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Reducing Unproductive Expenditures
Is Important for Fiscal Adjustment

n recent years, IMF policy advice to its
member countries has placed greater em-
phasis on the need for fiscal discipline
through reductions in unproductive public ex-

Elements of Unproductive Spending

penditures. To shed light on this subject, a
recent internal study was undertaken by the
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IMF Fiscal Affairs Department to assess the
nature and depth of this advice for a sample of

17 member countries—211 of which had ad-
justment programs supported by the IMF—for
various periods during 1990-95.

Rationale for IMF Advice
Unproductive public expenditures are
those public outlays that can be reduced
without affecting government outputs,
such as the provision of law and order and
basic education and health services. Such
expenditures stem from a number of po-
litical and economic influences, including
the pursuit of multiple objectives in pub-
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. Overstaffed civil service

. Generalized consumer subsidies or inefficient producer subsidies

. Possibly excessive military spending

. Inefficient public enterprises

. Excessively generous and/or untargeted social security and social assistance programs
. Underallocation of spending for primary health and education

. Low-quality investment projects
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lic expenditure programs (for example,
using the public sector as an employer of
last resort), the absence of a well-trained and motivated civil
service, inadequate budgetary institutions and processes, and
corruption. Unproductive spending can trigger large fiscal
deficits, a correspondingly lower level of public sector out-
put, and a tax burden that is heavier than necessary.
Reducing unproductive public expenditures is particularly
important in countries burdened with low revenue and high
spending. But even in countries without major fiscal imbal-
ances or large public sectors, reducing wasteful spending can
save scarce financial resources for vital public programs or
private investment while strengthening a country’s fiscal
position. On a broader front, substantial cuts in unproductive

expenditures worldwide would yield a large increase in
global financial resources.

The main elements of the IMF’s policy advice to the
11 countries with IMF-supported programs—Albania,
Bangladesh, Bolivia, Costa Rica, Jordan, the Kyrgyz Republic,
Mali, Poland, Sri Lanka, Uganda, and Zimbabwe—
and the 6 countries without IMF-supported programs—
Belgium, Canada, Chile, Germany, Mauritius, and Thailand—
were as follows:

« IMF policy advice on reducing unproductive expendi-
tures in IMF program countries covered all key spending

components—wages and salaries, (Please turn to following page)
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social expenditures, military outlays,
and transfers to inefficient public enter-
prises. On average, IMF policy advice
covered a significantly broader range of
areas in countries with IMF-supported
programs than in nonprogram coun-
tries. Other areas where the IMF fre-
quently provided advice on reducing
unproductive spending included unpri-
oritized public investment programs
and extrabudgetary spending.

* For the six nonprogram countries
under review, IMF advice was re-
stricted largely to wages and salaries,
subsidies, and transfers—with an eye to
curtailing unproductive spending levels.
For those countries in this group with
large public sectors, IMF advice em-
phasized the importance of cutting un-
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productive spending in the context of
broader expenditure reduction efforts.
IMF policy advice in four key areas to
the 17 member countries was as follows:
Wages and Salaries. Outlays on wages
and salaries have been a major source
of excessive public spending—a reflec-
tion of both inappropriate wage policy
and overstaffing. The IMF recom-
mended a lower wage bill in all 11
countries with IMF-supported adjust-
ment programs—in most cases, this
could be achieved through civil ser-
vice downsizing—and in 3 countries
that did not have IMF-supported ad-
justment programs. IMF staff specifi-
cally identified an excessive number of
ministries, duplications of functions,
or the existence of ghost workers as
major instances of un-
productive  spending

Implementation Record
Under IMF-Supported Programs
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(see chart, page 49).

Subsidies and Transfers.
In many countries, sub-
sidy and transfer poli-
cies were riddled with
inefficiencies. Unpro-
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ductive spending in the

form of generalized
consumer subsidies, in-
efficient producer sub-
sidies, untargeted wel-
fare  programs, and
subsidized credit to in-
efficient public enter-
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Expenditure reduction
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prises were a particular
fiscal concern. IMF ad-
vice to the six nonpro-
gram countries empha-
sized that an effectively
functioning labor mar-
ket depended on a
viable social security
system. For the 11
countries with IMF-
supported  adjustment
programs, the IMF rec-
ommended establishing
more cost-effective so-
cial safety nets.

Military Expenditures. Excessive mili-
tary expenditure imposes a heavy fiscal
burden on developed and developing
countries alike. The IMF’s advice on
such spending often called for review-
ing military expenditures to identify
potential fiscal savings. For instance,
noting the improved security situation
in two African countries, the IMF
cited the potential for substantial sav-
ings. A review of military spending
was indicated as a possible means of
generating expenditure savings in
nonprogram countries as well.

Health and Education. In many coun-
tries with IMF-supported adjustment
programs, the IMF recommended a
shift in the pattern of expenditure to
accommodate increased spending for
the previously neglected sectors of pri-
mary health care and basic education.
IMF policy advice in these areas also
focused on the powerful links between
social spending and education and
health indicators.

Reducing Unproductive
Expenditures

The record of the 11 program coun-
tries in implementing IMF advice on
reducing unproductive expenditures
was mixed—with a wide dispersion in
individual country performance. In al-
most all of them, IMF advice was par-
tially implemented during the period
examined. Slippages occurred in civil
service reform, public investment pro-
grams, and public enterprise restructur-
ing. The implementation record was
also mixed for nonprogram countries,
with deviations from IMF policy ad-
vice most notable in the areas of subsi-
dies and social security reform.

Substantial improvements in expen-
diture productivity were achieved in
some cases, however. For example, in
countries in transition to market-
oriented economies, generalized con-
sumer subsidies and producer subsidies
fell significantly.
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Another way to appraise the imple-
mentation of expenditure measures in
program countries is to compare the
programmed direction of change in
expenditures with their actual direc-
tion. Of the 24 program periods ex-
amined, 17 envisaged expenditure re-
ductions. Expenditure was actually
reduced in 15 periods (see chart, page
50). As noted earlier, these results
should not be taken to imply that
there were no slippages. In fact,
quantitative program targets—which
incorporated, on average, annual
changes in expenditure equivalent to
1 percent of GDP—were achieved in
only about half of the program peri-
ods. The implementation record was
somewhat weaker during the second
and third program periods. The
achievement of expenditure targets,
however, does not necessarily indicate
the implementation of advice on un-
productive expenditures, as reduced
spending, for example, can be the re-
sult of cash rationing or unprioritized
expenditure cuts.

Conclusions
Unproductive public spending was
identified in a number of expenditure
categories in both program and non-
program countries, including wages
and salaries, subsidies and transfers,
military expenditures, and social sector
outlays. In response, IMF policy ad-
vice has underscored the potential
benefits of reducing unproductive ex-
penditure for achieving equitable and
efficient fiscal adjustment. Progress
recorded by member countries in re-
ducing unproductive public outlays
has been mixed, although substantial
headway has been made in some areas.
Greater efforts by member countries
to compile accurate expenditure data
in accordance with international stan-
dards could facilitate IMF and member
countries” analysis of unproductive
expenditures. [ ]
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Fiscal Costs of Aging Populations

ging of populations
affects virtually all
societies today, but
more so the industrial coun-

tries, which have generally 60
experienced it over a longer 50
period and for which further 40
pronounced aging is pro- 30
jected until it peaks in about 20
four decades. Under existing

public pension arrangements, 12

which rely heavily on pay-as-
you-go schemes, population
aging has begun contributing
to serious fiscal stresses in
most major industrial coun-
tries. These stresses are likely
to get much worse in coming
decades without appropriate
reforms. Aging Populations and
Public Pension Schemes, IMF
Occasional Paper No. 147,
addresses these issues and sug-
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gests solutions.

In principle, individuals should be re-
sponsible for making adequate provision
for their own retirement. In practice,
this is almost never the case, thereby ne-
cessitating publicly supported pension
schemes. In the industrial countries, the
predominantly pay-as-you-go public
schemes for providing for the retired—
usually with comprehensive coverage—
are most often supplemented by funded
schemes operated by the private sector.
In the early stages of a pay-as-you-go
system, low contributions are sufficient
to cover the benefits of a relatively small
number of beneficiaries, but as the sys-
tem matures, benefits paid out tend to
exceed contributions, requiring in-
creases in payroll taxes or budget trans-
fers. As the proportion of the elderly
rises (see chart), considerable fiscal stress
is likely, and it is worsened by the vari-
ous redistributive elements typically
contained in the system.

The issue of how to distribute the
burden of supporting the aged has be-
come contentious as the proportion of
the working population diminishes
while the political strength of the elderly
increases. Four ways have been sug-
gested to ameliorate fiscal stress arising
from public pension arrangements:

« adjustment of the contribution
rate, retirement age, or pension index-
ation formulas;

« development of a defined-contri-
bution, fully funded scheme outside
existing public pension arrangements;

* raising taxes and cutting expendi-
tures not related to public pensions; and

< modifying the size of the labor force
by encouraging greater labor force partic-
ipation or increasing immigration.

The IMF study emphasizes the ad-
justment of rates and the development
of a defined-contribution scheme as a
reasonable solution to the problem of
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providing adequate pensions to the el-
derly but also considers aspects of the
third and fourth approaches. The au-
thors’ analysis shows that a combination
of reductions in benefit—such as ex-
tending the retirement age and modify-
ing indexation arrangements—would in
most countries suffice to contain poten-
tially adverse fiscal developments. An
important implication is that if such re-
forms are combined with the implemen-
tation of a sustainable contribution rate,
the reformed public pension system
would be able to cope with the aging
population. In effect, such a system an-
ticipates the demands associated with
aging by making funding provisions in
advance, thereby reproducing an essen-
tial aspect of the fully funded approach.
By levying a constant projected contri-
bution rate through time, the sustainable
contribution rate in this system preserves
the compact between the generations at
the core of a pay-as-you-go system, as it
distributes equally the burden of meeting
pensions across the generations. Advance
funding has the further advantage of
strengthening fiscal discipline if the pub-
lication of regular reports on the actuar-
ial status of the pension system heightens
awareness of the future cost implications
of current pension benefits promises.
The authors caution that the full
impact of the aging problem will not
likely be felt for 15 years or so but that
reform actions are needed soon since
the lead time for changing pension ar-
rangements is long and because the
earlier the adjustment, the more sub-

stantial the savings. |
David Driscoll
IMF External Relations Department

Copies of IMF Occasional Paper 147, Aging
Populations and Public Pension Schemes, by
Sheetal K. Chand and Albert Jaeger, are
available for $15.00 (academic rate: $12.00)
from Publication Services, Box XS700,
IMF, Washington, DC 20431 U.S.A. Tele-
phone: (202) 623-7430; fax: (202) 623-
7201; Internet: publications@imf.org
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Mobilizing Resources for
Sustainable Development

he concept of sus-
I tainable  develop-
ment is defined as

meeting the economic ob-
jectives of growth and effi-
ciency, while at the same
time meeting the social
objectives of equity and
poverty reduction, and the
ecological  objective  of
sound natural resource man-
agement. Achieving these
broad goals requires substan-
tial financial resources, esti-
mated in Agenda 21 (the ac-
tion plan for protecting the
environment and meeting
the economic and social
goals of developing coun-
tries agreed at the 1992 UN
Conference on Environment
and Development in Rio de
Janeiro) at $600 billion for
developing countries alone. An internal
study by Ved Gandhi, Dale Gray, and
Ronald McMorran of the IMF’s Fiscal
Affairs Department, presented at a re-
cent UN conference in Santiago, seeks
to identify the scope for mobilizing do-
mestic financial resources to be applied
toward achieving the goal of sustainable
development.

Although tax policy is the most im-
portant instrument of domestic re-
source mobilization, any approach that
focuses only on taxation is far too lim-
ited, according to the authors. A com-
prehensive approach would entail rais-
ing revenues not only from existing
general taxes but also from user charges
and fees for natural and environmental
resources, pollution and other environ-
mental taxes, and savings from reducing
environmentally damaging subsidies
and containing unproductive expendi-

Waterfront industry in Shanghai. China’s pollution levy
system generates about 15 percent of capital spending
for pollution control.

tures (including excessive military
spending). In addition, such a compre-
hensive approach should take into ac-
count any potential effects of macro-
economic and structural reforms on
domestic resource mobilization.

Ways to Mobilize Resources
Based on a review of the literature and
country examples of successful domestic
resource mobilization efforts, the IMF
authors cite the wide scope existing for
mobilizing domestic resources. Poten-
tial sources include the following:

» Reform of current tax systems—in-
cluding broadening the base of personal
income tax and corporate income tax;
eliminating widespread exemptions from
customs duties; levying payroll, social se-
curity, and income and consumption
taxes (wherever they do not exist); and
strengthening tax and customs adminis-
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tration—can help mobilize additional fis-
cal revenue. The ratio of tax-to-GDP in
OECD industrial countries is much
higher than in developing countries, pri-
marily because of industrial countries’
heavy reliance on broad-based income
taxes (individual and enterprise), con-
sumption taxes (value-added and sales),
and other taxes (payroll and social secu-
rity). Developing countries—particularly
low-income  African  countries—rely
heavily on narrowly based international
trade taxes, their tax-to-GDP ratios are
low, and their tax systems show little
buoyancy. Although taxable capacity in
most developing countries is limited, and
tax-to-GDP ratios are likely to remain
lower than those of industrial countries,
there is certainly some scope for increas-
ing tax ratios. This is borne out by the
recent experience of some African coun-
tries, such as Uganda (see box).
 Eliminating underpricing of re-
sources by increasing user fees and
charges—especially for energy, water,
forests, fisheries, and other mineral re-
sources—is a second major source of
additional revenue. Higher fees and
charges will also provide further in-
centive to conserve natural resources.
 Imposing adequate environmental
taxes—especially on petroleum products,
carbon emissions, and other pollutants—
can mobilize additional resources. This
will also protect the environment by en-
suring that economic agents face both
private and social costs associated with
environmental degradation.

« Reducing unproductive expendi-
tures and excessively large government
bureaucracies, especially in developing
and transition economies, is another
potential source of resources. Civil
servants are often paid salaries and
benefits far in excess of their produc-
tivity levels; they would be better used
if redirected to essential economic, so-
cial, and environmental needs.

e Large distortions in production
and consumption patterns are created

Mobilizing Resources: Country Cases

Uganda: Tax Reform

With the sharp decline in export duties from the coffee sector in fiscal
1988/89, when Uganda’s tax-to-GDP ratio was only 4.5 percent, the author-
ities embarked upon a major tax reform and revenue mobilization effort. In
1989790, the authorities introduced measures to broaden the tax base, includ-
ing increasing import duties, sales taxes, and excise duties; and to streamline
the tax system, including by raising the income tax threshold and reducing
maximum marginal rates for personal and corporate income taxes.

During 1990/91-1992/93, the government sought to build a stronger rev-
enue foundation. The 1990/91 budget included measures to reduce the num-
ber of customs duty rates to five standard rates and impose a surtax on imported
goods similar to domestic excisable goods; cut the number of sales tax rates to
four; and raise specific duty rates on petroleum, with the stipulation that the
rates had to be reviewed periodically to ensure a full pass-through of costs.

Following up, the government adopted a number of important revenue
measures in 1992/93 and in 1993/94, all of which sought to rationalize and
expand the revenue base even further. It also made major efforts during this
period to improve tax administration and collection, including setting up a tax
authority. As a result of these reforms, Uganda’s tax-to-GDP ratio rose to
10.6 percent in 1994/95.

Indonesia: Fiscal Regime for Petroleum and Minerals
Indonesia is rich in natural resources, including oil, gas, and hard rock miner-
als. The government has been innovative in developing fiscal regimes for
petroleum and minerals that offer incentives for foreign investors while cap-
turing a large portion of the natural resource rent for the government and dis-
couraging excessive rates of depletion.

In 1967, Indonesia pioneered the production-sharing contract (“PSC”),
which has now been adopted in many parts of the world. In addition to roy-
alties, under a PSC, petroleum production is shared between the investor and
the government—on a progressive basis in favor of the government—with
ceilings on the amount of oil received by the company for cost recovery pur-
poses. One of the system’s benefits is its sensitivity to cost variations, with in-
vestors sharing the price risk. In 1995, revenues from oil and gas accounted
for 3 percent of GDP and more than 23 percent of tax revenues.

China: Pollution Levy System

In 1979, China began experimenting with a levy on industrial pollution in
urban areas that exceeded established emissions standards. In the early 1980s, the
pollution levy system was officially incorporated into law and gradually ex-
panded to cover the entire country. Government revenues from the pollution
levy have since increased rapidly—to 2.7 billion yuan in 1993 from 1.2 billion
yuan in 1986. The pollution levy now provides about 15 percent of all capital
expenditures for pollution control and is the main source of funding for regula-
tory enforcement activities by local environmental protection bureaus.

IMFSURVEY sss
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through budgetary subsidies that take
many explicit and implicit forms. Tar-
geting subsidies that are socially desir-
able—for example, those targeted at
poverty alleviation and basic food—and
curtailing or eliminating subsidies that
are economically and environmentally
undesirable can generate additional re-
sources while reducing social inequities
and mitigating environmental damage.

e Although military expenditures
have been curtailed in recent years—
amounting to 2.4 percent of global
GDP in 1995, compared with 3.7 per-
cent in 1990—they are still excessive
when compared with demands on so-
cial and economic spending.

* Reforms of macroeconomic poli-
cies can help foster growth and help
mobilize the availability of domestic re-
sources. Moreover, reforms that pro-
mote macroeconomic stability can also
help preserve the environment by curb-
ing excessive consumption, including of
natural and environmental resources.

e Structural reforms relating to
financial sectors, capital markets, priva-
tization of parastatal enterprises, and
pricing policies can greatly increase do-
mestic financial resources (and help at-
tract foreign capital), particularly if ac-
companied by macroeconomic policy
reforms. In addition, they result in effi-
ciency gains that benefit the environ-
ment and the economy.

The authors conclude that if all these
opportunities were fully exploited, an
estimated $1.2 trillion in global financial
resources could be mobilized—more
than double the amount estimated to be
needed to finance the programs set
forth in Agenda 21. The availability of
financial resources is therefore not the
main constraint for achieving sustain-
able development. The larger con-
straints, conclude the authors, are the
lack of political will, well-designed and
feasible action plans, and effective insti-
tutional frameworks for achieving sus-
tainable development. [ |
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Currency Board Arrangements
More Widely Used

number of countries have estab-
A lished currency board arrange-

ments in recent years. Four IMF
member countries—Argentina, Djibouti,
Estonia, and Lithuania—currently main-
tain such monetary arrangements, and
Bosnia and Herzegovina is about to estab-
lish one. IMF staff have also discussed the
feasibility of introducing currency board ar-
rangements with the post-conflict countries
of Somalia and Liberia. In some cases, a
currency hoard arrangement has been a
major element of a stabilization program
for which a member requests IMF support.
Questions arise, therefore, as to what de-
fines a currency board arrangement, what
its relative strengths and weaknesses are,
and what the IMF’s role should be in pro-
viding support to those members considering
such an arrangement. Following is a sum-
mary of an IMF internal study that ad-
dresses these questions and the underlying
policy issues surrounding the operation of
currency board arrangements.

A currency board is a monetary ar-
rangement that commits the authorities
to issue domestic currency only in ex-
change for a specified foreign currency
at a fixed rate, and which sharply limits,
or eliminates, the authorities’ discretion
to create money by extending credits.
Thus, an essential characteristic of a
currency board arrangement is a well-
publicized legal barrier to changing the
exchange rate and attendant legal re-
strictions on the ability of the authori-
ties to create money.

The chief advantages of currency
board arrangements include their sim-
plicity of operation, the strengthened
capability they provide in the conduct
of monetary and fiscal policy, and the
usefulness of this rule-based arrange-
ment in enhancing transparency and
encouraging financial discipline.

The IMF study reaches three main
conclusions about currency board
arrangements:

» Strong macroeconomic policies
are crucial for the establishment and
sustainability of a currency board ar-
rangement. Appropriate fiscal policies,
a sufficient level of reserves, and a
sound banking system should be in
place—or be part of the policy pack-
age adopted—when a currency board
arrangement is established.

» Currency board arrangements
promote fiscal discipline, but they do
not guarantee it. Fiscal consolidation
and reforms are as much a precondi-
tion for the establishment of such ar-
rangements as they are an operational
constraint.

e IMF support can enhance a cur-
rency board arrangement’s chances of
success.

Under a currency board arrange-
ment, reserve money issuance follows
rules similar to those of the gold stan-
dard. With only a limited margin for
central bank policy discretion, changes
in money demand are accommodated

Selected IMF Rates

Week SDR Interest  Rate of Rate of
Beginning Rate Remuneration Charge
February 10  3.92 3.92 4.29
February 17 3.91 3.91 4.28

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 curren-
cies constitute the SDR valuation basket (the U.S.
dollar, weighted 39 percent; deutsche mark, 21 per-
cent; Japanese yen, 18 percent; French franc,
11 percent; and U.K. pound, 11 percent). The rate of
remuneration is the rate of return on members’ re-
munerated reserve tranche positions. The rate of
charge, a proportion (currently 109.4 percent) of the
SDR interest rate, is the cost of using the IMF’s fi-
nancial resources. All three rates are computed each
Friday for the following week. The basic rates of re-
muneration and charge are further adjusted to reflect
burden-sharing arrangements. For the latest rates,
call (202) 623-7171.

Data: IMF Treasurer's Department
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by domestically induced changes in
international reserves, rather than by
changes in the central bank’s net do-
mestic assets. Thus, reserve money
varies in close relation to how the
level of official international reserves
and interest rates are determined—
mostly or totally—by local market ad-
justments to monetary conditions pre-
vailing in the reserve currency
country. Even so, under a currency
board arrangement, it is always re-
motely possible for the arrangement to
be changed, which builds a risk pre-
mium into domestic interest rates. The
currency board arrangement may also
come under attack, with interest rates
needing to be raised sharply, as oc-
curred in Argentina in early 1995.
Interest rates play a major role in
facilitating adjustment. In economies
with open capital accounts, capital
flows tend to reduce monetary dis-
equilibria and facilitate the approxi-
mation of local interest rates to those
in the reserve currency country. Also,
allowing banks to borrow abroad
when necessary reduces the need for a
domestic lender of last resort. While
this mechanism applies to all fixed
pegs, in currency board arrangements
it is stimulated further by containing
exchange rate risk. In addition, free
capital mobility heightens the effi-
ciency of a currency board arrange-
ment’s monetary adjustment mecha-
nism and enhances the potential for
rapid trade and financial integration.
When capital controls or limited fi-
nancial development restrict capital
mobility, the adjustment accordingly
takes place more gradually through
changes in absorption and adjustments
of the trade account. As is also the
case in any fixed exchange rate
regime, however, capital mobility can
on occasion add to the problems of
operating a currency board arrange-
ment—for instance, witness the per-
sistent capital inflows into Estonia

after its initial stabilization or the cap-
ital outflows from Argentina in 1995.

Weighing the Merits
Before establishing a currency board ar-
rangement, the authorities must decide

IMFSURVEY sss

on which outside currency the ex-
change rate should be pegged to and at
what level; how much backing to pro-
vide to the currency board arrangement
before it begins to operate, and who
should have access to it; and whether
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the government can accept the con-
straints on borrowing that a currency
board arrangement imposes. For a gov-
ernment that can satisfactorily address
the above issues, a currency board ar-
rangement may offer an effective means
to manage its currency in the face of
limited central banking expertise or
low policy credibility.

IMF SURVEY

When to Say Yes. Currency board ar-
rangements are especially attractive to
three groups of countries: small open
economies with limited central bank-
ing expertise and incipient financial
markets; countries that wish to belong
to a broader trade or currency area;
and countries that wish to enhance
the credibility of exchange-rate-based

GFS Yearbook Features More Current Data

The 1996 Government Finance Statistics Yearbook has been streamlined and
revised to permit greater focus on the main world tables and country statistical
pages. Introductory material has been shortened and the number of world
tables has been reduced. The Yearbook includes data on government
operations for 115 reporting countries, with most providing data through
1994. These data are reported on as timely a basis as is feasible, given IMF
reporting standards and national budgetary constraints concerning statistical
compilations. Through IMF technical assistance and the ongoing adoption of
more advanced computer systems, the authorities are reporting more current
data. For example, the GFS Yearhook includes fiscal year 1996 data for six
countries.

The GFS Yearhook provides data that, within a common framework, permit
analytically useful international comparisons of government operations. It is
based on an internationally approved methodology, with common definitions
and common institutional and analytical concepts. Data compiled according to
this methodology normally differ from data published by national governments,
which conform to differing legal and other country-specific requirements.

The GFS Yearbook displays data in a number of tables, consistent with the
main analytical concepts comprising government operations. Five world tables
are featured on the central government for all reporting countries. These ta-
bles show data for expenditure categories classified by function and by eco-
nomic type and for revenue components. The world tables provide data on
deficits as a percent of total expenditure and lending minus repayments. The
GFS Yearbook also includes country pages with detailed transaction data used
in compiling the world tables. Tables with central government data on fi-
nancing and debt are also provided, with these transaction and stock data clas-
sified by type of debt holder and type of instrument. Also included in a num-
ber of country pages are data on operations of state (or provincial or regional)
governments and on local governments.

The 1996 Government Finance Statistics Yearbook was prepared by the
Government Finance Division of the IMF’s Statistics Department and is
available for $58.00. Computer tape subscriptions are also available. For
copies, write to Publication Services, Box XS700, IMF, Washington, DC
20431, U.S.A. Telephone: (202) 623-7430; fax: (202) 623-7201; Internet:
publications@imf.org

disinflation policies. In the first two
instances, the incentives for establish-
ing such arrangements include sim-
plicity of operation and the strength-
ened credibility of sound monetary
and fiscal policies. For countries in
the third group—such as Argentina,
Estonia, and Lithuania—the chief at-
traction of currency board arrange-
ments has been transparency and the
strict limits they place on the moneti-
zation of government deficits or the
provision of credits to the banking
sector. Such stringencies help provide
the essential precondition for a subse-
quent rapid return of domestic inter-
est rates to international levels in these
countries.

When to Say No. Currency board ar-
rangements are not for every country.
Their inflexible commitment to a
fixed exchange rate parity, for exam-
ple, might deprive a government of a
major tool in addressing real exchange
rate misalignments. Similar concerns
may likewise arise about the restric-
tions these arrangements routinely
impose on monetary operations—
which could seriously limit the au-
thorities’ freedom of action in manag-
ing a financial crisis or in addressing
the effect of destabilizing capital
flows. Moreover, operational simplic-
ity may exert a severe cost on a coun-
try if it also rules out the exercise of
what would be viewed in other coun-
tries as important central bank func-
tions. Finally, by removing any possi-
bility of monetary financing of the
fiscal deficit, currency board arrange-
ments frequently require a level of fis-
cal consolidation that is difficult to at-
tain or sustain.

Exiting. The timing of an exit from a
currency board arrangement depends
on the motivations that a country had
for introducing the arrangement in the
first place. If, for example, a currency
board arrangement was introduced as a
transitional step—pending the devel-
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opment of a full range of functions
typical of a central bank, for exam-
ple—then the degree of development
of such functions would provide a way
to gauge the appropriate exit point. In
this case, exiting from a currency
board arrangement can be regarded as
the end of one successful adjustment
phase and the beginning of another, as
it was for Ireland in the 1970s and for
Luxembourg in the 1980s.

A more problematic case might
occur for countries that have intro-
duced currency board arrangements to
gain credibility. A decision to leave
the arrangement would accordingly
need to be based primarily on the be-
lief that market credibility is strong
enough to be maintained solely by
holding to strong policies even after
the demise of the currency board ar-
rangement. Whether a currency is
under pressure to appreciate or depre-
ciate can likewise facilitate or compli-
cate a country’s exit from a currency
board arrangement. The experiences
of Malaysia and Singapore suggest that
a tendency for the domestic currency
to appreciate helps minimize, or even
eliminate, the market disruption that
can ensue when countries abandon
currency board arrangements.

IMF Support

The fundamental rationale for IMF fi-
nancial support of members’ adjust-
ment programs—allowing them the
opportunity to correct disequilibria in
their balance of payments without re-
sorting to trade and payments restric-
tions—is just as valid in the context of
a currency board arrangement as in a
conventional fixed exchange rate case.

Moreover, IMF support—in the con-
text of a member’s right of access to the
IMF’s regular financial facilities or to
technical assistance—can help bolster
credibility in a currency board arrange-
ment and in the viability of a country’s
underlying policies. -

Stand-By, EFF, and ESAF Arrangements
As of January 31
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Date of Expiration Amount Undrawn
Member Arrangement Date Approved Balance
(million SDRs)

Stand-by arrangements 16,803.29 6,149.55
Argentina April 12, 1996 January 11, 1998 720.00 428.00
Bulgaria July 19, 1996 March 18, 1998 400.00 320.00
Costa Rica November 29, 1995 February 28, 1997 52.00 52.00
Djibouti April 15, 1996 June 14, 1997 4.60 1.73
Egypt October 11, 1996 September 30, 1998 271.40 271.40
Estonia July 29, 1996 August 28, 1997 13.95 13.95
Hungary March 15, 1996 February 14, 1998 264.18 264.18
Latvia May 24, 1996 August 23, 1997 30.00 30.00
Lesotho September 23, 1996 September 22, 1997 7.17 7.17
Mexico February 1, 1995 February 15, 1997 12,070.20 3,312.18
Pakistan December 13, 1995 September 30,1997 562.59 267.90
Panama November 29, 1995 March 31, 1997 84.30 23.20
Papua New Guinea July 14, 1995 December 15, 1997 71.48 36.14
Romania May 11, 1994 April 24, 1997 320.50 226.23
Ukraine May 10, 1996 February 9, 1997 598.20 62.20
Uruguay March 1, 1996 March 31, 1997 100.00 100.00
Uzbekistan December 18, 1995 March 17, 1997 124.70 59.25
Venezuela July 12, 1996 July 11, 1997 975.65 625.65
Yemen March 20, 1996 June 19, 1997 132.38 48.38
EFF arrangements 9,741.63 6,926.67
Algeria May 22, 1995 May 21, 1998 1,169.28 506.48
Azerbaijan December 20, 1996 December 19, 1999 58.50 53.82
Gabon November 8, 1995 November 7, 1998 110.30 66.18
Jordan February 9, 1996 February 8, 1999 200.80 118.60
Kazakstan July 17, 1996 July 16, 1999 309.40 309.40
Lithuania October 24, 1994 October 23, 1997 134.55 41.40
Moldova May 20, 1996 May 19, 1999 135.00 112.50
Peru July 1, 1996 March 31, 1999 248.30 248.30
Philippines June 24, 1994 June 23, 1997 474.50 438.00
Russia March 26, 1996 March 25, 1999 6,901.00 5,031.99
ESAF arrangements 3,993.72 1,720.36
Armenia February 14, 1996 February 13, 1999 101.25 67.50
Azerbaijan December 20, 1996 December 19, 1999 93.60 73.12
Benin August 28, 1996 August 27, 1999 27.18 22.65
Bolivia December 19, 1994 December 18, 1997 100.96 33.65
Burkina Faso June 14, 1996 June 13, 1999 39.78 33.15
Cambodia May 6, 1994 May 5, 1997 84.00 42.00
Chad September 1, 1995 August 31, 1998 49.56 24.78
Congo June 28, 1996 June 27, 1999 69.48 55.58
Cote d’'lvoire March 11, 1994 June 13, 1997 333.48 —
Ethiopia October 11, 1996 October 10, 1999 88.47 73.73
Georgia February 28, 1996 February 27, 1999 166.50 111.00
Ghana June 30, 1995 June 29, 1998 164.40 109.60
Guinea January 13, 1997 January 12, 2000 70.80 59.00
Guinea-Bissau January 18, 1995 January 17, 1998 9.45 5.78
Guyana July 20, 1994 July 19, 1997 53.76 17.92
Haiti October 18, 1996 October 17, 1999 91.05 75.88
Honduras July 24, 1992 July 24, 1997 47.46 13.56
Kenya April 26, 1996 April 25, 1999 149.55 124.63
Kyrgyz Republic July 20, 1994 July 19, 1997 88.15 32.25
Lao P.D.R. June 4, 1993 May 7, 1997 35.19 5.87
Madagascar November 27, 1996 November 26, 1999 81.36 67.80
Malawi October 18, 1995 October 17, 1998 45.81 22.91
Mali April 10, 1996 April 9, 1999 62.01 41.34
Mauritania January 25, 1995 January 24, 1998 42.75 14.25
Mozambique June 21, 1996 June 20, 1999 75.60 63.00
Nicaragua June 24, 1994 June 23, 1997 120.12 100.10
Niger June 12, 1996 June 11, 1999 57.96 38.64
Senegal August 29, 1994 August 28, 1997 130.79 17.84
Sierra Leone March 28, 1994 March 27, 1997 101.90 10.11
Tanzania November 8, 1996 November 7, 1999 161.59 135.88
Togo September 16, 1994 September 15, 1997 65.16 32.58
Uganda September 6, 1994 November 17, 1997 120.51 23.43
Vietnam November 11, 1994 November 10, 1997 362.40 120.80
Zambia December 6, 1995 December 5, 1998 701.68 50.00
Total 30,538.64 14,796.53

EFF = extended Fund facility.

ESAF= enhanced structural adjustment facility.
Figures may not add to totals owing to rounding.

Data: IMF Treasurer's Department
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From the Executive Board

IMF Announces Senior Staff Appointments

Michel Camdessus, Managing
Director of the IMF, an-
nounced, effective February 6,
the appointment of Massimo
Russo as Special Advisor to the
Managing Director, and Michael
C. Deppler as Director of the
European | Department.

Massimo Russo, 58, a national
of Italy, was previously Director
of the European | Department.
He received a Doctorate in Law
from the University of Rome in
1962 and an M.A. in Economics
from Yale University in 1963.
Mr. Russo joined the IMF as an
economist in 1964, occupying a
number of positions in the
African and Administration De-
partments, until his appointment
as Director of the former Euro-
pean Department in 1987. Dur-
ing this period, he twice re-
signed from the IMF to take up
appointments at the Organiza-
tion for Economic Cooperation
and Development (1972-74) and
as Director General of the Com-
mission of the European Com-
munities (1983-87).

Michael C. Deppler, 53, a
U.S. national, was previously a
Deputy Director of the Euro-
pean | Department. Educated at
Brown University and George-
town University, where he re-
ceived his Ph.D. in Economics in
1976, Mr. Deppler joined the IMF
as an economist in 1971. He worked
in the Research and European De-
partments until his appointment as
Deputy Director of the European |
Department in 1991.

Massimo Russo

Michael C. Deppler

Mr. Russo succeeds Shigemitsu
Sugisaki as Special Advisor to the
Managing Director, following Mr.
Sugisaki’s appointment as Deputy
Managing Director (see Press Release
No. 97/6, IMF Survey, February 10).

Press Release No. 97/7, February 6

JorDAN: EFF Augmentation
The IMF has approved an augmenta-
tion in the amount available to Jor-
dan under its extended Fund facility
(EFF) credit by the equivalent of
SDR 37.2 million (about $51.8 mil-
lion). As a result, the EFF credit that
was approved on February 9, 1996,
in support of Jordan’s medium-term
economic and structural reform pro-
gram (see Press Release No. 96/4,
IMF Survey, March 4, 1996) now
amounts to SDR 238 million (about
$331 million).

Jordan has made commendable
progress toward economic reform in
the 1990s, and the outcome in terms
of macroeconomic indicators has been
impressive:  growth has averaged
around 6 percent annually; the under-
lying inflation rate has declined to
around 3-4 percent; the external cur-
rent account deficit has been reduced
to 3 percent of GDP from almost
20 percent; and the external debt has
been halved in terms of GDP.

On the basis of steadfast implemen-
tation of adjustment and structural re-
forms by the authorities and the
strength of Jordan’s economic pro-
gram for 1997, the IMF’s Executive
Board, in the course of its second re-
view of Jordan’s economic program
supported by the EFF, decided to ap-
prove Jordan’s request for an augmen-
tation of the EFF credit.

Press Release No. 97/8, February 11

Decision on Sudan
The Executive Board of the IMF
unanimously adopted the following
decision on Sudan:

“l. In accordance with Decision
No. 11319-(96/75), adopted August 2,
1996, the Executive Board has consid-
ered further the Managing Director’s
complaint under Article XXVI, Section
2(c) dated April 8, 1994, which was
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communicated to the authorities of
Sudan on May 17, 1994, setting out the
facts on the basis of which it appeared to
him that Sudan had persisted in its failure
to fulfill its obligations under the Articles
of Agreement after the expiration of a
reasonable period following the decision
on the suspension of Sudan’s voting
rights under Article XXVI, Section 2(b)
on August 6, 1993.

2. The Executive Board, unani-
mously committed to the Third
Amendment of the Articles, finds that
Sudan has persisted in not fulfilling its
obligations under the Articles of Agree-
ment after the expiration of a reasonable
period following the decision on sus-
pension of Sudan’s voting rights under
Article XXVI, Section 2(b), and, there-
fore, it has been determined that there
is a basis to recommend that, pursuant
to Article XXVI, Section 2 of the Arti-
cles of Agreement, the Board of Gover-
nors require Sudan to withdraw from
membership.

3. Nevertheless, given the recent pay-
ments made by Sudan, and the strong
assurances given by the Sudanese au-
thorities at Executive Board Meeting
97/8 on payments to the Fund and pol-
icy reinforcement, the Executive Board
will not recommend compulsory with-

Recent Use of IMF Credit

drawal of Sudan if (1) Sudan
makes all the [scheduled] pay-
ments...; (2) by March 3, 1997,
Sudan has agreed on a letter of
intent embodying a program of
economic and financial adjust-
ment which the Executive
Board decides by March 31,
1997, is of a quality that war-
rants monthly monitoring by

In January, by Country

IMFSURVEY sss

Use of IMF Credit and Loans

(million SDRs)
Member Stand-By* ESAF
Algeria 84.4
Azerbaijan 20.5
Guinea 11.8
Niger 9.7
Pakistan 53.6
Senegal 17.8
Total 138.0 59.8

the staff, and (3) after adopting
a program in accordance with
(2) above, Sudan implements
the program satisfactorily in the
judgment of the Executive

Note: ESAF = enhanced structural adjustment facility

!Does not include drawings in the first credit tranche.
Figures may not add to totals owing to rounding.

Data: IMF Treasurer's Department

Board.

4. If Sudan fails to meet any of these
conditions, the Board will meet
promptly to review the situation and
recommend compulsory withdrawal to
the Board of Governors.

5. The decision will be reviewed
not later than August 31, 1997, it
being understood that the Board will
review performance by Sudan on a

monthly basis.”
Press Release No. 97/9, February 13

Peru: Credits for Commercial
Debt Reduction
The IMF approved a disbursement to-
taling SDR 160.5 million (about
$223 million) to support
Peru’s debt and debt-
service-reduction opera-
tion with its external
commercial creditors. The

responding to the total accumulated
amount set aside under the EFF credit.

Following the completion of the debt
and debt-service-reduction operation,
the ratio of scheduled debt-service obli-
gations to commercial banks will be re-
duced to 3.1 percent of exports of
goods and nonfactor services in 1997
from 7.4 percent in 1995. The opera-
tion is cost effective and is expected to
provide the basis for a return to volun-
tary financing by foreign commercial
creditors. A debt rescheduling was also
granted last July by Paris Club creditors,
providing further debt relief over the
medium term and substantially improv-
ing the prospects of Peru’s external via-
bility by the end of the current EFF
credit.

Peru joined the IMF on Decem-
ber 31, 1945. Its quota is SDR 466.1

illion SDR - .
(milion ? disbursement consists of million (about $648 mllllon). Its out-
Jir;l;ry Jir;é%ry an augmentation of the standing use of IMF credit currently
' totals the equivalent of SDR 642.7
General Resources Account 138.0 130.8 amount of Peru’s curre.nt illi b q'[ $894 milli
Stand-by arrangements 53.6 46.4 extended Fund facility million (abou o Rerlrel:e L?Jn37'/10 Cebruary 13
EFF arrangements 84.4 84.4 (EFF) credit approved o !
CCFF 0.0 0.0 uly 1, 1996 (see Press
SAF and ESAF arrangements 59.8 0.0
Total 197.8 130.8 Release No. 96/37, IMF

Note: EFF = extended Fund facility.

CCFF = compensatory and contingency financing facility.

SAF = structural adjustment facility.
ESAF = enhanced structural adjustment facility.

Figures may not add to totals shown owing to rounding.

Data: IMF Treasurer's Department

Survey, July 29, 1996), by
SDR 51.9 million (about
$72 million) and the
release of the equivalent
of SDR 108.6 million
(about $151 million), cor-

Photo Credits: Denio Zara
and Padraic Hughes for the IMF,
pages 58 and 64; Charles Gupton
for UNIPHOTO, page 52.
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Keeping Banking Systems Sound Calls for
Modern Approaches to Supervision

anking soundness and monetary
B policy in a world of global capi-
tal markets was the theme of the

Seventh Central Banking Seminar orga-
nized by the IMF’s Monetary and Ex-
change Affairs Department and the IMF
Institute, held at IMF headquarters on
January 27-31. Participants included
senior officials from central banks and su-
pervisory agencies, representing some forty
countries. Following is a summary of re-
marks made by Manuel Guitian, Director
of the IMF’s Monetary and Exchange Af-
fairs Department, at the conclusion of the
seminar.

Four basic themes emerged at the
seminar discussions:

« the interaction of banking sound-
ness with monetary policy;

* the boundary between the public
and the private sectors and the risk of
moral hazard;

 harmonization of banking super-
visor practices and prudential standards
and practices; and

* the consequences of technological
innovation and advances.

Bank Soundness and

Monetary Policy
Bank soundness was once the “ne-
glected dimension” of monetary man-
agement, but this no longer applies.
Besides the high incidence of banking
sector problems, perhaps another rea-
son why bank soundness is now re-
ceiving more attention is the growing
consensus on the importance of the
price stability objective of monetary
policy together with the considerable
progress that has been made toward
achieving it. Thus, when one problem
appears to be under control, more
time can be devoted to other issues—
in this case, bank soundness.

The growing emphasis on bank
soundness also represents a return to
the origins of central banking: central
banks were first organized to provide
for an efficient system of payments,
and then to ensure the safety of the
banking sector. Only in this century
did they become the guardians of
price stability. The number of infla-
tionary episodes in the twentieth cen-
tury may explain the emphasis that has
been given to inflation control and the
pursuit of price stability.

There is a definite relationship be-
tween monetary management and
bank soundness. As is covered in
depth in the recently published IMF
volume, Bank Soundness and Macroeco-
nomic Policy, an unbalanced monetary
environment can fuel banking instabil-
ity. In addition, price stability con-
tributes to banking soundness, because
banking activity in inflationary envi-
ronments is not conducive to effi-
ciency. Thus, banking activity in a sta-
ble macroeconomic environment is
actually an instrument for efficient
economic behavior.

Boundaries Between the
Public and Private Sectors
Delineating the boundaries between
the public and private sectors in policy
formation may be one of the most
critical questions facing economic pol-
icymakers in the years ahead. During
the seminar, a consensus emerged that
market forces have a key role to play
in underpinning bank soundness. It
was clear, however, that three ingredi-
ents are needed to bolster bank sound-
ness: internal bank governance, official
oversight, and market discipline. But it
was not clear where the proper bal-
ance among the three should be

drawn. Some participants favored giv-
ing the largest weight to market
forces; others, although willing to rely
heavily on market discipline, still be-
lieved that the central bank should re-
tain an important share of responsibil-
ity for banking system soundness
through the exercise of official over-
sight.

Essential to all three components of
enhanced bank soundness are good
data and information. These are es-
sential for the market and official su-
pervisors to make proper judgments
and for banks to make the right deci-
sions in managing their portfolios. In
the context of data and information,
participants discussed at length quanti-
tative versus qualitative standards. It
was felt that balance sheet analysis,
typically quantitative in nature, would
need to be supplemented by assess-
ments of a bank management’s ability
to manage risk—clearly a qualitative
exercise involving a large measure of
judgment.

Quantitative factors have a certain
appeal: they are specific and transpar-
ent. But quantitative factors are not
forward looking and not easily adapted
to new situations. They are not, there-
fore, sufficient in and of themselves.
Quantitative standards that focus on
what happened yesterday are becom-
ing increasingly obsolete in the cur-
rent fast-changing world, where what
matters most is what will happen to-
morrow. In addition, quantitative
benchmarks—such as the capital ade-
quacy ratio—whether measured to in-
clude one or several types of risk, must
be underpinned by many elements of
supporting infrastructure—for exam-
ple, accounting, loan valuation, speci-
fication, provisioning, and legal stan-
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dards. These are not always in place in
many countries.

Quialitative assessments are therefore
vital not only for the supervision of
banks but for related economic policy
decisions. Supervisors and regulators
will need to judge not only whether
an individual bank is vulnerable, but
also whether an ongoing problem is
systemic. Judgment perhaps at a higher
level will then be necessary to deter-
mine how much of the problem is the
responsibility of the public sector and
how much lies with private agents.
This will entail, among other things,
assessing how the resulting
costs are to be shared by

ness. Commercial banks are becoming
increasingly involved in activities that
were once the province of nonbanks,
such as investment banking, securities
trading, and life insurance. And non-
bank financial institutions are now
taking on activities previously done
only by banks. Many of the principles
that provided a clear distinction
between banks and other financial
intermediaries are becoming increas-
ingly blurred. The question arises of
whether banks are still special,
whether they still merit the continu-
ing concern of central banks for the

IMFSURVEY sss

ships in the financial industry mean
that supervisors face an ongoing effort
to update their knowledge and exper-
tise. In this connection, U.S. Federal
Reserve Chairman Alan Greenspan
said recently in a speech given in Bel-
gium, “If it is technology that has im-
parted occasional stress to markets,
technology can be employed to con-
tain it.” This is clearly true, but ten-
sions between market innovation and
supervisors’ efforts to keep up with it
will remain.

The Role of the IMF
In the area of banking
system  soundness, the

the government and the
private sector.

Harmonization
Two dimensions of har-
monization were identi-

A critical IMF role is to ensure that the
macroeconomic environment is
conducive to sound banking.

IMF’s focus falls more on
prevention than on the
correction of problems.
Thus, from the IMF’s
perspective, a critical ele-
ment of its work is to en-

fied at the seminar: har-
monization of national standards across
borders, and harmonization of the
rules applied to banks and other finan-
cial institutions increasingly engaged
in banking activities, such as insurance
companies and security firms.

The liberalization and globalization
of financial activities have made in-
evitable the need to coordinate the su-
pervisory efforts of individual coun-
tries at the international level. Indeed,
it was in the aftermath of serious
banking crises that placed cross-border
financial stability at risk that the Basle
Committee on Banking Supervision
was established in 1974 by the Gover-
nors of the Group of Ten (G-10) in-
dustrial countries. The Basle Commit-
tee is a clear example of an attempt to
handle the international dimension of
bank supervision.

Harmonization of rules and stan-
dards across financial institutions is
particularly important in an environ-
ment where these institutions are
branching out into each other’s busi-

stability of the banking system and,
thus, special safety nets. The consen-
sus at the seminar was that banks re-
main special and therefore warrant
special treatment. But there were
open questions in this regard: For
how long will banks remain special?
And, if the trend toward further ero-
sion of their specialness continues,
how can the authorities adapt the
safety nets that currently protect the
banking sector?

New Technologies
The issue of technological advance
and its implications for the financial
sector was relevant to the discussions
about prudential supervision and offi-
cial oversight—in particular, the criti-
cal need for supervisors to keep up
with the new market technologies.
The proliferation of new and sophisti-
cated financial products, such as
derivatives, and the growing complex-
ity—geographically, technically, and
institutionally—of business relation-

sure that the macroeco-
nomic environment is conducive to
sound banking—that is, that the
macroeconomy does not contribute
to bank problems. A second area of
interest for the IMF is the existence of
an appropriate incentive structure, not
only in the banking sector but in the
economy at large. These are issues
that have been discussed with mem-
ber countries ever since the IMF’s
creation.

To these must be added another
element—the supervisory framework
prevailing in the economy. Although
the role of the IMF is not that of a
bank supervisor or an auditor, there is
a clear interaction between the bank-
ing sector and the effectiveness of
monetary and macroeconomic policy.
Therefore, it makes sense for the IMF
to include these sectoral and micro-
economic issues as part of its regular
surveillance activities and consulta-
tions with member countries. In this
context, it also makes sense for the
IMF to contribute to the efforts the
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international community is making to

im

banking practices by regularly dissem-

prove prudential supervision and

IMF SURVEY

inating to IMF members the practices
that have been proven useful by expe-
riences in advanced systems. Impor-

Camdessus Outlines Recipe for Bank Soundness

Following are excerpts of an address given by IMF Managing
Director Michel Camdessus at the central banking seminar in
Washington, on January 31.

Everyone here is well aware of the importance of bank
soundness and, more broadly, of financial sector sound-
ness for general economic performance. One of the chal-
lenges ahead, then, is to ensure that banking and financial
systems, domestic and international, are and remain
sound. Given the macroeconomic fallout and other nega-
tive externalities of banking system problems, efforts to
keep national and international financial systems sound are
very much a part of the IMF’s mandate. | now want to
focus on what needs to be done to promote bank sound-
ness around the world and how the IMF can be involved
in, and assist in, that process.

But in order to assess what needs to be done, we must
first understand the causes of the problem. One funda-
mental cause of banking problems is poor management
and, more broadly, weak internal governance by owners
and managers. These weaknesses are frequently brought
to light by adverse macroeconomic developments, which
have a negative impact on all banks but tend to affect
poorly managed ones most heavily. Normally, we would
expect the market to help discipline poorly managed
banks. But the market is often not in a position to do so,
in part because it lacks information. Sometimes this is be-
cause of a lack of data disclosure, but often it also has to
do with the difficulties that surround the valuation of
bank assets for which there are no objective values, par-
ticularly when loans become nonperforming. Moreover,
the problem is compounded by the development of new
types of financial instruments and the organization of
banks into financial conglomerates, whose scope is often
hard to grasp and whose operations may be impossible for
outside observers, even banking supervisors, to monitor.

What is the role of the authorities in the face of such
problems? Many governments are concerned about protect-
ing the central role of the banking system and guarding
against the negative externalities associated with bank fail-
ures, especially when such failures are widespread. Accord-
ingly, they have introduced safeguards to foster proper inter-

nal governance, compensate for failures in market discipline,
and help protect the banking system in the event of adverse
macroeconomic shocks. These safeguards include not only
financial safety nets, such as deposit guarantee schemes and
lender-of-last-resort facilities, but also the entire framework
of prudential regulation and supervisory practices.

But if official safety nets are to bolster incentives for
prudent banking and proper internal governance, as well
as market discipline, they have to be properly designed. In
particular, they must not create moral hazard. Indeed,
even the existence of official supervision can lead to this,
if market participants expect supervisors to guarantee the
safety and soundness of every bank. Thus, the authorities
must make clear what official action can and cannot do.

In particular, they need to clarify what prudential reg-
ulation and supervision can and should be expected to
do. Supervisors should be expected to maintain a sound
and efficient banking system. They should make sure that
banks are operated in a prudent manner by fit and proper
owners and managers, that risks are managed profession-
ally, that deviations from sound banking practices are
promptly corrected, and that failing banks exit the mar-
ket before their capital has been exhausted. Indeed, the
objective of supervisors should not be to keep every
problem bank alive but rather to initiate an early, orderly,
and efficient exit when banks become severely undercap-
italized. Only in such a manner can supervisors make
sure that bank creditors will lose as little as possible, that
the confidence of savers will be maintained, that claims
on the financial safety nets will be minimized, and that
the banking system as a whole will remain sound.

But supervisors cannot do all of this singlehanded. The
authorities need to put in place proper banking and other
financial legislation, as well as an adequate set of pruden-
tial regulations. The authorities must also ensure that su-
pervisors have the capacity to assess bank owners and
management, their internal risk management systems, the
adequacy of their loan provisioning and accounting prac-
tices, and the reliability of the data they report.

To make these complicated assessments, there must be
a highly skilled professional staff of banking supervisors
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vance are the Basle Committee’s ef-
forts in conjunction with banking
supervisors from emerging economies

to broaden guidelines for sound bank-
ing practices originally devised for the
G-10 industrial countries and making

them applicable to developing and
transition economies. The IMF seeks
to underpin the efforts of the Basle

who have thorough training and adequate equipment to
perform their demanding tasks. None of this will be suf-
ficient, however, if the supervisors lack the institutional
and professional authority to carry out their duties free
from political interference. When supervisors identify a
problem, they must be able to require remedial measures
and to enforce penalties if these measures are not taken.

One important challenge for supervisors in many coun-
tries is the increasing complexity of the organizational
structures that they are expected to supervise; that is, con-
glomerates that deal with all types of financial and nonfi-
nancial operations, often not just within one country, but
around the globe. Meeting this challenge will require
enormous efforts to harmonize regulations and practices
among supervisors of different categories of financial insti-
tutions, both nationally and internationally.

In this connection, | would like to return to the issue
of data quality. A lack of accurate data undermines not
only internal governance in banks but also market disci-
pline and official oversight. Increasing the availability of
reliable information and data will require a truly massive
international effort to improve accounting and auditing
standards and especially to get common rules and practices
on loan classification and provisioning.

The IMF’s Contribution

Clearly, the major role in ensuring banking system sound-
ness belongs to the national authorities. But the IMF can
continue to make an important contribution also. We can
help maintain sound and stable financial systems through
our traditional work of encouraging appropriate and
sound macroeconomic policies. To this end, we will con-
tinue to adapt our surveillance work in the context of
Article IV consultations; we will also continue to expand
our technical assistance in key areas.

In particular, we shall be paying closer attention to the
linkages between banking system soundness and macro-
economic policy, both in terms of the policy mix and the
instruments used. We will also press for transparent fiscal
treatment of losses and of contingent costs that may be
building up in the banking sector, and for fiscal and mon-
etary policy to take these costs fully into account. And
whenever macroeconomic or market signals of likely fu-

ture trouble in the banking system loom ahead, the IMF
will seek to focus the authorities’ attention on those sig-
nals and encourage them to undertake policies to address
them before the situation deteriorates. We will also be in-
corporating these factors into our program design and
technical assistance.

In addition, the IMF will pay increased attention to the
overall institutional and regulatory framework of national
financial sectors. This will include assessing whether incen-
tive structures conducive for sound banking are in place; to
what extent official safety nets are properly designed;
whether the proper legal and regulatory framework is in
place; whether the supervisory capacity and integrity exist
to maintain a prudent system; and, finally, whether market
forces and prudential oversight are mutually reinforcing.

To make judgments in all these areas, we need to gain
a better understanding of the issues involved and become
familiar with the best principles and practices in banking
and financial activities. To this end, we are preparing a
paper for discussion in our Executive Board toward the
end of March that will lay out a broad framework for
sound banking, and include a supplement with a list of
existing best principles and practices. To compile this list,
we will use standards, guidelines, principles, and practices
developed by other institutions, such as the Basle Com-
mittee on Banking Supervision, the Commission of the
European Union, and the World Bank. We will also
draw on practices that have proven successful in various
of our member countries. We envisage that these best
practices will be subject to continued revision and adap-
tation to ensure that they remain abreast of, and consis-
tent with, market developments.

In concluding, let me return once again to what | see as
the central issue: namely, the problem of reliable information
and data upon which the success of our endeavors ultimately
depends. | hope that a serious international effort will be un-
dertaken to improve the quality and timeliness of data. To
be sure, improvements in data and the strengthening of
prudential frameworks worldwide will require efforts on
many fronts. To bear fruit, these efforts will have to in-
volve international cooperation on a large scale and on an
ambitious timetable. The IMF looks forward to cooperat-
ing with all other institutions involved.
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Some of the central bank and supervisory officials and IMF staff who participated in the

IMF-sponsored seminar on bank soundness.

Committee, as well as the efforts by
national supervisors in their regional
forums.

Concluding Remarks

What lessons were drawn from this
seminar? The first is the interaction
between price stability and banking
soundness. These objectives, however,
should not be seen as creating a sus-
tained conflict of policy goals. Durable
price stability cannot be pursued at the
cost of a weak banking sector, nor can
the banking sector be strengthened by
relaxing the objective of price stabil-
ity. The two objectives are mutually
supporting and must be pursued to-
gether. Policymakers have to think
not only of what actions are needed to
attain price stability now, but also of
what it takes to maintain price stability
in the future. And, clearly, for mone-
tary policy instruments to be effective
and efficient, a sound and competitive
banking sector is required.

The second lesson is that the trend
toward market-friendly supervision

must be recognized and strengthened.
By market-friendly supervision, |
mean supervision that takes both ac-
count and advantage of market forces.
This is not friendly supervision in the
sense of forbearance with shortcom-
ings in internal bank governance or in
official oversight. Rather, a market-
based approach ensures that bank
soundness is fully supported by the
three essential pillars—internal gover-
nance, supervision, and market
forces—so that market discipline is not
undermined by ineffectual oversight
or lax banking management. [ |

A volume containing the papers and pro-
ceedings of the central bank seminar will
be published in September 1997. Copies of
Bank Soundness and Macroeconomic Policy, by
Carl-Johan Lindgren and others, are avail-
able for $23.50, and may be ordered from
Publication Services, Box XS700, IMF,
Washington, DC 20431 U.S.A. Tele-
phone: (202) 623-7430; fax: (202) 623-
7201; Internet: publications@imf.org
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