
The IMF recently concluded its annual “health checkup” (Article IV
consultation with the U.S. authorities) of the U.S. economy amid

continuing questions about the strength of the economic recovery. While
recent data have been reassuring, IMF staff cautioned that lingering
effects from the collapse of the equity price bubble could still dampen
activity, so that a durable economic upswing was not a foregone conclu-
sion. In view of the large unfunded liabilities in the public pension and
health systems and the recent deterioration in the federal fiscal position,
the staff also raised concerns about fiscal sustainability and pointed to the
risk that fiscal deficits could crowd out private investment and exacerbate
the growing U.S. current account deficit. These issues are discussed in the
IMF Staff Report and Selected Issues papers now available on the IMF’s
website (www.imf.org/external/country/usa/index.htm).

The U.S. economy has only recently begun to show stronger signs
of a broad-based expansion, following an uneven and sluggish recov-
ery from a short recession in 2001.
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United States is set for recovery,
but fiscal problems loom

Most Ph.D. theses fall without making a sound in
the academic forest. Not Jim Hamilton’s. His

1982 thesis created a stir with its contention that
increases in world oil prices had played a role in nearly
every modern recession in the United States, including
those of the 1950s. Hamilton, now a well-known econo-
metrician at the University of California, San Diego,
has devoted part of his research efforts over the past 
20 years to tracking the ever-changing relationship
between oil prices and the economy. He spoke to
Prakash Loungani about his findings.

LOUNGANI: What was the reaction when you pre-
sented your thesis?
HAMILTON: My thesis advisors at Berkeley were a little
bit skeptical but supportive. Many economists found
it hard to believe that there was such a dramatic rela-
tion that no one had noticed before. [Stanford econo-
mist] Robert Hall, who discussed my paper at a

major conference at the time, remarked: “My first
reaction to Hamilton’s paper was that he had made
up the data!”

Interview with James Hamilton

World oil prices and U.S. recessions:
tracking a slippery relationship

(Please turn to the following page)

(Please turn to page 237)

www.imf.org/imfsurvey

James Hamilton: “My evidence showed that six of the
seven U.S. recessions since 1947 were preceded by a
sharp increase in the price of petroleum.” 

Residential investment in the United States
has helped sustain domestic demand.
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But it has been able to
weather a series of shocks that included one of the
largest stock market declines in the postwar period,
the September 11 attacks, major corporate failures and
scandals, and the war in Iraq. The unemployment rate
rose relatively modestly over that period, and large cor-
porate bankruptcies were absorbed without a systemic
impact on financial intermediaries.

To some extent, the United States’s resilient perfor-
mance in recent years is attributable to supportive
monetary and fiscal policies. The U.S. Federal
Reserve’s target for the federal funds rate was reduced
by 475 basis points during 2001 and has been reduced
a further 75 basis points since November 2002. On the
fiscal front, substantial tax cuts were legislated in June
2001 and May 2003; March 2002 legislation increased
investment incentives and extended unemployment
benefits; and defense and security-related spending
was increased significantly in 2002 and 2003. These
measures contributed to a massive shift in the federal
government’s unified budget balance, from a surplus
of 2!/2 percent of GDP in fiscal year 2000 (October–
September) to a deficit likely to exceed 4 percent of
GDP in fiscal year 2003. With the economic slow-
down also weighing heavily on revenues at the state
and local levels, the combined deficit of the general
government could reach 6 percent of GDP in 2003.

Sources of renewed strength
These measures have been particularly effective in
supporting household demand. Consumer spending
and residential investment, spurred by low interest
rates, the boom in house prices, and strong growth in
disposable incomes, have sustained domestic demand.

At the same time, households were able to boost their
saving rate—which had fallen to around 2 percent
before the recession—to around 3!/2 percent in early
2003. With long-term interest rates rebounding from
recent lows, the refinancing wave has abated some-
what; however, higher house prices are expected to
continue to fuel consumer spending in the near term.

By contrast, business fixed investment, which
plummeted from historical highs relative to GDP
during 2000–2001, has not rebounded as strongly as
in past recoveries. Nevertheless, business equipment
and software purchases have shown signs of strength-
ening since mid-2002, except for a brief pause in the
first quarter of 2003. Investment in nonresidential
structures may also have bottomed out because of
high industrial vacancy rates through early 2003.

Helped by continuing robust productivity growth,
financial market confidence has improved in recent
months. Aggressive labor shedding in 2002 contri-
buted to a 2 percent decline in unit labor costs and a
5!/4 percent surge in productivity—the fastest annual
rate in over 50 years. As a result, in the second quarter
of 2003, profits began to recover, with many compa-
nies exceeding profit forecasts. The increased risk
aversion triggered by accounting scandals and the
buildup to the Iraq war also appears to have eased
considerably. These factors have contributed to both
an upswing in equity markets and a narrowing of
corporate bond spreads.

Meanwhile, however, weak demand abroad and the
earlier strength of the U.S. dollar have been a drag on
the economy. Export volumes began to recover mod-
estly in 2002 but fell again toward the end of the year
and during the first half of 2003. Import volumes, in
contrast, have rebounded strongly, reflecting purchases
of consumer goods and industrial supplies. These fac-
tors, as well as higher world oil prices, helped push 
the U.S. current account deficit to a record 5!/4 percent
of GDP in the first quarter of 2003. With less favor-
able interest rate differentials and weaker global senti-
ment toward U.S. equities, private capital inflows fell.
Although this decline was offset by slower investment
abroad by U.S. residents and increased purchases of
U.S. dollar assets by foreign central banks, the dollar
depreciated in nominal effective terms by around
15 percent between February 2002 and June 2003.

The IMF projects that the expansion of activity will
gather momentum in the latter half of 2003, with
annual GDP growth rising from just under 2!/2 percent
in 2003 to around 33/4 percent in 2004. Even so, it
remains to be seen whether the adjustments associated
with the collapse of the equity price bubble have fully

United States is set for recovery
(Continued from front page)

1IMF staff estimates, based on the fiscal year 2004 Mid-Session Review, Budget of the U.S. Government 
(July 2003).

Fiscal surpluses have given way to large deficits
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run their course, and downside risks remain a concern
given the continued weakness of industrial activity and
employment conditions. With economic slack remain-
ing significant, headline CPI inflation is projected to
fall to around 1!/4 percent in 2004 before rebounding
somewhat with the expected closing of the output gap.

Mind the fiscal gap
Despite what appears to be a relatively favorable
medium-term growth outlook, recent tax cuts have
heightened concerns about the country’s fiscal deficit
path. To be sure, fiscal policies have contributed to the
recovery so far, but the tax package has weakened the
United States’s fiscal position, making the country
even less prepared to cope with the retirement of the
baby-boom generation later this decade (see chart,
page 234). Sustained fiscal deficits would eventually
crowd out investment and erode U.S. productivity
growth. They would also tend to boost the already
large U.S. current account deficit, further draining
global saving and increasing the risk of disorderly
exchange market conditions.

The dollar’s weakness during 2002–2003 has added
to uncertainty and may pose challenges for short-term
macroeconomic policy management in partner coun-
tries. While the dollar’s recent depreciation has been
conducive to gradually bringing down the large cur-
rent account deficit, a further abrupt weakening of
investor sentiment and turbulent exchange market
conditions could have adverse consequences both
domestically and abroad. A firm commitment to
reducing the U.S. fiscal deficit over the medium term
and strong growth in partner countries would help
ensure that the eventual adjustment of the U.S. current
account deficit is orderly and rests on a strengthening
of national saving rather than on weaker U.S. invest-
ment and growth.

Against this background, the staff saw the main
challenge for the U.S. authorities as establishing a cred-
ible approach to coping with longer-term fiscal pres-
sures while managing short-term risks to the recovery.
In the staff ’s view, monetary policy should be the first
line of defense against any renewed signs of weakness.
The U.S. Federal Reserve Board has responded appro-
priately to the economic slowdown, but it may need to
ease monetary policy further if the recovery fails to
gain momentum. With inflation near postwar lows
and interest rates close to zero, the appropriate
response is aggressive action to preempt any possible
deflationary risks and support a healthy recovery.

Medium-term fiscal consolidation needed…
The staff ’s recommendations on ensuring fiscal sus-
tainability were guided by two principal objectives.

The first is to return the federal budget, excluding
Social Security, to balance over the medium term—
a target endorsed by the administration. Although the
administration projects a narrowing of the deficit-to-
GDP ratio in the coming years, these projections are
based on assumptions—including a sharp increase in
tax receipts and strict limits on discretionary outlays,
other than defense and homeland security—that may
prove optimistic, especially given that supporting poli-
cies to ensure strict limits on discretionary spending
have yet to be defined (see chart below). Achieving
budget balance over the next 5–10 years implies a gov-
ernment debt ratio in 2013 that is more than 10 per-
cent of GDP lower than today, which would provide
greater room to implement the needed reform of enti-
tlement programs in advance of the demographic
shock (see chart, page 236).

The second objective is to strengthen the long-term
financial position of the Social Security and Medicare
systems. The retirement of the baby-boom generation
will place increasing pressure on these entitlement pro-
grams in coming decades, potentially causing U.S. debt
and deficits to rise rapidly. The programs’ unfunded
actuarial liability is estimated at around 180 percent of
GDP if measured over a 75-year horizon, according to
Congressional Budget Office estimates, and even
higher if measured over longer periods.

…and can be achieved
To meet the fiscal costs of population aging, the United
States will need to increase its revenues—preferably
through the elimination of corporate and personal
income tax preferences—and curb spending. In this
context, the staff pointed out that the recent tax pack-
age had added to the uncertainty about future tax
rates, in part because tax cuts have been phased in and

Source: Fiscal year 2004 Mid-Session Review, Budget of the U.S. Government (July 2003)
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subjected to sunsets. Moreover, as illustrated in a
Congressional Budget Office study, the tax cuts are
unlikely to boost output in a sustained manner unless
their adverse budgetary impact is offset over the
medium term.

On the expenditure side, the staff ’s recommenda-
tions were informed partly by an assessment of fiscal
standards and codes released jointly with the annual
Article IV consultation documents. While the U.S. fed-
eral budget was found to be highly transparent and
representative of best practice in many areas, the sharp
increase in discretionary spending in recent years has
raised questions about the adequacy of fiscal discipline.
In this context, the staff argued that the recently

expired Budget Enforcement Act, which contributed to
the successful fiscal consolidation during the 1990s,
should be restored and strengthened further. Medium-
term budgetary commitments are not a practical fiscal
policy instrument in the United States, where the bud-
get is an annual process. However, the caps on discre-
tionary outlays and pay-as-you-go requirements intro-
duced by the Budget Enforcement Act proved valuable
during the consolidation phase of the 1990s.

In the case of the Social Security system, relatively
modest changes—including amendments to indexa-
tion formulas, increases in the retirement age, or hikes
in contribution rates—would be sufficient to close
projected shortfalls, although the longer decisions are
delayed, the larger and more painful the required
adjustments will be. The financial position of the
Medicare system is considerably worse, given the rapid
growth of health care costs and the modest share of
benefits that are covered by individual contributions.
The staff therefore suggested that any measures to

enrich benefits, including prescription drug coverage,
should be accompanied by credible measures to
address the system’s longer-term financial problems.

U.S. trade and aid initiatives
The staff urged the United States to continue to lead
the way in promoting trade liberalization, building on
the authorities’ proposal to move the Doha Round for-
ward. To reinvigorate the momentum toward a suc-
cessful completion of the Round, the staff encouraged
the authorities to find common ground with partner
countries in a range of difficult areas, such as the pub-
lic health exemption on trade-related aspects of intel-
lectual property rights (TRIPs), and to take early
action to comply with recent WTO rulings. While
ongoing negotiations of bilateral and regional free
trade agreements could bring substantial benefits to
partner countries, the staff emphasized that such ini-
tiatives should complement, rather than replace,
broader multilateral liberalization efforts and that the
initiatives were designed to limit trade diversion and
administrative complexities.

The staff also recommended that U.S. trade and
domestic policies be more closely aligned with a
broader commitment to development. While wel-
coming the United States’s recent efforts to give
countries in Africa and the Andean region greater
access to U.S. markets and to boost overseas develop-
ment assistance—including in the context of the
Millennium Challenge Account—the staff pointed
out that U.S. development assistance as a share of
GNP remained among the lowest across industrial
countries. While calling for larger increases in foreign
assistance, the staff also saw scope for improving the
complementarities between development and trade
policies, for example, by reducing subsidies to 
U.S. agricultural producers and by making greater
efforts to eliminate remaining nontariff barriers to
imports from developing countries.

Martin Mühleisen
IMF, Western Hemisphere Department

Achieving budget balance would ease reform 
of entitlement programs
Debt held by the public, Social Security, and Medicare (in percent of GDP) 

Sources: IMF staff estimates; 2003 OASDI Trustees Report; and 2003 SMI/HI 
1Based on the fiscal year 2004 Mid-Session Review, Budget of the U.S. Government.
2Staff estimates assuming a balanced budget, excluding Social Security, by 2013.
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In the last issue of the IMF Survey (August 4), in the

table on page 222, footnote 5 should read: Calculated
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development expenditures; increase reflects increase in

program support.
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LOUNGANI: How has your thesis held up over the past
20 years?
HAMILTON: Quite well. My evidence showed that six of
the seven U.S. recessions since 1947 were preceded by
a sharp increase in the price of petroleum; the only
one that wasn’t was the 1960 recession. While I was
working on the thesis, U.S. oil prices shot up because
of the Iran-Iraq war in the early 1980s and the U.S.
deregulation of the oil industry. This was followed by
a recession. A decade later, the spike in oil prices trig-
gered by Iraq’s invasion of Kuwait was followed by the
recession of 1990–91. A decade after that, oil prices
played a role in the recession of 2001. So the score is
now up to 9 out of 10.

LOUNGANI: Can you tell us more about the role of oil
in the 2001 recession? 
HAMILTON: Oil prices did go up quite substantially
during 1999. However, all of that was just undoing the
big collapse of oil prices in 1997. So only starting in
2000 were there significant new highs in oil prices. The
historical relation would have predicted that a slow-
down would start in the latter part of 2000, and that’s
exactly what happened. The U.S. economy slowed and
then entered into a recession in March 2001.

LOUNGANI: Is oil responsible for the tepid recovery
from the 2001 recession? 
HAMILTON: It has probably been a factor. Oil prices
spiked in the winter of 2002 and early 2003 as a result
of concerns about how the conflict in Iraq would play
out. These concerns were reflected in volatility in oil
markets and in financial markets that could not have
been helpful for the economy. But this spike in oil
prices and, indeed, even the 2000 spike were different
from those associated with earlier events, such as the
first Gulf War. In those cases, you had uncertainty but
also a very clear disruption to oil supplies. You could
easily see it in the data on oil production. In the
recent period, there was the potential for a supply dis-
ruption, but the fall in oil production was nowhere
near the dramatic fall in production in Iraq and
Kuwait in 1990.

LOUNGANI: So an actual disruption in oil supplies
has a more profound impact on the economy than
mere uncertainty about how events will unfold? 
HAMILTON: No, I wouldn’t put it quite that way.
Both channels can operate, and, in fact, I don’t
know of any scientific evidence that would allow us
to distinguish cleanly between the two. Oil is a very

important part of the calculations for buying lots of
stuff—like what kind of car to buy or what type of
machinery will be cost-efficient. People read about
events in the Middle East and realize that these
events have implications for oil prices. And because
they understand the importance of oil in virtually
every activity in the economy, they become con-
cerned. It may be that these psychological effects are
what’s important in disrupting patterns of con-
sumption and investment spending.

LOUNGANI: And once you have a demand shock like
this, the standard business cycle mechanisms take over? 
HAMILTON: That’s right. The old inventory-accelerator
model of the business cycle kicks in. You have an
unanticipated drop in demand, and it shows up as a
piling up of unintended inventories. Production does
not actually fall at the moment of the shock to
demand, so real GDP is buffered temporarily. Later,
when inventories are liquidated, you have the effect
not only of a drop in demand but also of a drop from
the excess inventories being worked off. That’s an old
story, but it explains why there is a long lag between
the time of the oil shock and the impact on real GDP.

Then, in addition, you have an effect because capi-
tal and labor cannot move instantaneously from the
sectors most affected by the oil shock to other sec-
tors. For instance, sales of large cars respond very
quickly to oil shocks, and people are laid off in
related industries. But because they cannot be re-
absorbed immediately in other sectors, the impact
on the auto industry is felt in other sectors. This is
another standard mechanism for the propagation
of the business cycle.

LOUNGANI: Can U.S. government policies be effec-
tive in buffering the economy from the impact of oil
shocks?  

World oil price changes = U.S. recessions
(Continued from front page)

Middle East conflicts disrupt world oil supply,
causing prices to spike

Date Event Percent drop in world 

petroleum production

Nov. 1956 Suez Crisis 10.1
Nov. 1973 Arab-Israeli War 7.8
Nov. 1978 Iranian Revolution 8.9
Oct. 1980 Iran-Iraq War 7.2
Aug. 1990 Persian Gulf War 8.8

Data: James D. Hamilton, 2003, “What Is an Oil Shock?” Journal of Econometrics, Vol. 113 
(April), pp. 363–98.



According to prevailing finance and economic
theory, when competition in banking markets

increases, banks are likely to take on more risk. This can
ultimately lead to bank failures, runs, and panics. In a
new IMF Working Paper, John H. Boyd (Kappel Chair
in Business and Government, Finance Department,
University of Minnesota) and Gianni De Nicoló (Senior
Economist, IMF Monetary and Financial Systems
Department) argue that this notion has prompted regu-
lators and central bankers to encourage bank mergers in
response to instability. Taking a closer look at this sub-
ject, Boyd and De Nicoló find that banks may actually
take on more risk when competition decreases.

With increased banking crises around the globe
over the past few decades, policymakers have pursued
strategies that are supposed to reduce risk. These
include bank consolidation—even though there may
be attendant costs, such as monopoly profits. Indeed,
domestic and international official agencies have pur-
sued aggressive merger policies in almost all crises,
even in banking markets that were already highly con-
centrated. Yet, combining two or more large bankrupt
banks neither increases equity capital nor reduces the
loan losses of the survivor banks in any immediate
way. But, it may reduce competition and allow sur-
vivor banks to earn greater profits in the future.

Dealing with moral hazard
In explaining banks’ risk-taking behavior, modern
banking models point to the important role of
deposit insurance. By providing cover against loss,
deposit insurance results in moral hazard—that is,
it creates an incentive for banks to intentionally risk
failure, possibly without limit.

The moral hazard problem can be solved if all bank
shareholders hold enough of a stake in the firm to
ensure that their incentives are aligned with those of
the deposit insurer. Policymakers can achieve this by
forcing bank shareholders to hold a large stake against
their will or by giving them a large stake that they will
hold voluntarily. The forcing policy refers to manda-
tory capital requirements in which the regulator
imposes constraints on the use of financial leverage.
However, there is a continuing debate over whether
such policies are efficient or even effective. It may, for
example, be necessary to set capital requirements at
such a high level to protect the deposit insurer that the
value of the bank (the present discounted value of its
equity claim) is driven to a very low level, causing it to
take on excessive risk because it doesn’t have much to
lose. The other option is to give equityholders a suffi-
ciently large stake in their bank by allowing the bank 
to earn monopoly rents so that its franchise becomes
valuable and going broke is costly.
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HAMILTON: The Strategic Petroleum Reserve is some-
thing that could have been used more aggressively
both in this recent period and most certainly in 1990.
In both episodes, releasing oil from the reserve would
have dampened excessive market speculation. And
the government would have made a profit on these
deals, which is not a bad side effect. I’m not entirely
sure what we’re saving the reserve for. The next time
there’s a major outbreak in the Middle East, we ought
to start pumping it right away.

The other policy that helps is to avoid getting into
a high-inflation environment. That way, the U.S.
Federal Reserve Board’s hands are not tied in terms of
its ability to deal with the recession when it comes.
Back in 1973, the Fed could not have been that
expansionary given how high inflation already was.
But, in both 1990 and 2001, inflation was low, and
the Fed was able to be very aggressive about cutting
interest rates to stimulate the economy.

LOUNGANI: What about polices to reduce dependence
on oil imports or conservation policies?
HAMILTON: There’s a world market for oil, so it’s not
really relevant how much oil comes from particular
countries. When the price goes up for one country,
it goes up for everybody. The same phenomenon
was apparent in 1956 when we were not importing
that much oil. In any event, to think that the United
States could move to a situation where it imports no
oil is totally unrealistic at this point. It has to do
with our mix of industries. We need a lot of oil, and
lots of U.S. industries are sensitive to fluctuations in
oil prices. And it just so happens that a large share
of oil supplies are in a region of the world that’s
very unstable, and we keep seeing these events that
disrupt the flow of something that’s vital for all
kinds of economic activities. That’s why oil has
been such a big factor in U.S. business cycles over
the years.

IMF Working Paper

Bank risk-taking and competition revisited
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Domestic financial markets are a critical pillar of a
market-based economy. They mobilize and inter-

mediate savings, allocate risk, absorb external financial
shocks, and foster good governance through market-
based incentives. They also reduce the risks associated
with excessive reliance on foreign capital. But how
should countries go about developing their local finan-
cial markets? Is there an optimal path and sequencing of
reforms? And how should these reforms be coordinated
with capital account liberalization? In a new Working
Paper, Cem Karacadağ, V. Sundararajan, and Jennifer
Elliot (of the IMF’s Monetary and Financial Systems
Department) propose an integrated approach that miti-
gates the risks inherent in market development.

When countries liberalize financial transactions
and capital flows to deepen domestic capital mar-

kets, they expose their financial systems to risks
associated with a wider range of permissible finan-
cial transactions, investment instruments, and loan-
able funds. Therefore, for capital markets to grow
without undermining financial stability, the central
bank and financial institutions must develop the
capacity to manage these risks. A robust legal and
institutional infrastructure must also be developed.
In their study, the authors present the key elements
of institutional reform and some of the best prac-
tices in sequencing them.

In examining the role of capital account liberaliza-
tion in financial market development, they caution
that foreign capital can complement—but not sub-
stitute for—a domestic investor base, which is critical
to developing resilient local capital markets. Before
capital from abroad can play a constructive role, they

Sequencing of reforms

Managing risks in financial market development

Fragile theories
Earlier studies that have analyzed these policies show
that, as the number of competitor banks declines, the
remaining banks earn higher profits in deposit mar-
kets and their risk of failure declines. Such studies
share two important characteristics. First, they largely
ignore the existence of loan markets—permitting the
number of competitors in the deposit market to
change while holding the number of competitors in
the loan market fixed. But, in reality, banks compete
in both deposit and loan markets. Boyd and De
Nicoló construct a model that incorporates both
markets simultaneously. As competition declines,
they show, banks earn larger profits in deposit mar-
kets but also earn more profits in loan markets by
charging higher loan rates. Higher loan rates imply
higher bankruptcy rates for borrowers, who adjust
their investment policies in favor of even more risk.
Risks are further enhanced by moral hazard on the
part of borrowers.

Boyd and De Nicoló point out that changes in
competition among banks have opposite effects on
banks and their loan customers. When competition
decreases, deposit rates fall, bank profits increase,
and banks intentionally seek less risk. For borrow-
ers, less competition in banking means higher loan
rates, lower profits, and more risk seeking. The
authors show that the loan market effect dominates,
and increasing competition unambiguously lowers
the risk of bank failure. They do not claim that this
is a general result but suggest that the loan market
effect exists and is just as important as the deposit
market channel.

A second common feature of earlier studies of
bank risk-taking is that they ignore bankruptcy costs.
In their model, Boyd and De Nicoló factor in a fixed,
out-of-pocket cost that banks incur if they go bank-
rupt. They show that when the number of banks in a
market increases, deposits, assets, and profits per bank
decline, and, therefore, the (constant) cost of bank-
ruptcy increases relative to everything else. This acts as
a disincentive to risk-taking that increases with the
number of competitors. Ultimately, this force must
prevail, and, when it does, an increasing number of
banks will be associated with lower risk of failure.

Further research
Boyd and De Nicoló’s model of bank interaction and
activities is very simple. But future modeling efforts,
they suggest, could examine the effects of more com-
plicated forms of market interaction or the implica-
tions of the many different kinds of loans (with differ-
ent potential for moral hazard problems) that banks
actually hold. Until that work is done, they conclude,
there is no compelling theoretical argument that
banking stability decreases (or increases) with the
degree of competition in bank markets. As noted
above, this conclusion conflicts with existing theory
and, arguably, with recent policies of central banks
and agencies around the world.

Copies of IMF Working Paper No. 03/114, “Bank Risk-Taking
and Competition Revisited,” by John H. Boyd and Gianni
De Nicoló, are available for $15.00 each from IMF Publication
Services. Please see page 245 for ordering details. The full text
is also available on the IMF’s website (www.imf.org).
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argue, a critical mass must be reached in terms of the
depth of domestic markets, the diversity of local
investors, the effective oversight and governance of
market institutions, and the length of instrument
maturities. Clearly, there are trade-offs between hav-
ing good domestic institutions in place before under-

taking capital market
liberalization and
opening the capital
account to import
best practices to
strengthen domestic
institutions. In any
case, the optimal pace
and sequencing of
reforms will vary
according to country-
specific circumstances
and institutional
characteristics and
must take account of
the hierarchy of mar-
kets—each market
posing a different
level of risk.

Hierarchy of markets
One of the most important points made in the paper
is that markets are hierarchically ordered (see dia-
gram). At the most basic level are money and foreign
exchange markets, above which is the government
bond market—first at the short end, then at the long
end. Finally, there are the markets for corporate bonds
and equity and, at the top, the markets for asset-
backed securities and derivatives. This hierarchy
reflects the degree and complexity of risks involved in
the assets traded in each market. The authors under-
score that policies to develop financial markets should
be sequenced in a manner that observes these hierar-
chies and interdependencies and takes into account
three additional elements:

• The need to initiate early on measures that have
long gestation periods, such as developing a domestic
investor base, restructuring weak financial institutions,
and building a robust financial infrastructure (includ-
ing legal, accounting, and insolvency frameworks).
Bond and equity market development, in particular,
depends on the presence of a domestic investor base.

• The need for the framework for prudential super-
vision and market conduct to evolve in line with the
pace and pattern of market development.

• The need for the overall strategy for capital mar-
ket development to take into account also the coun-
try’s size and wealth constraints.

Risks and risk-mitigation policies
Capital market development requires a careful
sequencing of measures to mitigate risks, in parallel
with reforms to develop markets. Risks become more
complex and grow as markets develop, especially as
new instruments and institutions emerge. For exam-
ple, central banking and money market reforms,
including interest rate liberalization, can lead to the
release of excess reserves and strong capital inflows,
which can stimulate credit expansion, complicate
monetary control, and lower banks’ asset quality.

Similarly, increased price volatility in equity and
real estate markets, particularly in the context of capi-
tal account opening, can complicate the conduct of
monetary policy as well as the soundness of institu-
tions. In the absence of regulatory and institutional
capacities to measure, monitor, and contain them,
financial risks can accumulate over time and under-
mine the policy consensus and commitment to liber-
alize further. Thus, a critical mass of reforms encom-
passing both market development and risk mitigation
at every stage of the market hierarchy is necessary to
avoid buildups in financial system fragility and
macroeconomic vulnerability.

Getting the sequence right
Capital account liberalization and domestic financial
reforms need to be integrated. Risks in developing
specific types of markets and the hierarchy of markets
in terms of the demands they place on risk manage-
ment and information requirements provide certain
benchmarks and principles for sequencing and coor-
dinating domestic financial sector reforms. These
principles also apply to liberalizing capital account
transactions, where the key challenge is to identify
precisely how and when foreign capital can enhance
market development.

The authors note, however, that, in practice, coun-
tries are likely to be in the midst of various stages of
market development and risk mitigation that are out
of sync with the hierarchy of markets and the sequenc-
ing of reforms outlined in their study. Nevertheless, the
proposed approach and principles to market develop-
ment, risk mitigation, and sequencing can help coun-
tries prioritize future financial reforms, regardless of
the pattern of past market development.

Role of foreign capital
Foreign capital can play an important role in develop-
ing local financial markets. The timing and sequenc-
ing of capital account liberalization, however, should
be selected to maximize its contribution to domestic
market development and minimize its cost in terms of
additional risk. Accordingly, foreign capital should

Financial markets are hierarchically 
ordered and highly interdependent 
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first be used to facilitate real sector and institutional
reforms, including banking and corporate sector
restructuring through privatization. Thus, capital
account liberalization should start with the liberaliza-
tion of foreign direct investment, which can help
import the superior technology and the management
expertise needed to implement operational reforms in
financial institutions and corporations. Foreign tech-
nology and ownership also promote competition and
export growth.

Opening up to portfolio inflows widens and diver-
sifies the investor base for local markets and enhances
market discipline on issuers and on macroeconomic
management more generally. However, volatility in
market prices may increase, at least for emerging
market economies, in the short run. Well-developed
risk-management capacities of local investors and
financial institutions can help domestic financial
markets benefit from foreign capital without subject-

ing markets to excessive volatility. Similarly, it is desir-
able to achieve depth in domestic financial markets
before exposing them to potentially volatile capital
flows. Potential market volatility and high interest
rates resulting from a withdrawal of foreign capital
are more manageable and short-lived when domestic
institutional investors act as counterparties to foreign
investors. This once again highlights the importance
of developing institutional investors as a critical com-
ponent in the sequencing of financial market reforms
and development.

Copies of IMF Working Paper No. 03/116, “Managing Risks in
Financial Market Development: The Role of Sequencing,” by
Cem Karacadağ, V. Sundararajan, and Jennifer Elliot, are avail-
able for $15.00 each from IMF Publication Services. Please see
page 245 for ordering details. The full text is also available on
the IMF’s website (www.imf.org).
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Michael Moore, Director-General of the World
Trade Organization (WTO) from 1999 to 2003

and former Prime Minister of New Zealand, visited the
World Bank on July 30 to speak about the links between
globalization and development. He highlighted the
importance of the upcoming September Cancún trade
talks, called for strong leadership in promoting globaliza-
tion, and offered some thoughts on how to move the
Doha Development Round of trade negotiations forward.

Under Moore’s tenure at the WTO,
the Doha Round was launched in the
wake of violent protests in Seattle and
elsewhere against the WTO and global-
ization. It was to Moore’s credit, noted
Gobind Nankani (vice president of the
World Bank’s Poverty Reduction and
Economic Management network) in
his introductory remarks, that in Doha,
Moore pushed for a trading system that
addressed developing countries’ con-
cerns. In the resulting Doha declara-

tion, WTO member governments committed them-
selves to duty-free, quota-free market access for prod-
ucts from developing countries and pledged to con-
sider additional measures to improve market access for
these exports. Members also agreed to try to ensure
that developing countries could negotiate WTO mem-
bership faster and more easily.

Globalization: here to stay 
Moore said that while globalization is a defining issue
in world politics today, it is not new and it will not be
stopped. The issue is how globalization is managed to
ensure that its benefits are more fairly and evenly
shared. “Too often, it is perceived that rich countries
and rich people in poor countries get the most bene-
fits,” he observed, but “credible research proves that the
more open the society and the economy, the better the
results for all.”

While globalization is not new, the speed of change
has increased markedly, which, Moore conceded, can
be destabilizing. But not all change is negative, he said,
adding that “we should celebrate how well we have
done over the past 50 years.” Life expectancy has risen
by 20 years, infant mortality has fallen by two-thirds,
and hundreds of millions of people have been lifted
from extreme poverty, especially in economies that
have adopted open economic strategies. Portugal’s

living standards have exploded since the country
embraced democracy and joined the European Union,
Moore said, and while North Korea was richer than
South Korea following their civil war, the situation has
now reversed.

Moving the Doha Round forward 
Moore noted that marginalization, not globalization,
threatens development and developing countries.
There have to be common international standards and
binding enforceable agreements between countries to
make globalization work, and that’s where the WTO
comes in. He viewed the Doha Round as offering “a
great opportunity to redress the injustices of the past.”
Agricultural subsidies in OECD countries are costly for
Western consumers and stifle developing country mar-
kets. The cost to the average English taxpayer, for
example, of the Common Agricultural Policy is £30 a
week, Moore said. A successful round with a deal on
agriculture “could return five times more to Africa
than all overseas development assistance put together,
and a deal on cotton could return $250 million to West
Africa alone.”

Moore also argued in support of new rules in other
areas—trade facilitation, investment, competition, and
intellectual property. “Modest rules on investment
would provide a transparent base and help stop multi-
nationals from forking investment around from coun-
try to country trying to get the best deal on the best
subsidy and the most protection,” Moore said. The last
round of trade negotiations, he noted, “has been dis-
torted by claims of sovereignty and nonsense about
compulsory privatization and abolishing public educa-
tion and public health systems—that debate is false.”

And there are other issues on the Doha agenda, such
as good governance. Rules on transparency will help
expose corrupt practices and give taxpayers a better
deal, Moore said. “If we’re talking about the quality of
institutions, maybe we have to be a little more radical
than we have been. I think it is time to redirect a lot of
our aid to the building of skills.”

Countries and businesses underinvoice to escape
tariffs and taxes or overinvoice to smuggle money
out of countries with currency controls. Common
customs valuation agreements are central to keep-
ing business clean and products moving; trade
facilitation, which will be at the heart of the agenda
at Cancún, will give great benefits to business and
governments. Corporations’ reputations also play

World Bank Presidential Fellows Lecture

Former WTO head urges strong leadership
to promote globalization

Michael Moore
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Supporters of the World Trade Organization (WTO)
and its predecessor, the General Agreement on Tariffs

and Trade (GATT), argue that global trade can be
boosted by encouraging countries to lower tariff
barriers. But is there compelling evidence that the
GATT/WTO has any impact on trade or trade policy?
In a new study presented at a recent IMF Institute semi-
nar, Andrew Rose, Professor at the Haas School of
Business at the University of California, Berkeley, finds
very little.

Until now, Rose says, there has been no rigorous
empirical examination of whether the GATT and the
WTO, which were set up to ensure that trade flows as
smoothly, predictably, and freely as possible, have suc-
ceeded in carrying out their mandates. Rose fills this
gap and draws provocative conclusions. He finds
remarkably little evidence that countries belonging to
or joining the GATT/WTO have different trade pat-
terns from outsiders—in other words, GATT/WTO
membership has not systematically played a strong
role in encouraging trade. Not all multilateral trade
arrangements have been ineffectual, though; trade
preferences extended to developing countries by
developed countries under the Generalized System of
Preferences (GSP) have approximately doubled trade.

Rose also finds that few trade policy measures
are routinely associated with GATT/WTO member-
ship. Trade liberalizations, when they do occur,
lag GATT/WTO entry by many years, and the

GATT/WTO admits countries whose trade regimes
are closed and remain closed for years. The exception
to the rule is that WTO members tend to have slightly
more economic freedom, as indicated by an index
developed by the Heritage Foundation. The index
ranks countries according to a range of factors that
affect economic freedom and prosperity, such as gov-
ernment intervention in the economy, corruption,
trade barriers, rule of law, regulatory burdens, bank-
ing restrictions, and black market activities.

No impact on trade
To make his argument as persuasive as possible, Rose
uses widely accepted techniques. He starts by esti-
mating the effect of GATT/WTO membership on
international trade, using the standard “gravity”
model of bilateral trade, based on the idea that the
level of trade is inversely proportional to the distance
between countries and directly proportional to their
joint income (as measured by GDP). Using data
spanning 1948–1999 for 178 countries and territo-
ries, he finds that the effects of GATT/WTO mem-
bership are economically small, often negative, and
statistically insignificant.

To account for as many extraneous factors as 
possible, Rose augments the basic gravity model
with other variables that affect trade, including cul-
ture (whether a pair of countries share a common
language), geography (whether neither, one, or both
are landlocked), and history (whether one colonized

IMF Institute Seminar

Do we really know that the WTO increases trade?

an important role in enforcing global standards. “All
sorts of leverage can be used with those corporations
that want to maintain their good image,” he said.
“That’s where guys like us can get those people to
raise their standards.”

Certainly, some countries will be hurt by a successful
Doha Round, Moore acknowledged, and a system needs
to be put in place to assist them. “It is our job to ensure
that we can ease that transition.”

Lessons for the future
The most profound lesson Moore learned from his expe-
rience at the WTO and in government is that the quality
of government institutions is critical for improving a
country’s economy, as is a free press. Building a sound
customs department, central bank, police department,
and education system is as important a use of develop-
ment aid as building a road or a bridge, he said.

“I am a deep believer in the multilateral system,”
Moore stressed, and “we who are true believers must do
things to make it more effective, more accountable, more
transparent for our owners.” As in 1918 and 1945 after
the two world wars, there is a need today for progressive
leaders with a vision and for ideals of an international
order that the rest of the world can buy into. “The idea of
global justice has not disappeared,” Moore added; “how-
ever, after 50 years, the UN system is middle-aged and
overweight and has blood clots and bad circulation.”

Yet “there’s a lot we should be optimistic and enthusi-
astic about,” Moore said, closing with an anecdote from a
visit to Cambodia where he saw dozens of young people
line up outside cyber cafes. “The young people out there
get it,” Moore said. “What we have to do is get out of
their way so they can do it. We are public servants. We
are there to serve them by removing the impediments to
their hope and their future.”
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the other). After taking other factors into account,
he compares trade patterns for countries in the
GATT/WTO with those outside the system. He
searches for this effect across countries (since not
all countries are in the system) and time (since
membership of the GATT/WTO has grown).

If membership in the GATT/WTO has a large
effect on trade, members would be expected to have
significantly higher trade than outsiders. A series of
“event studies” that looks at bilateral trade around
the dates of GATT/WTO entry reveals that coun-
tries joining the GATT/WTO neither have signifi-
cantly different trade from nonmembers nor expe-
rience increases in trade, holding other factors con-
stant. As such, the event studies provide little evi-
dence that membership in the GATT/WTO stimu-
lates trade.

Rose underscores that the gravity model does
a good job explaining variations in international
trade. Countries that are farther apart trade less,
while economically larger and richer countries trade
more. Countries belonging to the same regional
trade association trade more, as do countries shar-
ing a language or land border. Landlocked countries
trade less, as do larger countries. A shared colonial
history encourages trade. These effects are sensible
and explain almost two-thirds of the variation in
bilateral trade. But above and beyond these gravity
effects, does membership in the GATT/WTO have
any substantial effect on trade? Rose’s results indi-
cate that they do not. By way of contrast, the GSP
seems to have had a large positive effect on trade.

So why has trade grown faster than income in
recent decades, if not because of the GATT/WTO?
Possible explanations include higher rates of produc-
tivity growth in tradables, falling transport costs,
regional trade associations, converging tastes, the shift
from primary products to manufacturing and ser-
vices, growing international liquidity, and changing
endowments. But that is a different topic altogether,
Rose notes.

Trade policy offers no explanation
Why is GATT/WTO membership not associated with
increased trade? Perhaps there is no discernible dif-
ference in trade policy between members and non-
members, suggests Rose. Using over 60 indicators of
trade policy—such as the ratio of imports or trade to
GDP, tariffs, and nontariff barriers—for 168 coun-
tries from 1950 to 1998, he searches for a connection
between GATT/WTO membership and trade policy
and, indeed, finds little. Outsiders, for example, typi-
cally have slightly less nontariff barrier coverage and
slightly higher tariffs, but neither of these effects is

significant. An event study confirms this loose rela-
tionship. It shows that a typical accession country
has an openness ratio of 73.1 percent five years
before joining (somewhat higher than the GATT/
WTO average of 64.7 percent). But five years after
accession, the joiners have openness ratios of only
70.4 percent.

Similarly, tariffs rise (although the effect is not
statistically significant) five years after accession
from 12.5 percent to 13.1 percent of imports. Using
the example of Mexico, Rose points out that the
country joined the GATT in 1986, at which time its
tariffs averaged 6.4 percent of imports. But five years
after accession, the Mexican tariff rate was 7.1 per-
cent. In fact, Mexican tariffs did not really fall until
NAFTA (North American Free Trade Agreement)
took effect in the mid-1990s. Nor is Mexico special;
for instance, in Colombia and Venezuela, average
tariffs were higher even five years after they acceded
to the GATT in 1981 and 1990, respectively. And
India, a founding member of the GATT, still has
some of the highest tariffs in the world.

The exception to Rose’s conclusion about the im-
pact of GATT/WTO membership on trade policy is
that, according to an index compiled by the Heritage
Foundation, members of the system usually enjoy
slightly more economic freedom, as measured by for-
eign investment codes, taxes, tariffs, banking regula-
tions, monetary policy, black markets, and more.

The lack of regime changes—that is, a switch from
a closed to a liberalized trading system—provides
further evidence that membership has no more than
a subtle or weak impact on trade policy. Using data
compiled in 1994 (pre-WTO), Rose finds that GATT
repeatedly admitted countries that were closed and
remained closed for an average of eight to nine years
following entry.

No surprise 
The absence of any strong impact of GATT/WTO
membership on trade or trade policy is not particu-
larly surprising, Rose says. After all, the GATT/WTO
has not typically forced countries to lower trade bar-
riers, especially developing countries that have
received special and differential treatment. In fact,
the GATT built in a large number of provisions to
allow countries to pursue their own policies. For
instance, Article XVIII of the GATT’s Articles of
Agreement allowed protection by developing coun-
tries; Articles XIX through XXI include opt-outs for
a variety of reasons, including public morals, health,
and security. There was also a procedure to waive
obligations in Article XXV. That is, there was plenty
of room for countries to be members of the GATT

Andrew Rose



without adhering to the spirit of the agreement. In
addition, members of the WTO seem to extend
most-favored-nation (MFN) status unilaterally to
countries outside the system, even though they are
under no formal WTO obligation to do so. For
example, the United States extended MFN status to
Russia and Saudi Arabia.

A burning question remains: what is the func-
tion of the GATT/WTO? It might be the case, Rose
suggests, that its very existence acts as an interna-

tional public good by encouraging more liberal
trade among countries, regardless of membership
status. However, he concludes, it is impossible to test
this hypothesis.
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W hat does a widening U.S. current account
deficit mean for global exchange rates? Is there

an increased risk of a rapid adjustment of exchange
rates—one that could create difficulties for Asia and
Europe and potentially lead to renewed stress in finan-

cial markets? Some sharp currency fluctu-
ations in recent months turned a July 22
seminar at the American Enterprise
Institute (AEI) into a timely and topical
event. What emerged was consensus on
the need for structural reforms in Europe
and Japan and on the difficult political
issues that would need to be resolved
before Asian economies would tolerate a
greater appreciation of their currencies.
However, there was much divergence on
whether the U.S. current account deficit
should be giving policymakers, and many
others, sleepless nights.

Cause for alarm?
Kenneth Rogoff welcomed the fall in the
dollar during 2002–2003 as a broadly
healthy development but warned that
the adjustment so far has not been
enough to put the current account
deficit on a path toward sustainability.
On the basis of present trends, he saw
the United States on course to increase
its net external liabilities to around
40 percent of GDP within the next few
years. Rogoff expressed concern over
what he termed unprecedented levels of
external debt for such a large industrial
country. Only a number of emerging
market economies and some smaller
industrial countries have reached com-
parable debt ratios.

Although a reversal was not necessarily immi-
nent, Rogoff and Ted Truman argued that this exter-

nal imbalance could not be sustained. In Truman’s
view, an eventual further dollar depreciation of
some 30 percent in effective terms is needed to
return the U.S. current account deficit to a sustain-
able range. But, as Rogoff noted, short-term move-
ments in the exchange rate are essentially impossible
to forecast, and a depreciation scenario could easily
take three to five years to fully play out.

Even a rapid depreciation need not necessarily be
catastrophic. During the late 1980s, for example,
when the trade-weighted dollar fell by more than
40 percent over a relatively short period, the prob-
lems proved manageable. But this time, Rogoff
warned, with the United States reaching record net
external debt levels, the global economy could be
drifting into uncharted waters, and the risks, espe-
cially to financial markets, should not be underesti-
mated. In his view, it was of particular concern that
the U.S. current account deficit increasingly reflected
low saving (in part because of the dramatic shift of
the U.S. budget into deficit) rather than high invest-
ment, as it did through most of the 1990s.

Or maybe not?
By contrast, Mickey Levy and Vincent Truglia
attached a low probability to any large exchange rate
adjustment. Their presentations emphasized the
lackluster domestic demand of U.S. trading partners
as the main factor behind the large trade deficit. At
the same time, the relative weakness of the
European and Japanese economies implies that the
United States remains by far the most attractive
destination for foreign capital, offering higher risk-
adjusted returns than the rest of the world. Levy
likened the current phase of technological progress
to the expansion of the U.S. rail network in the
nineteenth century, which was also financed to a
large extent by foreign investment.

Levy and Truglia put the onus on U.S. trade part-
ners to raise growth and attract international invest-
ment capital. In their view, the difficulties in these
economies have little to do with exchange rates and
a good deal to do with their failure to tackle long-
standing structural weaknesses. When pressed, Levy
acknowledged that Europe had recently made some
progress, which is reflected in the moderate
strengthening of the euro and some private capital
outflows from the United States. However, this

Appreciation, anyone?

What a weak dollar may mean for the
United States, Europe, and Asia

The AEI seminar featured presentations by Yusuke Horiguchi
(Institute of International Finance), Mickey Levy (Bank of
America), Adam Posen (Institute for International Economics),
Kenneth Rogoff (IMF), Michael Rosenberg (Deutsche Bank),
Vincent Truglia (Moody’s), and Ted Truman (Institute for
International Economics), as well as closing remarks by 
Allan Meltzer (AEI).

Ted Truman

Kenneth Rogoff
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served only to show that the exchange rate reacted
quickly once the market sensed a change in underly-
ing fundamentals, which in his view illustrated that
the euro area and Japan needed to boost growth
rather than focus on particular exchange rate levels.

If the euro strengthens
Other discussants also called for an acceleration of
structural reforms in Europe, if only to cope with
the consequences of an exchange rate appreciation.
With Asian countries generally reluctant to tolerate
a strengthening of their currencies, Truman and
Michael Rosenberg expected the euro to absorb a
considerable share of any future exchange rate
adjustment. The euro area accounts for about 25 per-
cent of U.S. trade (excluding oil). However, with even
larger financial links, Truman suggested that a dollar
depreciation vis-à-vis the euro would account for
around 40–50 percent of any future decline in the
U.S. Federal Reserve’s nominal exchange rate index.
Both he and Rosenberg suggested that the euro could
appreciate to $1.50—a level consistent with past
exchange rate cycles.

Truman estimated that a strengthening of the
euro to such a level could cut GDP growth in the
euro zone by up to 1–2 percentage points over two
years. He was pessimistic about the scope for policy
measures to respond to such a major shock. Besides
further monetary easing, which could help reduce

interest rate differentials, he thought
intervention was likely to prove only
marginally effective. Truman maintained
that European policymakers had so far
been “largely in denial” about the poten-
tial impact of the exchange rate on the
European Union’s trade position, which
left them with few options for softening
the blow.

Meanwhile, in Asia…
As for Asian countries, some participants questioned
the wisdom of their accumulating large foreign
exchange reserves, notwithstanding recent successes
in preventing currency appreciation.
Asian central banks have acquired large
amounts of U.S. treasury securities over
the past year, amounting to more than
$100 billion since early 2002. The bulk of
these assets is held by Japan, whose recov-
ery remains largely dependent on export
growth, and China, which has acquired
dollars to maintain the renminbi’s peg to
the dollar. Smaller Asian economies have
also maintained their close currency rela-
tionships with the dollar, and Rogoff pointed out that
there was no obvious limit to the quantity of reserves
a country could accumulate. However, most partici-
pants agreed that the rising cost of reserve holdings, as
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Vincent Truglia

IMF regional departments 
are reorganized

The number of the IMF’s area (regional) departments will

be consolidated, IMF Managing Director Horst Köhler

announced on July 30. The changes, to be implemented

by November 1, follow an internal review to determine

the best way to structure and manage these departments.

“The changes in the structure of area departments will

ensure that the IMF continues to provide the best possible

service to our membership,” Köhler said.

Changes in the work of the European II Department

(EU2), in particular, were one impetus for the consolida-

tion. This department was created in 1992 to assist the

Baltic countries, Russia, and the other countries of the

former Soviet Union with economic transition and inte-

gration with the global economy. Given the progress these

countries have made and the prospects of a number of

them for accession to the European Union, EU2 will be

dissolved, reducing the number of area departments from

six to five.

Seven countries in EU2 will move to the European I

Department, which will be renamed the European

Department (EUR). The other eight EU2 countries will

move to the Middle Eastern Department (MED), which

will be renamed the Middle East and Central Asia

Department (MCD).

Michael Deppler, who currently heads EU1, will be

director of EUR. Initially, George Abed, who heads

MED, will be director of MCD. On September 1,

Mohsin Khan, currently Director of the IMF Institute,

will move to MED as Associate Director and will

assume the title of Director of MCD upon Abed’s

retirement in December. John Odling-Smee, who has

led EU2 since its inception, has announced his intention

to retire in early 2004.

The country composition of the IMF’s other three

area departments—the African Department, the Asia

and Pacific Department, and the Western Hemisphere

Department—will not change.

The full text of Press Release No. 03/130 is available on

the IMF’s website (www.imf.org).

Michael Rosenberg
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well as increasing political pressure from the United
States and Europe, would eventually force most of
these countries to rethink their policies.

Against this view, Yusuke Horiguchi argued that
criticism of Asian exchange rate policies was mis-
placed—at least as far as Europe was concerned. In
his view, the adjustment burden on Europe is inde-
pendent of whether Asian currencies appreciate or
not. Rogoff said that there had been few cases where
governments decided to unilaterally initiate a sub-
stantial appreciation of their currency; he cited Italy
in 1926 (40 percent) and Japan in 1971 (17 percent)
as rare exceptions. On the basis of historical experi-
ence, he argued that current account adjustments
eventually involved both an adjustment in the
exchange rate and a narrowing of relative growth
rate differentials.

Michael Rosenberg supported this view. He
expected the Japanese yen to be the first currency to
appreciate during a “second wave” of dollar weak-
ness, and others, including China’s, to follow in later
stages. Allan Meltzer and Adam Posen pointed out
that this step would require difficult political deci-
sions by Japan, partly because it conflicts with
Japanese attempts to establish greater exchange rate
coordination with Southeast Asian economies. Posen
suggested, however, that the scope for yen apprecia-
tion was limited by the continued need for monetary
easing and the weakness of the domestic economy.

Most participants also agreed that any decision
about the Chinese currency peg had to be viewed
largely in domestic policy terms, notwithstanding
calls by U.S. and Japanese manufacturers to allow
the renminbi to appreciate. For Truglia and Meltzer,
the renminbi exchange rate reflected China’s long-

standing desire to acquire sufficient reserves to
withstand economic shocks, such as those that hit
Mexico and the Asian crisis countries in the 1990s.
While this objective has largely been achieved, the
country is now reluctant to face a possible apprecia-
tion, given deflationary pressures both in its domes-
tic economy and in Hong Kong SAR.

Of course, Posen said, a change in Chinese
exchange rate policy need not necessarily lead to
an appreciation, particularly if it is accompanied
by a relaxation of capital controls that allows some
pent-up savings to exit in search of higher returns.
He and Truglia pointed out that China’s overall
foreign trade was broadly balanced, that Chinese
exporters were not competing directly with high-
end U.S. manufacturing companies, and that China
already had a saving rate of close to 50 percent. Any
exchange rate move would hardly be large enough
to offset extremely low labor costs, so it is unlikely
that Chinese trade flows would be significantly
affected. Echoing this view, Rogoff expressed sup-
port for the current level of the renminbi but called
for a more flexible exchange rate regime.

Martin Mühleisen 
IMF, Western Hemisphere Department
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Selected IMF rates
Week SDR interest Rate of Rate of

beginning rate remuneration charge

August 4 1.52 1.52 2.01
August 11 1.53 1.53 2.02

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

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

Data: IMF Finance Department
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Michael Spilotro for the IMF, pages 233, 237, 242, and

246–248; Jeff Haynes for AFP, pages 233–236; and

Andrew Rose, page 244.
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