korea, TARN in Brazil and other 
countries. But they are part of a business model based 
on the use—or misuse—of exotic derivatives whose 

results are anything but imaginary. Transactions in these deriv-
atives have resulted in massive losses that fueled currency mar-
ket panics and helped transmit the fi nancial crisis to emerging 
markets. The very real consequences led the head of Poland’s 
business roundtable to call them a “product from hell.”

The first reported losses were at private firms in the tradable 
goods sector. Most of the firms were exporters that appeared 
to be using the derivatives to hedge against ill effects if their 
domestic currency were to appreciate. But when the curren-
cies depreciated instead and the losses were disclosed, foreign 
exchange markets reeled as the firms had to scramble and 
sell local currency for dollars to cover their losses. The direct 
losses have been deep and wide. An estimated 50,000 firms in 
the emerging market world have been affected. This includes 
10 percent of Indonesia’s exporters and 571 of Korea’s small 
and medium-size exporters. Losses in Brazil are estimated 
at $28 billion, in Indonesia at $3 billion, and in Mexico and 
Poland at $5 billion each. Not all the losses are private. Sri 
Lanka’s publicly owned Ceylon Petroleum Company lost 
$600 million, and China’s Citic Pacific suffered $2.4 billion 
in losses. 

The phenomenon appears to be widespread. Losses were 
also reported by exporters and other firms in Hong Kong SAR, 
India, and Malaysia. Firms in Brazil and Mexico also suffered 
large losses (see “A Hedge, Not a Bet,” in this issue). 

A subject of debate
Policymakers in many countries have been engaged in often 
acrimonious debates over how to deal with benignly named 
KIKOs and TARNs—and other exotic derivatives (see box). 

There are two fundamental questions at the core of the debate: 
Did the fi rms intend to hedge—that is, insulate themselves 
from currency movements—or speculate? And did banks, act-
ing as derivatives dealers, merely meet the needs of their cli-
ents or did they engage in deceptive trading practices?

It is nearly impossible to establish the mindset of custom-
ers or dealers. So the debate has created more heat than light. 
This article seeks to describe these derivatives, analyze their 
appropriateness for hedging and speculation, and suggest 
some policy measures to help prevent their misuse. 

The public interest concern surrounding these exotic 
financial products arose because their impact on the respec-
tive emerging market economies was greater than the direct 
impact on the firms involved. Once the local currency began 
to depreciate sufficiently to generate big losses for KIKO or 
TARN investors, the reports of those losses roiled the local 
currency markets and amplified selling pressures. The lack of 
transparency in the market for these exotic derivatives meant 
that currency markets could not know either the amounts of 
the outstanding transactions, who held them, or the size of 
the potential losses. Uncertainty led to fear, then to panic that 
fed on itself. Fears further depressed currency values, which 
generated larger losses on the derivatives. 

Playing 
with Fire

40  Finance & Development June 2009

Firms across the spectrum of 
emerging markets entered into 
exotic derivative contracts that 
caused massive losses

Randall Dodd

Snappy but potent
Derivatives sellers often give snappy names to exotic deriva-
tives as part of their marketing effort. KIKO stands for “knock-
in knock-out” option—“knock out” representing the point at 
which further investor gains are cancelled. TARN stands for 
“target redemption note,” signifying that further gains would 
end after they reached a “target redemption” amount. TARN is 
also often used to refer to a forward or swap. Other comparable 
derivatives include Snowball and Accumulator, whose names 
evoke their potential for accumulating extra gains (and losses). 
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Investor confidence also took a hit. Emerging equity market 
prices tumbled, and credit spreads spiked. Foreign investors 
withdrew capital, and the prospects for refinancing maturing 
foreign currency debts were thrown into question. The global 
financial crisis that began in the U.S. housing market arrived 
in emerging market economies. 

First appearance
The problems came to light last year as seemingly unrelated 
instances of nonfi nancial fi rms getting into trouble with their 
currency hedges, which are transactions designed to offset 
losses that occur when the value of their export earnings 
falls relative to that of their local currency (which they must 
use to pay production costs). Currency hedges are especially 
important to fi rms in export and import sectors because they 
earn or pay in currencies other than their domestic currencies 
and want to protect their income in their home currencies. In 
most cases, these exotic hedges involved an exporter taking 
a long position in its country’s currency—that is, buying a 
derivative contract that anticipates a rise in the value of the 
domestic currency, usually vis-à-vis the dollar. 

But a pattern quickly emerged. In at least seven Asian 
countries—China, India, Indonesia, Japan, Korea, Malaysia, 
and Sri Lanka—plus Brazil, Mexico, and Poland, the losses 
arose from very similar exotic derivative contracts traded 
between sophisticated derivatives dealers and their often less 
sophisticated nonfinancial corporate customers. In Korea, 
these derivatives went by the name KIKO (knock-in, knock-
out); in other countries they were called TARNs (target 
redemption forwards, swaps, or notes), callable forwards, or 
dual currency deposits. Currency coupon swaps was the label 
used in Japan. 

What made the losses alarming was their size. Disclosed 
losses were excessive relative to reasonable estimates of firms’ 
export revenues, and some firms were quickly forced into fil-
ing for bankruptcy protection. This was not consistent with 
the outcomes from normal hedging activities. Instead, the 
mounting losses generated financial policy firestorms—they 
became scandals. 

What were they?
Although the names varied from country to country, the basic 
economic structure of KIKO- and TARN-like transactions 
was the same. 

• The derivative provided a long position—that is, one 
in which the investor gains from an increase in the value 
of the underlying currency. The position was usually in the 
local currency, although in Sri Lanka the transactions were in 
crude oil and in Japan in Australian dollars. 

• The derivative generated monthly payments for a 
period of one or sometimes two years. A KIKO structure 
used long call options (giving the buyer the right to buy the 
currency at a certain price over a certain period of time) and 
short put options (granting the right to sell). That created the 
economic equivalent of a futures or forward contract—the 
investor gains from an upward movement in the underlying 
price and losses from a downward movement. 

• Potential gains on the transaction were capped or lim-
ited. In some cases it was a so-called knock-out provision 
that canceled the monthly payment if the foreign currency 
appreciated beyond a specified exchange rate, while in other 
cases the contract would terminate if the accrual of gains 
reached a target amount. 

• Potential losses were not limited, and indeed the deriva-
tives were structured in such a way that the losses would 
occur at a rate that was usually twice as fast as the decline in 
the underlying exchange rate or reference price. 

• The initial cost or premium to enter into these transac-
tions was zero. 

Proper debate
It is hard to know whether the nonfi nancial fi rms intended 
to hedge against further strengthening of their currency or 
merely to speculate. It is also hard to know how thoroughly 
they understood the risk-return profi le of these transactions. 
It is similarly hard to ascertain whether the derivatives dealers 
offering these transactions were meeting the demands of their 
clients or taking advantage of them. 

Whatever the motivations, the outcome was clear, as was 
the economic character of these contracts. These exotic 
derivatives were inappropriate for either hedging or speculat-
ing, and no knowledgeable investor would be likely to enter 
into these contracts intentionally. The policy debate should 
shift from trying to discern the mindset of derivatives traders 
and investors to discussing how best to ensure that appropri-
ate derivatives are indeed used for hedging, that hedgers are 
protected from abusive trading practices, and that speculative 
trading is restricted to “qualified” firms and individuals. 

These exotic derivatives are not appropriate for hedg-
ing because they do not closely match the firms’ existing 
risk exposures. Although the firms do need to hedge against 
an appreciation in the local currency, the KIKO and TARN 
instruments do not function as a hedge if the currency appre-
ciates enough to “knock out” payments or trigger redemption 
of the contracts. Moreover, an exporter’s potential gains from 
a currency depreciation—because their products become 
more competitive—are not matched by the doubling of the 
rate of losses from a depreciation. 

Nor are such derivatives appropriate for firms that are not 
capable of absorbing the possible hit arising from the dou-
bling of potential losses from currency depreciation. The 
resulting bankruptcies suggest this was the case. A funda-
mental principle of suitability is that the investor should be 
capable of absorbing potential losses. 

Moreover, even if firms in the tradable goods sector 
intended to speculate, these derivatives were far from the best 
instruments. Either a currency future or a standard forward 
or swap would offer the same or better upside potential, while 
not exposing the speculator to doubled downside risk. 

If the KIKOs and TARNs were not suitable for hedging and 
not the best alternative for speculating, why were they traded 
in such large quantities? One hypothesis is that the investors 
were either unsophisticated or that they were not informed 
or knowledgeable of the risks. Indeed, the international 
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financial markets had been benign for so long that investors 
in many markets began to underestimate certain risks. And 
the nonfinancial firms were presumably less sophisticated 
than the major banks offering these trades. 

Another hypothesis is that investors were sometimes pres-
sured into the contracts by banks as a condition for rolling 
over their loans. Some emerging market financial authorities, 
in interviews with the author, said that investors complained 
to them of bank pressure when the investors were refinancing 
loans. Yet one other explanation for the popularity of the deriv-
atives is that the KIKOs and TARNs were priced in a way that 
attracted investors to the higher risks because the exotic deriv-
atives offered exchange rates that were better than those pre-
vailing in the market for standard forwards and options. This 
last point implies that investors were somewhat aware of the 
products and their risks. However, it does not follow that such 
exotic investments were their best choice. If investors know-
ingly accepted that risk-return trade-off, it would amount to 
a dangerously inefficient trade in which nonfinancial firms 
were selling insurance against large amounts of extreme risks 
to more sophisticated financial firms. 

What regulators should do
There are substantial incentives for fi rms to hedge, and there 
would be more actual hedging activities were fi rms not afraid 
of being abused or defrauded. Hedging would not have gener-
ated the losses that have made these exotic derivative transac-
tions so scandalous across emerging markets. To promote more 

hedging and to help avoid a repetition of recent losses and dis-
ruptions to the foreign exchange markets caused by these exotic 
investments, there are measures that can be taken:

• At a national level, investor protection laws and anti-
fraud provisions should be clarified and strengthened to dis-
courage the use of inappropriate derivative transactions. 

• Reporting requirements for derivative transactions 
should be established. Reporting price and other transaction 
data for derivatives would make the market more transparent 
and would endow national and multinational surveillance 
authorities with greater capability to detect potential prob-
lems before they escalate. 

• The introduction of new and complex derivatives, or at 
least their use by firms other than qualified speculators, should 
be regulated through the use of either “positive” lists of accept-
able financial instruments or “negative” lists of prohibited ones. 

• Multilateral surveillance is needed to monitor markets 
globally and, among other functions, identify patterns of market 
misconduct and trading abuses such as occurred with KIKOs 
and TARNs. The authority, through its established relation-
ships with national supervisory authorities, should be capable 
of promptly notifying them of alarming or suspicious develop-
ments. As a multinational body, the IMF could perform this task 
and already possesses some of the necessary resources and for-
mal channels of cooperation among member countries.   ■

Randall Dodd is Senior Financial Sector Expert in the IMF’s 
Monetary and Capital Markets Department. 
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D
EVELOPING countries have an outstanding short-
term debt of nearly a trillion dollars. According 
to the World Bank, they face a fi nancing gap of 
$370–$700 billion. Given the severe crisis of confi -

dence in debt markets, it will be extremely diffi cult for countries 
to obtain private fi nancing using traditional fi nancial instru-
ments. Innovative fi nancing approaches are required, especially 
for private sector borrowers in developing countries, who face 
even harsher credit rationing than public sector borrowers. 

Scarcity of capital threatens to jeopardize long-term growth 
and employment generation in many developing coun-
tries, which have limited access to capital even in the best of 
times. Official aid alone will not be adequate to bridge near- 
or long-term financing gaps. Ultimately, it will be necessary 
to use official funding to catalyze private flows to developing 
countries—adopting innovative financing approaches such 
as targeting previously untapped potential investors or using 
structures with credit enhancements to tap existing investors. 

Stimulating such approaches is easier said than done, espe-
cially during the deepening financial crisis. But the debt crisis 
of the 1980s was ultimately resolved via an innovation—the 
creation of Brady bonds in 1989. Those bonds, named for 
then–U.S. Treasury Secretary Nicholas Brady, securitized the 
bank debt of mainly Latin American countries into tradable 
bonds that could be purchased by a broad investor base. 

Some innovative market-based financing mechanisms that 
developing countries could use include borrowing from their 
expatriate (diaspora) communities, securitizing future rev-
enues, and issuing bonds indexed to growth. Preliminary esti-
mates suggest that sub-Saharan African countries could raise 
$5–$10 billion by issuing diaspora bonds and $17 billion by 
securitizing future remittances and other future receivables. 

Diaspora bonds
The governments of India and Israel have raised about 
$40 billion, often during liquidity crises, by tapping into 
the wealth of their diaspora communities to support bal-
ance of payments needs and fi nance infrastructure, hous-
ing, health, and education projects. Diaspora bond issuance 
by the Development Corporation for Israel (DCI) has been 
a recurrent feature of that nation’s annual foreign funding 
program, raising well over $25 billion since 1951. The State 
Bank of India (SBI) has issued diaspora bonds on just three 
occasions—in 1991, following the balance of payments cri-
sis; in 1998, after the country conducted nuclear tests; and in 
2000. The SBI has raised $11.3 billion. Jewish diaspora inves-
tors paid a steep price premium (perhaps better characterized 
as a large patriotic yield discount) when buying DCI bonds. 
Indians living abroad purchased SBI bonds when ordinary 
sources of funding for India had all but vanished. 

The rationale behind diaspora bonds is twofold. For the 
countries, diaspora bonds represent a stable and cheap source 
of external finance, especially in times of financial stress. For 
investors, diaspora bonds offer the opportunity to display 
patriotism by helping their country of origin. Furthermore, 
the worst-case scenario for diaspora bonds is that debt service 
payments by the issuer are in local rather than hard currency. 
But because diaspora investors often have liabilities in their 
country of origin, they are likely to view the risk of receiving 
payments in local currency with much less trepidation than 
would nondiaspora investors. 

Among countries with large diaspora communities are the 
United States (which has large groups from the Philippines, 
India, China, Vietnam, and Korea, in Asia; El Salvador, the 
Dominican Republic, Jamaica, Colombia, Guatemala, and 
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New Paths 
to Funding
When fi nancing is scarce, developing countries 
may try innovative approaches to raise capital

Suhas Ketkar and Dilip Ratha

Restaurant kitchen in Vermont, United States: pools of migrants are potential purchasers of diaspora bonds.



Haiti, in Latin America and the Caribbean; and Poland, 
in eastern Europe), Japan (with a major diaspora presence 
of Koreans and Chinese), the United Kingdom (with large 
Indian and Pakistani communities), Germany (with people 
from Turkey, Croatia, and Serbia), France (with diaspora 
communities from Algeria and Morocco), and South Africa 
(home to migrants from neighboring countries in southern 
Africa). Large pools of migrants from India, Pakistan, the 
Philippines, Bangladesh, Indonesia, and Africa in the oil-
rich Gulf countries are also potential purchasers of diaspora 
bonds. 

If banks and other issuers want to tap the U.S. retail mar-
ket, they likely will have to register their diaspora bonds 
with the U.S. Securities and Exchange Commission, whose 
customary disclosure requirements could prove daunting 
for countries with weak financial institutions. But countries 
with a significant diaspora presence in Europe, where regu-
latory requirements are relatively less stringent, may be able 
to raise funds there. Diaspora bonds might also be issued 
in Hong Kong SAR, Malaysia, Russia, Singapore, and South 
Africa. 

Future-flow securitization
Securitization is a much maligned term at present because 
the global crisis had its roots in securitized debt in the United 
States. Securitization, however, was not the main problem. 
It was overaggressive valuation of the underlying assets. As 
long as this error is not repeated and ample excess cover-
age is provided to allow for declines in the value of the un-
derlying collateral, debt securitized by future hard-currency 
receivables will be a viable option for developing countries 
seeking to raise funds in the prevailing environment of low 
global risk appetite. 

Ever since Mexico’s Telmex undertook the first securi-
tized transaction based on future U.S. dollar revenue flows, 
the main credit rating agencies have assessed more than 400 
such transactions, valued at $80 billion. A wide variety of 
future receivables have been securitized—including exports 
of oil, minerals, and metals; airline tickets, credit card 
vouchers, electronic and paper remittances, and interna-
tional telephone calls; oil and gas royalties; and tax revenue. 
Securitization of diversified payment rights (DPRs)—which 
include all hard-currency receivables that come through the 
international payments system—is a more recent innova-
tion. DPRs are deemed attractive collateral because the 
diversity of their origin makes such flows stable. During 
2002–04, when Brazil had difficulty accessing international 
capital markets, many Brazilian banks securitized future 
hard-currency DPRs to raise $4.9 billion. 

By pledging future hard-currency receivables, securitized 
transactions subordinate the interests of current and future 
creditors. In a world of perfect capital markets, this might 
raise the cost of future borrowing and eliminate the principal 
rationale for securitization (Chalk, 2002). But many develop-
ing countries face capital markets that are far from perfect, 
and creditors may have trouble distinguishing between good 
and bad risks, paving the way for securitization. 

Transactions backed by future revenue streams are struc-
tured so that the payments do not enter the issuer’s home 
country until obligations to bond investors are met. Although 
this structure reduces sovereign transfer and convertibility 
risks, several other risks remain. These include:

• performance risk associated with the issuing entity’s 
ability to generate the receivable,

• product risk associated with the stability of receivable 
flows because of price and volume fluctuations, and

• diversion risk if the issuer’s government forces sales to 
customers not designated to direct their payments into the 
trust. 

Many of these risks can be reduced through the selection 
of future-flow receivables and excess coverage. The latter has 
now become critical as a result of the recent dismal perfor-
mance of mortgage-backed securities. Unlike the securitiza-
tion of existing assets such as local-currency mortgage loans, 
future-flow securitization structures (involving foreign-
currency export revenue or diversified payment rights) have 
held up very well during this financial crisis. 

Still, issuance of securitized bonds is far below potential. 
Constraints include a lack of good receivables and strong 
(investment-grade) local entities and the absence of clear 
laws, particularly bankruptcy laws. There are, however, fewer 
barriers today than a decade ago. 

Performance-indexed bonds
Debt service payments on fi xed-coupon bonds can confl ict 
with a country’s ability to pay. When an internal or external 
shock cuts growth, revenue falls and social safety net expen-
ditures rise. The resulting increase in fi scal pressure can force 
a country to choose between defaulting on foreign debt and 
adopting policies that increase the funds available for debt 
service but exacerbate the decline in output. Growth-indexed 
bonds are designed to overcome this problem. Coupons on 
such bonds are set to vary according to the growth perfor-
mance of a country’s gross domestic product (GDP), a proxy 
for its ability to pay. This feature lets a developing country 
follow countercyclical fi scal policy, paying less during an eco-
nomic slowdown and more during an expansion. It is plausi-
ble that developing countries would be willing to pay a higher 
rate on indexed bonds than they would pay on fi xed-coupon 
bonds to be able to avoid potential debt defaults. 

This idea has been around for a while, but despite their 
apparent attractiveness, growth-indexed bonds have not 
caught on. Only a few developing countries—Argentina, 
Bosnia and Herzegovina, Bulgaria, and Costa Rica—have 
incorporated clauses or warrants that increase the payoff to 
bondholders if GDP growth exceeds a threshold. The GDP-
indexed warrants in the Argentine program, for instance, 
represent the government’s obligation to pay 5 percent of the 
excess annual GDP in any year in which the GDP growth rate 
rises above the trend. The market’s initial low valuation of 
these warrants improved throughout 2007 as the Argentine 
economy posted strong growth. 

Widespread use of growth-indexed bonds has been held 
back because of concerns regarding the accuracy of GDP 
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data, the potential for deliberate underreporting of growth, 
and the complexity of the bonds. These obstacles are not 
overwhelming, but the liquidity of growth-indexed bonds 
has been low so far, and there appears to be a novelty pre-
mium (Costa, Chamon, and Ricci, 2008). 

Similar to the growth-indexed bonds issued by sover-
eigns, subsovereign borrowers could issue performance-
indexed bonds (PIBs). A PIB’s coupon would be linked to 

a well-defined indicator of the performance of the borrow-
ing entity. For a provincial or municipal government, for 
example, it could be a fiscal revenue target; for a public sec-
tor port authority, the indicator could be clearance or tran-
sit time; and for a private corporation, it could be earnings 
(Ramachandran, Gelb, and Shah, 2009). Such instruments 
have not yet been tested, but they seem potentially useful for 
large subsovereign borrowers in emerging markets. 

Public policy issues
Like earlier fi nancial innovations, diaspora bonds, future-
fl ow-backed securities, and performance-indexed bonds 
facilitate access to funding for developing countries. Future-
fl ow securitizations are designed to transfer credit risk from 
borrowers, thereby enhancing credit ratings and expanding 
liquidity. Diaspora bonds are meant to enhance liquidity. 
Growth- or performance-indexed bonds are designed to re-
duce credit risk by linking coupons to the ability to pay and 
to enhance liquidity by giving creditors an option on the 
performance of sovereign and subsovereign borrowers in 
developing countries. 

Multilateral institutions and official donors can play an 
important role in promoting market-based innovations. 
They can provide credit enhancements to developing coun-
try borrowers facing severe financing gaps. They can offer 
technical assistance on legal frameworks, structuring, pric-
ing, and risk management—and in the design of projects 
financed by innovative instruments. The institutions can 
help establish sovereign ratings, opening up access to inter-
national capital markets for poor countries in Africa, many 
of which are unrated (see box). They can also provide seed 
money to cover investment banking fees and rating costs 
incurred in structuring transactions supported by future-
flow receivables. They may also offer partial guarantees 
on future flows to mitigate risk and catalyze private flows. 
They have a clear role to play in improving the accuracy 
and transparency of GDP data to support the issuance of 
growth-indexed bonds.   ■

Suhas Ketkar is a Professor of Economics at Vanderbilt 
University and Dilip Ratha is Lead Economist in the World 
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Sovereign ratings and market access
Developing countries’ access to credit markets is affected not 
only by the type of debt they are offering but by the quality 
judgments of the rating agencies, which, when applied to a 
nation, are called sovereign credit ratings. Sovereign ratings 
also provide a benchmark for subsovereign borrowers. 

In general, sovereign debt spreads fall as sovereign credit 
ratings improve. But the major effect occurs when a rat-
ing rises to investment grade (see chart). Still, not having a 
sovereign rating may be worse than having a low rating. In 
2005, foreign direct investment (FDI) accounted for 85 per-
cent of private capital flows to the 70 developing countries 
that have no rating. Bank loans made up most of the rest. In 
comparison, capital flows were much more diversified for 
rated countries—roughly 55 percent from FDI, 15 percent 
from bank loans, as much as 25 percent from bonds, and 
nearly 5 percent from equity flows. Even B-rated countries 
were better off. An examination of 55 unrated countries 
reveals that they were more creditworthy than previously 
believed: eight of those 55 countries would likely be above 
investment grade; another 18 would likely be in the B to BB 
category. This suggests that there is hope for some of the 
unrated developing countries to obtain financing in global 
capital markets. Access to debt, however, must be accom-
panied by prudential debt management practices. In addi-
tion, countries benefiting from the IMF and World Bank’s 
Heavily Indebted Poor Countries Initiative and Multilateral 
Debt Relief Initiative should observe caution in taking on 
debt from opportunistic free riders.

Sources: Authors’ calculations; and Dealogic Analytics.
Note: Ratings from Standard & Poor’s. Investment grade ranges from AA to BBB-. Spreads 

represent the difference between the interest rate an emerging market government pays on a 
sovereign debt issue and the interest rate on comparable U.S. Treasury securities. A basis point is 
1/100th of a percentage point.

Ratings pay
The higher its credit rating, the more cheaply can an emerging 
market government raise funds. Costs rise dramatically when 
ratings fall below investment grade. 
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Latin American companies used new techniques to protect against 
currency swings. But a few used them to gamble—and lost big

Herman Kamil, Bennett W. Sutton, and Chris Walker

B
ORROWING in foreign currency can be a double-
edged sword for companies in emerging markets. 
Foreign currency liabilities often give fi rms the abil-
ity to secure funding at a lower cost and at longer 

maturities than if they borrowed in their domestic currency. 
But those same liabilities can leave balance sheets vulnerable 
to swings in exchange rates. In the late 1990s and early this 
decade, sharp currency depreciations in several countries in 
Latin America drove up the value of fi rms’ foreign currency 
debt relative to their assets and income, impairing many fi rms’ 
ability to service debt. This, in turn, exacerbated the banking 
diffi culties that many of these countries experienced. 

Over the past decade, firms have faced higher day-to-day 
fluctuations in exchange rates as many countries sought 
greater exchange rate flexibility. Those more flexible rates 
provided for better adjustment to external shocks and 
allowed monetary policy more independence. Crucially, it 
also provided incentives for firms to better manage their cur-
rency risk because they no longer could rely on central banks 
to keep currency movements within a preannounced range. 
What had been essentially free currency risk insurance to the 
private sector ended.

In a recent study (International Monetary Fund, 2008) we 
looked at the vulnerability of the corporate sector in Latin 
America to exchange rate changes between 1994 and 2007. 
We found that firms have sharply cut their balance sheet 
exposure to a sudden devaluation by reducing the share of 
debt contracted in foreign currency. We also found that firms 
have been more actively using “natural” currency hedges 
(export proceeds and dollar assets) to offset the dollar risk 
arising from their debt portfolio. But after the bankruptcy 
of Lehman Brothers in September 2008, a new vulnerabil-
ity became apparent. Some firms (especially larger, more 
sophisticated ones) had used financial derivative contracts to 
place bets on currency movements—and lost big when the 
currencies depreciated steeply. That not only led to financial 
problems for the companies, but presented authorities with 
difficult issues in foreign exchange markets.

Stronger balance sheets
To examine corporate sector vulnerability, we drew on a 
new database that links corporate balance sheet and stock 

market data for 1,200 publicly traded fi rms (fi nancial and 
nonfi nancial) in Argentina, Brazil, Chile, Colombia, Mexi-
co, and Peru. We fi rst described the evolution of fi rms’ net 
foreign currency positions over a relatively long time span 
(1992–2007), then complemented this balance sheet analy-
sis with an exploration of the sensitivity of fi rms’ stock mar-
ket valuations to exchange rate changes in two subperiods, 
1995–98 and 2004–07. We then tested whether the response 
of fi rms’ market values to currency fl uctuations has changed 
over time. 

We found that over the past decade, publicly listed firms 
in Latin America have in general cut their vulnerability to 
exchange rate risk by substantially reducing currency mis-
matches on their balance sheets. They did this by relying less 
on foreign currency debt and by more systematically match-
ing the liabilities they did have to foreign currency assets or 
to expected flows of dollar income. Consequently, on average, 
firms more recently became substantially more insulated from 
currency risk. We also found that for a significant fraction of 
firms, the impact of exchange rate changes on equity prices 
had declined considerably since mid-2000. These results sug-
gest that firms had become more aware of exchange rate risk 
and took steps to adapt their balance sheet structure and risk 
management practices to meet the potential challenges posed 
by greater exchange rate flexibility.

Corporate speculation proved disastrous
But a number of large corporations in Brazil and Mexico 
engaged in speculative derivative transactions in foreign 
currencies that left them exposed to currency movements. 
Rather than using these fi nancial derivatives to hedge, or 
insulate, their on-balance-sheet exposure from unexpected 
exchange rate movements, exporters and other nonfi nancial 
fi rms in Brazil and Mexico took large speculative positions 
in derivatives with the aim of profi ting from local currency 
appreciation and from positive differentials between local 
interest rates and generally lower U.S. dollar interest rates. 
When the Brazilian real and the Mexican peso depreciated 
sharply in September–November 2008, these fi rms incurred 
big losses (see table). The central banks in each country 
intervened heavily in their foreign exchange markets to 
contain the effect of these losses and meet the resulting ex-

A Hedge, Not a Bet
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traordinary demand for dollars. Similar derivative activities 
occurred in a number of emerging markets, with negative 
consequences, including the Republic of Korea, Poland, and 
India (see “Playing with Fire,” in this issue).

Currency derivative exposures often involved currency 
options, which give investors the right to buy or sell a cur-
rency at a specified price during a certain period of time. In 
Brazil and Mexico, some firms entered into complex option 
structures, either as an outright bet against depreciation of 
the domestic currency or as a source of funding that would 
be cheaper but also riskier than a dollar bank loan. Many of 
the resulting positions were structured so that losses accu-
mulated more rapidly after local currencies depreciated past 
a certain price. Although these transactions were profitable 
when the domestic currency was appreciating, or even if 
exchange rates did not fluctuate too much, losses mounted 
after the currencies depreciated sharply following the fail-
ure of Lehman Brothers in September 2008.

How much these companies lost is difficult to ascertain, 
but in Brazil and Mexico the losses were large enough to 
prompt a significant response from the central banks. 
Exposure to currency risk through derivatives led to sub-
stantial accounting losses and threatened to amplify the 
post-September shock to foreign exchange markets—the 
result of firms’ increased demand for dollars to provide the 
additional collateral needed to cover their mark-to-market 
losses. For instance, in Mexico, the central bank—which 
had long intervened in the foreign exchange market with 
a regular, rules-based approach—for the first time in a 
decade intervened on a large, discretionary basis, with no 
preannounced rules. In Brazil, the central bank sold dol-
lar futures contracts to help affected corporations hedge or 
unwind their positions and reduce market volatility. 

The sharp drop in firms’ stock prices following their dis-
closure of derivative losses provides strong evidence that the 
exposure to derivatives was “news” to the markets. Our results 
for Mexico, for example, suggest that before the October cri-
sis, share values of most of the firms that reported the big-
gest derivative losses tended to rise with a domestic currency 
depreciation. 

Policy implications
A plausible interpretation of our 
results is that the trend in most 
countries in the region to adopt 
fl exible exchange rates over the 
past decade has given fi rms suf-
fi cient incentives to manage cur-
rency risk and be more resilient to 
external shocks. Yet, as the recent 
episodes in Brazil and Mexico 
suggest, as fi nancial derivatives 
become more sophisticated and 
complex, regulatory frameworks 
must adapt to market develop-
ments as well as reinforce pruden-
tial supervisory practices.

Supervisors as well as the public need more detailed infor-
mation on the exposures of nonfinancial corporations to 
derivative positions. The global crisis revealed gaps in finan-
cial data disclosure and understanding of underlying risks. 
Financial activities by nonfinancial corporations expanded 
in areas such as offshore derivative contracts with limited 
disclosure requirements or enforcement, leaving regulators 
unable to assess risk concentrations. The surprises in the 
exposure of Brazilian and Mexican firms to currency deriva-
tives, and the reaction of currency markets and the central 
banks, illustrate the potential macroeconomic consequences 
of insufficient information on the financial activities of the 
corporate sector. 

The recent episodes in Brazil and Mexico exposed prob-
lems with financial risk management at the firm level as well. 
Derivative losses were also caused by varying combinations 
of governance failures at the firm level (poor risk manage-
ment) and lack of appropriate disclosure from suppliers 
of instruments (banks that were supposed to have advised 
options buyers of the embedded risk). Authorities should be 
aware of the skewed incentives generated by low-volatility 
environments and the potential for banks and their clients to 
overreach in tranquil times and take too many risks.

Supervisors in countries with significant over-the-
counter derivatives markets could improve the transpar-
ency and disclosure of information of these operations. 
Financial institutions operating in these markets could 
report these transactions more frequently and include more 
detailed information on instruments and counterparties. 
In particular, there may be benefits to requiring nonfinan-
cial publicly traded corporations to report their derivatives 
exposures undertaken in offshore markets, which in the 
past have not been monitored systematically by regulators. 
There may also be advantages to encouraging exchange-
based trading of derivatives to reduce counterparty risk and 
enhance transparency. Such measures would help better 
assess any buildup of systemic risks associated with deriva-
tive transactions. It would also strengthen market discipline, 
helping final investors perform some of the due diligence 

currently outsourced to rating 
agencies. Authorities in Mexico 
and Brazil are already moving in 
this direction.  ■
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Losing a bet
Several big companies in Brazil and Mexico had major 
losses in the fourth quarter of 2008 as a result of 
using exotic foreign currency derivatives.

Firm
Loss 

(million dollars)
Loss 

(percent of total assets)
Mexico
  Comerci  2,200 60
  Cemex 911 2
  Gruma 852 27
  Vitro 358 15
  Alfa 194 2
  GISSA 161 34
Brazil
  Sadia 2,400 41
  Aracruz Celulose  2,100 42
  Grupo Votontarin 1,000 55
Sources: Mexico—quarterly financial reports for firms. Brazil—press reports; 

Bloomberg LLP; and Reuters.



T
HE role of fi scal policy in ameliorating the adverse ef-
fects of the global economic downturn is at the center 
of the policy debate in Latin America, as it is in other 
parts of the globe. Economic growth in the region is 

projected to decline from a healthy 4 percent in 2008 into nega-
tive territory in 2009, reversing some of the impressive gains in 
employment and poverty reduction of recent years. Fiscal, or 
government, revenues are also coming under pressure, mak-
ing it diffi cult for countries to achieve targets for budget defi -
cits, even without new spending initiatives. At the same time, 
many countries are constrained by limited access to fi nancing 
and still-high levels of public debt, making it diffi cult to expand 
public borrowing. In these circumstances, how do policymak-
ers assess whether or not a fi scal stimulus is appropriate? Under 
what conditions are markets likely to permit this kind of fi scal 
expansion to be effective in helping support living standards 
during a period of economic downturn?

Fiscal effects of the downturn
The contraction in economic activity and falling commodity 
prices are placing substantial pressure on government rev-
enue. After several years of increases, revenue-to-GDP ratios 
for Latin American countries, on average, are projected to 
fall by about 2 percentage points of GDP in 2009 (see chart). 
The revenue declines among commodity producers are espe-
cially noteworthy. Fiscal revenues are likely to drop signifi -
cantly below their estimated long-run levels, and a key issue is 
whether it is desirable and feasible to protect public spending 
from falling as well. 

In deciding on the appropriate fiscal stance, an important 
consideration for policymakers is the effect of the budget def-
icit on financing conditions and interest rates. An increase in 
the government’s budget deficit raises the demand for funds 
and public debt levels, and under some circumstances may 
raise interest rates substantially. 

In emerging markets in Latin America, the effects of 
higher budget deficits on interest rates are potentially 
much stronger than in advanced economies. Many govern-
ments have yet to establish credible medium-term, typi-

cally three- to five-year, fiscal frameworks to assure markets 
that extraordinary increases in deficits will be reversed once 
economic activity recovers. As a result, the path for public 
debt—and public borrowing needs over the medium term—
may appear uncertain. In addition, most governments are 
unable to borrow for as long a period as those in industrial 
countries. That means that they have to refinance, or roll 
over, a substantial share of the public debt in any given year. 
The debt of emerging market countries is also highly vul-
nerable to shifts in investors’ risk appetite. This last factor 
is especially important, because shifting perceptions of risks 
regarding fiscal sustainability—or the government’s ability 
to finance a higher deficit over the medium term—can lead 
to substantial upward pressure on interest rates and capital 
outflows. Furthermore, the large increase in public debt lev-
els in industrial countries adds to uncertainty with respect 
to world interest rates and the availability of financing for 
emerging markets over the medium term. 
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Latin America: When Is 
Fiscal Stimulus Right?
For some countries stimulus is appropriate during the global 
economic crisis. But for others the answer is less clear 

Nicolás Eyzaguirre, Benedict Clements, 
and Jorge Canales-Kriljenko

Shifting fiscal fortunes
Government revenues are projected to decline in 2009 and 
Latin America is now expected to run a primary budget deficit. 
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Fiscal policy effectiveness
Consider the case of a government that enjoys a high level of 
credibility in the fi scal framework and a low public debt burden. 
Under normal fi nancing conditions, an increase in government 
expenditure, fi nanced by the issuance of domestic debt, can 
lead to higher output growth. Interest rates rise relative to what 
they would have been (the baseline), in part because of higher 
levels of public debt. These effects are unlikely to constrain the 
effectiveness of fi scal policy, however, in part because the cur-
rent baseline already incorporates low interest rates caused by 
the global slowdown and glut of savings. 

For example, in a simulation exercise on a representa-
tive small Latin American economy, using the IMF’s Global 
Integrated Monetary and Fiscal Model (Kumhof and Laxton, 
2007), an increase in public investment of about half a per-
cent of GDP could raise output, on average, by slightly less 
than half a percentage point in the first year. The net results 
of fiscal expansion on growth also depend on the response 
of monetary policy and the initial conditions assumed in the 
baseline. 

However, in a situation in which the higher deficit leads 
to concerns about financing over the medium term or the 
sustainability of public debt, fiscal policy is much less effec-
tive in stabilizing output. Under these types of circumstances, 
concerns about financing lead investors to demand a higher 
risk premium for holding government debt, which pushes up 
interest rates. In economies with flexible exchange rates, the 
higher risk premium also contributes to a depreciation of the 
exchange rate—which boosts the cost of imported inputs, 
switches spending toward home goods, and reallocates 
resources toward exports and import-substituting activi-
ties. In economies with predetermined exchange rate poli-
cies (such as a fixed exchange rate or a crawling peg), interest 
rates must increase by even more to protect the exchange rate, 
undermining the effect of the fiscal expansion on economic 
activity. Depending on the credibility of the fiscal framework, 
the public debt level, and the monetary policy framework, 
these higher interest rates can even lead to a decline in output 
in response to higher budget deficits. 

Composition of stimulus matters
Beyond issues of fi nancing, the effi ciency of the proposed 
measures as an instrument of fi scal stimulus must also be 
considered. The general lessons for Latin America, in this re-
gard, are similar to those for other regions. As indicated in 
Spilimbergo and others (2008), preference should be given 
to measures that have large fi scal multipliers, can be imple-
mented quickly, and can be reversed once the economy sta-
bilizes. Policy actions that meet these criteria include accel-
erating planned investment and/or maintenance, temporary 
tax cuts targeting those with a high propensity to consume 
(rather than save the cut), and the expansion of unemploy-
ment benefi ts. Spending that cannot be easily reversed once 
the economy stabilizes, and is not well targeted—for exam-
ple, an increase in public wages—is less desirable from this 
standpoint. The long-term trend in Latin American spending 
toward rising primary current outlays (expenditure minus 
interest payments) also suggests caution in this regard. These 
outlays, for example, increased by about 2 percentage points 
of GDP between 2000 and 2008. 

The bottom line is that the scope for fiscal stimulus must 
be analyzed on a case-by-case basis. In several countries, the 
slowdown in private sector activity may provide room for a 
temporary and well-designed fiscal stimulus. Governments 
with high policy credibility, low debt burdens, and flexible 
monetary frameworks are well positioned to conduct effec-
tive countercyclical fiscal policy. In countries with low cred-
ibility, however, countercyclical fiscal policy efforts may be 
counterproductive. In intermediate cases, efforts to boost 
credibility may pay handsome dividends. 

For example, governments that have not already done 
so will benefit from making additional progress in devel-
oping sustainable medium-term fiscal frameworks. These 
frameworks should incorporate specific strategies of the 
government for dealing with transitory shocks (such as a 
deterioration in the global environment or commodity prices 
that sharply reduces economic growth). They should also 
include specific plans for addressing long-term fiscal chal-
lenges, such as pension spending. Finally, they should also 
delineate how the government would react if contingent or 
possible fiscal risks materialize. Building this kind of credible, 
rules-based framework will assure markets that there is suf-
ficient room for fiscal expansion in the shorter term, without 
threatening fiscal sustainability over the longer term.   ■

Nicolás Eyzaguirre is Director of the IMF’s Western 
Hemisphere Department, in which Benedict Clements is 
a Division Chief and Jorge Canales-Kriljenko is a Senior 
Economist. 
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T
HE causes of the fi nancial crisis are 
widely acknowledged, but what is 
less well understood in the public 
debate is how the philosophical ap-

proach to the regulation and supervision of 
the global fi nancial system played an enabling 
role in the runup to the current fi nancial cri-
sis. This philosophical approach is often de-
scribed as the “risk-based supervision” (RBS) 
framework. It has been adopted by the leading 
developed economies, as well as many other 
countries throughout the world. Although 
the RBS framework can be used to describe a 
general philosophical approach to regulation 
and supervision of the entire fi nancial sys-
tem, I will use the term more narrowly—as 
it applies to offi cial oversight of the banking 
system.

At the core of the RBS philosophy lies the 
view that a banking organization can engage 
in virtually all forms of financial activity, as 
long as it has robust risk management sys-
tems and sufficient earnings and capital to 
support those underlying risks. In short, 
RBS seeks to liberalize the powers of well-
managed banks, to spur innovation, and to 
reward good behavior.

The RBS framework also aims to pro-
mote proactive financial sector supervision 
by early identification and resolution of 
weak risk management practices, before their 
effects threaten the stability of both individ-
ual banks and the banking system as a whole. 
Virtually all countries that have adopted this 
approach have aligned their legal, regulatory, 
and supervisory approach to support this 
overarching philosophy.

Where risk-based supervision falters
Although the ideals of RBS are admirable and 
the framework has yielded tangible benefi ts, 
its shortcomings are rarely discussed, given 
the presumption that the RBS approach is the 
best way to oversee a nation’s banking system. 
The unfolding of the current fi nancial crisis 
has exposed fundamental cracks in this ap-
proach to banking system oversight.

First, the RBS philosophy outsources criti-
cal public policy matters—such as whether 
certain financial activities are permissible and 
the implications for broader financial system 
stability—to individual bank supervisors. 
To take a recent notorious example, should 
banks be allowed to originate and/or pur-
chase via securitization home mortgage loans 
that require a very small or no down payment 
and that do not require any documentation 
of customers’ ability to repay? Should banks 
be allowed to sell complex structured prod-
ucts to their retail depositors? 

On the one hand, proponents argue that 
creative financing and the availability of a 
wide range of financial products facilitate 
innovation and provide greater access to 
credit and choice of products to a broader 
range of consumers. On the other hand, 
critics—among them, Nobel Prize–winning 
economist Joseph Stiglitz—argue that it is 
necessary to differentiate between good and 
bad innovation.

Whatever the relative merits of these argu-
ments, if we are to view the reasonableness of 
such activities solely through the lens of indi-
vidual banks’ risk management and financial 
capacity, we may be missing the larger public 
policy and systemic risk implications: whether 
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 Matters 
such activities are on balance good or bad for the financial sys-
tem. Issues of such magnitude are best addressed at the institu-
tional, rather than individual bank supervisor, level.

Judgment skills
Second, the RBS approach relies on the ability of both bank 
supervisors and risk managers at individual banks to make 
sound judgments. And because good risk management can-
not be judged as black or white—but in shades of gray—it 
is often subject to intense debate between the regulator and 
the regulated. This judgment-based process has become more 
complex over time, as larger banks have developed increas-
ingly sophisticated risk models that few people within central 
banks and regulatory authorities—and, as it turns out, within 
banking organizations themselves—fully understand. 

The implications of the explicit links established under 
the RBS model—between a banking organization’s risk man-
agement capacity with the scope of its permissible financial 
activities—must be considered against this backdrop. As such, 
the stakes for arriving at erroneous risk assessment are high, 
and, as the unfolding of the current financial crisis has shown, 
it could, on a collective basis, bring down the entire financial 
system.

Third, although a key aim of the RBS framework is to 
allow banking supervisors to identify and resolve problems in 
the banking system at an early stage, it is difficult to constrain 
the risk-taking activities of banks when their earnings and 
capital positions still appear strong. Early regulatory inter-
vention is more prominent under the RBS philosophy, par-
ticularly because it also liberalizes a banking organization’s 
scope of permissible financial activities. In practice, problems 
are encountered on two fronts, at both the firm level and the 
political level.

At the firm, or micro, level, for example, if regulators were 
to identify a significant relaxation of banks’ loan origina-
tion standards as an area of concern, the bank’s manage-
ment could point to the bank’s superior earnings and capital 
position as “evidence” of its ability to manage risk. Thus, 
to the extent that bank supervisors identify these short-
comings, they typically make “soft recommendations” as 
opposed to issuing “mandatory directives.” These challenges 
are compounded by the procyclical nature of bank capital 
requirements, which allow banks to hold less capital dur-
ing good times, precisely when heightened competition and 
rapid credit growth lead inevitably to an overall increase in 
risk appetite and an erosion of risk-assessment standards. 
The current financial crisis has revealed that risks both at 
individual banks and in the banking system as a whole were 
building to unsustainable levels, at a time when the global 

banking industry was reporting record profits and seem-
ingly healthy capital levels.

At the political level, there may also be pressure to keep the 
credit flowing. After all, what politician wants to be blamed 
for taking away the punchbowl when the party is just get-
ting started? As a result, weak risk management practices can 
continue to persist in the banking system, until bank regu-
lators step in with a too-little-too-late response—after the 
cumulative effects of weak risk management practices have 
penetrated the bank’s balance sheet and adversely affected 
reported earnings and capital.

Policy implications
Because of these shortcomings, any meaningful reform of 
offi cial banking system oversight must take a critical look at, 
and attempt to mitigate, the enabling role the RBS philosophy 
played in the current fi nancial crisis.

• First, banking supervisors must be willing and able to 
constrain banks’ risk-taking activities—as needed—at an 
early stage, even when their financial condition is strong on 
paper. That is easier said than done, because it would require 
bank supervisors to ignore conventional wisdom and say 
“no” to powerful banking organizations, which—if they hap-
pen to be systemically important banks—are likely to have 
strong political backing at the highest levels of government. 
As such, early regulatory intervention can succeed only if it 
is backed by a credible bank regulatory authority that has the 
institutional wherewithal to carry out effectively its “safety 
and soundness” mandate.

• Second, banking authorities must find a better bal-
ance between the use of “regulatory” and “supervisory” 
tools to oversee the safety and soundness of  individual 
banks and the banking system. The implementation of risk-
based supervision has led to a greater—and perhaps exces-
sive—reliance on discretionary methods to ensure a healthy 
banking system. In short, this philosophical approach has 
been used as the basis to liberalize banking activities and 
to delegate critical decisions to individual bank supervisors, 
based on their assessment of banks’ risk management and 
financial capacity. 

While this system of supervision is here to stay, we must 
attempt to formulate more explicit regulatory backstops to 
mitigate its unintended consequences and to provide a more 
tangible means to curb excessive risk in the banking system.

 Among those new regulations should be the establish-
ment of countercyclical capital and loan loss provisioning 
requirements during economic upswings. It will no doubt be 
a challenge to strike an appropriate balance between drawing 
a line in the sand regarding a banking organization’s risk-tak-
ing activities and continuing to encourage innovation in the 
global financial system. Authorities must be willing to con-
front this challenge and—critically—get the balance right. 
Given the scale and severity of the current financial turmoil, 
we simply cannot afford to be so wrong again.  ■

S. Raihan Zamil is the IMF’s Banking Policy and Supervision 
Advisor to Bank Indonesia. 
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What Is
    Fiscal Policy?

F
ISCAL policy is the use of government spending and 
taxation to infl uence the economy. Governments typi-
cally use fi scal policy to promote strong and sustain-
able growth and reduce poverty. The role and objec-

tives of fi scal policy have gained prominence in the current 
crisis as governments have stepped in to support fi nancial sys-
tems, jump-start growth, and mitigate the impact of the crisis 
on vulnerable groups. In the communiqué following their Lon-
don summit in April, leaders of the Group of Twenty industrial 
and emerging market countries stated that they are undertak-
ing “unprecedented and concerted fi scal expansion.” What do 
they mean by fi scal expansion? And, more generally, how can 
fi scal tools provide a boost to the world economy?

Historically, the prominence of fiscal policy as a policy tool 
has waxed and waned. Before 1930, an approach of limited 
government, or laissez-faire, prevailed. With the stock mar-
ket crash and the Great Depression, policymakers pushed for 
governments to play a more proactive role. More recently, 
countries scaled back the size and function of government, 
with markets taking on an enhanced role in the allocation 
of goods and services. Now, with the financial crisis in full 
swing, a more active fiscal policy is back in favor. 

How does fiscal policy work?
When policymakers seek to infl uence the economy, they have 
two main tools at their disposal—monetary policy and fi scal 
policy. Central banks indirectly target activity by infl uencing 
the money supply through adjustments to interest rates, bank 
reserve requirements, and the sale of government securities 
and foreign exchange; governments infl uence the economy by 
changing the level and types of taxes, the extent and composi-
tion of spending, and the degree and form of borrowing. 

Governments directly and indirectly influence the way 
resources are used in the economy. The basic equation of 
national income accounting helps show how this happens:

GDP = C + I + G + NX. 
On the left side is gross domestic product (GDP)—the value 
of all fi nal goods and services produced in the economy (see 
“Back to Basics,” F&D, December 2008). On the right side 
are the sources of aggregate spending or demand—private 
consumption (C), private investment (I), purchases of goods 
and services by the government (G), and exports minus im-
ports (net exports, NX). This equation makes it evident that 
governments affect economic activity (GDP), controlling 

G directly and infl uencing C, I, and NX indirectly, through 
changes in taxes, transfers, and spending. Fiscal policy that in-
creases aggregate demand directly through an increase in gov-
ernment spending is typically called expansionary or “loose.” 
By contrast, fi scal policy is often considered contractionary or 
“tight” if it reduces demand via lower spending. 

Besides providing goods and services, fiscal policy objec-
tives vary. In the short term, governments may focus on mac-
roeconomic stabilization—for example, stimulating an ailing 
economy, combating rising inflation, or helping reduce exter-
nal vulnerabilities. In the longer term, the aim may be to fos-
ter sustainable growth or reduce poverty with actions on the 
supply side to improve infrastructure or education. Although 
these objectives are broadly shared across countries, their rela-
tive importance differs depending on country circumstances. 
In the short term, priorities may reflect the business cycle or 
response to a natural disaster—in the longer term, the driv-
ers can be development levels, demographics, or resource 
endowments. The desire to reduce poverty might lead a low-
income country to tilt spending toward primary health care, 
whereas in an advanced economy, pension reforms might tar-
get looming long-term costs related to an aging population. 
In an oil-producing country, fiscal policy might aim to mod-
erate procyclical spending—moderating both bursts when oil 
prices rise and painful cuts when they drop. 

Response to the crisis
The crisis has had a negative impact on economies around the 
globe, with fi nancial sector diffi culties and fl agging confi dence 
hitting private consumption, investment, and international 
trade (recall the national income accounting equation). Gov-
ernments have responded by aiming to boost activity through 
two channels: automatic stabilizers and fi scal stimulus—that 
is, new discretionary spending or tax cuts. Stabilizers go into 
effect as tax revenues and expenditure levels change and do not 
depend on specifi c actions but operate in relation to the busi-
ness cycle. For instance, as output slows or falls, the amount 
of taxes collected declines because corporate profi ts and tax-
payers’ incomes fall. Unemployment benefi ts and other social 
spending are also designed to rise during a downturn. These 
cyclical changes make fi scal policy automatically expansionary 
during downturns and contractionary during upturns. 

Automatic stabilizers are linked to the size of the govern-
ment, and tend to be larger in advanced economies. Where 
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stabilizers are larger, there may be less need for stimu-
lus—tax cuts, subsidies, or public works programs—since 
both approaches help to soften the effects of a downturn. 
Indeed, in the current crisis, countries with larger stabiliz-
ers have tended to resort less to discretionary measures. In 
addition, although discretionary measures can be tailored 
to stabilization needs, automatic stabilizers are not subject 
to implementation lags (for example, design, approval, and 
implementation of new road projects), and their impacts are 
automatically withdrawn as conditions improve. Stimulus 
may be difficult to design and implement effectively and diffi-
cult to reverse when conditions pick up. In many low-income 
and emerging market countries, however, institutional limi-
tations and narrow tax bases mean stabilizers are relatively 
weak. Even in countries with larger stabilizers, there may be a 
pressing need to compensate for the loss of economic activ-
ity and compelling reasons to target the government’s crisis 
response to those most directly in need. 

The exact response ultimately depends on the fiscal space a 
government has available for new spending initiatives or tax 
cuts—that is, its access to additional financing at a reason-
able cost or its ability to reprioritize its existing expenditures. 
Some governments have not been in a position to respond 
with stimulus, because their potential creditors believe addi-
tional spending and borrowing would put too much pres-
sure on inflation, foreign exchange reserves, or the exchange 
rate—or take too many resources from the local private sector 
(also known as crowding out), delaying recovery. For other 
governments, more severe financing constraints have neces-
sitated spending cuts as revenues decline (stabilizers func-
tioning). In countries with high inflation or external current 
account deficits, fiscal stimulus is likely to be ineffective, and 
even undesirable. 

Fine-tuning the response
The size, timing, composition, and duration of stimulus mat-
ter. Policymakers generally aim to tailor the size of stimulus 
measures to their estimates of the size of the output gap—the 
difference between expected output and what output would 
be if the economy were functioning at full capacity. A mea-
sure of the effectiveness of the stimulus—or, more precisely, 
its translation in terms of output (also known as the multi-
plier)—is also needed. Multipliers tend to be larger if there is 
less leakage (for example, only a small part of the stimulus is 
saved or spent on imports), monetary conditions are accom-
modative (interest rates do not rise as a consequence of the 
fi scal expansion), and the country’s fi scal position after the 
stimulus is viewed as sustainable. Multipliers can be small or 
even negative if the expansion raises concerns about future 
sustainability, in which case the private sector would likely 
counteract government intervention by increasing savings or 
even moving money offshore, rather than investing or con-
suming. Multipliers also tend to be higher for spending mea-
sures than for tax cuts or transfers and for larger countries (in 
both cases, because of fewer leakages). As for timing, it often 
takes time to implement spending measures, and once in place 
they may no longer be needed. However, if the downturn is 

expected to be prolonged (as in the current crisis), concerns 
over lags may be less pressing. For all these reasons, stimulus 
measures should be timely, targeted, and temporary—quickly 
reversed once conditions improve. 

Similarly, the responsiveness and scope of stabiliz-
ers can be enhanced; for instance, by a more progressive 
tax system—taxing high-income households at a higher 
rate than lower-income households. Transfer payments 
can also be explicitly linked to economic conditions (for 
instance, unemployment rates or other labor market trig-
gers). In some countries, fiscal rules aim to limit the growth 
of spending during boom times, when revenue growth—
particularly from natural resources—is high. Elsewhere, 
formal review or expiration (“sunset”) mechanisms for 
programs help ensure that new initiatives do not outlive 
their initial purpose. Finally, medium-term frameworks 
with comprehensive coverage and assessment of revenues, 
expenditures, assets and liabilities, and risks help improve 
policymaking over the business cycle. 

Big deficits and rising public debt
Fiscal defi cits and public debt ratios have expanded sharply 
in many countries with the fi scal response of the crisis. Sup-
port and guarantees to fi nancial and industrial sectors have 
added to concerns. Many countries can afford to run moder-
ate fi scal defi cits for extended periods, with domestic and in-
ternational fi nancial markets and international and bilateral 
partners convinced of their ability to meet present and future 
obligations. Defi cits that grow too large and linger too long 
may, however, undermine that confi dence. Aware of these 
risks in the present crisis, the IMF is calling on governments 
to establish a four-pronged fi scal policy strategy to help en-
sure solvency: stimulus should not have permanent effects on 
defi cits; medium-term frameworks should include commit-
ment to fi scal correction once conditions improve; structural 
reforms should be identifi ed and implemented to enhance 
growth; and countries facing medium- and long-term demo-
graphic pressures should fi rmly commit to clear strategies for 
health care and pension reform.  ■ 

Mark Horton is a Division Chief and Asmaa El-Ganainy is an 
Economist in the IMF’s Fiscal Affairs Department. 
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A
FRICA’S limited integration into 
global markets has provided little 
protection from the direct effects 
of the global fi nancial crisis. But 

Africa should brace itself for the consequences 
of the global crisis on its real economy. The 
speed at which African economies have been 
affected has exceeded earlier expectations. Al-
though the extent and depth of contagion are 
uneven across the continent—with mineral-
exporting countries, large open economies, 
and fragile states affected most through one 
or several transmission channels—the conti-
nent as a whole has seen its growth prospects 
reduced from an average of 6 percent to less 
than 3 percent. 

Widening current account and budget defi-
cits pose an immediate threat to macroeco-
nomic stability that years of economic reform 
helped establish. The ability of African gov-
ernments to undertake needed crisis response, 
let alone sustain basic services and develop-
ment programs, will be seriously tested. At 
this stage, it is difficult to predict how long 
African growth will continue at half its pre-
vious pace, because the global crisis is still 
relatively young. It is safe to assume, however, 
that whenever the global economy returns to 
a growth path, Africa’s recovery is likely to be 
asymmetrical. 

But African policymakers can prepare right 
now to take advantage of a global economic 
recovery. They can start hooking up more of 
their domestic economies to the most reliable 
and potent short-term engine of growth at 
their disposal: the private sector. The African 
Development Bank (AfDB) is one of several 
international financial institutions standing 
ready to help Africa harness the private sector. 
This important endeavor can and should start 
promptly, so that Africa’s economies participate 
fully with the rest of the world in the global 
upswing that follows the downturn. 

Booms and busts
Africa’s growth trajectory over the past 30 years 
has been one of episodic growth phases fol-
lowed by prolonged decline, typically on the 
back of commodity booms and busts and with 

internal factors aggravating the trend. The cur-
rent global crisis, however, probably marks the 
fi rst time in many years that, for a large num-
ber of African countries and not just for the 
big commodity exporters, the primary cause 
of an economic slump has been external and 
out of their control. But whatever its source, 
the effects of a growth slowdown in Africa are 
severe. The AfDB projects that this year, for 
the fi rst time since 1994, per capita income 
growth will be negative for the continent as a 
whole—in mineral-rich economies and also 
in agricultural export–dependent countries. 

Decades of policy reform helped deliver 
Africa’s hard-won gains of recent years—
sustainable debt levels, lower inflation, 
progress with liberalizing trade, export 
diversification, and other structural changes. 
Although it is true that before the current 
global crisis took hold, Africa was not on tar-
get to achieve the poverty reduction targets set 
by the UN Millennium Development Goals 
(MDGs), advances toward a few of the eight 
goals, notably universal primary education, 
had shown that real progress was feasible. 

The slowdown caused by the global cri-
sis should supply whatever extra impetus is 
needed to renew Africa’s drive for growth. 
The really hard work has been done: the 
continent’s big-picture reforms are in place 
and had begun to deliver before the world 
downturn came along. Africa’s need now is to 
keep improving the environment in which its 
reformed policies and institutions can oper-
ate. This is where nurturing the private sector 
becomes a priority. 

The AfDB has itself recently upgraded the 
importance of the private sector in the pan-
African economy. The bank’s first Strategic 
Plan, covering 2003–07, assigned private sec-
tor development a secondary role in support 
of sustainable economic development, and 
placed relatively little emphasis on private sec-
tor operations. This has been revised in light 
of individual country experiences: the bank’s 
middle-income country members want to 
compete in the global marketplace without 
protection from trade preferences, and the 
bank’s low-income country members want 

Start This Engine
Africa’s policymakers should prepare for global recovery 
by priming their private sectors
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to improve their investment climate so that they can achieve 
middle-income status. The AfDB believes that an important 
means to achieving both objectives rests in cultivating the 
private sector. 

The AfDB’s Medium-Term Strategy for 2008–12 recognizes 
that the international community is looking more closely at 
Africa: existing donors have pledged more aid; new donors are 
coming to the fore; and private investors, although still inter-
ested mainly in natural resources, are assessing the possibilities 
in Africa. Accordingly, the bank now ranks as a high priority 
the development of a more robust private sector, and acknowl-
edges vital private sector roles in equally important areas of 
focus such as infrastructure and higher education. 

That “sweet spot”
In particular, the bank can play a constructive catalytic role in 
promoting and enabling creative public-private partnerships 
in what the bank believes is a growing “sweet spot” between 
traditional public and private sector domains. The AfDB’s 
private sector investment tripled in 2007, and a strong pipe-
line of projects through innovative public-private partner-
ships presents signifi cant opportunities for growth, synergy, 
and catalytic impact. The bank’s private sector transactions 
will be further scaled up in the context of mutually agreed 
country strategies to promote private sector–led growth. 

History tells us that in countries like Africa’s, when eco-
nomic times are bad, social indicators, such as maternal and 
infant mortality, educational enrollment and completion 
rates, and women’s employment opportunities decline rap-
idly—particularly in fragile states where weak institutions 
and limited fiscal space often make it impossible to offer 
safety nets. Short-run crisis management requires budget 
adjustments to match expected resources, at the expense 
of human development. Greater private sector activity 
can help to boost social indicators in certain areas, such as 
higher education, that have multiplier effects in other social 
areas. Thus the AfDB is seeking to develop partnerships 
with the private sector to design and implement national 
and regional tertiary-level training projects. The bank will 
also support technical and vocational education and train-
ing operations to build skills and address chronic high 
unemployment. 

A quick recovery for Africa from the effects of the global 
crisis will depend on many factors: the extent of damage to 
macroeconomic stability, the investment climate, and progress 
on infrastructure. In particular, maintaining the pace of infra-
structure development at this time in the face of lower private 
investment and tight government revenue will be critical for 
a speedy recovery. Modern agriculture, services, and indus-
try depend on infrastructure. Failing to fill the infrastructure 
financing gap will entrench Africa’s position as a competitive 
laggard when global economic activity recovers. Here again, 
the private sector has a key role. Over the past two decades, 
there has been a significant shift in both industrialized and 
developing countries toward more private sector provision and 
financing of infrastructure—but this has happened least of all 
in Africa. The AfDB will strengthen partnerships to improve 

water and sanitation, transport, telecommunications, and 
energy infrastructure in its member countries. 

Development of a vibrant and dynamic private sector 
requires a functional and enabling commercial environment 
in any country that wants to host such an engine of growth. It 
will therefore be critical for all countries on the African con-
tinent to make even faster progress in improving the invest-
ment climate by lowering the cost of doing business. This 
easily calculable cost is now a widely published yardstick by 
which all aspiring middle-income countries can be and are 
very publicly ranked. Minimizing it will allow such countries 
to position themselves much better and participate fully in 
an eventual recovery of global demand and investment. 

Financing gap
Beyond regulatory and governance reform, it is important 
to stress that to achieve pre-crisis growth rates, Africa would 
need $50 billion to fi nance the investment-savings gap. To 
achieve the 7 percent growth rate that is deemed necessary 
to achieve the MDGs, the fi nancing gap rises to $117 bil-
lion. Although some middle-income countries may be able 
to effectively mobilize both domestic and foreign investment, 
low-income countries and fragile states will need support. 

The Group of Twenty industrialized and emerging mar-
ket countries’ commitment at their April summit to increase 
support for low-income countries, particularly in Africa, in 
response to the current global crisis, is a necessary but not 
sufficient condition for recovery. It must be accompanied 
by a determination not to reverse the gains from economic 
reforms that have contributed so much to African economies’ 
resilience to the world recession. 

We at the AfDB have responded expeditiously to the inter-
national slowdown. We have used our convening capacity 
to provide a platform for debate, sharing experience and 
advocacy for Africa’s voice among the continent’s economic 
leaders. In full realization that close collaboration among 
international financial institutions will be critical at this time, 
the bank has intensified its cooperation with other devel-
opment partners in a search for targeted crisis intervention 
strategies through which we can pool our resources, exper-
tise, and comparative advantage to enhance pan-African eco-
nomic prospects. 

The most critical issue for the bank at this stage is how to 
strike a balance between enacting short-term crisis responses 
and remaining focused on the long-term issues. It must not 
be forgotten that longer-term strategies—such as the devel-
opment of infrastructure, encouraging economic integration, 
and establishing a skilled labor force—hold the key to Africa’s 
growth trajectory. For that reason they are also all core areas in 
the AfDB’s Medium-Term Strategy. 

There is no doubt that the impact of the global crisis on 
Africa constitutes a major setback. Our firm belief remains 
that the long-term economic prospects for Africa are strongly 
positive, provided we respond to the impact of the current 
crisis on Africa in a coordinated way, while remaining focused 
on the long-term needs for a continent that aspires to earn its 
livelihood through trade and investment.  ■ 
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COMMODITY prices collapsed in the second half of 2008 
after a spectacular runup from early 2002 until the middle 

of last year.  
Although commodity markets are often treated as if they 

were integrated, individual commodities vary widely in their 
demand and supply characteristics. A key question therefore is 
whether or not commodity price index changes are dominated 
by fluctuations in the prices of a few commodities.

Indeed, the most recent price boom was first and foremost 
an energy and metals price boom. Prices of these commodities 
tripled between mid-2002 and mid-2008. For metals, whose 
demand rises and falls with the global industrial cycle, the 
roughly 200 percent increase in prices during the strong global 
expansion was broadly in line with previous experience. 

Nevertheless, major price gains were also recorded for other 
commodities. Prices of major grains and edible oils in particular 
almost tripled, reflecting a number of factors, including a pickup 
in demand growth because of changing diets and the rapid 
growth in biofuels, low inventories, adverse weather conditions, 
and rising energy costs (see “Riding a Wave,” F&D, March 2008). 
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Historically, commodity prices have been volatile and 
subject to large swings.
(real commodity prices, constant U.S. dollars, 1990=100)
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Commodity price changes during the 2003–09 boom and bust.
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Source: IMF, Commodity Price System database.
1Average Petroleum Spot Price; average of Brent, West Texas Intermediate, and Dubai crude spot 

prices.
2Includes South African and Australian coal prices.
3Average change in fish, shrimp, sugar, banana, and orange prices.

The IMF’s commodity price database
The IMF has long prepared price indices for primary com-
modities using weights based on 2002–04 world trade data. 
The indices cover a set of 51 commodities—with some 
prices going as far back as 1980—that are widely traded 
and for which transaction prices are publicly available. The 
database also includes price indices for major subgroups 
and the underlying raw price data. The database is avail-
able at www.imf.org/external/np/res/commod/index.asp

The latest sharp rise and fall in commodity 
prices is not the fi rst nor the last

Prepared by Thomas Helbling, Nese Erbil, and Marina Rousset of the IMF’s Research Department.

In the second half of 2008, prices of most commodities 
fell with unprecedented speed. Energy prices declined by 
about 70 percent, while metals prices eased by more than 
50 percent. Even food prices, which tend to fluctuate less 
with global cyclical conditions, decreased by about 30 per-
cent. In 2009, prices have recovered, but remain well below 
their 2008 peaks.
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