
When the world’s top financial officials meet at
the IMF’s headquarters on April 24, a strength-

ening global economy will provide the backdrop for
discussions on sustaining the recovery, sharpening
IMF surveillance, strengthening the prevention and
resolution of crises, and enhancing IMF support for
low-income member countries.

Under the chairmanship of U.K.
Chancellor of the Exchequer Gordon
Brown, the International Monetary
and Financial Committee (IMFC)—
whose 24 governors represent con-
stituencies or groups of countries 
corresponding to the IMF’s Executive Board—is
expected to stress the opportunities that a growing
global economy can present. In this context, the
IMFC is likely to examine the concerted and collabo-

rative steps that can be taken to give solid momen-
tum to the recovery, manage risks more effectively,
and bolster country resilience.

More specifically, IMFC discussions are expected 
to follow up on issues raised during the 2003 annual
meetings in Dubai and to set out an agenda for the

lead-up to the 2004 fall meetings in
Washington, D.C. Among the topics
likely to be reviewed are improve-
ments in the tools used to assess
policy and conduct IMF surveillance,
progress in identifying vulnerabilities
early, and measures that could be
taken to better define the IMF’s role 

in low-income countries, including a proposed debt
sustainability framework. In addition, there will be
progress reports on efforts to combat money laun-
dering and the financing
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Mark Allen, a U.K. national, took over the reins as Director of the
IMF’s Policy Development and Review (PDR) Department in

December 2003. After joining the IMF in 1974, he gained experience
with member countries worldwide, serving chiefly in PDR (and its 
earlier incarnations), but also doing stints in the African Department
and as Senior Resident Representative in Poland and Hungary. Laura
Wallace spoke with him about the IMF’s efforts to inject more stability
into the global economy by better staving off financial crises and resolv-
ing those that do occur more quickly and less painfully.

IMF SURVEY:  At last year’s Annual Meetings, the IMF was called
upon to improve the quality, effectiveness, and persuasiveness of its
surveillance. Anything to report? 
ALLEN: We’ve been making a major effort to strengthen our annual
consultations with member countries, bringing in a number of new
elements—the balance sheet approach; a greater emphasis on the
financial sector, drawing on internal vulnerability exercises; standards
and codes of best practices; and more analysis

(Please turn to the following page)

www.imf.org/imfsurvey
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IMF–World Bank spring meetings

Ministers to focus on sustaining global recovery 

Allen: “We still need to achieve a stronger
internal consensus on the role of IMF
financing in crisis resolution—that is,
when it’s appropriate for us to intervene.”

Interview with Mark Allen

IMF needs to do far more to help countries
learn from each other’s successes and failures 



of terrorism; initiatives
on crisis resolution; developments on IMF quotas,
voice, and representation; and the activities of the
Independent Evaluation Office. A press conference
by Acting Managing Director Anne Krueger and
IMFC Chair Gordon Brown will conclude the IMFC
proceedings.

The IMFC meeting will be followed on April 25 by
a session of the Development Committee—a joint
committee of the IMF and the World Bank governors.
The Development Committee agenda is expected to
be topped by the Global Monitoring Report on
progress made toward achieving the UN Millennium
Development Goals (MDGs). The discussion, which is
scheduled to be chaired by Trevor Manuel, South

Africa’s Minister of Finance, is likely to also take up
the background paper “Education for All” and a
report on financing modalities for the MDGs. The
Development Committee, like the IMFC, is expected
to discuss the proposed framework for long-term debt 
sustainability for low-income countries.

A number of events will take place in advance of the
formal IMF–World Bank spring meetings. Among these
are the release, on April 21, of the IMF’s latest World
Economic Outlook and, on April 23, the meeting of the
ministers of the Group of 24, representing developing
countries, under the chairmanship of Conrad Enill,
Trinidad and Tobago’s Minister of Finance.

For additional information about the spring meet-
ings, please see the IMF’s website (www.imf.org).
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Debt sustainability on spring meetings agenda
(Continued from front page)

IMF and ECOSOC officials refine agenda
for Monterrey Consensus follow-up

On March 23, a delegation

of UN Economic and Social

Council (ECOSOC) ambas-

sadors met with members

of the IMF’s Executive

Board, management, and

senior staff to discuss the

format and specific themes

of a formal April 26 meet-

ing that will also involve the

World Bank, the World

Trade Organization, and

representatives from other agencies and civil society. The

formal meeting, which will take place at UN headquarters

in New York and is the seventh such annual gathering, will

this year focus on bolstering implementation of the

Monterrey Consensus—commitments made in 2001 for

developing countries to improve macroeconomic and

financial policies and for the international community 

to mobilize more international resources for the fight

against poverty.

The informal preparatory session heard first from

Finnish Ambassador Marjatta Rasi, President of ECOSOC,

who explained that the theme of the April meeting—

“Coherence, Coordination, and Cooperation in the

Implementation of the Monterrey Consensus”—took 

its inspiration from the UN General Assembly’s desire 

to ensure effective follow-up to commitments made in

Monterrey, Mexico. The April meeting will focus on three

specific issues: the impact of private investment and trade

in development financing, the role of multilateral institu-

tions in reaching the UN Millennium Development Goals,

and debt sustainability.

The IMF participants confirmed that Deputy Managing

Director Agustín Carstens and a broad representation of

Executive Directors will attend the April 26 meeting. They

also emphasized that cooperation between the IMF and

ECOSOC—and the United Nations more broadly—

should continue to be pragmatic and mutually supportive,

with each institution focusing its energies on its own area

of expertise and specific mandate. The coordination of

postconflict efforts in Burundi and Guinea-Bissau—

in which the United Nations took the lead in addressing

political and security concerns, and the IMF and the

World Bank contributed to broader efforts to restore 

economic stability and growth—was seen as an example 

of effective cooperation.

The ECOSOC President will produce a summary of the

outcome of the April meeting; this will be posted on the

ECOSOC website (http://www.un.org/esa/coordination/

ecosoc).

Finnish Ambassador and President of ECOSOC Marjatta
Rasi addresses the informal meeting. To her right is Bhutan
Ambassador and Vice President of ECOSOC Daw Penjo.

Among those 
attending the 
preparatory meeting
from the IMF were,
left to right, Executive
Director Willy Kiekens,
Deputy Managing
Director Agustín
Carstens, IMF Special
Representative to
the UN Reinhard
Munzberg, Executive
Director Nancy
Jacklin, Senior Advisor
to Executive Director
Siradiou Bah, and
Executive Director
Moises Schwartz.
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of the impact of a coun-
try’s policies on others in a given region. All of these
elements give countries the tools to become more
resilient to crises. In addition, there have been a num-
ber of calls for the surveillance process to take a fresh
look at countries’ policies, particularly those countries
that have had IMF arrangements over an extended
period of time. It also would be helpful if we could
better disseminate our knowledge of the experiences of
other countries in our surveillance.

IMF SURVEY: Can countries, in fact, learn from each
other, or do they really learn only from their own mis-
takes? What should be the IMF’s role in disseminating
lessons learned? 
ALLEN: Confucius said there are three ways to learn
wisdom: “First, by reflection, which is noblest; second,
by imitation, which is easiest; and third, by experience,
which is the bitterest.” Now, can countries learn from
others? I think it has to be a tenet of faith of the IMF
that they can. We sit on this wealth of experience, and
we can be fairly criticized for not utilizing it more
effectively in our surveillance process. Would countries
actually listen? Countries are unique, but it is up to the
mission chief to be effective in explaining that there are
things to be learned from the way other countries have
tackled similar problems—both their successes and
their mistakes. Very often we do find receptive minis-
ters of finance and central bank governors who are
wrestling with problems they know others have faced,
and they look to us for that experience. This is some-
thing that we ought to do far more of—it should be a
more central feature of our surveillance work.

IMF SURVEY: You mentioned a new “balance sheet”
approach to analyzing countries’ economies. What
does this mean in plain English? 
ALLEN: The nature of financial crises has changed over
the past 15 years, so we’ve been trying to understand
better the genesis of these crises—what causes them,
how they unfold, and what you can do to prevent
them. The key element is that these are crises in which
creditors lose confidence in some part of the debtor
economy. It may be that they lose confidence in the
solvency of the government. They may lose confidence
in the banking system. They may lose confidence in the
corporate sector’s ability to pay its debts. The balance
sheet approach complements our traditional approach
of looking at the flow variables in the economy—how
the economy is moving over time—with one that
looks at the strength of the various balance sheets in
the economy and how these interact. And if some

balance sheets are weak and creditors lose confidence
in these sectors, what impact will this have on other
sectors? This approach improves our capacity to
understand the course of a crisis and provides some
framework for vulnerability analysis, so that we can
strengthen our ability first to prevent and then to
intervene effectively in crises.

IMF SURVEY: Have we used this new approach for 
a country? 
ALLEN: Yes, in a number of recent cases—such as
Ecuador, Peru, and Thailand. Indeed, this new
approach has helped give useful insight into these
countries’ situations. It’s part of a more general
process to understand financial stability, and we 
see most of the industrial countries now producing
financial stability reports of one sort or another.
What we are doing is trying to formalize and general-
ize this process for a broader part of the membership,
especially emerging market economies.

IMF SURVEY: How about crisis resolution? Is there
anything new to report?
ALLEN: We still need to achieve a stronger internal
consensus on the role of IMF financing in crisis reso-
lution—that is, when it’s appropriate for us to inter-
vene. Part of the problem is the absence of a consen-
sus at the Executive Board on this issue. We’ve been
trying to improve our analytical tools, including better
debt sustainability analyses and clearer procedures 
for exceptional access—that is, cases when individual
countries need to draw very large amounts. There will
always be risks in IMF lending, but we need a better
handle on the risks we are taking—the timing, the 
size of packages, and the policy measures that are
required, particularly to regain creditor confidence.

As for crises where there needs to be a speedy resolu-
tion of debt difficulties with creditors, we’ve made some
progress in the area of collective action clauses. These
clauses are now being used more widely. The debate on
the Sovereign Debt Restructuring Mechanism [SDRM]
has been shelved for the time being. We’ll have to see, as
we gain more experience—and obviously Argentina’s
negotiations with its creditors are going to be a key
source of experience—what more needs to be done.

A speedy agreement with creditors is very helpful to
the country, and I see no reason for reversing that judg-
ment yet. What we’re seeing in Argentina, as time
moves on, is more litigation of one sort or another. This
split in the creditor community may not bode well for a
speedy and comprehensive resolution of that country’s
debt problems.

IMF’s new tools for crisis prevention
(Continued from front page)

Very often
we do find
receptive
ministers of
finance and
central bank
governors who
are wrestling
with problems
they know
others have
faced, and
they look to
us for that
experience. 

—Mark Allen
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IMF SURVEY: In Argentina’s case, would an SDRM
have made a difference?
ALLEN: The SDRM would have provided a frame-
work for expectations on how the problem would 
be resolved. But it would be an illusion to think 
that such a mechanism would have resolved all of
Argentina’s problems with its creditors.

IMF SURVEY: In recent years, there has been a prolifer-
ation of initiatives aimed at helping low-income coun-
tries—a rethought concessional loan facility, poverty
reduction strategy papers [PRSPs], enhanced debt
relief for the heavily indebted poor countries, post-
conflict strategies, and, now, a new debt sustainability
framework. Do these add up to a coherent role for the
IMF in low-income countries? 
ALLEN: I certainly hope so. The IMF is deeply
involved in its developing member countries. The
IMF clearly has a role in helping countries improve
the quality of their policymaking, strengthening some
of the fundamental institutions for managing the
economy, and helping them integrate sound macro-
economic and stable financial policies with strategies
for development and poverty reduction. In other
words, ensuring the consistency of this policy set.

The IMF also has a financing role, but not to
finance development itself. Rather, it’s to help coun-
tries get through difficult periods, especially outside
shocks—thereby saving the country from being
forced into an adjustment that may very well worsen
poverty and retard development. At the same time,
however, we have to recognize that these countries—
especially the poorest of them—have very limited
capacity to service debt. While the IMF has conces-
sional resources, they cannot be made sufficiently
concessional for these most fragile countries. Rather,
these countries need to mobilize other forms of
financing, particularly grants.

IMF SURVEY: What is the IMF doing to convince
countries of the merits of trade liberalization?
ALLEN: We believe that the single most important
thing that could be done to help foster the develop-
ment process is further trade liberalization by both
rich and poor countries under the Doha Round. We
have been concerned about the stalling of the round,
and as you know our former Managing Director and
the President of the World Bank have written to heads
of government around the world with some proposals
for reinvigorating it. Some countries are concerned
that if liberalization takes place under this round, they
may suffer at least a temporary worsening in their bal-
ance of payments. For that reason, the IMF recently
agreed on a “trade integration mechanism,” which will

enable it to support countries that face loss of prefer-
ences in the multilateral trade liberalization process.

IMF SURVEY: You’ve worked at the IMF for a long
time now. What do you think are its greatest strengths
and weaknesses?
ALLEN: One strength is an institutional structure that
allows the IMF staff to have a regular dialogue with
member countries. A second strength is the dedica-
tion and quality of the staff. A third is that when there
is a crisis, we move really quickly. On the weakness
side, the flip side of the last strength is that without a
crisis in a member country, things do take quite a
long time to change. Another weakness is that staff
are a bit inward looking, with a “not invented here”
syndrome—in other words, we’re not always as open
as we could be to work being done elsewhere. We
could strengthen our work with a better understand-
ing of some of the insights that political science and
anthropology afford.

IMF SURVEY: The IMF is often criticized for being
either too soft or too tough, and sometimes even a 
bit of both with the same country at different points
in time. Do you think this is true?
ALLEN: We certainly make mistakes. Sometimes we
make mistakes by being too tough, sometimes by not
being tough enough. The real temptation is to be not
tough enough, even if you have a clear goal in mind.
Certainly, there are significant pressures to accommo-
date. That might occur because of an identification of
IMF staff with the country policymakers and a very
real appreciation of the difficulties those policymakers
are facing. But the IMF’s effectiveness isn’t judged on
the basis of its empathy with policymakers but on
whether it has supported policies that worked and not
those that failed.

IMF SURVEY: From the vantage point of a department
responsible for evaluating and formulating the IMF’s
policies and procedures, what do you think of the
external Independent Evaluation Office’s [IEO] first
three reports? Are the recommendations changing the
way the IMF goes about its business?
ALLEN: The reports are very good for us. They have
been very well researched and are very professional.
For a small staff, the IEO has done an extraordinary
job. In some cases, it’s given a new spin to problems
by asking questions that IMF staff find it awkward to
ask. In other cases, it’s highlighted things that we
already knew, spurring us into action where we might
have let matters rest. For example, the study on pro-
longed use of IMF resources reinforced the idea that
surveillance should take a fresh perspective on coun-

We believe
that the single
most important
thing that
could be done
to help
foster the
development
process is
further trade
liberalization
by both rich
and poor
countries under
the Doha
Round.

—Mark Allen



tries’ problems. As a result, we’ve established a system
of ex post assessments after a number of years of pro-
longed use, which has great potential for improving
the quality of our decision making. Another case has
been the fiscal report, which noted that we were often
not sufficiently clear about how the fiscal adjustment
in a program fitted into the macroeconomic objec-
tives. This was a justified criticism. In other areas, the
IEO has reminded us about the overoptimism of the
growth projections in IMF program documents, and
this is a matter that we’re planning to take up in our
conditionality review.

IMF SURVEY: Over the past three years, Brazil, Turkey,
and Argentina accounted for over two-thirds of gen-
eral borrowing from the IMF. Does the IMF have suf-
ficient resources to cope with future threats to the sta-
bility of the international financial system? Does this
concentration put the IMF at the mercy of its biggest
borrowers? Some critics argue that Argentina has been
able to exploit this apparent weakness.
ALLEN: It’s a very expensive business to help emerg-
ing markets through capital account crises, and this
has led to very large exposures of the IMF to several
countries—currently, Argentina, Brazil, Turkey, and,
for the size of its economy, Uruguay. At the moment,
we do have the resources to handle crises in middle-
income countries. But global financial stability
depends on far more than just what happens in these
countries, and we don’t have the financial resources
to handle crises in industrial countries or, more
broadly, in world markets. What can we do about the

IMF’s very high exposure to a few countries? One
thing is to improve our decision making when such
an operation is contemplated. While we have to be
careful, we can’t let our lending operations and our
conditionality be held hostage to a fear of arrears.
For that reason, we also need to have adequate 
precautionary balances, which is why the Executive
Board recently decided to increase these balances.

IMF SURVEY: Looking ahead, what do you think
should be the IMF’s top priorities?
ALLEN: There are three top priorities for the IMF in
my view. The first is to monitor vulnerabilities in the
world economy, in the financial system, and individ-
ual countries and come up with concrete proposals
for actions to correct vulnerabilities. This is where a
better dissemination of experiences fits in. The sec-
ond is to improve the effectiveness of our crisis inter-
vention—whether it be through improving how IMF
financial assistance is provided or trying to ensure
that mechanisms exist for getting debtors and credi-
tors to resolve their problems quickly.

Following the upcoming spring meetings, we plan
to discuss the role that precautionary arrangements
can play in preventing capital account crises and the
access that is required for this insurance to be mean-
ingful. In other words, we’ll be looking for a successor
to the recently ended Contingent Credit Line Facility.
The third is to help create the conditions for develop-
ment and achieving the Millennium Development
Goals, which requires close integration with donor
countries in supporting the PRSP process.
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The IMF
recently agreed
on a “trade
integration
mechanism,”
which will
enable it
to support
countries that
face loss of
preferences in
the multilateral
trade
liberalization
process. 

—Mark Allen
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Low-income countries face significant challenges in
meeting their development objectives, notably the

UN Millennium Development Goals (MDGs). A key
prerequisite for achieving the MDGs is maintaining
debt sustainability, and that, in turn, requires an early,
proactive strategy. A paper jointly prepared by the staffs
of the IMF and the World Bank “Debt Sustainability in
Low-Income Countries” proposes an operational
framework, addresses these needs, and weighs policy
implications for the two institutions, for other creditors
and donors, and for the low-income countries them-
selves. On the side of the donors, financing will need to
be provided on increasingly concessional terms—with
a substantial shift toward grant financing—to reduce
the risk of renewed debt distress. For the low-income
countries themselves, the framework highlights the
need to strengthen policies and institutions to make
more effective use of official financing. The IMF’s
Executive Board discussed the paper, and a recently
released IMF Public Information Notice (PIN) summa-
rizes that discussion. Below are background on the
issue and excerpts from the PIN.

Although low-income countries are a diverse
group, most rely mainly on official financing.
Nevertheless, excessive debt in low-income countries
poses serious problems. A debt overhang may under-
mine urgently needed progress on policy reforms and
discourage private investment. And lenders may be

forced to allocate scarce concessional resources to
keep high debtor countries afloat, often at the
expense of other deserving countries.

Donors and creditors can help low-income coun-
tries achieve debt sustainability, but the primary
responsibility lies with the countries themselves. As
they strive to reach the MDGs, low-income countries
will need to preserve debt sustainability by keeping
new borrowing in step with their ability to repay,
adopting better policies and institutions that help
accelerate growth, and gradually increasing resilience
to exogenous shocks.

What the IMF–World Bank paper proposes is 
a framework that aims to guide the borrowing 
decisions of low-income countries in a way that
matches their need for funds with their current 
and prospective ability to service debt. At the same
time, the framework also provides guidance for the
lending and grant-allocation decisions of official
creditors and donors. It is designed to serve as a 
forward-looking analytical tool beyond the Heavily
Indebted Poor Countries (HIPC) Initiative and 
will have no bearing on the implementation of the
initiative itself.

Main elements of proposed framework 
The proposed debt sustainability framework is based
on two pillars: an analysis and careful interpretation
of actual and projected debt-burden indicators in a

Keeping debt sustainable in low-income countries
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baseline scenario and in the face of plausible shocks,
and indicative country-specific external debt-burden
thresholds related to the quality of the country’s poli-
cies and institutions. These two pillars, in combina-
tion with other relevant country-specific considera-
tions, provide an informed basis for the design of an
appropriate borrowing strategy.

The proposed framework also suggests important
policy implications for donors and creditors. First,
creditors and donors would need to review current
financing policies to ensure that they appropriately
reflect countries’ risk of debt distress. An increase in
the overall concessionality of financing to low-income
countries, including a larger volume of grants, is
almost certainly required. Second, since an appropri-
ate mix of concessional loans and grants may improve
a country’s ability to absorb large, unforeseen exoge-
nous shocks only to a limited extent, creditors and
donors may also wish to consider new or modified
instruments to deal with such eventualities.

Excerpts of Executive Board assessment 
Executive Directors viewed the development of the
proposed framework as an important step toward
ensuring that borrowers and lenders share a common
approach that maintains low-income country indebt-
edness on a sustainable track, while contributing to the
achievement of sustainable growth and the MDGs.

Directors broadly endorsed the key elements of the
debt sustainability framework. In view of the hetero-
geneity of low-income countries, they saw the ability 

of the framework to incorporate country-specific
information and judgments in the assessments as one
of its key merits. Overall, most believed that the pro-
posed framework could strike an appropriate balance
between rules and discretion, provided that care is
taken to ensure that the indicative debt-burden thresh-
olds are used as a guide and not as a rigid ceiling.

While supporting the general thrust of the frame-
work, Directors noted a number of issues on which
further consideration would be needed before the
framework could become fully operational. These
issues fall in three main categories: the modalities for
implementing debt sustainability analyses, the specifi-
cation of indicative thresholds, and the operational
implications for the IMF and for other international
financial institutions and donors. Directors stressed
that, in applying the framework to lending decisions
and program conditionality, it would be important
for the IMF and the World Bank to reach consistent
positions and, more generally, to coordinate their
work closely and to involve other multilateral devel-
opment banks in their work.

Directors had a wide-ranging discussion of the
broader implications of the proposed framework.
A key implication of the debt sustainability frame-
work for donors is that they will be expected to tailor
the terms of new external financing to countries’ risk
of debt distress. Directors called on donors to make a
stronger effort to provide good performers at high
risk of debt distress with the necessary grant financ-
ing, in line with the Monterrey Consensus.
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Directors noted that the treatment of shocks is an
important issue requiring further consideration. They
generally supported the ex ante approach discussed
in the paper: prudent planning on the basis of stress
tests, complemented by various other policies to
increase economic resilience to shocks. At the same
time, a number of Directors encouraged the staff to
explore the feasibility of complementary ex post
mechanisms, including innovative financial instru-
ments, that would strengthen countries’ ability to deal
with those shocks that occur.

Directors shared the view that low-income countries
themselves bear the primary responsibility for achiev-
ing their development objectives without compromis-
ing debt sustainability. Besides a careful approach to
new borrowing and improvements in debt manage-
ment, they believed that countries could best boost
their resilience to debt distress by strengthening policies
and institutions. In this context, Directors highlighted
the importance of providing the right incentives and

resources, including technical assistance, for countries
to become strong policy performers.

Directors also addressed the relationship between the
proposed debt sustainability framework and the HIPC
Initiative. They stressed that the HIPC Initiative, which
establishes a uniform set of rules for coordinating
action to deal with an existing debt overhang, should be
implemented in full. In contrast, they noted, the pro-
posed new framework serves as forward-looking coun-
try-specific guidance on new borrowing policies.

Finally, Directors asked staff to prepare papers for
further discussions, including one giving further 
consideration to issues related to the sustainability
framework itself, and one examining the operational
implications for the IMF especially in setting debt
limits in IMF-supported programs.

Many industrial countries are in dire need of
structural reform if they are to successfully

address multifaceted challenges to their societies,
including aging populations, rising pension and
health care costs, and increasing global competition.
But though the need for and benefits of reforms are
widely recognized, actual reforms have frequently
been less ambitious than was desirable. What are the
obstacles to reform? And what can be done to over-
come them? For the April 2004 World Economic
Outlook (WEO), IMF staff researched structural
reforms in industrial countries over the past three
decades to distill lessons from past experience. One
key lesson is that economic recoveries—such as the
one currently under way—provide a favorable policy
environment for launching reforms. Thomas
Helbling of the IMF’s Research Department and
coauthor of the chapter on fostering structural
reforms in industrial countries, outlines this and
other significant findings below.

Structural reforms have generally been associated
with the notion of increasing the role of market
forces, including competition and price flexibility.
The term is often used interchangeably with 
deregulation—that is, reducing the extent to which
government regulations or ownership of productive

capacity affects the decision making of private firms
and households. This perception clearly reflects a
broad global trend during the past two to three
decades, when structural reforms often focused on
replacing general, across-the-board restrictions on
competition and entry by new firms with more tar-
geted, less intrusive restrictions. This broad policy
shift mirrored a variety of factors, including growing
evidence that not only markets but also governments
can fail because of problems such as asymmetric
information, management and incentive problems,
and the pernicious influence of vested interests on
regulatory policies.

It would, however, be misleading to equate struc-
tural reforms with the goal of abandoning regulation
altogether. Fundamentally, structural reforms aim at
creating institutional frameworks and regulations
that allow markets to work better. Some markets are
prone to market failure or inefficiency. In these situa-
tions, well-designed government regulations can pre-
vent less than desirable market outcomes.

Labor markets, tax systems lag others
There is broad consensus about the benefits of reform-
ing tax systems and liberalizing product and labor
markets, the trade system, and the financial sector.
However, the WEO’s research revealed that in all the

The full text of Public Information Notice No. 04/34 and the
IMF–World Bank Staff Paper that was the basis for the Executive
Board discussion are available on the IMF’s website (www.imf.org).

World Economic Outlook analysis

How can industrial countries overcome 
obstacles to structural reform? 
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countries included in the study (see box, page 106),
some sectors were more likely to undergo more reform
than others (see chart, this page). Substantial reforms
were recorded in the financial sector, selected product
markets, and international merchandise trade, where
the very nature of the policy environment has changed
in many countries. In contrast, minor reforms were
made in labor markets and tax systems.

What explains these differences? The research
team’s basic hypothesis was that they reflect differ-
ences in political viability. An important reason for
this could be that the benefits of reforms tended to
materialize over time while the costs they inflicted
were immediate. More generally, some groups in
society often lose out from structural reforms; lower
protection from competition and increased price flex-
ibility may, for instance, result in temporary unem-
ployment. These groups often represent key electoral
constituencies that have strong incentives to mobilize
against reforms. Given the typical length of election
cycles and electoral uncertainty, policymakers will
choose to focus on the short-term costs of reforms
while discounting the long-term benefits.

Comparing the dynamic effects of reforms on
growth and unemployment across sectors, the
research team suggests that the uneven distribution 
of benefits over time indeed played a role, as coun-
tries appear to have primarily implemented reforms
that yielded the most immediate benefits with the
least uncertainty. This would also explain why labor
market reforms have lagged other areas. The WEO’s
research team found that though labor market
reforms usually increase growth and lower unem-
ployment in the long term, they often lower growth
and increase unemployment in the short term.

For other reforms, particularly of the financial sec-
tor and tax systems, the distribution of benefits was
not as skewed toward the long term, and the WEO
analysis also revealed two other important factors
behind the sectoral differences. First, the distributional
impact of reforms appears to matter. In the labor
market and tax domains, reforms inflict immediate
costs on more households and firms than in other
areas and involve visible—and often contentious—
redistribution effects. And, fiscal sustainability consid-
erations often require that tax reforms be accompa-
nied by politically difficult expenditure adjustments.

Second, competitive pressures can enhance the via-
bility of reforms. Labor markets and tax systems have
so far been less exposed to international competition
than, for instance, product markets and trade, reflect-
ing the limited mobility of labor and of much of the
tax base. In other areas, competitive pressures have
been stronger. Similarly, changes in the domestic

environment can also increase competition, which, in
turn, weakens opposition to reform. This is because
interest groups have fewer incentives for costly politi-
cal mobilization when increased competition reduces
their pricing power. Unlike financial and product
markets, labor markets have only recently been
exposed to such pressures.

Why have some reformed more?
Some countries have been stronger reformers than
others. The WEO’s empirical analysis highlighted four
reasons for the differences:

• First, some countries’ structural policies were ini-
tially more restrictive than others’. Those countries
have generally tended to reform more over the past
three decades than those that started out with less
restrictive structural environments. This corroborates
the view that in highly regulated economies, the
incentives to reform are higher than in less regulated
ones because restrictions are more likely to be seen as
reducing overall welfare (see chart, page 106).

• Second, countries’ macroeconomic conditions
varied. It is often argued that difficult economic con-
ditions—especially full-blown crises or prolonged
recessions—act as a catalyst for reform. The WEO’s
research team found empirical evidence in favor of
this “back-against-the-wall” argument during the
most recent period. Difficult economic conditions
made the costs of maintaining the status quo so 
obvious that opposition to reform weakened.

• Third, fiscal positions were important in deter-
mining the success of structural reform. Offering
compensation in the form of government transfers 
is a frequently used strategy to secure political support
for reforms, and the scope for compensation is obvi-
ously greater when fiscal positions are strong.
Industrial countries’ experiences over the past three
decades confirmed that reforms were more likely to
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take place when the budgetary situation allowed losers
from reforms to be compensated through the budget,
especially in the labor market and tax systems.

• Fourth, varying degrees of openness contributed 
to differences in reform efforts. Countries tended to
reform more if their main industrial country trading
partners had recently implemented reforms, if they were
bound by international commitments, and if they were
open to trade. This shows that peer pressure, exerted
through international arrangements such as free trade
agreements, plays an important role in reform efforts.
Countries can also learn from each other, with some
countries leading the way. Finally, policies of some
countries that reduced competitiveness in other coun-
tries induced the latter to undertake reform as well.

How to overcome opposition to reform
Great benefits can be derived from structural
reforms, especially if the reforms are packaged to 
create maximum synergies. However, there is often

strong opposition to reform because of short-term
losses to specific groups within society. Overcoming
these obstacles can be difficult, and many determin-
ing factors, such as the international economic cli-
mate, are not under the control of policymakers.
Nevertheless, the WEO’s research team identified four
factors that help determine reforms’ success:

• A recovery from a downturn is a good time to
start reforms. Difficult economic conditions often
make the need for reform more obvious, thereby
weakening traditionally strong interest groups and
creating a more fertile environment for reform.
Historically, reforms that coincide with economic
recoveries tend to be more ambitious in scope than
reforms implemented during good times.

• Since reforms feed on each other, it is important
to invest political capital in launching the reform
momentum. Experience shows that reforms in other
areas can foster reform in labor markets and tax sys-
tems—politically the most difficult sectors to reform.
Combining reforms can create important synergies
and reduce short-term costs, which makes them more
acceptable politically.

• Countries should seek to improve their fiscal
positions to have the fiscal flexibility needed to sup-
port reforms. Experience shows that reforms are
more likely to succeed when fiscal positions allow for
compensation to those most negatively affected.

• Finally, policymakers should use outside compet-
itive and peer pressure to advance reforms. For exam-
ple, if a specific market is still relatively sheltered from
international competition, it might be a good idea to
open up the sector to competition before proceeding
with other reforms.
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How research was carried out

Using time series of aggregate structural policy indicators,

the April 2004 World Economic Outlook (WEO) considered

some important regulatory reforms that took place over

the past two and a half decades in 20 industrial countries

(Australia, Austria, Belgium, Canada, Denmark, Finland,

France, Germany, Ireland, Italy, Japan, the Netherlands,

New Zealand, Norway, Portugal, Spain, Sweden, Switzer-

land, the United Kingdom, and the United States). The

study covered reforms in five areas: the financial sector,

international merchandise trade, labor markets, selected

product markets, and the tax system.

In each area, the indicator series categorized the degree of

restrictiveness of government regulation and policies in key

dimensions on the basis of actual policy instruments.

Changes in an aggregate indicator provided a picture of

the overall sectoral regime change. In line with the recent

broad trend noted in the main text of the WEO, policy

changes that reduced the degree of restrictiveness were

usually considered reforms. Since the development of

structural policy indicators has only recently begun, the

time-series indicators were limited in scope. Nevertheless,

they were helpful in illustrating broad trends and develop-

ments and in identifying determinants of reforms.

Copies of the April 2004 World Economic Outlook are available
for $49.00 ($46.00 academic price) from IMF Publication
Services. See page 103 for ordering details. The full text of the
Report is also available on the IMF’s website (www.imf.org).
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International financial market conditions have
improved in response to strengthened fundamen-

tals and the impact of low interest rates on investor
behavior and asset prices, according to the latest issue
of the IMF’s semiannual Global Financial Stability
Report. This analysis of capital market developments
and risks finds brighter prospects for both mature
and emerging markets, although vigilance is urged in
view of the potential for excessive asset valuations in a
low interest rate environment and the continued risks
associated with large global external imbalances. In
addition, the April 2004 report inaugurates a series
designed to assess the implications of transferring
risk from the banking sector to other financial inter-
mediaries. The report also examines the increasingly
important role that domestic and international insti-
tutional investors are playing in emerging markets.

Improved economic fundamentals and stimulative
monetary policies in the major financial centers con-
tributed significantly to the global equity market rally
and to the reduction in credit spreads of mature and
emerging market bonds in 2003. The stronger funda-
mentals are rooted in firming global economic
growth, rising corporate earnings, and strengthening
balance sheets in the household, corporate, and bank-
ing sectors as the corporate and household sectors
continue to build up liquidity and rising asset values
buoy net worth.

A number of key emerging market countries have
also taken steps to put their public finances on a
sounder footing and increase their resilience. Many
countries have used the favorable external financing
environment to raise funds on international capital
markets and improve the structure of their public
debt by lengthening maturities and reducing the
share of outstanding obligations indexed to foreign
currencies and short-term interest rates. In addition,
many emerging market countries have benefited
from increased demand for their exports and higher
commodity prices. The consequent gains in credit
quality and low interest rates in the major financial
centers contributed to an impressive compression 
of spreads on emerging market bonds last year 
(see chart, this page).

The improved outlook for financial stability is not
without risks. The report notes that vigilance is
needed, not least because of the potentially inter-
connected nature of these developments. One poten-

tial source of vulnerability arises from the impact of
exceptionally low interest rates on investor behavior
and asset valuations. Monetary stimulus aimed at
boosting economic growth can encourage excessive
risk taking and boost asset valuations beyond levels
justified by fundamental economic improvements.
Low short-term interest rates and a steep yield curve
in the United States provide powerful incentives to
boost leverage by borrowing at short maturities to
venture out along the risk spectrum.

In the current low interest rate environment, the
report explains, it is desirable to remain alert to the
potential for excessively leveraged or concentrated
investor positions (see
chart, page 108).
If asset valuations
become rooted in
expectations of con-
tinued low short-term
interest rates, an
abrupt move to higher
rates could be disrup-
tive. Moreover, rising
interest rates would
increase debt-service
burdens, especially in
a number of
European countries
where debt levels in
the corporate sector
remain high despite
some progress in
strengthening balance sheets. A transition to higher
interest rates in the major financial centers will eventu-
ally need to take place. To facilitate this, the report rec-
ommends that policymakers develop forward-looking
communication strategies to encourage investors to
base their investment decisions on fundamentals.

Another key challenge and a second potential
source of risk will be to ensure an orderly reduction in
global external imbalances. As the report underscores,
the need to attract sizable foreign capital inflows to
finance the U.S. external current account deficit poses
a potential challenge to the stability of the U.S. dollar
and to currency market stability. The possibility that
investors may demand an increased risk premium for
U.S.-dollar-denominated assets in an environment of
a rapid decline of the dollar also raises the risk of
broad financial market turbulence. To date, however,

Global Financial Stability Report

Improved financial market conditions offer
scope to make timely structural reforms 
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portfolio flows into the United States have remained
quite strong—notably including official flows into the
U.S. treasury market—and the decline of the dollar
has so far been orderly. Still, a strong and sustained
international cooperative effort will be required to
ensure a smooth adjustment of global imbalances
over the medium term.

Risk transfer and the insurance industry
Improved prospects for global financial stability also
afford a window of opportunity for countries to
undertake structural reforms that can bolster financial
stability over the longer term. With the April 2004
issue, the report inaugurates a series that analyzes how
risk is transferred away from the banking sector to
other institutions. The series highlights the regulatory
and risk management issues that arise as financial risk

intermediation is shifted
from the relatively heav-
ily regulated banking
sector to other less uni-
formly regulated parts 
of the financial sector
and beyond.

The first study in this
series examines risk
transfer in the insurance
industry in mature mar-
kets. Insurance compa-
nies are increasingly tak-
ing on credit risk—in
part through the use of
credit derivatives. The
patterns and levels of
insurer involvement in
credit instruments have,

however, varied widely across countries and regions,
largely reflecting the structure of local capital markets
and regulation. The report observes that the realloca-
tion of credit risk to the insurance sector, together
with improvements in risk management in that sector,
appears to have enhanced financial stability. Credit
instruments, by virtue of their relatively low volatility
and stable cash flow, seem to be an appropriate invest-
ment for insurers that are seeking to manage long-
term liabilities and related market risks.

But increased investment by insurers in credit
instruments will also need to be accompanied by a
continued improvement in risk management and reg-
ulatory oversight of the sector. In particular, there is
scope to widen the adoption of risk-based capital
standards, strengthen supervisory resources, increase
information sharing among supervisors, and improve
disclosure standards. The current debate on interna-

tional accounting standards for insurers represents 
an important step toward promoting standards that
accurately reflect an insurer’s financial position.

Key role of institutional investors
Significant progress has been made in recent years in
deepening local emerging securities markets; institu-
tional investors, both local and international, have
played a key role in this development. Emerging
market securities have increasingly attracted invest-
ments from pension funds, mutual funds, and insur-
ance companies. The growth of a diverse and stable
investor base for emerging markets is likely to
dampen market volatility by increasing the stability 
of capital flows to emerging markets.

To continue to attract and maintain the interest of
international institutional investors in their sovereign
and corporate securities, emerging market countries
will need to enhance their growth potential and make
their financial systems more resilient. The report also
recommends measures to improve disclosure and
transparency standards, including subscription to the
IMF’s Special Data Dissemination Standard and regu-
lar communication with investors. There is also scope
to further deepen domestic financial markets, improve
market infrastructure, strengthen clearance and settle-
ment systems, and develop a greater variety of instru-
ments—in particular, bonds of long duration.

The report counsels that such efforts should, in
particular, address the needs of domestic institutional
investors. To increase the attractiveness of local mar-
kets for domestic and international investors, it will
also be important to ensure that restrictions on local
pension fund managers be designed to encourage the
creation of asset portfolios that best match desired
risk and return objectives. Restrictions on foreign
investments, for example, can work against financial
stability when local markets are insufficiently devel-
oped to provide the range of instruments that local
institutional investors need. Finally, the report also
observes that promoting improved risk management
by local institutional investors—including, as appro-
priate, the imposition of risk-based capital adequacy
requirements for insurers—can contribute to deeper
and more stable domestic emerging markets.

David J. Ordoobadi
IMF International Capital Markets Department

Copies of the April 2004 Global Financial Stability Report
are available for $49.00 ($46.00 academic price) from IMF
Publication Services. See page 103 for ordering details.
The full text of the report is also available on the IMF’s 
website (www.imf.org).
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In a March 5 lecture in the World Bank’s Practi-
tioners in Development series, Kwesi Botchwey—

Executive Chair of the African Development Policy
Ownership Initiative and former finance minister for
Ghana—drew on his own extensive experience in
making and managing policy reform during the
1980s and 1990s to reflect on the new thinking on
development strategy for Africa. Botchwey was
joined by Michael Chege, an advisor to Kenya’s
Ministry of Economic Planning, and Jeffrey Herbst,
a professor of politics and international affairs at
Princeton University, who served as commentators.

The onset of the new millennium has focused the
international community’s attention on poverty that
continues to afflict much of the developing world—
especially in South Asia and Africa—despite two
decades of policy reform. The current rethinking of
development theory and practice has evolved partly,
Botchwey said, from a vigorous debate among econo-
mists, development practitioners, and others on the
merits and weaknesses of the “Washington Consen-
sus”—a set of policy reforms that promoted growth
and macroeconomic stability through deregulation,
liberalization, privatization, and fiscal discipline.

Within the World Bank—and among academic
economists and practitioners generally—African
development is now seen as a “more thoroughgoing
process of transformation.” This new thinking on
development, Botchwey noted, has designated
poverty reduction as the overriding goal and made
empowerment of poor people and their participation
in decisions affecting their lives key elements.

But Botchwey cautioned that the depth and extent
of this change can be exaggerated. Several aspects of
the emerging paradigm need to be further researched
and refined to make the new thinking operational—
notably, he said, governance and institutions, empow-
erment and participation of the poor, national own-
ership of policy reforms, and the dynamics of aid and
private resource flows.

Institutions take time
Botchwey criticized the current focus on governance
and institutions in the new development strategy for
giving the impression of generalized corruption in
Africa without backing this up with sufficient analyti-
cal work on the concrete and varied manifestations of
bad governance. As a consequence, he said, attention

is diverted from an examination of the real causes of
market failure and what is needed to improve the
efficiency of nonmarket institutions and to rein in the
influence of informal layers of power.

Botchwey also noted that the current discussion on
development fails to allow countries sufficient leeway
to take into account the dynamics of fiscal spending
during an election year. These dynamics can tem-
porarily affect economic management in African
countries as much as they do in democracies else-
where. And, arguing that institu-
tion building is always a lengthy
and complex process, he urged that
African institutions be allowed
enough time to evolve.

While Botchwey deemed the
current emphasis on empower-
ment valid—especially as it applies
to improving the poor’s access to
education and health—he argued
that the present case for participa-
tion lacks a full understanding of
the operational and political impli-
cations. “Much confusion—and 
I dare say frustration—surrounds
the participation of civil society 
in the poverty reduction strategy
process,” he said, referring to the
findings of a 1999 World Bank
study that showed that the views and perceptions of
the poor often diverge dramatically on a number of
issues from the positions of governments and inter-
national financial institutions. The real challenge, he
indicated, is to improve the poor’s access to knowl-
edge and information and to establish institutional
mechanisms that enable them to build support for
policies that promote their interests through elected
representatives in national and local legislative bodies.
Botchwey also called for setting up accountability
institutions at the local level to prevent stronger,
corruption-prone factions from subverting the 
poor’s aspirations and interests.

Are national solutions elusive?
As for national ownership and the implementation
of reform agendas, Botchwey suggested that the
major policy directions of countries’ poverty reduc-
tion strategy papers are remarkably similar to those
pursued under the structural adjustment frame-

Practitioners in Development series

Botchwey provides an African perspective on
new thinking on development strategy

Botchwey:
“Much confusion—
and I dare say
frustration—surrounds
the participation of
civil society in the
poverty reduction
strategy process.”
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works of the 1980s and 1990s. This raises the possi-
bility that countries’ perceptions of what is accept-
able to donors and the international financial insti-
tutions take precedence over what the countries
themselves believe to be the policies that they own.
“Overall, ownership remains largely ephemeral in

concept and rather elusive 
in practice,” he concluded,
partly because the interna-
tional community has not
sufficiently recognized the
full implications of the
asymmetry in power rela-
tions between low-income
countries, on the one hand,
and their donors and inter-
national financial institu-
tions, on the other.

Is there at least scope to resolve differences that
emerge on the nature or speed of reforms? One way
to reach agreement, according to Botchwey, could 
be through some form of systematic, independent
review mechanism. But in the countries themselves,
the culture of aid dependency and associated admin-
istrative encumbrances continue to divert policy-
makers’ attention from the search for truly national
solutions.

While acknowledging
Botchwey’s reservations
about whether countries
truly own their reform poli-
cies, Jeffrey Herbst focused
his remarks on a different
issue. He described the polit-
ical dynamics surrounding
the economic policy dialogue
within African countries as
disappointing because of a

general failure on the part of many African leaders to
bring economic development issues into the public
debate, particularly during national elections. Herbst
suggested that the emergence of more “real champi-
ons of economic policy,” especially in Africa’s largest
economies, would be one way to help clarify national
economic agendas and lead by example.

Countering Herbst’s remarks and speaking for the
East African Community countries, Michael Chege
insisted that many policymakers are generating their
own development agendas aided by significant public
debate. “There is not a single newspaper in Kenya
today that does not have a business and economic
supplement every week in which contributions from
government, civil society, academia, and even the
expatriate community are welcome,” he pointed out.

Noting the ever-broadening list of policy reforms on
national development agendas, Chege stressed that it
is imperative that African policymakers identify pri-
orities, since it is impossible to do everything at once
and still hope to succeed.

Aid partnerships
Turning to the issue of aid and other resource flows,
Botchwey remarked that the idea of a mutual com-
pact or partnership—whereby African countries 
fulfill their end of the bargain while the developed
countries reward them for good performance—
has become a more or less permanent feature of the
political economy of international support to African
development reform efforts.

For Africa, there seems to be “no end to diagnostic
studies and the quest for solutions,” he observed,
citing U.K. Prime Minister Tony Blair’s plan to set up
a commission to take a fresh look at spurring African
development as the most recent such endeavor.
While expressing hope that Blair’s initiative might
galvanize the international community to action,
Botchwey voiced doubts about whether the world
cares enough about Africa to amass the resources
required to meet the UN Millennium Development
Goals. With official development aid still falling well
short of what is needed, trade and knowledge dis-
semination assume particular significance, Botchwey
emphasized in closing. And here, he said, the World
Bank has a very important role to play, especially in
mobilizing African countries to increase investment
in science and education.

Jacqueline Irving
IMF External Relations Department 
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Robert Shiller is best known for his 2000 book
Irrational Exuberance, which presciently warned

that the U.S. stock market was overvalued and “poorer
performance may be in the offing.” Shiller, a professor 
in the economics department at Yale University, is
famous in academic circles for helping launch the field
of behavioral finance, which uses insights from psychol-
ogy and other social sciences to understand the behavior
of financial markets. During a visit to the IMF Institute
in February, Shiller spoke to Prakash Loungani about
prospects for the U.S. stock market and his involvement
with behavioral finance.

LOUNGANI: The U.S. stock market crashed in 2001 as
you had predicted but has now recovered from those
lows. Is the correction over? 
SHILLER: People seem to think the correction is
largely over. My opinion surveys show many people
are quite optimistic. Many seem to be thinking: the
recession of 2001 is over, and we only seem to get
recessions about once every 10 years now, so there’s
no reason why the stock market should not be up.
They are not thinking about stock market crashes as
a possibility. But I’ve been advising people to diver-
sify and not have too intense an exposure to the U.S.
stock market. The market is vulnerable if there is
some bad economic news.

LOUNGANI: What kind of news would cause another
correction? 
SHILLER: One kind of bad news that worries me 
is about the U.S. labor market. It has done poorly.
We are down over two million jobs in the past three
years and down nearly one million jobs from the
end of the 2001 recession. Since World War II, the
only other labor market contraction as protracted as
this occurred around the time of the great recessions
of 1980 and 1981–82. But back then people knew
that the cause of the contraction was the Fed
[Federal Reserve Board] policy. This time, the cause
is less clear. Labor market fears can weigh on
investors, destroying confidence. That’s what hap-
pened in the 1930s. We could also get a burst of
inflation, as we did in January when the consumer
price index went up an annual rate of nearly 6 per-
cent. If the Fed decides the increase is more than 
a onetime blip, it will react. Interest rates will go
higher, and then the stock market won’t look like
such a good investment.

LOUNGANI: Could further
corporate scandals also take
a toll? 
SHILLER: On that score I’m
actually somewhat sanguine.
The United States has done
enough that U.S. investors at
least have got some reassur-
ance from it. [New York
State Attorney General]
Eliot Spitzer has been going
after corporate crime as
aggressively as Eliot Ness, the guy who went after the
gangster Al Capone. Combine that with people like
[Massachusetts Secretary of the Commonwealth]
William Galvin and William Donaldson, Chair of the
Securities and Exchange Commission [SEC], and it
adds up to a lot of people who are really doing their
jobs. The budget for the SEC has really been
increased; for 2004, it was over $800 million, more
than double what it was five years ago. And people
can see what a price Martha Stewart paid for acting
on a tip. This is the U.S. solution: the United States
has generally handled financial scandals aggressively.

But a lot will depend on how foreign investors in
the U.S. stock market react. Foreign holdings of U.S.
shares have gone down. It’s a question of whether
foreigners continue to invest in this country in the
face of more scandals, particularly if we have other
events going on at the same time, like an unstable
dollar. All that could cause a drop in the U.S. stock
market.

LOUNGANI: Are you willing to forecast how big a 
correction it could be? 
SHILLER: The P/E [price-to-earnings] ratio is quite
high. It’s about 28 the way I calculate it, which is to
divide the stock price by a [moving] average of cor-
porate earnings of the past 10 years. The historical
average for the P/E ratio is only 15. So stock prices
can come down quite a lot before we hit that point.
In fact, the P/E ratio could even go below the histori-
cal average if the news is sufficiently bad.

LOUNGANI: Could U.S. housing prices also go
through a correction? 
SHILLER: I’m not exactly sure what’s going on with
housing prices. People still report that a major con-
sideration for their buying houses is that they think
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it is a good investment; that is, they expect house
prices to appreciate. But fewer people report buying
houses just to make a profit from speculation. I think
the thought process a lot of homebuyers are going
through right now is more like: I know prices are too
high, but that’s what I thought last year and prices
still went up. I better buy now before I’m totally
priced out.

Obviously, in both the stock market and the hous-
ing market, a lot will depend on how people assess
the news that comes in. We know that people can
overreact to attention-grabbing news and let some
really fundamental piece of news slip by. I don’t
think economists are at the point yet where we can
forecast how investor behavior will play out in
response to news.

LOUNGANI: But behavioral finance has been at this
for nearly twenty years now . . .
SHILLER: And we’ve learned and accomplished a
great deal. A lot of investor behavior that seemed
anomalous from the perspective of purely economic
frameworks—rational expectations and efficient
markets—is better understood when we bring in
psychology. We know the role that overconfidence
and wishful thinking play in driving financial mar-
kets. But psychological theories have still not been
completely integrated into economics. Human
behavior is very complex, and economists have been
in the mood to simplify it, and simplify it heroically.
We will have to change our whole approach to prob-
lems—our methodology and our tool kits—if we are
serious about grappling with the complexity of
human behavior.

LOUNGANI: Are graduate students today more open 
to different ways of modeling economic problems? 
SHILLER: When I talk to our graduate students, I get
the feeling that they look at behavioral economics
and think: well, if that’s what I wanted to do, I chose
the wrong department. Shouldn’t I capitalize on the
methods I have learned in economics? Graduate
students are looking out for their own careers and
thinking about their own human capital. It just
doesn’t seem to be as good an investment to them 
to learn psychological research.

LOUNGANI: How did you turn out to be so
rebellious? 
SHILLER: I wasn’t much of a rebel as a graduate stu-
dent. My dissertation was on rational expectations.
But I was always a bit skeptical about conventional
economic theory. An early formative influence was
George Katona, who wrote the book Psychological
Economics in 1975. I never took one of his courses,
but I sat in on one of his lectures and was impressed.
It seemed fine to me, then, that there were only a few
people like Katona who wanted to sit halfway
between economics and psychology. It wasn’t as clear
to me then as now that psychology should be central
to economics.

Much later, Stan Fischer [former IMF First Deputy
Managing Director] invited me to write a review
essay critiquing the rational expectations revolution
for a conference he’d organized. Writing that essay
awakened further doubts about rational expecta-
tions, which I always thought of as a construct that
had some interest but was a small part of a big
picture.

This became evident to me one day when I was
talking to some people at the Federal Reserve Bank
of Philadelphia about why long-term interest rates
were so volatile. I remember thinking that the theory
we had about long-term interest rates—the expecta-
tions theory of the term structure—did not get them
very far. That led to me to write a paper for them
about excess volatility in long-term rates. After the
work on the bond market, I thought that the prob-
lem had to be even worse with the stock market.
That work became better known, and so most peo-
ple associate me with the theory of excess volatility
in the stock market.
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