


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

SSET price booms are fairly common
occurrences in market economies.
One of the first to be documented
as 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 financed, and
how an eventual bust may affect financial in-
stitutions. The degree of leverage associated
with the funding of a boom and the degree
of involvement of banks and other financial
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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.



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 deflate asset price booms. Those
in favor of benign neglect argue that central banks should
focus on inflation (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 inflationary pressures), but should
not be targeted in themselves.

This view rests on four main arguments:

¢ The role of monetary policy is to control inflation.

e 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 financial 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:

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

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

e 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.

e 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.

e 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 Otker-
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 fiscal policy.
Fiscal measures can help contain booms. By reducing overall
demand, a tightening of fiscal 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 difficult, which explains why policy-

makers have tended to shy away from firm 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. W

Giovanni Dell’Ariccia is a Deputy Division Chief in the IMF’s
Research Department.
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Olivier Blanchard’s view of the underlying

causes of the crisis

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.

OR A TIME after the start of the
financial 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 financial 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 financial 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 confidence 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
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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 financial institutions; the interconnec-
tion of financial institutions, both within and across coun-
tries; and the high degree of leverage of the financial 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

Crisis magnified
The losses from subprime loans were small relative to subsequent
stock market declines.
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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



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 amplified
the initial crisis: the inability of
some banks to finance 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.

“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 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. M
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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 financial 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).
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There are two fundamental questions at the core of the debate:
Did the firms 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.

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).



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 nonfinancial firms 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 firms 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-a-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.

e 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.

e 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.

e 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.

e 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.

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

Proper debate

It is hard to know whether the nonfinancial firms 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 profile 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 firms to hedge, and there
would be more actual hedging activities were firms 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
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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:

e 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.

e 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.

e 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. ll

Randall Dodd is Senior Financial Sector Expert in the IMF’s
Monetary and Capital Markets Department.
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pproaches to raise capital

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

Suhas Ketkar and Dilip Ratha

EVELOPING countries have an outstanding short-
term debt of nearly a trillion dollars. According
to the World Bank, they face a financing gap of
$370-$700 billion. Given the severe crisis of confi-
dence in debt markets, it will be extremely difficult for countries
to obtain private financing using traditional financial instru-
ments. Innovative financing 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 finance 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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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.
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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:

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

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

e 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 fixed-coupon bonds can conflict
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 fiscal 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 fiscal 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 fixed-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



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

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.

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.
(spread, basis points)
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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 financial innovations, diaspora bonds, future-
flow-backed securities, and performance-indexed bonds
facilitate access to funding for developing countries. Future-
flow 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. W

Suhas Ketkar is a Professor of Economics at Vanderbilt
University and Dilip Ratha is Lead Economist in the World
Bank’s Development Prospects Group.

This article draws on Innovative Financing for Development by Suhas
Ketkar and Dilip Ratha, published in 2008 by the World Bank.
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A Hedge, Not a Bet

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

ORROWING in foreign currency can be a double-
edged sword for companies in emerging markets.
Foreign currency liabilities often give firms 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 firms’ foreign currency
debt relative to their assets and income, impairing many firms’
ability to service debt. This, in turn, exacerbated the banking
difficulties 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
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market data for 1,200 publicly traded firms (financial and
nonfinancial) in Argentina, Brazil, Chile, Colombia, Mexi-
co, and Peru. We first described the evolution of firms’ 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 firms’ stock mar-
ket valuations to exchange rate changes in two subperiods,
1995-98 and 2004—07. We then tested whether the response
of firms’ market values to currency fluctuations 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 financial derivatives to hedge, or
insulate, their on-balance-sheet exposure from unexpected
exchange rate movements, exporters and other nonfinancial
firms in Brazil and Mexico took large speculative positions
in derivatives with the aim of profiting 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 firms 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-



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 Losing a bet

A plausible interpretation of our
results is that the trend in most
countries in the region to adopt
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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.

Sources: Mexico—quarterly financial reports for firms. Brazil—press reports;

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. l
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Latin America:
Fiscal Stimulus Right?

For some countries stimulus is appropriate during the global
economic crisis. But for others the answer is less clear

Nicolas Eyzaguirre, Benedict Clements,
and Jorge Canales-Kriljenko

HE role of fiscal 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 difficult 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 financing
and still-high levels of public debt, making it difficult to expand
public borrowing. In these circumstances, how do policymak-
ers assess whether or not a fiscal stimulus is appropriate? Under
what conditions are markets likely to permit this kind of fiscal
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-
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When Is

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.

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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Note: Revenues and expenditures are a simple average of balances in Argentina, Bolivia,
Brazil, Chile, Colombia, Costa Rica, Ecuador, El Salvador, Guatemala, Honduras, Mexico,
Nicaragua, Panama, Paraguay, Peru, Uruguay, and Venezuela. Primary expenditure reflects
government outlays less interest expense.
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A street market in La Paz, Bolivia.

Fiscal policy effectiveness

Consider the case of a government that enjoys a high level of
credibility in the fiscal framework and a low public debt burden.
Under normal financing conditions, an increase in government
expenditure, financed 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 fiscal 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 financing, the efficiency of the proposed
measures as an instrument of fiscal 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 fiscal 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 benefits. 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. W

Nicolds 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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VIEWPOINT

Regulatory Philosophy

Risk-based
supervision
sought to spur
innovation and
reward good
behavior but
helped bring
about the
global financial
crisis

S. Raihan Zamil

HE causes of the financial 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 financial system played an enabling
role in the runup to the current financial 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 financial sys-
tem, I will use the term more narrowly—as
it applies to official 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.
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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 benefits,
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 financial 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



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
official banking system oversight must take a critical look at,
and attempt to mitigate, the enabling role the RBS philosophy
played in the current financial crisis.

e 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.

e 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
aline 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. H

S. Raihan Zamil is the IMF’s Banking Policy and Supervision
Advisor to Bank Indonesia.
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BACK TO

What Is
Fiscal Policy?

Mark Horton and Asmaa El-Ganainy

ISCAL policy is the use of government spending and
taxation to influence the economy. Governments typi-
cally use fiscal policy to promote strong and sustain-
able growth and reduce poverty. The role and objec-
tives of fiscal policy have gained prominence in the current
crisis as governments have stepped in to support financial 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 fiscal expansion.” What do
they mean by fiscal expansion? And, more generally, how can
fiscal 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 influence the economy, they have
two main tools at their disposal—monetary policy and fiscal
policy. Central banks indirectly target activity by influencing
the money supply through adjustments to interest rates, bank
reserve requirements, and the sale of government securities
and foreign exchange; governments influence 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 final goods and services produced in the economy (see
“Back to Basics,” FeD, 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
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G directly and influencing 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, fiscal 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 financial sector difficulties and flagging confidence
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 fiscal 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 specific 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 profits and tax-
payers’ incomes fall. Unemployment benefits and other social
spending are also designed to rise during a downturn. These
cyclical changes make fiscal 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



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
fiscal expansion), and the country’s fiscal 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 deficits and public debt ratios have expanded sharply
in many countries with the fiscal response of the crisis. Sup-
port and guarantees to financial and industrial sectors have
added to concerns. Many countries can afford to run moder-
ate fiscal deficits for extended periods, with domestic and in-
ternational financial markets and international and bilateral
partners convinced of their ability to meet present and future
obligations. Deficits that grow too large and linger too long
may, however, undermine that confidence. Aware of these
risks in the present crisis, the IMF is calling on governments
to establish a four-pronged fiscal policy strategy to help en-
sure solvency: stimulus should not have permanent effects on
deficits; medium-term frameworks should include commit-
ment to fiscal correction once conditions improve; structural
reforms should be identified and implemented to enhance
growth; and countries facing medium- and long-term demo-
graphic pressures should firmly commit to clear strategies for
health care and pension reform. l
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Start This Engine

Africa’s policymakers should prepare for global recovery
by priming their private sectors

Donald Kaberuka is
President of the African
Development Bank.

FRICAS limited integration into

global markets has provided little

protection from the direct effects

of the global financial 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
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internal factors aggravating the trend. The cur-
rent global crisis, however, probably marks the
first 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 first 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



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 significant 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 finance the investment-savings gap. To
achieve the 7 percent growth rate that is deemed necessary
to achieve the MDGs, the financing 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. H
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SPOTLIGHT
Roller

Coaster

The latest sharp rise and fall in commodity

prices is not the first nor the last

OMMODITY 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,” Fe»D, March 2008).

Commodity price changes during the 2003-09 boom and bust.
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Source: IMF, Commodity Price System database.

Average 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.

Historically, commodity prices have been volatile and
subject to large swings.
(real commodity prices, constant U.S. dollars, 1990=100)
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!Average Petroleum Spot Price; average of Brent, West Texas Intermediate, and Dubai crude spot
prices.

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.

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

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

in crisis get help
why it matters

Podcasts of interviews, discussions, and
features covering the crisis, the countries,
and the countermeasures. Now regularly
posted on iTunes: just type

INE in the search box.
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Find out here.

'The world is complex.
A good map sets detail in a global perspective.

The IMF’s World Economic Outlook and Global Financial Stability Report
provide the analysis and insights needed to understand where we are
and how we move forward.

Subscribe today to these essential IMF publications at www.imfbookstore.org
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