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FOREWORD

The collection of policy papers contained in this publication
were first presented in Moscow to the Russian public and the
economic community in April 2000. The authors of these policy
papers are all leading international economists and policy makers
who were invited to Moscow to share their experiences and
expertise with Russian analysts working on economic policy issues
at the Center for Strategic Research (CSR). The CSR is a non-
governmental institution, comprised of representatives from var-
ious Russian Think Tanks. It was created in December 1999 at
‘the initiative of then Aeting President Vladimir Patin.

The papers presented here reflect various aspects of the high-
level policy dialogue that is taking place in Russia today. This
dialogue presents a unique opportunity to inform the public dis-
cussion with respect to economic policy. This dialogue will also
help stimulate a closer link between economie thinkers and poli-
cy-making officials.

On the following page please find a brief biography of each of
economist featured in this publication.

July 2001
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THE ROAD TO ECONOMIC RECOVERY:
STRATEGIC ISSUES AND CHOICES
Arnold C. Harberger

University of California, Los Angeles
August 2000

{dide-Memoire on conversations and seminars held during a visit to
Moscow in May, 2000, sponsored by the USAID Mission in Russia
and organized by Development Alternatives, Inc.)

Any paper of this type must appropriately begin with a disclaimer. Our visit
was organized with the objective of bringing to Russia the insights of indi-
viduals with wide experience in other parts of the world. Its aim was to
explore the ways in which that experience might usefully be brought to bear
on the severe problems curmrently facing the Russian economy. This aim
poses severe constraints on those like myself who try to draw usefid lessons
from the experience of other countries. These constraints quite obviously
stemn from the many aspects of Russia's current situation that have little or no
counterpart in the economies where we pained our experience. These many
special features of the Russian case should wamn us to proceed with caution
as we attempt to draw lessons from the experience of other countries. I have
been fully aware of this need for caution as [ have conducted my search for
relevant lessons. This helps account for my concentration in the present doc-
ument on the most basic and fundamental economic forces — forces whose
operation does not depend in any serious way on -specific institutional and
historical features. It must be said, however, that I am thinking throughout in
terms of economies in which market forces play a fundamental role in deter-
mining the allocation of resources.
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Keeping Inflation Under Control

When an economy is in a depressed, uncoordinated state, one seeks ways of
stimulating production in a manner that is: a) economically efficient now and
b} likely to continue to be efficient for some time as the economy evolves.
‘ The worst way to attack the problem of a depressed economy is through
large doses of inflationary finance. Mot only does inflation represent a high-
ly inequitable tax on those who happen to have incomes or assets that are
fixed in nominal terms (or that adjust very inadequately in response to infla-
tion); in addition, and very importantly, ongoing serious inflation introduces
significant distortions intoe the economy, and impedes key elements in the
process of economic growth.

Many economic texts treat inflation as if it were a simple, straightforward tax
on real cash balances. No one can deny that inflation entails such a fax, because
the cash balances one is holding are continually losing value as the price level
rises. The textbook treatments, however, make a big mistake in ignoring the other
costs of inflation, which far outweigh the costs of a tax on real cash balances.

These other costs consist first of time, energy and resources that people
spend in protecting themselves from inflation {even sometimes in trying to
profit from inflation); second in the ways in which the inflation process blurs
the signals that a well-functioning price system is supposed to provide, and
third in the likely negative impact of inflation on the rate of investment in the
affected economy,

The blurring of price signals is a point that merits elaboration. Prices play
a critical role in an economic system based on market principles. If a goed is
in short supply (relative to its demand at the prevailing price), its price will tend
to rise, thus stimulating additional supply. Resources are thus attracted (by
higher prices) to activities where demand has increased. The price signals work
in the opposite direction for activities facing a declining trend of demand.

Obviously, it is the relative, not the absolute prices of goods and services
that are relevant for this signaling function of the price system. The trouble
with inflation is that economic agents cannot readily distinguish between
price rises that are simply the consequence of inflation (and hence do not call
for a reshuffling of the resources of the economy) and those that are genuine
signals for resources to move. The problem would be bad enough even if
actual price movements could be neatly broken down into an inflationary
component (the same for all prices) plus a relative price component, serving
as a signal for resource allocation; because ordinarily demanders and suppli-
ers would have a hard time perceiving the size of inflation component at any
given point in time. It is rnuch worse than that in the real world, because even
though in the end inflation tends to affect all prices equally, it does so at vast-
Iy different speeds. Some prices, particularly those of primary products,
exhibit a rapid response to inflationary forces, while others (like rents and



public utility rates) tend to respond quite sluggishly. Thus, even if no funda-
mental changes in the underlying real economic equilibrium are taking place,
one will see some prices {A) move more rapidly than others (B) in the early
phases of an inflationary process, thus seeming to signal a call for resources
to move from B to A, Then, in the latter phases of the same inflationary
process the second set of prices B will rise more rapidly, as they finally come
to fully “digest” the inflation in question.

Thus it is that an inflation process actually sends relative price signals to
economic agents — but they are false signals arising simply from different
speeds of a responsiveness of different prices as more fuel is injected into the
engine of inflation. So now, the-economy's suppliers and demanders have a huge
problem. It is not just distinguishing a common inflationary component of price
changes from individual relative price movements. Instead they have relative
price movements arising out of the inflationary process itself, plus relative price
movements that are genuine longer-term signals. It is the uncertainty about what
is signal and what is noise that creates these additional problems — problems
that grow in size and impertance as the rate of inflation increases.

The greater is the rate of inflation, the greater is the confusion that besets
economic agents as they try to discem what are the genuine signals that the
economy is sending them. Two consequences follow quite naturally. First,
agents will be more reluctant to respond to apparent signals {observed changes
in relative prices), the greater is the ongoing state of inflation. So the econom-
ic machine will react to real changes in supply and demand, but more slug-
gishly. Second, agents will make more mistakes, the higher is the rate of infla-
tion. The more noise there is, relative to signal, the greater the likelihood that
people will be reacting to just noise, thinking that it is a signal. In this way eco-
nomic agents end up taking actions that have a negative economic effect, by
misinterpreting the meaning of the relative price changes they observe.

The blurring of relative price perceptions that appear with high rates of
inflation has a direct effect on the rate of economic growth. As is wel known,
and as I will emphasize later, the discovery of ways of reducing real costs is
a very important component of the growth process. With biurred perceptions,
economic agents find it harder to identify possibilities for real cost reduction.
‘What looks like a genuine cost-reducing opportunity today may disappear or
even end up by raising costs, as the prices of inputs and outputs weave their
separate paths of adjustment to inflation.

Inflation also tends to hurt growth by diverting resources from invesiment
in the economy in question. The uncertainties connected with inflation are very
likely to raise the threshold real rate of return, which people require before they
will willingly invest, At the same time, inflation at home makes people more
interested in placing their savings abroad, or if not abroad, in accumulations of
dollars or pounds or DM or francs that they keep within easy reach. Needless
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to say, these various ways of diverting funds from investment in the focal econ-
omy have the effect of reducing the rate of growth.

Many empirical studies have documented the negative impact of inflation
on growth, So I am not here going to try to repeat their demonstration or re-
examine their evidence. I will, however, report on two empirical exercises,
which may be helpful to present or future policymakers.

One has heard many times the familiar refrain that reducing the rate of infla-
tion entails “high social costs™. It is widely believed that a serious recession, even
maybe a depression, is the price that a country has to pay to get itself out of an
inflationary orbit. Table 1 presents very clear evidence that this is nor the case.

The cases examined in Jable I all fall into a category that I call “acute
inflation”, where inflation rises close to 100% (I used a cutoff rate of 90%) or
more at its peak, before a stabilization process is mounted. 7zble I identifies
the period in which inflation is rising to its peak and the subsequent period in
which the rate of inflation is falling, and then shows the annual average
growth rates of GDP during these respective periods. It is notable that the
rate of GDP growth in the period of declining inflation is, in'all but two cases
(both for Brazil) greater than that for the period of rising inflation. And even
in those two periods of declining inflation, Brazil had positive rates of GDP
growth (0.86% and 2.68%, respectively).

Overall, the median rate of real GDP growth for the 21 periods of rising
inflation was 0.42% per annum, while that of the 21 periods of declining
inflation was 4.37% per annum — representing what must be described as a
huge difference in growth rates.

Tables 2a, 2b, and 2¢ undertake a different empirical experiment. Instead
of simply focusing on a single, big up-and-down inflationary episode, in these
tables we follow a country through a substantial period of its history, corre-
lating year-by-year rates of inflation with the corresponding contemporane-
ous growth rates of real GDP. These tables reveal an insight that we are well
advised to remember — the negative -connection between inflation and
growth is strongest for countries which experienced what we have called
acute inflation; it is less marked but nonetheless present for countries whose
maximum annual rate of inflation was in the 20% to 90% range; and it is for
all practical purposes absent for countries and periods where exchange rate
stability {or something very close to it) prevaiied.

It is worth while for us to consider the reasons for the very equivocal results
that emerge when we correlate rates of inflation with rates of real growth for
stable exchange rate countries. In the first place it is important to note that in
these countries inflation is always kept within quite narrow bounds — it does
not have the kinds of variation that are present for the other two categories
(Tables 2a and 2b). But the forces that determine real growth rates (apart from
inflation itself) operate with pretty much equal strength in these stable countries
as they do in the other cases examined. Natural disasters and world recessions

10



Table 1

ACUTE INFLATION EPISODES
Country Period Anuual Rate of Inflation Annual Rate of Growth of
Real GDP
Rising In- Declining | Rising In- Declini
ﬂaﬁof Pe- Peak -Rate inﬂatio: ﬂ.alio: Pe- lm].:l.mk:t,g
riod Period Period riod Period

Mexico  1975-1957-1554 6385 1318 3082  293< 353
Argentina  1975-1976-1981 31345 4440 15295  -049< 1.20
Argentina  1982-1985-1987 38239 670 11071  —0.98 < 487
Argentina  1983-1985-1998 171120 3079.8 28114  -4.41 < 5.0
Indonesia  1962-1966-1972  365.36 11363 4560  122< 7.26
Peru 1987-1990-1998 290830 74817 8380  -3.93 < 5.39
Nicaragua  1985-1988-1996  4045.59 102050 50307  -4.00< 1.73
fsrael 197819841998 14522 8738 3688 264 < 4.53
Ghana 19%6-1977-1980  86.2<7 1165 5920  —0.60< 172
Ghana 1981-1983-1994 8722 1229 2601 -273< 4.52
Chile 1972-1974-1982 32896  S04.7 63014  -480< 3.90
Turkey 1977-1980-1983 6031 1102 3284  042< 447
Uganda  1984-1987-1991 15150 2000 4088 3.3 < 6.17
Venezuela 1993-1596-1998 64.68 99.9 4291 043 < 2.62
CostaRica  1980-1982-1987 4844 901 1766 291< 437
Brazil 1976-1985-1986 11620 2269 1474 355< 7.00
Brazil 1987-1990-1991  1308.98 2937.8 43278 205> 0.36
Brazil 1992-1994-1995  1651.84 26685 2297 335> 2,68
Bolivia 1980-1985-1998  2251.58 11749.6 3262  -1.50< 349
Uruguay  1972-1973-197 8395 470 5LI13  195< 347
Zambia  1989-1993-1967  136.15 1881 3972 070 < 1.06

bring low or even negative growth rates, while export price boorns and huge
capital inflows bring positive growth rates. One has little reason to expect that
these events will be strongly and negatively correlated with movements of the
rate of inflation within its relatively narrow band.

Now with respect to the rate of inflation itself, its main movements {for a sta-
ble-exchange-rate country) are likely to come from two types of source. First,
there are movements in the general world price level, measured in dollars or
pounds, or whatever other currency the country's money may be pegged to.
These world price movements will typically be reflected in the country’s own
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, Table 2a
ACUTE INFLATION COUNTRIES*
(15 of 16 correlations are negative)

Statis-
Annual Rate
Annual Rate of Infla- tical R
of Growth of Coeff. | | Maximum
Sample tion Signfi- .
Real GDP of Cor- Inflation in
Period cance
relation Sample
Ave-| Std. Ave- 107 §
: §td. Dev.
rage | Dev. rage % | %
.Nicaragua 1973-19%6 021  7.85 114822 264834 -0.30 * 10205.00
Bolivia 1961-1998 3,55  3.08 37222 1907.38 033 * * 11749.64
Brazil 1964-1998 540 521 350,87 68987 022 * 2947.73
Peru 1951-1998 3,79 516 227.53 1171.85 041 * *  7481.66
Argentina 1952-1998 257  6.36 21250 55659 031 * *  3079.81
Uganda 19811996 560  3.61 71.64 68.50 -0.17 200.00
Indonesia 1959-1997 568  3.10 64,37 185.78 -030 1136.25
Chile 1961-1998 425  5.65 60.86 111.84 049 * = 504.73
Uruguay 1956-1998 2,00 3.82 51.89 29.58 0.1 125.34
Turkey 1967-1998 537  5.73 45.89 3097 042 = * 110.17
Mexico 1976-1997 331  4.00 4284 - 3584 D53 v ¢ 131.83
Israel 1956-1996 614 416 41.90 76.15 038 * * 373.82
Ghana . 1965-1997 262  5.03 35.42 32.63  —0.15 122.87
Zambia 1962-1997 239  6.13 34.78 4625 -0.12 188.05

Venezuela £958-1998  3.64  4.05 18.76 2375 D40 * 99.88
Costa Rica 1971-1998 408  3.55 18.66 1650 -0.7¢ * * 90.12

* Countries in this sample had at least one year of 90% inflation or more; each sample period
has been chosen as to not include a long period during which the exchange rate was fixed, if
any existed.
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Table 2b
INTERMEDIATE GROUP (DEVALUATION EPISODES*
(it of 15 correlations are negative)

Statis-
Annuaf Rate
Annual Rate of Infla- tical
of Growth of Coeff. Maximum
Sample tion Signfi-
Real GDP of Cor- Inflation in
Period cance
relation Sample
Ave-] Std. Ave- 103 5
Std. Dev.
rage | Dev, rage %| %
Nicaragua 1974-1998 2,79 559 2594 19.76 -0.07 72.81
Ecuador 1966-1998 557 6.14 23.52 18.79 -0.31 75.65
Dominican  1985-1997 3.78 431 2251 19.1% 075 * . 50.46
Rep.
Colombia  1969-1996 4.55 1.51 21.84 6.35 -0.50 * he 33.05
Paraguay 1984-1997 334 171 2105 829 0.05 38.18
Jamaica 1961-1997 1.88 401 16.86 15.43 -037 * * 7230
Malawi 1969-1997 4.36 556 16.81 15.76 -0.09 83.33
Egypt 1983-1998 561 244 14.86 5.90 0.06 23.86
Madagascar 1965-1997 133 361 1318 11.46 -0.21 49.06
Korea 1955-1997 7.69 3.4 1241 11.76 023 63.20
Syria 1961-1997 637 859 11.2% 12.02 -0.17 59.48
Philippines  1960-1998 3.94 338 1109 9.31 -0.51 * * 50.34
Bangladesh 1974-1997 4.73 275 1057 10.64 0.38 5477
Pakistan 1972-1998 530 216 1012 5.53 0.00 26.66
India 1966-1997 4.84 325 849 5.84 -D.04 28.60

* These countries have at ieast a 20% inflation rate in any year plus at least one devaluation cri-
sis; the maximum annual inflation rate for each is less than 90%.
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Table 2¢

STABLE EXCHANGE RATE CAUNTRIES —
LOW INFLATION EPISODES

(10 of 18 correlations are negative)

Statis-

Annuaj Rate .
Annual Rate of Infla- tical .
of Growth of Coeff. | Maximum
Sample tion Signfi- L
Real GDP . {of Cor- Inflation in
Period . | cance
: relation Sample
Ave-| Std. Ave- 10} 5
Std. Dev,
rage | Dev. rage o % | %
Moroceo 1985-1998 3.64 6.01 4.90 243 0.09
Jordan 19901558 524 516 5.89 460 -0.46
Singapore 1961-1997 8.53 3.82 3.17 4.81 0.07
Thailand 19541996 7.20 3.13 . 498 525 -0.10
Malaysia 1971-1997 7.51 3.02 445 3.49 025
Panama 19511998 5.24 477 244 349 0.07
Papua New 1975-1993 2.88 5.24 6.36 224, 033
Guinea )
Kuwait 1973-1995 1.36 14.47 -5.10 3.66 033 * *
Syria 1988--1998 5.47 635 13.25 878 043
Syria 1961-1987 6.70 9.37 10.56 13.09 -0.26
Ethiopia 1997-1991 T 178 5.95 892 10.65  -0.67 . * *
Paraguay 19591983 5.5 391 875 809 049 * *
El Salvador £952-1985 3.50 4,27 599 114 049 LI
" Haiti 1967-1990 . 2.03 334 7.74 7.74 0.25
Henduras 1951-198% ~ 3.9 3.56 4.65 444 -0.16'
Dominican 1963-1934 5.61 5.28 7.32 5.07 0.16
Rep. '
Guatemala 1952-1985 421 3.02 4.36 585  -0.07
Mexico 1957-1975  67.07 1.918 5.97 583 011

* Sample periods correspond to years in which the country in question had a fixed exchange rate,
or during which its exchange appreciated or depreciated very moderately, at a maximum aver-
age rate of 1.5% depreciation or appreciation per yea.
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price level, but quite unconnected to the forces governing its rate of real GDP
growth. Additionally, one finds in fixed exchange rate countries a scenario that
quite naturally conduces to a positive (rather than the “expected” negative) con-
nection between the rate of price level change and the rate of real economic
growth. This scenario is related to the real exchange rate, about which more will
be said in the next section. Here we will simply note two important sources of
an abundance of doilars — a) an export price boom and b) a large capital inflow.
In both cases the abundance of dollars causes the dollar to be cheap in real terms.
With a flexible exchange rate this could tumn out to be simply reflected in a fall
in the jocal cumrency price of the dollar. But with a fixed rate, the typical sce-
nario is for the Central Bank to buy the dollars, creating base money in the
process. Equilibrium is reached when the internal price level has risen enough
to cause an increase in the demand for dollars (typically for imports) that is big
enough to match the increased supply arising out of increased exports and/or
capital flows. The presence of this mechanism for fixed exchange rate countries
helps explain why nearly half the observed correlations between the inflation
rate and the rea] GDP growth rate (though low) are positive. By contrast, for the
acute inflation countries only one of the sixieen comrelations is positive, and in
the intermediate case only four out of fifteen correlations are positive. '

The Role of the Real Exchange Rate

Let me begin this section by pointing out that, in the 1940s, 1950s and
1960s, even specialists in the field of international trade were unfamiliar with
the concept of the real exchange rate. My own diagnosis is that its special
role was obscured by the simplifications (assuming a world of two countries
A and B, two products X and Y, and two factors of production L and K) that
were typically employed in classrooms and in theoretical work obscured the
need for such a concept. Moreover, the 1950s and 1960s were decades of rel-
ative calm, in which the real exchange rate did not come to center stage either
as a reflection of new and critical problems, or as a policy variable that might
help in their solution.

Ali this changed dramatically in the 1970s and 1980s. The first decade
was characterized by two major oil price shocks, and by one major world
recession, and also by the inevitable abandonment (in the face of these
shocks) of the Bretton Woods system. All these elements led to an era of
unprecedented volatility of real exchange rates. This volatility was a reflec-
tion of changes that were taking place in the underlying structure of supply
and demand, to which the adjustment of a country's real exchange rate was
typically a natural and necessary response. But at times the problem took the
reverse form, of a disequilibrium whose solution (a major adjustment of the
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real exchange rate) was prevented or jong delayed, usually by a combination
of rigidities both of prices and of the nominal exchange rate.

By studying the experiences of countries in the 1970s, 1980s, and 1990s,
we have come to have a quite full appreciation of the role that the real
exchange rate plays in the economic system. That rofe is nothing less than its
being the “fundamental equilibrating variable” of a country's balance of pay-
ments. All kinds of disturbances lead quite naturally to the need for an
upward or downward adjustment in the real exchange rate:

a) reducing tariffs, quotas and other import restrictions leads to an increased
demand for imports hence to a rise in the equilibrium real price of the dollar.

b) reducing restrictions on exports adds to the supply of foreign curren-
cy, hence to a fall in its equilibrium real price.

¢) aboom in the world price of a major export commodity makes doilars
abundant, so their real equilibrium price falls.

d) technical advances (real cost reductions) in the prices of tradable goods
adds to the supply of exports and/or import substitutes. This adds to the supply
of dollars (via more exports) or reduces the demand for them (via fower
imports), with the result that the equilibrium real price of the dollar falls.

e) capital inflows typically add to the available supply of dollars, thus
tending to reduce their equilibrium real price. One should note here, howev-
er, that the effect of a capital inflow on the real exchange rate will differ
depending on how it is spent. 1f money is borrowed and used exclusively to
buy capital equipment (or other tradable goods) for a new project, the new
supply of foreign exchange is just matched by a new demand, so there is no
effect on the equilibrium real price of the dollar. It is quite different if the bor-
rowed money is spent on local (nontradable) goods and services; in this case
the borrowed dollars have to be convetted to local currency, creating a need
for a fall in their equilibrium real price.

This list of forces affecting the equilibrium real exchange rate should give
readers an appreciation that mastery of real exchange rate analysis does not
come easily, Much misunderstanding of this subject has prevailed and con-
tinues to prevail. There is a great need for policymakers to recognize the fun-
damental importance of the real exchange rate in the ongoing processes of a
modern economy, and also to bear in mind that it is a variable that responds
to many different and complex forces. This is not an area where simplistic
notions can serve as a reliable guide.

The real exchange rate has a particularly important place in the situation
of Russia today. The Russian economy has been engaged in a major adjust-
ment process for more than a decade, and still has not achieved the goal of a
thriving market economy, with its resources fully and efficiently employed,
and with its links to the world economy fully and efficiently developed.
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The analogy fits quite well to think of the Russian economy as being in 2
swamp, struggling to get out to dry land, where it can move much benter and
much faster, and can operate much more productively.

How can the Russian economy escape from this swamp? It surely
requires a heaithy, economic demand for the services of its abundant human
and physical resources. How can this demand be fostered, stimulated, devel-
oped? The easy response is to create demand internally, pechaps by the gov-
ernment, pethaps via the banking system. Such “autonomous™ creation of
demand invariably involves, in one form or another, the inflationary expan-
sion of the money supply. This was the subject of the preceding section,
where the folly of the inflationary path was amply demonstrated. High rates
of inflation are, in theory, in practice, and in common sense, inimical to eco-
nomic efficiency and to economic growth. And in the Russian case, one can
also say that the inflationary “solution™ has already been tried, and has led 10
disastrous consequences.

The alternative and much better avenue of escape from the swamp is pro-
vided by the real exchange rate. The objective in this case is export-led
growth, in which the economy exploits its known sources of comparative
advantage, and in the process also encounters new ones.

This route out of the swamp can be said to be the natural one, in the sense
that it is likely to evolve quite naturally in a market economy. If a country has
to export more to solve its problems, then what is more natural than for those
exports to be priced attractively? And attractive pricing for exports means
high prices in rubles, as far as Russian producers are concerned, and low
prices in dotiars, pounds or marks as far as foreign buyers are concerned. A
high rea] price of the dollar accomplishes both of these apparently contradic-
tory objectives at the same time.

A high ruble price of the dollar gives a strong incentive to old export
items, and at the same time stimulates a search for new items of comparative
advantage. It was the stimulus of a high real exchange rate that led 1o the
development in Chile during the middle and late 1970s, of several major new
export items — including salmon (in which Chile is now one of the three
biggest exporters), kiwis (in which it disputes for leadership only with the old
leader, New Zealand), and table grapes, peaches, raspberries, nectarines and
other fruit. These are all items of true comparative advantage for Chile. The
salmon are cultivated in the fiords of Chile's somhern coast, just as they are
cultivated in the fiords of Norway and Scotland. The boorn in fruit exports is
quite natural, too, as it takes advantage of Chile's iocation in the southern
hemisphere and of its rich soil and benign climate.

Yet this comparative advantage remained unexpioited for many, many
years. Production and export of these new items was stimulated by a high
real price of the dollar in the mid-1970s, which made it highly attractive for
people to experiment with ideas for new export items. In every single case
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major investments were involved, which took years to bear fruit. Once again
the high real exchange rate was a major contributor to the attractiveness of
these investments.

Influencing the Real Exchange Rate

1 hope that the preceding section has given readers a good appreciation of
the importance of the real exchange rate as a key economic variabie, and of
the many different forces that are reflected in its movements. As is the case
for most economic prices, it is a variable that should be treated with a great
deal of respect — one should not dream of ordering it around, of telling it
what to do. Here, as elsewhere on the economic stage, the law of supply and
demand has to be appreciated and respected.

It is within this context that one ought to be thinking as one contemplates
the role of the real exchange rate (RER) in economic policy. The RER can-
not be ordered about, and cannot be simply manipulated to do what the poli-
cymaker wants. But this does not say that it cannot be irffuernced by the
actions of the economic policy authorities.

There are two ways in which the authorities can fruitfully work to influ-
ence the RER. The first is by operating on the real variables that influences
the supply and demand for foreign currency, and the second is by moving the
nominal exchange rate to facilitate the adjustment of the real rate to a new
equilibrium level. But one must shun like the plague any idea that one can
sensibly think of using changes in the nominal exchange rate as an instrument
for bringing about changes in the equilibrium level of the RER.

I now proceed to a series of historical examples, each of which illustrates
one or another of the points just made. First will be the case of El Salvador
1985-88, which will show the futility of trying to use a nominal instrument
(in this case the nominal exchange rate) as a device for changing the equilib-
rium value of a real variable (in this case the real exchange rate). The second
is Brazil, 1968-1979 where a policy of targeting the real exchange rate suc-
ceeded in that objective. In this case real instruments were used, namely
changing the intensity of import restrictions plus accumulating reserves of
foreign curtency. The third example is Chile, 1985-1998, where the real
exchange rate was also targeted, but less strongly than in the earlier Brazilian
case. Here the main real instruments were at the beginning the repatriation
of foreign debts, and toward the end the massive accutnulation of foreign
reserves. The final example is that of contemporary Argentina, where the real
exchange rate has been out of equilibrium for at least five years, and a tragic
confluence of economic rigidities has frustrated its appropriate adjustment.
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El Salvador, 1985-1988. The economy of El Salvador has for more than
two decades been characterized by what is perceived as a low real price of the
dollar. This perception is reflected in constant complaints by large numbers
of producers of tradable goods. In my own experience there, the agricultural
sector has been the most vocal complainer. Farmers have had a difficult time
meeting international competition and, not being economists, have come to a
simplistic determination of what was wrong. What they alleged was that the
government, and in particular the Central Bank, had in its hands a very sim-
ple answer to their problem. Whereas they (the farmers) were barely surviv-
ing at the prevailing exchange rate, the whole sector could be made to thrive
if only the exchange rate were, say, to be doubled. Misery would be tumed
into prosperity, losses into profits, penury into wealth. How, asked the farm-
ers, could the authorities be so stupid as not to see and appreciate this?

Well, the authorities yielded and performed the experiment in early 1986.
The exchange rate had been 2.50 colones per dolfar for many years; now it
was doubled to 5.00 colones. With this, according to the farmers’ view, the
agricultural and other producers of tradables goods should have been rescued
from their plight. Undeniably a sort of temporary rescue did take place, but
by 1988, barely two years after the massive devaluation, the general price
level had doubted, compared to its pre-devaluation (1985) level. And by
1990 it had tripled. The dollar value of merchandise exports, which had aver-
aged about $700 million in 1983-85, jumped to 3777 million in 1986, but
quickly receded to about $600 million in 1987 and 1988, and was below $600
million for the following three years.

What happened to frustrate the results that agriculturists and others so
fondly expected from z massive devaluation? The answer is that the under-
lying real situation of the economy had not changed, and in particular the
devaluation did nothing to change the equilibrium value of the real exchange
rate.

The reason why the real exchange rate was low in El Salvador in the mid-
dle and late 19890s, and continues low to this day, is the massive flood of dol-
lars that arrives every year in the form of emigrant remittances and foreign
aid. These have financed the bulk of E!l Salvador’s excess of imports and
exports for more than 15 years — deficits that have ranged from 6 to 15 per-
cent of GDP in the period in question. This flood of dollars is what made the
dollar abundant and therefore cheap in reat terms. I have ofien said to com-
plaining farmers in El Salvador, if you really want to raise the real price of
the dollar, tell your relatives and friends in Los Angeles to stop sending remit-
tances, and telf your government to stop accepting foreign aid. Cut off these
sources of supply of dollars and the price of the dollar will surely rise in real
termms. But as long as these inflows of dollars continue, you can expect the
dollar to be cheap.
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Needless to say, my argument here was rhetorical. El Salvador as a nation
and a society has clearly benefited both from emigrant remittances and from
foreign aid. It is not in their interest to cut off either flow. My real point is
that while these large inflows of dollars continue, the equilibrium real
exchange rate will remain low. A major devaluation will change the nominal
rate, but the real rate will try to go back to its equilibrium level, as it actual-
ly did in the period 1986-88. In the end, all that E} Salvador got out of its big
devaluation of 1986 was a roughly doubled price level.

Brazil, 1968-1978. Brazil's economy was in a state of distress in 1963-
64, beset by high levels of protectionism, inflation, price controls and related
maladies. A series of major reforms in the 1964-68 period set the stage for
the so-cailed Brazilian miracle of 1968-78. One of the key policies charac-
terizing that “miracle” period was the attempt to maintain the real exchange
rate at a level that would stimulate investment in the production of tradable
goods in general, and of export goods in particular.

If the El Salvador episode demonstrates that one cannot successfully tar-
get the real exchange rate using a nominal instrument, the Brazilian miracle
period shows that one can at least sometimes succeed in such an attempt if
one uses one or more real policy instruments. The key real instruments were
a buildup of foreign exchange reserves plus the manipulation of import
restrictions so as to influence the market's demand for foreign exchange.
Brazil started this period (Dec., 1967) with only $157 million of foreign cur-
rency reserves, and ended it (Dec., 1978) with over $11 billion. The buildup
of reserves actually came in two spurts — one which lasted until 1973 and
brought reserves to $6.36 billion, and a second in which they rose from $3.65
billion at the end of 1975 to $11.83 billion at the end of 1978. In between,
reserves were depleted in response to the 1974 oil crisis, but this too was in
pursuit of Brazil's RER target. For the two periods when reserves grew, the
market would otherwise have set a rate below the target, so purchases were
called for. During the oil crisis years, however, market demand for doltars
soared, and it took sales of reserves to keep the RER from exceeding its tar-
get level. -

The other instrument Brazil employed was changes in import restrictions.
During the first period this was a case of happy coincidence as between two
policy objectives. The government wanted to liberalize trade, and was faced
with existing import barriers that were far too high. Lowering these barriers
helped it to meet its liberalization objective, and at the same time the added
demand for foreign cutrency helped liff the real exchange rate to the target
level. Brazil's strategy during the 1968-73 period can be thought of as tumn-
ing first to reserve accumulation as the “ceniral variable” to infiuence the
RER. But then, if the required rate of reserves accumulation was too great, a
judicious reduction of import restrictions was brought into play.
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One can think of this strategy as being put into reverse gear starting with
the oil price boom of 1974. Recall that now the market pressure was toward
a real exchange rate that was higher than the target. Brazil first sold off its
reserves, but when they were judged to have fallen too far, the Brazilian
authorities responded by putting an additional import restrictions so as to cur-
tail the demand for dollars and bring the equilibrium RER down to the target
level they had set.

Most economists genuinely applauded as import restrictions were succes-
sively reduced or eliminated during the 1968-73 period, but were dismayed
by the reintroduction of such restrictions in the 1974-78 period. It must be
said, however, that this policy, though far from being first best, did in fact
succeed in holding the real exchange rate to within plus or minus 5% of its
target level, all the way through [978. Moreover, the growth of the Brazilian
economy was spectacular, averaging 10% during 1968-73, and 7% during
1974-78.

Chile, 1985-98. Chile was the Latin American country that was hardest
hit by the debt crisis of 1981-82. The capital inflow into that country had
reached a peak of 15% of GDP in 1981 (which was higher than the peak
attained by any other Latin American country), and fell by more than 10 per-
centage points of GDP in the single year 1981-82. However, this turnaround
happened to coincide with a precipitous fall in the price of copper, which fell
by more than 30% between 1980 and 1982.

The Chilean economy remained in a deep depression until 1985, when a
new finance minister (Heman Buchi) and a new economic team mounted a
series of major new economic reforms. These represented a continuation of
the process of liberalization and modernization that had characterized the ear-
lier Chilean boom of 1975-81. The cornerstone of Buchi's macroeconomic
policy was the real exchange rate. His objective was to emulate the Brazilian
miracle by organizing an economic recovery that was driven by the growth of
exports. A high real price of the dollar was sought as a means of stimulating
this export growth.

The real instruments that Buchi employed to influence the real exchange
rate included trade liberalization and accurnulation of international reserves
{both familiar instruments from the Brazilian and the earlier Chilean (1975-
81) episodes), plus what 1 will call “Buchi's secret weapon”. This was the
repatriation of private sector debt, carried over from the big capital inflows
that had characterized the years 1979-81. It was mainly owed by Chilean
banks to banks in the U.S. and Europe. In the wake of the debt crisis there had
emerged in New York a secondary market for Latin American debt of all
kinds, in which the debt instruments were transacted at varying degrees of
discount below par. At the time Buchi discovered his secret weapon, the debt
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instruments of the main Chilean debior banks were transacting at about 60%
of par.

It was not legal for the Chilean banks to go into the international market
to repurchase their own bonds at discounted prices. But that did not deter oth-
ers from performing the same function. The Chilean authorities became alert-
ed to the situation when the Central Bank began to receive large and growing
demands for dollars, for the purpose of buying and repatriating the discount-
ed bonds of Chilean banks. Fearful that such applications would lead to
unmanageabie pressures on Chile's market for foreign exchange, the Chilean
authorities instituted a mechanism of control, which consisted of auctioning
off, every two weeks, certificates which gave the buyer the right to repatriate
the discounted debt instruments. (Chile's capital account had not been decon-
trolled, so this solution was easy to implement.)

With these auctions, it was easy for Chile's Central Bank to stem the
flood of demand for foreign currency. That flood had started because of
the high profit potential implicit in the difference between the discounted
price of Chilean bank bonds (originally around 60) and their par value
(100). T1nitially, this “profit” was available to be divided in negotiations
between the entrepreneurs and the debtor banks. But once the bi-weekly
auctions were instituted, the Central Bank ended up with most of this arb1-
trage profit. '

So the Chilean authorities gained in two ways — they were able to con-
trol the flow of demand for foreign exchange for this purpose, and they made
a lot of money in the process. It did not take long for them to see the poten-
tial for using these same bi-weekly auctions to produce yet a third advantage
for them — the capacity to create, at their own initiative, whatever demand
for foreign currency (within feasible limits) was needed to produce an equi-
librium of supply and demand within the band that they were targeting for the
real exchange rate. :

This was the beginning of what 1 would call a blissful period of real
exchange rate targeting by the Central Bank of Chile. Supply and demand
(including the Central Bank's own desired accumulation of intemational
reserves) were always kept equal at a price within the target band, and the .
- Central Bank made a lot of money in the process!! But the period of bliss was

destined to end. Each passing year reduced the amount of discounted bonds
that was still outstanding, and at the same time the size of the discount was
progressively squeezed toward zero. ,
By the time Patricio Aylwin was elected as Chile's next President at the
~end of 1989, one can say that the permissions-auction idea had run its course.
Yet the new government firmly believed in the idea of trying to keep the real .
exchange rate at an export-incentive level. But how to do it? Here they took
a clue from the earlier, highly successful policy. That policy had in effect
amounted to the replacement of discounted foreign debt denominated in dol-
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lars by newly issued domestic debt {of the Chilean debtor banks) denominat-
ed in pesos. That is, during 1985-89, the policy had fostered a reduction of
foreign dollar liabilities plus a rise in peso liabilities of these banks. A very
close counterpart of this could be achieved, it was thought, by effecting a rise
in dollar assets of the country (held abroad) compensated by a rise of peso
liabilities. Thus began a systematic policy (known as sterilized intervention)
of the Central Bank issuing bonds on the local market, and using the proceeds
10 build up dotlar balances abroad.

The policy of building up doilar balances abroad certainly *“worked” in
the literal sense. The international reserves of Chile's Central Bank stood at
$3.6 billion just after President Aylwin's election in December, 1989. By the
end of 1990 they had risen to $6.1 billion; they reached $9.2 billion by the
end of 1992, $13.1 biilion by the end of 1994, and $17.3 billion by the end of
1997. This success, however, masked two problems, one of “Central Bank
losses™, the other of the “reflux of capital”.

Although the “new” policy, under which the Central Bank of Chile bor-
rowed in the home market, then demanded dollars (in order to prop up the
real exchange rate), and finally placed those dollars abroad in the world
financial markets bore a close resemblance to the old policy (of repatriating
discounted debt), 1t differed dramaticailly in its effect on Central Bank earn-
ings. Whereas the “old” policy brought a regular flow of cash (the proceeds
of the bi-weekly auctions) into the coffers of the Central Bank, the “new”
policy generated nothing but losses. These stemmed from the fact that the
interest rate paid on the peso bonds issued by the Central Bank was signif-
icantly higher than that yielded by the dollar denominated securities and
deposits that were acquired using the proceeds from the sale of the bonds.
Interest rates on both sides of this equation varied through time, but they
always signified losses for the Central Bank. An example of the discrepancy
can be drawn from recent experience — with the Central Bank paying 7 to
8 percent on peso bonds indexed to the Chilean price level, while the pro-
ceeds of those bonds were being used to buy securities yielding an average
nominal return (in dollars) of only 4 10 5 percent. Since over the period
since 1990 the peso has appreciated significantly in real terms (in spite of
the Central Bank's efforts), the loss was significantly greater than the 2-4
percentage point differential between the real peso rate paid and the dollar
rate received. Moreover, the Central Bank loss in this borrowing-cum-
placement operation has an automatic tendency to grow through time, so
long as the operation is itself continuing. This can be seen by contemplat-
ing the growth in Chile's international reserves. If all of the growth from
33 billion in 1989 to $17 billion in 1997 was a reflection of operations of
this type it would mean that the Central Bank would be taking its loss on an
outstanding stock of bonds equal to the fuil increment ($14 billion) of
reserves that those bonds had financed. Taking an illustrative figure of 5
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percentage points as the net Joss per annum, we would calculate the loss at
05 x $3 billion, or $150 million during 1991 (when total reserves were
about $6 billion), rising to 0.5 x $14 billion, or $700 million by 1997, when
Chile's foreign reserves had grown to §17 billion. The cumulation of these
losses, and the prospect of future losses that would be linked to the extent
of future reliance on similar operations, was certainly partly responsible for
the acceptance, by Chile's Central Bank, of a downward drift in the real
exchange rate in the years after 1989.

The “reflux™ problem was related to the operation just described. As the
Central Bank sold additional bonds on the local market, the interest rafe with-
i Chile tended to be driven higher — i.e., above the level where it otherwise
would have found its equilibrium. This higher interest rate within Chile made
it more attractive for both foreigners and Chileans to shift money from, say,
New York to the Santiago market. Thus, if the Central Bank were adding $4
billion to its international reserves in New York, perhaps a quarter or a third
or half of that amount would flow back to Chile as an “induced” private cap-
ital flow. We do not know the precise fraction of funds put abroad that came
back to Chile as an induced “reflux”. But we do know that the Central Bank
took the problem very seriously.

The response of the Chile's Central Bank to the “reflux” probiem was to
institute what was in effect a tax on flows of short-term capital into the
country. This was accomplished by a requirement that 30% of any inflow of
short-term funds be placed in a zero-interest deposit at the Central Bank, for
a period of a year. Thus, if these funds could have eamned a 10% interest rate
in the local market, the effect would have been the same as a tax ;ﬁ' 3 per-
centage points. (Indeed, in the latter part of the period, investors could sim-
ply pay the Central Bank an “up front” fee of three percentage points of the
capital flow in question, thus “buying out” of the deposit requirements.)

The 30% deposit requirement (and more recently the option of a 3% fee
in lieu of a deposit) stayed in effect until very recently. in the wake of the so-
called Asian crisis, however, the deposit was first reduced from 30 to 10 per-
cent, and subsequently {Jate in 1998) eliminated entirely. By that point the
Chilean authorities were more interested in attracting capital to the country
than. in preventing too much of it from coming.

Argentina. 1995-2000. The big real exchange rate lesson to be drawn
from Argentina's experience in this period is how difficult and painful it can
be for a country to try to achieve a real exchange rate devaluation through a
process of internal deflation.

There is an easy litany that one can use in instructing the uninitiated about
the real exchange rate. Let us call the nominal exchange rate with the dollar
(or any other chosen major currency) E — the nominal price of the nominal
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dollar. Deflate this by a general price index (m;) of the country in question
and you get E/n; — the real price of the nominal doliar. Multiply this by an
index (n*) of the dollar prices of tradable geods and you get En*/n; — the
real price of the real dollar'.

From this definition {En*/n;) of the real exchange rate it can easily be
seen that any change that can be accomplished by a change in E can also in
principle be achieved by an inversely proportional change in pd. Indeed,
movements in pd are the main mechanism by which the RER adjusts, under
any fixed exchange rate system. We have an enormous list of cases in which
major declines (appreciations) of the real exchange rate have taken place suc-
cessfully while the nominal rate E was fixed. But we have very few cases
of successful major increases (depreciations) of the real exchange brought
about by downward movements of the internal price level. These are the
cases that are very hard to find. )

The reason is apparent from the case of Chile in 1981-82. Chile's 1975-
81 boom really came to its peak on the second quarter of 1981, when the rate
of unemployment (which had been coming down but was mostly in double
digits from 1975 through 1980), finally reached 8% in June 1981. Then the
debt crisis struck, and the rate of unemployment rose from 8 to over 28 per-
cent in the lapse of barely a year. Chile was operating with a fixed exchange
rate of 39 pesos to the dollar. But huge capital inflows had brought about a
major fall in the RER, as the Chilean consumer price index (1985 = 100), had
risen from 27 to 45 while the nominal rate remained fixed. This major appre-
ciation of Chile's RER occurred under a fixed nominal rate, while its intema-
tional reserves grew, while real GDP grew at around 8% per year, and while
international reserves were reaching record levels. But only misery followed
starting in late 1981, when a major RER adjustment in the opposite direction
was called for.

The reason for this asymmetry is not hard to find — it is the oft-noted and
well-documented fact that wage and price levels tend to be much more rigid
in a downward than in an upward direction. Sometimes one encounters econ-
omists and others who try to dispute this fact by pointing to cases of prices
(like those of primary commodities) that fluctuate up and down symmetrical-
ly, and by finding instances in which workers in certain firms and industries

* This same number is also the real price of the real deutschmark, for we get E' (the nomipal price
of the nominal DM) by dividing E (pesos per dollar} by H, the number of marks per dollar,
and we get 7', the index of the DM prices of tradable goods by muitiplying * times H. So
M EM~(*B)EHYR,=TE/T;. In the same way it can be shown that a country’s real
exchange rates with the pound, franc and yen are all exactly the same as those with the dollar and
with the DM. In short, the real exchange rate is not a bilateral variable but a variable signifying
a country's connection with the world market for tradable goods and services. In this paper we
use the dollar as the currency of reference because of its relative importance, and because most
quotations of countries’ exchange rates refer to the local currency price of the dollar.
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have willingly accepted reductions in their nominal wages. Such evidence
can be perfectly true, but it does not speak to the issue of real exchange rate
adjustment via deflation. To deal with that issue one needs to find examples
of important increases in the real exchange rate that were brought about main-
ly through a declining price level. But when Chile's debt crisis struck, the
general price level did not fall. Instead, economic activity fell, and unem-
ployment skyrocketed to over 28%. Chile's government adamantly defended
the fixed exchange rate to the last moment, when it feit it had no alternative
but to devalue the peso. What this means is that this Chilean experience qual-
ifies as a devaluation crisis, not as a case of successful deflation under a fixed
exchange rate system. - The same is true for the vast majority of other cases
where a major upward adjustment of the RER was called for (by the market
forces of supply and demand). Since devaluation came soon after the crisis
struck, in all these cases, they do not allow us to see a full adjustment process
with a fixed exchange rate.

The economics literature treats one famous case — that of the British
pound in the 1920s. Here the disequilibrium of the real exchange rate was
created by the British authorities themselves when, after the end of the First
World War, they imposed a huge appreciation of the nominal exchange rate
(which had been allowed to float during the war). This is generally regarded
as a huge policy mistake, as it set in motion a lengthy process of internal
deflation, leading some economists to call the 1920s a “lost decade™ for the
British economy.

Argentina's situation in the 1990s was quite different from Britain's in the
1920s, in that one can not blame the Argentine authorities for a poor choice
of the parity at which they fixed their exchange rate. But they carried with
them a different burden — the consequences of three near-hyperinflations
within a span of less than 25 years. Argentina's inflation rate had hit 444% in
1976, 672% in 1985, and 3000% in 1989. By the end of the third such
episode, the exchange rate was being vsed as the general “inflation signal” of
the economy. Shopkeepers, barbers, plumbers, restaurants — just about
everybody was setting their prices in dollars, then translating them into aus-
trales at the latest exchange rate that was reported over the radio. It was this
practice that produced the real exchange rate that prevailed at the point when
the parity of one new peso per dollar was set. Had the parity been set at two
new pesos per dollar, the initial price level would simply have been twice as
high, with the initial RER being just the same.

This was the historical process by which Argentina came to have a fixed
parity with the dollar, as a consequence of which her initial real exchange rate
almost came as an “act of God”, being beyond the control of the authorities.
This parity served the interests of Argentina pretty well as the economy grew
at an average rate of nearly 9% per annum over the years 1991 (when the par-
ity was set) through 1994. All hell broke lose, however, in the wake of the
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Mexican crisis of December, 1994. Within a single quarter after that crisis,
Argentina lost a third of its gross international reserves and fully half of its
net reserves. Only by imaginative emergency moves were the authorities able
to prevent a total collapse of the money supply, and even so M2 fell by around
12% in a single gnarter.

The Mexican crisis without a doubt changed the equilibrium real
exchange rate of the Argentine economy, principaily through its effect on cap-
ital flows. Thus what had up to 1994 been an RER that was reasonably close
to equilibrium, now became an RER that was substantially below its new
(1995 and afler) equilibrium. Had Argentina been “any ordinary country”,
the natural remedy would have been a substantial devajuation of the curren-
cy. But Argentina economists of ali stripes argued against this solution
because, they all felt, it would lead the Argentine public to essentially aban-
don the peso (the new unit as of the establishment of parity in 1991) and run
completely to dollars and other foreign currencies.

So the Argentines have stuck with their parity, bearing it and its conse-
quences as the curse of their inflationary histery. But these consequences
have been severe. Despite the strong defiationary pressures, the best the
consumer price index could do is to hold steady for the five years 1995
through 1999. The producer price level was slightly more responsive to the
deflationary pressures, reaching an index level of 95 in 1999 [with 1995 =
100]. But the failure to achieve equilibrium was super-evident in
Argentina's unemployment experience. Over the whole period from 19935
onward, the unemployment rate has averaged about 15%, and has not fall-
en below 12.5%. Argentina has been unlucky in that Asian, Russian and
Brazilian shocks have foliowed the Mexican one like the waves of the
ocean. But there can be little doubt that Argentina would have been better
off if it had been able (like its neighbor, Brazil) 1o use a nominal devalua-
tion as a device to bring its real exchange rate into closer accord with its
equilibrium level. Fixing the exchange rate in 1991 was not a mistake, and
not a curse. The economy thrived for four years, just as the Chilean econ-
omy had thrived for two years under a fixed exchange rate before the debt
crisis of 1981-82 struck. But in the presence of strong negative external
shocks, a prompt and decisive devatuation (or freeing of the exchange rate)
would under normal circumstances have been the natural solution for
Argentina as of 1995, [t would surely have made the necessary RER adjust-
ment more palatable and less costly. Argentina's real curse is that her infla-
tionary history has precluded her from using the policy instrument — a
freeing of the exchange rate or a sharp devaluation — that would normally
be most appropriate to resolve her recent and current disequilibrium.
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More On Sterilized Intervention

Sterilized intervention is probably as old as central banking itself —
maybe even older, as it quite likely was also practiced by the “leading private
banks” that were the precursors of today's central banks.

In a fully operative fixed exchange rate system, the Central Bank buys and
sells foreign exchange at the specified rate. In this process, it naturally accu-
mulates and decumnulates international reserves.. It seems -at first sight that
these holdings of reserves are beyond its influence, being simply the result of
the simple acts of buying and selling at the fixed rate. But the truth is much
mote complicated. In a “pure” system, the pesos emitted by the Central Bank
would serve as a base for a general monetary expansion. This would put
more money in the hands of the public, very likely in excess of what they
really wanted to hold. The result would be that they would want to spend the
excess, on goods, services and financial instruments. In these acts of spend-
ing they would cause imports to increase as they spent on importables, and
exports to decrease as they spent on exportables. An outflow of internation-
al reserves would typically result, which would only come to an end when the
amount of money in the system was once again in accord with what people
were willing to hold, given the prevailing levels of prices and incomes.

Unless the underlying conditions of the economy changed in some impor-
- tant way, this process that started from a full equilibrium with an amount Ro
of international reserves, and then received a “shock” of DR to those
reserves, would end up with reserves-back at or near Ro. The exira money
DM that came into being on the basis of DR would represent “unwanted
monetary balances” and would tend to be spent. The part spent on tradables
would be reflected in a loss of reserves. This is the process by which the orig-
inal equilibrium reserves level (R} would be restored.

Now suppose that a Central Bank wanted to keep some or all of the incre-
ment AR in its reserves. What would it do? Quite obviously, it would have
to try to shori-circuit the process just described — by which peopie brought
about a loss of reserves through their spending their undesired monetary bal-
ances. The natural and easy way to do this is to short-circuit the link by
which the increment to reserves DR produces an induced increment (AM)
in the money supply. This can be done by the Central Bank's operating on the
other major asset of the banking system, namely domestic credit. So if
domestic credit can be curtailed by enough so that the money supply is kept
in consonance with what people want to hold, this will eliminate the scenario
through which the initial increment (AR) of reserves is reversed and ulti-
mately erased.

This is where sterilized intervention enters the picture. Central Banks use
various devices to prevent or at least control the increment of money (AM)
that is generated in response to an increment of reserves AR. Increases in
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interest rates, changes in the fractions of reserves that banks must hold
against deposits, open market operations in which the Central Bank absorbs
base money by selling bonds or other assets, direct regulation of expansions
of bank credit — all these devices have been and are being employed by
Central Banks. And important among the purposes for which they are used
is sterilized intervention.

Sterilized intervention is not just a one-way street. The example above
dealt with the Central Bank preventing an increment of reserves DR from
having its full “natural” effect on the money supply. The same can happen in
reverse — preventing a loss of international reserves from leading to a pro-
portionate or nearly-proportionate fall in the money supply. This is precise-
ly what the Argentine authorities successfully did in early 1995 in their efforts
to prevent a huge loss of international reserves from leading to a correspon-
ding collapse of the nation's monetary magnitudes.

1 cannot ¢laim any intimate knowledge of the Russian case, but as I read
that country's simple monetary statistics, I believe I see strong evidence of
sterilized intervention. An easy example can be drawn from the recent gyra-
tions of the world price of petroleum. As this price fel] from nearly $20 a bar-
rel in 1997 to around 310 in December 1998-February 1999 Russia’s interna-
tional reserves were allowed to fall from a peak of over $20 billion in the sec-
ond quarter of 1997 to a Iow of less than $7 billion in March of 1939, But
when the oil price turmed around and started to rise to bonanza levels, Russia's
Central Bank aliowed reserves to rise dramatically, so that by now they are
again close to $20 billion, These are two good examples of what appears to
be sterilized intervention.

Table:3 shows some examples of sterilized intervention by other coun-
tries. These cases were built up from an ongoing study by S. Wong, which
deals with recent episodes of very large capital inflows. In column (1) the
dates of the capital inflow episode are shown. Column (2) then gives the
cumujative capital inflow over this period, expressed as a percentage of a
year's GDP. Thus Chile's capital inflow over the nine years 1989 through
1997 amounted to some 60% of a year's GDP, equivalent to about 6.7% of
GDP per year.

The third column of Table 3 shows the accumulation of intemnational
reserves over the specified period. The fourth column simply gives the ratio
of (3) to (2). Thus, in Chile's case, we see that 52% of the capital inflow
ended up “reflected” in increased reserves. This did not happen by accident.
We know, in the Chilean case, that those reserves were accumulated as a
result of a conscious policy by the Central Bank of influencing the real
exchange rate using the instrument of sterilized infervention. I certainly
would not contend that all or even most of the other cases were the result of
such a conscious policy. But there is little doubt concerning the fact of ster-
ilized intervention in the other cases. And this would mean a corresponding
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Table 3
STERILIZED INTERVENTION
IN PERIODS OF CAPITAL INFLOW DURING EPISODES

Accumu-
Capital
lation of
Inflow Rate RER*
Country Period Reserves :
over (3t (2) Ending/Before
‘ over
Period
Period
(0 (2) 3 * (%)

Argentina 1977~1981 7.1% 6.86 0.95 577149
Chile 1989-1997 60.24 31.29 0.52 73/111
Peru 1991-1997 3922 193 049 74/100
Uruguay 1990-1997 43.85 12.85 0.29 54/107
Bolivia 1990-1997 43.85 12.85 0.29 - 90/95
Brazil 1992-1997 15.97 19.55 1.22 94/112
Korea 1990-1996 1652 - 4.75 0.29 93/98
Malaysia 1989-1997 75.37 29.27 0.39 80/96
Indonesia 1990-1996 26.73 8.15 0.31 92/99
Singapore 1972-1987 232.27 129.77 0.56 102/108
‘Thailand 1990-1996 7118 22.81 0.32 891101

* In column (3) we attempt to show what happened to the real exchange rate over the period of
capital inflow. It makes sense to use the RER the year before the start of the inflow period as
the base. Similarly, because the “crisis™ that ended the inflow sometimes occurs in the last
year of the inflow, we take the penultimate year of inflow as our ending petiod.

effect on the real exchange rate, even if that were not the main purpose of the
operation.

To see what actually happened to real exchange rates in these capital
inflow episodes, we show in column (5) the ratio of ending RER/beginning
RER. For this ratio we use as the beginning point the average RER of the
year before the capital inflow started, and as the ending point the average
RER of the year before it ended. (This guards against the possibility that the
crisis which ended the capital inflow took place during a last year in which
the net inflow was still positive, triggering a big increase in the RER which
was really not the consequence of the capital inflow, but instead of its abrupt
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termination at some point in its final year.) One can see in column (3) the nat-
ural effect of capital inflows in causing the real price of the dollar (the RER)
to fall. This tendency was mitigated but not obliterated by the sterilized inter-
ventions that the table documents.

As a final note on sterilized intervention let me retumn to the “reflux” prob-
lem mentioned in the analysis of the Chilean case. The intensity of this prob-
lem depends very much on the degree of integration of a country with the
world capital market, and with the way in which that market assesses its
“country risk”. Recall that the reflux problem emerges when the country’s
accumulations of intenational reserves are to some degree offset by
“induced” private capital flows in the opposite direction. Such flows would
be induced by the squeezing of domestic credit in the country, which typical-
ly would cause interest rates to rise. 1t is this rise in interest rates that then
operates to attract the induced “reflux” of funds. The reflux problem obvi-
cusly depends on the degree of capital market linkage and on the degree of
confidence that international market participants place in the country. This
linkage and confidence were quite low for Chile and Argentina in the middie
1970s, so reflux was not a problem. Linkage and confidence were consider-
ably better in the 1990s so by then the issue of reflux became a problem.
Luxembourg, with its virtually complete integration and full confidence, has
to be a country for which the reflux problem would be huge, which would
mean that sterilized intervention would have little effect. It seems quite clear
that in the present circumstances, Russia is more like Chile and Argentina in
the middle 1970s than it is like those countries, not to mention Luxembourg,
today. So I do not see any serious impediment to the effectiveness of steril-
ized intervention in Russia. Indeed, [ believe we have seen the successful use
of this instrument in both directions, during the past three years.

The Importance of “Sources of Growth” Analysis

The idea of breaking down a country’s growth rate into a series of compo-
nents due, respectively, to increase in labor input, increase in capital input,
and a residual incorporating other influences has to be recognized as one of
the 20th century's great advances in economic thinking. At the time of its
inception it helped to: a) play down the role of physical capital and b} play
up the rele of “technical advance” as elements in the growth process. Very
soon thereafter the role of human capital was given new attention. Still later
the multi-faceted nature of the residual term came to the fore. My own
predilection is to explicitly label this term “real cost reductions”. This label
does not change anything, but it helps remind us that this term does not just
represent new inventions, or economies of scale, or externalities and
spillovers but rather includes all of these things, plus improved personnel

-
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management, better office procedures, modernized inventory control, maybe
even successful advertising campaigns, and many other paths to greater prof-
its through greater efficiency.

This “disaggregated” view of the growth process does not fit very well in
a framework structured around the concept of the aggregate production fime-
tion. Rather, jts natural point of focus is the firm, where every element of the
process of growth must ultimately be reflected. This is true at least of the
growth of GDP (which is what has traditionally been measured) since the
GDP of a nation (or province or country} is nothing but the sum total of the
GDP contributions of the entities located there. Focusing on the firm and
even on breakdowns of growth by two- and three- and four-digit industries
gives one a quite different appreciation of the nature of the growth process
than one gets by thinking in terms of an aggregate production function. The
more disaggregated one's focus, the more Schumpeterian becomes one's
vision of the growth process. This is because the great under-appreciated fact
of disaggregated growth analysis is the pervasiveness of real cost increases
side by side with real cost reductions. In just about every disaggregated data
set that one turns to there are losers as well as winners — and not just a few
losers, but lots of them, often accounting for as much as a third or even half
of initial value added.

Though some may gravitate toward attributing this to mere randomness, I
feel this is like running away from the challenge posed by the phenomenon
of widespread declines (side by side with increases) in total factor productiv-
ity (TFP). I believe, as Schumpeter did, that there is something about it which
is not only systematic, but also quite of the essence of the growth process. On
top of whatever simple randomness there is, we have the phenomenon of win-
ners beating out losers, all over the economic landscape. The winners are
those who find ways of producing the same products for less, or betier prod-
ucts for the same money, or totally new products that attract consumer
demand. The losers are those who suffer in this process, typically being driv-
en back to production points where their average costs (which are the raw
material that TFP analysis works with) are higher.

. Policies that Promote (or Enable) Real Cost Reductions. Many differ-
ent studies of the breakdown of growth into its components have come to the
conclusion that high-growth situations tend to be characterized (among other
things) by high rates of real cost reduction. These real cost reductions eceur,
in one sense or another, inside of business entities, So where does policy
come into play? In some cases, like improving a highway network, it may
directly “produce” reductions in real (in this case transport) costs. In others,
like promoting research and development activities, it may involve operations
that can actually “deliver” real cost reductions within the firm. But the over-
whelming bulk of relevant policies work in neither of these ways. Instead,
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they play an “enabling” role, making it easier for firms to encounter new
ways of reducing real costs.

First and foremost among growth-enabling policies is the control of seri-
ous inflation. Much evidence shows that inflation inhibits economic growth.
We earlier in this paper discussed three main ways in which this happens —
a) the blurring of relative prices that invariably accompanies high inflation
makes it hard for firms to perceive opportunities for real cost reduction; b)
some of the investible funds that are generated in inflationary economies tend
to be diverted to safer havens (like foreign currency or foreign bank and secu-
rities accounts), and ¢) the higher its rate, the greater the fraction of real
resources dedicated 1o finding ways of tuming the inflation process to one's
private advantage (even though no overall gain to society is involved).

Surmounting inflation almost by definition entails pursuing more sensible
Jiscal and other macreeconomic policies, but it is worth while to list such
policies as a separate point. A macro-framework that is economically sound,
and that in addition is expected to continue to be so in the future, opens the
door to investments and cost-reducing activities that would otherwise be
shunned. '

Linked to sound macro-policies, but not quite the same thing, is the
reduction of economic distortions, most especially those put in place by the
government itself. Taxes, tariffs, quotas, price controls, open and hidden sub-
sidies — these are some of the more important of such distortions. Closely
related are the distortions imposed by arbitrary regulations, restrictions,
licensing procedures and the like. Some distorticons are the inevitable accom-
paniment of government, but in most real-worid cases there is wide scope for
reducing their cost to the economy. The idea is to move from an economic
system that has lots of “prices that lie” toward one in which there are fewer,
and where the lies they tell are more like fibs and less like gross prevarica-
tions. This is important because, the greater the degree of distortion in the
economy, the more cases there will be of actions that reduce real costs for the
economic agents directly involved but that actually increase real costs from
the standpoint of the economy as a whole. TH-advised regulations not only
work to keep real costs higher than they need to be; they also reduce the rate
of growth by slowing the speed at which opportunities for real cost reduction
are implemented.

Policies that Promote a More Open Economy. Without a doubt policies
promoting freer trade in particular and a more open economy in general can
be considered simply as a category under the general heading of policies that
reduce economic distortions. But that would tend to underplay the critical
role that openness appears to have played in just about every development
success story of recent decades. People can argue about the nuances, but not
only did exports and imports both grow dramatically in the great growth
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episodes of Japan, Taiwan, Korea, Spain, Portugal, Greece, Brazil, Chile and
Argentina — but they grew even in relation to the very notable growth of
GDP.

Openness seems to do much more than just eliminate triangles of excess
burden stemming from tariffs, quotas and sifnilar distortions. It appears also
to unleash, or at least to have the potential for unleashing a new dynamism in
previously stagnant or sluggish economies. I know it is hard for many of us
economists to accept that economic agents are not always working equally
hard to reduce real costs, but the evidence strongly suggests that businesses
with a market whose security for the firm is more-or-less guaranteed (by high
protection in one form or other) are more likely to take the comfortable route
of sticking with routines that proved successful in the past. Once such busi-
nesses are exposed to the rigors of world market competition, they either
adapt by reducing real costs or (usually gradually by a sequence of painful
steps) fade out of the picture. Living with market competition for a period of
time also tends to change the outlook of business firms, from a more-or-less
static vision of finding a “cash cow” and milking it steadily over a long peri-
od to a more dynamic approach of making it part of their regular business
routine to constantly look for newer and betier products, processes and meth-
ods. In these ways, a country's turning its economy toward greater openness
has an effect not only on the level of its GDP (the comparative static effect)
but also on its rate of growth (the dynamic effect of trade liberalization).

Some Special Features of the Russian Case. Russia's history has
bequeathed to it certain advantages and certain disadvantages with respect to
the process of real cost reduction. The most obvious advantages are on the
educational side, where it has a labor force that is far better prepared than
those of the great bulk of countries with a comparable (or even greater} GDP
per capita, This is an enormous plus, which is likely to become more and
more important as other barriers to growth are overcome.

The list of disadvantages is pretty well-known. The legal framework has
to be made more appropriate for a modern market economy. Economic activ-
ity must come to take place under “rules of the game” that are conducive to
economic activity and that are appreciated by and enforced upon the whole
range of market participants. Labor in particular must be able to move from
place to place. I understand that the legal restrictions on such mobility have
been lifted, but institutional restrictions (particularly the access of workers to
housing in a new location) stiil have to be surmounted.

I would like to make special note of an inheritance from Russia's past that
was particularly called to my attention during our visit. That is the charac-
teristic pattem (from the Soviet era) of concentrating the production of a
given item in a huge factory complex at a given place, often incorporating a
vertical integration from very basic inputs all the way up to the finished final
product. This organization of production tends to be highly bureaucratized,
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leaving little scope for cost-reducing initiatives. If one could only rewrite
history!f! The search for real cost reduction would be far better served with
many smaller factories, each seeking ways to reduce real cost, than with just
one or two huge factories trying to do the same thing. One of the biggest
challenges for stimulating economic growth in Russia is to figure out ways of
generating imaginative cost-reducing ideas, of creating avenues of financing
so that such ideas can be implemented, and of giving the resulting enterpris-
es (be they old ones or new) a free competitive access to the internal and
- external marketplaces. This task is much harder, starting from a system built
mainly of huge, integrated complexes. But that only makes it more of a chal-
lenge. Inmy view, the speed of Russia’s progress out of its present depressed
economic condition will depend greatly on how successful is the response to
this challenge.
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CREATING AN ENVIRONMENT
FOR MAXIMUM SUSTAINABLE
ECONOMIC GROWTH

- James Gwartney

I. INTRODUCTION

Economic growth is the key to higher living standards. Cutput and income
are closely linked. In fact, they are merely alternative ways of viewing the
same thing. The value of output generates an equal amount of income for the
resource owners producing the output. Correspondingly, expansion in the
production of goods and services valued by people is the source of income
growth, which provides for higher living standards. Over long periods, even
differences in growth rates that are seemingly small can exert a major impact
on living standards. For example, if two countries have the same ipitial
income level, after 35 years the income of the country growing at 4 percent
will be twice that of the country growing at 2 percent.

Modern growth theory is built on a classic 1956 article by Robert Solow.
Solow’s work stresses the importance of labor, capital, and technology as the
source of economic growth. Solow perceives of growth within the framework
of a production function. Growth is the result of an expansion of inputs —
more inputs lead to a larger output.

During the 1960s and 1970s, several researchers sought to measure the
growth in labor force and the stock of physical capital and use these figures
to estimate their contribution to the growth of output. The unexplained resid-
ual was thought to be the result of advancements in technology. More recent
research has also stressed the importance of human capital, investments in

' R. Solow, “A Contribution to the Theory of Economic Growth” Quarterly Journal of
Economics, Vol. 70 (February 1956), pp. 65-94.
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education, training, and experience on the skill level of iabor force partici-
pants.

Obviously, inputs play an important role in the growth process.
Investment in physical capital (tools, structures, and machines) and human
~ capital (education and training) can increase the productivity of workers.’
Technological advancement can also be important. Research and brainpower
can be used to discover lower-cost methods of production and to produce
valuable new products. Historically, important technological discoveries such
as the steam and internal combustion engines, electricity, nuclear energy, the
railroad, automobile, and airplane have dramatically altered our lives. The
process continues. During the last 30 years, life-saving drugs, heart trans-
plants, word processing equipment, personal computers, and electronic com-
munications have transformed the way we live and work.

It is also abundantly clear that there is more to the growth process than
expansion in inputs. The efficiency of input use is also critically impontant.
Despite high rates of physical investment and labor forces that were relative-
ly well educated, the performance of the centrally planned economies was
poor, primarily because of their inefficient use of resources. Neither does
access to more advanced technology guarantee growth. Developing countries
are in a position to emulate (or import at low cost) technologies that have
been successful in developed countries. Nonetheless, many continue to stag-
nate and fall further behind.

During the last decade, economists have began to integrate the quality of
institutional and policy environment into their analysis of growth. In many
ways, this "new growth theory" is a return to the approach of Adam Smith,
who also stressed the importance of the economic environment.

Inputs are not created and used in a vacuum. The availability of resources
and efficiency of their use is influenced by the institutional and policy envi-
ronment. Models of growth that fail to incorporate institutional and policy
factors are incomplete and ignore the central core of the growth process. The
availability and efficient use of inputs is dependent on the quality of the insti-
tutional and policy environment. Countries with a sound economic environ-
ment attract (1) investors willing to supply resources and adopt technological
improvements and (2) entrepreneurs willing to use resources efficiently and
produce goods and services that are valued highly relative to their costs.

II. THE ENVIRONMENT FOR
ECONOMIC GROWTH

Economic theory suggests several key institutions and policy factors that are
important for the achievement of maximum economic growth. Exhibit 1 lists
them. This section will briefly discuss these factors and analyze their impor-
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tance as a source of economic growth. We will also consider empirical evi-
dence on this topic.

1. Secure property rights and political stability

A legal system committed to protecting individuals and their property is a
minima) prerequisite for sustained economic growth. Private property rights
protect property and property owners against those seeking to acquire wealth
by violence, theft, or fraud. Without well-defined and well-enforced property
rights, investors will not be willing to buy equipment and other fixed assets
that fuel economic growth.

Exhibit 1
KEY FACTORS FOR THE ACHIEVEMENT
OF MAXIMUM ECONOMIC GROWTH

1. Secure property rights and political stability
2. Stable money and prices

3. Competitive markets

4. Freedom to trade with foreigners

5. Appropriate size of government

The most important thing about private ownership is the incentives it pro-
vides. Private ownership holds people accountable for their actions. Under
private ownership, people get ahead by providing things that other people
value and by engaging in actions that increase the value of resources. To use
a good or resource, you must buy or lease it from the owner. Each economic
participant faces the cost of using scarce resources. To succeed in business,
you must bid resources away from other potential users and provide cus-
tomers with goods and services more valuable than the cost of production.
There is therefore a strong incentive to use resources productively -— to dis-
cover and undertake actions that generate economic growth.?

A volatile political climate undermines the security of property rights.
Some govemments have confiscated physical and financial assets, imposed

* For evidence that a legal system which protects property rights, enforces contracts, and relies
on the rule of law to settle disputes promotes economic gtowth, see Stephen Knack and Philip
Keefer, “Institutions and Economic Performance: Cross-Country Tests Using Alternative
Institutional Measures”, Economics and Politics, Vol. 7 (19935), pp. 267-27. See also Tom
Bethell, The Noblest Triumph (New York, St. Martin's Press, 1998).
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punitive taxes, and used regulations to punish their political enemies.
Countries with this kind of history find it difficult to guarantee the security of
property rights and gain the confidence of potential investors.

2. Stable money and prices

A stable monetary environment provides the foundation for the efficient
operation of a market economy. In contrast, monetary and price instability
generate uncertainty and undermine the security of contracts. When prices
increase 10 percent one year, 30 percent the next year, 15 percent the year
after that, and so on, individuals and businesses are unable to develop sensi-
ble long-term plans. In response, people save less, and businesses move their
activities to countries with a more stabie monetary environment. Foreigners
invest eisewhere, and citizens often go to great fengths to get their savings out
of the country. As a result, potential gains from capital formation and busi-
ness activities are lost.

3. Competitive markets

Competition is the disciplining force of 2 market economy. As Adam Smith
stressed long ago, when competition is present, even self-interested individu-
als engage in actions that promote the general welfare. In a competitive envi-
ronment, producers must woo the dollar "votes” of consumers away from
other suppliers. To do so, they must produce goods efficiently and provide
consumers with worthwhile products. Sellers who cannot provide quality
goods at competitive prices are driven from the market. This process leads to
improvement in both products and production methods, while directing
resources toward projects where they are able to produce more value. It is a
powerful stimuius for economic growth.

Such policies as unhampered entry into business and freedom of exchange
with foreigners enhance competition and thereby help to promote economic
progress. In contrast, business subsidies, price controls, entry restraints, and
trade restrictions stifle competition and retard economic growth.

4. Freedom to trade with foreigners

Trade is vitally important for growth and prosperity. When the residents of a
country are permitted to buy from suppliers offering the best deal and sell to
purchasers willing to pay the most aftractive prices, they will be able to con-
centrate more of their resources on the things they do well (produce at a low
cost), while trading for those they do poorly. As a result, they will be able to
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produce a larger output than would otherwise be possible. Trade also increas-
es the competitiveness of markets and creates additional gains from the adop-
tion of large-scale production methods and the spread of technology. All this
enhances efficiency and promotes growth’. '

In essence, the United States is a large free trade zone. ‘This is an impor-
tant factor that has contributed to the growth and long-termm success of
Americans. Just as free trade amonig the 50 U.S. states enhances the living
standards of Americans, freedom of exchange across national boundaries will
enhance the well being of citizens throughout the world.

In order to test the linkage between free trade and economic prosperity
more rigorously, the staff of the Joint Economic Committee developed a
Trade Openness [ndex. This index measures the degree to which citizens in
various countries are free 1o exchange goods and services with residents of
other countries. The index is based on four factors: (1) tariff rates, (2) pres-
ence or absence of a black market for foreign currency, (3) size of the trade
sector as a share of the economy, and (4) restrictions on capital movements.
High ratings are given to countries with low tariffs, no black market for for-
eign exchange, a large trade sector (given the country's size and locational
characteristics), and few restrictions on the inflow or outfiow of capital’.

It was possible to derive the index for 97 countries for the period 1980-
1997. Exhibit 2 lists the countries with the 12 highest and 12 lowest average
ratings for openness during this 18 year period. The 12 most open economies
had low tariffs, liberal currency conversion policies, large trade sectors, and
few restraints on the inflow and outflow of capital. Hong Kong, Singapore,
Belgium, Panama, Luxembourg, and Germany head the list; the United States
ranks seventh, tied with the United Kingdom and the Netherlands. In contrast,
the least open economies — Myanmar, Bangladesh, Sierra Leone, Burundi,
Iran, Uganda, and Syria — persistently followed policies that restricted trade.

If trade makes a difference, countries that are open over a long time should both
achieve higher levels of income and grow faster’. As Exhibit 2 shows, this has
" indeed been the case. The GDP per person of the 12 most open economies in 1997

3 For more on the impact of trade on the economy, see Joint Economic Compmittee, Office of the
Chairman, "12 Myths of Intemational Trade," July 1999, available online at <http://www.sen-
ate.gov/i~jec/trade] htmal>,

“ The four components of the index were weighted equally. The country data on tariffs, black mar-
ket exchange rate premiums, the actual size of the trade sector relative to the expected size, and a
categorical rating indicative of capital market restrictions were all placed on a 0 to 10 scale. For
details, see James Gwartney and Robert Lawson, Economic Freedom of the World: 2000 Annual
Report (Vancouver, Fraser Institute, 2000). The expected size of the trade sector is influenced by
both country size and location. Thus, the model used to estimate the expected size of the trade sec-
tor is adjusted for size of counfry (population and geographic area) and locational characteristics
(length of coastline and distance from congentrations of demand).

$ For an excellent technical analysis of the relationship between international trade and econom-
ic growth, see Jeffrey A. Frankel and David Romer, “Does Trade Canse Growth?”, dmerican
Economic Review, June 1999.
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Exhibit 2
TRADE OPENNESS, INCOME, AND GROWTH

Tr;de Openness  Real GDP per g;:;‘g;;‘;gp
ndex (avg) person
per person
1980-1997 1997 1980-1997
Most open economies
- Hong Kong 9.9 $26,150 4.7%
Singapore 9.8 $30,756 5.8%
Belgium 9.0 $23,763 1.7%
Panama 8.8 $7,521 0.7%
Luxembourg 8.5 £36,190 3.7%
Genmany 85 $22,693 1.6%*
United Kingdom 8.4 $21,825 1.8%
United States 84 $30,610 16%
Netherlands 8.4 $22,717 1.6%
Switzerland 8.1 $27,985 0.8%
Malaysia 79 $11,274 4.2%
Canada 7.7 $23,272 1.2%
Average 8.6 £23,730 2.3%
Least open economies
Algeria 30 34,887 ~0.9%
Madagaskar 30 £971 ~2.2%
WNigeria 2.9 £935 -0.9%
Argentina 2.8 $10.6060 0.4%
Ghana 2.8 $1,913 -0.1%
Syria 24 £3,182 1.0%
Uganda 24 $1,117 2.2%*
Iran 20 $6,206 —0.2%
Burundi 14 5646 -1.2%
Sierra Leone 1.4 $538 -3.9%
Bangladesh 0.6 51,117 2.4%
Myanmar 0.2 . $1,287 1.7%
Average 21 £2,783 ~0.3%

Sources: Trade openness (0-10 scale) derived by JES staff. Data are from CIA, Handbook of
International Financial Statistics; World Bank, World Development Indicators, 1999; IMF,
International Financial Statistics Yearbook, 1999. GDP per person is in 1998 dollars, derived
by purchasing power parity method.

Note: * Data for Germany are for West Germany only prior to unification. Due to data restric-
tions, Uganda’s average annual growth is only 1982.
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averaged $23,730 — eight times the average of $2,783 for the 12 least open
econotnies. The 12 most open economies grew on average 2.3 percent a year dur-
ing 1980-97, compared to minus 0.3 percent a year for the 12 least open economies.
The striking differences in both the income levels and growth rates illustrate the
importance of international trade as a source of growth and prosperity.

A more detailed analysis of the 97 countries revealed that there was a
strong positive relationship between both (1) openness and per capita GDP
and (2) openness and rate of economic growth. Of course, economic per-
formance is influenced by factors other than openness. In particular, institu-
tions and policies that provide for more secure property rights and lead to per-
sistent stability in the general price level are also important. These factors
were also integrated into the analysis of the 97 countries in order to determine
if openness exerts an independent impact. The results indicated that even after
the positive effects of secure property rights and price stability were account-
ed for, the more open economies had higher income levels and achieved more
rapid growth rates during 1980-1997 than those that were less open’.

5. Appropriate size of government

Governments can enhance growth by providing an infrastructure for the
smooth operation of markets. A legal system capabie of protecting people and
property, and a monetary system that provides price stability are the central ele-
ments in this area. In addition, governments may enhance growth by providing a
limited set of goods -— which economists call public goods — that are trouble-
some to supply through markets because of the difficulties of making all who
enjoy the goods pay for them. Examples include national defense, flood control,
and air and water quality. Govemment spending that expands educational oppor-
tunity and the development of human capital may also stimulate economic growth.

However, a government that grows too large retards economic growth in
a number of ways. First, as government grows, relative to the market sector,
the returns to government activity diminish. The larger the government, the
greater is its involvement in activities it does poorly. Second, more govern-
ment means higher taxes. As taxes take more eamings from citizens, the
incentive to invest, develop resources, and engage in productive activities
declines. Third, compared to the market sector, government is less innovative

§ The more open economies have followed monetary, fiscal, and regulatory policies more con-

- sistent with high rates of investment and rapid economic growth. This highlights another impor-
tant point: openness gives policy makers strong incentives to establish an environment that is
attractive for investment in physical capital, education, and technology. Failure to do so will
resuit in low investment rates, capital flight, and a "brain drain." Thus, in addition to its direct
effects, openness indirectly promotes growth by encouraging the adoption of sound policies in
other areas.
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and less responsive to change. Growth is a discovery process. In the market
sector, entrepreneurs have strong incentives to discover new and improved
technologies, better methods of doing things, and opportunities that were pre-
viously overlooked. Also, they are in a position to act quickly, as new oppor-
tunities arise’. In government, the nature of the political process lengthens
the time required to modify bad choices (such as ending ineffective pro-
grams) and adjust to changing circumstances. As the size of government
expands, the sphere of innovative behavior shrinks,

in addition, as government grows, it becomes more heavily involved in
redistributing income and in regulatory activism. This will cause people to
spend more time seeking favors from the govemment and less time produc-
ing goods and services for consumers®.

In summary, government provision of certain core goods and services can
enhance economic growth. However, as govemnment grows larger it eventually
" retards growth as it increasingly undertakes activities for which it is ill suited.
Exhibit 3 illustrates the expected relationship between the size of government
and economic growth, assuming that government undertakes the most benefi-
cial activities first. As the size of government (horizontal axis) expands from
zero, initially the growth rate of the economy — measured on the vertical axis
— increases. The part of the curve from point A to point B shows the initial pos-
itive impact of more government on economic growth. However, as govern-
ment becomes increasingly farge, it spends more and more on activities that
yield few or even negative benefits, The rate of economic growth falls, as
shown by the part of the curve to the right of point B®. A government that
engages in appropriate activities and is not too large maximizes economic
growth. Expanding government beyond the optimal size retards growth.

It is infonmative to view the growth of the long-time members of the
Organisation for Economic Co-operation and Development (OECD) within
the framework of this model. In many respects, the institutions and policies
of these countries are similar. All are stable democracies with mature legal
systems capable of protecting property rights. During the 1990s, inflation in
all has been low and relatively stable. With the possible exception of Japan,
all are reiatively open economies with similar trade policies. Each has a well-
educated labor force.

?  The writings of Israel Kirzner and Joseph Schumpeter highlight this point. See Israel M.
Kirzner, Competition and Entrepreneurship (Chicago, University of Chicage Press, 1973); and
Joseph A. Schumpeter, The Theory of Economic Development, trans. Redvers Opie (Cambridge,
Massachusents, Harvard University Press, 1934, original German-language publication 1912).

* Gordon Tullock, “The Welfare Costs of Tariffs, Monopolies, and Thefi”, Western Economic
Journal, Vol. 5 (1967), pp. 224-32; and Anne O. Krueger, "The Political Economy of the Rent-
Seeking Society”, American Economic Review, Vol. 64 (1974), pp. 291-303.

* For a formal model with the characteristics outlined here, see Robert J. Barro, "Government
Spending in a Simple Model of Endogenous Growth", Journal of Politicel Economy, Vol. 98
(1990), pp- $103-§125.



Exhibit 3

Growth rate SIZE OF GOVERNMENT VERSUS GROWTH |

of the economy

0 Size of goverment
as a % of GDP

There is considerable variation, however, with regard to the size and
growth of government. Among the seven Jargest high-income industrial
economies, government is smaller and its growth has been less rapid in the
United States. As Exhibit 4 shows, during the 1990s the United States has
been the fastest growing of the seven largest industrial economies. The U.S.
growth rate has been twice that of Italy and significantly higher than the rates
of Japan, the United Kingdom, France, and Canada. Only Germany has
achieved similar growth during the decade, and during the past six years even
its growth has been sluggish — just 1.5 percent a year.

Exhibit 4
GROWTH OF THE 7 LARGEST INDUSTRIAL ECONOMIES DURING THE 1990s

Avg. annual growth of 26
real GDP, 1990-98 (%) -

Italy France Japan Canada UK. Germamy U.S

Sources: OECD Historical Statistics 1960-94;
OECD Economic Qutlook, 6/1999.

44



It is also interesting to view the relationship between size of government and
economic growth for a broader range of OECD countries. As the upper part of
Exhibit 5 indicates, seven long-time OECD members — Sweden, Denmark,
France, Belgium, Austria, Finland, and [taly — had total govemment expendinures
of 48 percent or more of GDP in 1997. Annal economic growth during the 1990s
in these "big govemment" economies ranged from Sweden's 1.1 percent to
Denmark’s 2.5 percent. The average growth of the seven nations was 1.7 percent.
By way of comparison, three long-time OECD members — Ireland, Australia, and
the U.S. — had total government expenditures of less than 35 percent of GDP in
1997, Annual economic growth in these “smaller govenment™ economies ranged
from 2.6 percent in the United States to 7.1 percent in Ireland. Their group aver-
age was 4.3 percent, more than twice the average for the big govemment group.
The highest growth rate among the big govemment group — Denmark’s 2.5 per-
cent — was slightly below the lowest rate among the small govemment group.

Exhibit 6 looks at the relationship between the size of government and growth
over a longer period — the last four decades. The size of govemnment at the begin-
ning of a decade is measured on the horizontal axis, while the growth of real GDP
during that decade is measured on the vertical axis. The graph contains four dots
for each of the 21 OECD members on which data were available. The plot shows
a clear relationship: slower growth is associated with more government spending™.

[n the 1960s and 1970s, government spending as a share of GDP ranged
from a low of around 15 percent to a high of more than 60 percent. The dots
representing low levels of government — less than 20 percent of GDP — are
either almost on the regression line or well above it. There is therefore no evi-
dence that government expenditures were too small to maximize growth in
any of these countries. Put another way, the evidence indicates that all of
these countries were to the right of point B on the curve in Exhibit 5.

* The equation in Exhibit 6, known as a regression equation, expresses the relationship mmerical-
ly. The equation includes "dummy variables” (adjustnvent factors) for the data points in the 1960s and
1970s to take into account that growth rates then were significanty different than during other
decades. The variable for the size of government is significant at the 99 percent level, meaning that
there is only a I percent possibility that such a result could have been generated purely by chance. The
coefficient is -.07, meaning that a H} percentage point increase in size of govemment as a share of
GDP reduces the long-term annual growth rate of real GDP by seven-tenths of a percent. The R2 sta-
tistic indicates that the variable for the size of government and the dummy variables for the 1960s and
1970s “explain” 62 percent of the variation in growth among the 21 countries involved.

" For additional details, see James Gwartney, Robert Lawson, and Randall Holcombe, “The Size and
Functions of Government and Economic Growth™, Joint Economic Commitiee, April 1998, available
online at <http/www.house.govijec/growth/function/function.htm>; Edgar Peden, “Productivity in
the United States and Its Relationship 1o Govemment Activity: An Analysis of 57 Years, 1929-1986™,
Public Choice, vol. 68 (1991), pp. 153-73; and Gerald Scully, Whar Is the Optimal Size of Government
in the United States? (Dallas, National Center for Policy Analysis, 1994). While the methods
employed by each study were different, all found that the growth-maximizing size of government was
considerably smaller than the actual size of government in atl OECD countries.
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Exhibit §
ECONOMIC GROWTH OF OECD COUNTRIES,
BIG VERSUS SMALL GOVERNMENT

Coutttries with government spending > 48% of 1997 GDP

Swedeﬁ

Denmark
France
Belgium
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Ttaly

Average
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Ireland
Australia
u.s.
Average

Average
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Government Spending as a % of GDFP

(LI
Avg. annual growtk rate of GDF, 1990-98 (%)
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Source: OECD Historical Statistics: 1960-1994;
QECD Econamic Cutiook, 6/1999.

Exhibit 6

ECONOMIC GROWTH DECLINES AS SIZE OF GOVERNMENT INCREASES, 19601998
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Source: Derived from QECD Historical Statistics: 1960-1994 and OECD Economic Outlook, 6/1999.
Analysis is based upon 84 observations (21 QECD counteries for which data were available times 4
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During the last four decades, the size of government has expanded in
every OECD country, while the rate of growth in every country, with the
exception of Ireland, has fallen. However, there has been considerable varia-
tion in the magnitude of government expansion. If big government retards
long-term growth, as Exhibits 5 and 6 imply, the countries with the largest
increases in government should experience the sharpest reductions in growth.

Since 1960, the size of government as a share of GDP has increased 20
percentage points or more in six long-time OECD countries: Denmark,
Finland, Greece, Portugal, Spain, and Sweden. On the other hand, it has
increased 10 percentage points or less in four long-time OECD countries:
[celand, Ireland, the United Kingdom, and the United States. Exhibit 7 pres-
ents data on the growth rates of these two groups, along with the average for
OECD countries (bottomn line of the table). Among the "rapid expansion in
government" group, the average annual growth of real GDP fell from 6.4 per-
cent in 1960-65 10 1.9 percent in the 1990s, a drop of 4.5 percentage points.
Among the "slower expansion in government” group, the average annual
growth of real GDP fell from 4.1 percent in 1960-65 to 3.5 percent in the
1990s, a drop of only 0.6 percentage points. The best country in the “rapid
expansion in govemment” group experienced a greater drop in growth than
the worst country in the "slower expansion in government” group”.

In 1960, government expenditures as a share of GDP for every country in
the top part of Exhibit 7 exceeded the OECD average (bottom line of table)
of 27.3 percent. At the same time, their average GDP growth rate of 4.1 per-
cent was below the OECD average of 5.6 percent during the 1960s. The sit-
uation was exactly the opposite for this same set of countries in the 1990s.
After their ratios of govermment expenditures to GDP dropped below the
OECD average, their growth rates rose above the average. The reverse hap-
pened to the nations in the bottom part of Exhibit 7. in 1960 their government
expenditures as a share of GDP were below the OECD average, and their
average GDP growth rates were higher than the OECD average. By 1998
their government expenditures had risen above the OECD average and their
average growth rates had fallen below it. Because these statistics are for the
same countries and country groupings, they are particularly revealing.

¥ While the growth of govemment in Japan was slightly less than 20 percentage points, it is
revealing nonetheless. At the beginning of the 19603, government spending was only 17.5 per-
cent of GDP, and it averaged only 22 percent of GDP during the decade. With small govemment,
the Japanese economy registered an average annual growth rate of 10.4 percent in the 1960s.
Over the next three decades, the Japanese government grew steadily; by 1998 government spend-
ing was 36.9 percent of GDP. Average annual economic growth fell to 5.3 percent in the 19705,
3.8 percent in the 1980s, and 1.6 percent in the 1990s.
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Exhibit 7
ECONOMIC GROWTH IN OECD COUNTRIES WITH MOST
AND LEAST EXPANSION IN GOVERNMENT

Real GDP Growth

Government as % of GDP (% per year)

1960 1998 Change | '60-'65 '90-'98  Change
1 (e3)] 3) G I ) ©)

Countries with least
growth in size of gov't o5

a share of GDP (<10%)
Tcefand 28.2 362 80 4.5 23 -2.2
Ireland 28.0 33.1 5.1 3.1 7.1 3.0
United Kingdom .  32.2 40.2 8.0 35 19 ]
United States 284 . 328 44 4.4 2.6 -1.8
Average 29.2 . 356 64 4.1 3.5 0.6

Countries with most
growth in size of gov't as

. a share of GDP (>20%)

Denmark 24.8 55.1 303 59 2.5 -3.4
Finland 26.6 49.1 22.5 5.6 13 —4.3
Greece 174 41.8 24.4 12 1.7 -5.5
Portugal 17.0 43.6 26.6 6.5 2.7 3.8
Spain 13.7 41.8 28.1 8.5 22 -6.3
Sweden - 310 60.8 29.8 4.9 1.4 -3.8
Average 218 48.7 27.0 6.4 L9 —4.5

Average for 21

QECD countres* 27.3 44.3 17.0 56 2.4 -3.2

Sources; Derived from OECD Historical Statistics and OECD Economic Outlook (various
issues). -

Note: *Countries for which complete data were available in the sample period include U.S,,
Japan, Germany, France, Italy, UK., Canada, Australia, Avstris, Belgium, Denmark, Finland,
Greece, Iceland, Ireland, Netherlands, New Zealand, Norway, Portugal, Spain, and Sweden.
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IIL. EMPIRICAL EVIDENCE ON THE
ENVIRONMENT FOR GROWTH

There is considerable evidence illustrating the importance of secure proper-
ty rights, sound money, competitive markets, openness, and small govern-
ment in the creation of a healthy environment for economic growth. We will
briefly consider some of that evidence.

The Tuarn Around of Ireland

The experience of Ireland in the Iast four decades offers a case study in how
much difference the right policies can make. During the 1960s and 1970s, the
Irish economy was characterized by the growth of government, high taxes,
unstable monetary policy and a protectionist trade policy. Measured as a
share of GDP, government spending rose from 28 percent in 1960 to 43 per-
cent in 1974 and 52.3 percent in 1986". By the mid 1980s, Ireland was on
the verge of coliapse. Real growth had fallen sharply. Unemployment soared
to more than 17 percent during 1985-87. People were leaving the country in
search of opportunity.

Out of desperation, the Irish government began to shift policy.
Government spending was sliced, tax rates were lowered, monetary policy
became more stable, and trade becamne more open. Against the backdrop of a
decline in its credit rating, government employment was cut by about 10 per-
cent between 1986 and 1989*. As Exhibit 8 (top frame) shows, total gov-
ernment outlays fell from 50 percent of GDP in 1986 to less than 40 percent
in 1989. They have continued 1o recede in the 1990s, reaching 33.1 percent
of GDP in 1998.

As the size of government declined, taxes were reduced. The top margin-
al rate imposed on personal income was sliced from 635 percent in 1984 t0 58
percent in 1926 to 48 percent in 1992, Most recently, it has been reduced to
46 percent. Corporate tax rates have also been reduced sharply. A more
restrictive monetary policy has resulted in persistently low rates of inflation.
Lower tariffs following Ireland's entry into the EU boosted the size of the
trade sector.

Ireland's change in policy direction led to a remarkable turnaround in the
economy. As Exhibit 8 (lower frame) shows, the annual growth rate of real

¥ Figures are from OECD Historical Statistics: 1960-1994 (Paris, Organisation for Economic
Co-Operation and Development, 1996), Table 6.5.

¥ Alberto Alesina and Robetto Perotti, “Fiscal Adjustinents in OECD Countries: Compasition
and Macroeconomic Effects”, National Bureau of Economic Research Working Paper W5730
(1996}, p. 25.
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Exhibit 8
GOVERNMENT QUTLAYS AND ECONOMIC GROWTH IN IRELAND, 1982-1998

QOutlays as a share of nominal GDP

50 7
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30 v 1 — T 1
1982 1986 1990 1994 1998

Average annuwal real GDP growth (%)

2.3
1982-1987 1988-1993 1994-1998

Source: OECD Economic Outlook, 1999.

GDP rose from 2.3 percent in 1982-87 to 4.8 percent in 1988-93. From 1994
to 1998 the Irish economy grew 8.9 percent a year. The unemployment rate
fell from 17 percent in the late 1980s to 6.6 percent in the late 1990s. Ireland's
growth rate has been the strongest by far in Europe during the 1990s. The
Irish experiment illustrates the importance of open and competitive markets,
small government, low tax rates, and stable monetary policy.
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Exhibit 9
THE CHANGE IN PER-CAPITA GDF, HONG KONG & SINGAPORE VERSUS

ARGENTINA & VENEZUELA
$6,338 1998
$6,505 % 1960

$4,462
$6,333

Singapore
I i
chins | N 'o.7

Per-capita income
(in 1985 international dollars)

Source: R. Summers, A. Heston Penn, World Tables {Cambridge, National Burean of Economic
Research, 1994). These data were through 1992, They were updated to 1997 by the author.

The Growth Miracles of Hong Kong
and Singapore

The experiences of Hong Kong and Singapore also illustrate the importance
of sound policies. These two economies are among the most open in the
world and, as a result, their trade sectors are quite jarge. Both have a tradition
of rule of law, govemment expenditures are small as a share of the economy,
and taxes are relatively low. The monetary arrangements of both countries
have kept the inflation rate under control.

Ratings from the economic freedom indexes developed by the Fraser
Institute and the Heritage Foundation provide additional evidence on the
quality of the economic environment of these two countries’. While the
Fraser and Heritage indexes were designed to measure economic freedom,
indicators of price stability, the security of property rights, openness of inter-

¥ James Gwartmey and Robert Lawson, Economic Freedom of the Rorld: 2000 Annual Report,
Vancouver, Fraser Institute, 2000 and Gerald O'Driscoll, Jr., Kim Holmes, Melanie Kirkpatrick,
2000 Index of Economic Freedom, Washington, DC, Heritage Foundation, 2000.



national trade, and size of government formed their core ingredients. During
the 1990s, Hong Kong and Singapore ranked 1 or 2 in both of these indexes.
The Fraser index has been extended back to 1975. Hong Kong ranked either
lor 2 throughout the 1975-1997 period. Singapore was always ranked in the
Top 10 among the more than one hundred countries included in the Fraser
project. Thus, the institutions and policies of these two countries have been
among the best in the world during the last several decades.

The growth records of these two countries are perhaps the most impressive
in the world during the last four decades. Both were relatively poor in 1260.
Measured in real 1985 dollars, Hong Kong's per capita GDP in 1960 was
$2,247; the figure for Singapore was $1,658. By 1997, Hong Kong's real per
capita GDP had risen to $19,774; Singapore's had risen to $17,617. During the
1960-1997 period, the real per capita GDP of Hong K.ong rose at an annual rate
of 5.9 percent, while that of Singapore rose 6.4 percent annuaily.

It is interesting to compare the performance of Hong Kong and Singapore
with that of Argentina and Venezuela. Even though the latter two countries
have an abundance of fertile land and other natural resources, their economies
have stagnated. Throughout much of the last four decades, the policies of
Argentina and Venezuela have been characterized by monetary expansion,
trade barriers, high taxes, and expansion in the size and role of government.
The economic freedom ratings of the two South American countries were
substantially lower than the ratings for the two Asian countries, particularly
during the 1980s. The policies of Argentina and Venezuela undermined the
growth process. Their GDP per capita was only slightly higher in 1997 than
in 1960. As Exhibit 9 shows, even though the per capita GDP of both
Argentina and Venezuela was higher than the figures for Hong Kong and
Singapore in 1960, the opposite was the case in 1997. :

Economic Freedom and the Environment
of Growth

The core ingredients of the economic freedom index of the Fraser Institute
are monetary stability, security of property rights, reliance on markets, open-
ness to trade, and a limited scope of govermment, Thus, it is 2 measure of the
quality of the institutional and policy environment.

A recent study used the Fraser Institute's economic freedom ratings for
1975-1995 to analyze the impact of economic freedom on growth®. A cross-
sectional analysis of 82 countries found that changes in economic freedom

¥ James D. Gwartney, Robert A. Lawson, and Randall G. Holcombe, "Economic Freedom and
the Environment for Economic Growth", Journal of Institutional and Theoretical Economics,
Vol. 155, No. 4 (December 1999).
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exerted a strong and robust impact on economic growth. The positive rela-
tionship between economic freedom and growth was present even after dif-
ferences in human and physical capital were taken into consideration.
Furthermore, statistical analysis indicated that the causal relationship ran in
only one direction — from increases in economic freedom to more rapid rates
of economic growth. This study provides strong evidence that institutional
and policy factors are an important determinant of growth.

IV. IMPLICATIONS FOR RUSSIA

Unfortunately, the major ingredients of an environment conducive for
econotnic growth are currently absent in Russia. Property rights are poorly
defined and, therefore, often insecure. Settlement of disputes through the
legal system is fraught with uncertainty. The monetary arrangements provide
little assurance that price stability will be achieved, much less sustained, in
the foreseeable future.

In one sense, the central problem of the Russian economy is exceedingly
simple. Russia has a large number of enterprises that are continuing to oper-
ate even though they are producing obsolete products of little value. These
enterprises must be closed and the resources shifted into genuinely produc-
tive activities. Given political considerations and the current web of complex
barter transactions and implicit subsidies, closure of inefficient enterprises is
exiremely difficult. In turn, the system breeds political corruption and under-
mines the growth of honest business activities.

Without the creation of growth sectors, modifying the system and closing
the unpreductive enterprises is unlikely. Russia must create a healthy climate
for the growth of new small and medium size businesses. Three things are
critically important in this area. First, a system of land entitlement must be
established in order to provide owners with clearly defined property rights.
Without this security, owners will be reluctant to develop property. Neither
will they be able to use it as collateral in order to raise funds for construction
and other business activities. This entitlement process is underway in severat
cities and regions, but acceleration of this process needs to be a priority.

Second, Russia needs to deregulate business activity. Competition, not
regulation, is the disciplining force that directs business toward the service of
consumers. Repeatedly, Russians will tell you that it is impossible to operate
a business and comply with existing regulations. The regulatory maze
strengthens corrupt politicians and criminal elements that use them to extort
wealth. Extensive surgery is needed. Except for health and safety, ali federal
and regional reguiations that restrain business entry and operation should be
abolished. The required paperwork for entry into business should be cheap,
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simple, and available at a one-stop location. Other countries have found that
this approach works quite well.

Third, the tax system must be simplified and tax rates reduced. The cur-
rent system reflects the premise that if you tax enough things at high enough
rates, the required revenues can be raised. It stifies growth, penalizes honesty,
and encourages evasion. Noncompliance is rampant. Given Russia’s GDP, the
income and wage tax bases are less than half the expected size.

Currently, a 41 percent payroll tax is levied on all wages and salaries. In
addition, individuals with modest incomes, even by Russian standards, con-
front marginal personal income tax rates of 20 percent and above. If there
were compliance with the law, these two taxes would take almost 45 percent
of the income of the average Russian worker. In particular, the payroll tax
needs to be reduced sharply. There is every reason to believe that it could be
cut in half (to 20 percent) without an appreciable loss of revenue. A rate cut
alone will increase compliance substantially. In addition, however, tax cheats
need to be informed that the era of non-compliance is over. With these
reforms, the door of business success would also be open to honest citizens.

Of course, other changes would also be helpful. Tariff rates should be
reduced and made more uniform. The pension system needs to be reformed
and shifted toward a savings and investment structure. Commercial banks
need to be separated from the central bank and the central bank should either
be replaced by a currency board or given an enforceable mandate to achieve
price stability. However, without secure property rights, deregulation of busi-
ness, and a tax system that makes it possible for honest citizens to compete,
other reforms are likely to be ineffective.

Russia now has a window of opportunity to adopt reforms that will create
a growth-friendly environment. The economic record of countries ranging
from Ireland to Hong Kong to the United States provides valuable insights
concerning what works, Hopefully, Russia will profit from these experiences
and move boldly toward reforms that will turn the Russian economy around
and place it on a path of sustainable growth.

54



TWELVE PUBLIC POLICIES
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June 2000

INTRODUCTION!

As something of a Russophile who devoured Russian novels and classical mu-
sic in my youth, I am honored to be asked to offer my observations on the
Russian economy. I would note that one century ago an observer of the Russian
economy might have noted that Russia had the highest rate of growth of indus-
trial production of any European nation (output had increased 8 percent per
year in the 1890s, over doubling in a decade) and was a major recipient of
foreign investment.? Tt was in the middle of what Wait W. Rostow termed Rus-
sia’s “take-off” into sustained economic growth.*

An observer 100 years ago might weli have expected that over the course of
the 20th century, Russia would have converged on the more mature economies
of Great Britain, the United States, and Germany, reaching approximate equality
with those countries in terms of income per capita. After all, economic theory
suggests that, where there is a market economy and free movement of resources,

! This paper is an extension of remarks made to members of the presidential administration of
Russia in Mascow, April 20, 2000.

2 On pre-revolutionary growth, see Alexander Gerschenkron, “The Rate of Indusirial Growth in
Russia since 1885", Journal of Economic History 7 (1947), pp. 144-74, especially p. 156. Foran older
but still useful general discussion of growth in this period, see Hamy Schwanz, Russia’s Sovier
Economy (New York, Prentice-Hall, 1954), especially Chapter Two.

3 Walt W. Rostow, The Stages of Economi¢c Growth (Cambridge, U.X., Cambridge University
Press, 1960). Rostow dated Russia's take-off 1o 1890-1914, 2bout the same dates as for Canada.
Interestingly, writing in the midst of the Cold War, Rostow concludes that “Russian economic devel-
cpment over the past century is remarkably similar to that of the United States, with a lag of about
thirty-five years in the level of industrial output and a lag of about a half-century in per capita output
in industry” (p. 93). I doubt that he would say that now.
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the mobility of labor and capital will work to reduce differences in income dis-
parities between areas. Convergence has worked to give Japan approximate pari-
ty with the leading economic powers of 1900, and many poor nations or areas at
that time, such as Korea, Taiwan, and Singapore, are affluent nations today. Yet
Russia has failed to converge, precisely because it abandoned the moves toward
a market economy that it had begun to adopt in the late 19th and early 20th centu-
ries.* The last decade has seen the beginnings of a transition from an inefficient
command economy toward an economy where the efficiency emanating from
market signals can begin t0 operate, It is the completion of the preconditions
necessary for convergence to take place that is essential for economic growth to
begin in Russia at a high and relatively sustained level. There is nothing histori-
cally inevitable about Russian economic growth, but if 12 preconditions for de-
velopment cited below are fully met, market forces almost certainly will move
to raise the quality of economic life in Russia and lead to it converging on the
richer nations to its west and to its east. - :

No doubt there are political and other obstacles that may prevent instant
achievement of the goals outlined below, and as a non-Russian I am very sensi-
tive to the fact that only Russians can make the appropriate decisions that will
determine your economic destiny. More than seven decades of Communism
led to a decline in self-reliance and a willingness to take risks in Russia. The
desire to work hard, save. and invest similarly was depressed. Basic character-
istics of competitive capitalism, like striving to improve product quality and
pleasing your consumers were not part of the on-the-job training of Russian
workers. It takes time to educate workers into the methods of competitive cap-
italism. It is made even more difficult because arguably Russia never has had
much experience with market-driven economic change, since, despite the
Stolypin reforms after 1907, at the time of the 1917 Revolution, many Rus-
sians were farmers still living in somewhat primitive communal conditions
that bear little resemblance to the modern market economy. In any case, many
members of the older generation that reached adulthood before 1985 or 1990
no doubt are uncomfortable with the risks, uncertainties, and dynamic dimen-
sionts inevitable with market-driven economic activity. .

Thus, change is difficult, and visionary domestic leadership and possible
heavy reliance on foreign physical and human capital investment may be neces-
sary to help inculcate the attitudes and qualities needed for market develop-
ment. The educational system can possibly help in this regard, although that
assumes the existence of instructors versed in an understanding of market pro-

* The importance of market forces in economic growth was not universally appreciated by
Western economists during the Soviet era. Some, like Ludwig von Mises, recognized early the impos-
sibility of rational calculations by entrepreneurs in a socialist system. See his Socialisim: An Econom-
ic and Sociological Analysis {trans. J. Kahane, New Haven, Conn., Yale University Press, 1951).
Others did not. For example in the 12th edition of his famous textbook, Paul Samuelson (with Wijliam
Nordhaus) says, “There can be no doubt that the Soviet planning system has been a powerful engine
for economic growth.” See Paul A. Samuelson and William Nordhaus, Economics (New York, McGraw-
Hill, 1985),p. 775. :
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cesses. Nonetheless, as an economic historian, I can share with you my obser-
vations based on my study of Western economies of 12 factors that seem to
me to be critical for sustained economic development.

TWELVE POLICIES TO PROMOTE
ECONOMIC GROWTH

1. Use the power of the state to set “rules of the game” that govern
market transactions and provide a legal framework for economic activ-
ity. This point includes many dimensions. The ownership of property must be
delineated, and government needs to establish 2 means whereby individuals can
clearly demonsirate their ownership of property, be it land, housing, machin-
ery, business enterprises, or financial investments, such as stock ownership in
companies. There need to be rules setting out the freedom to enter into con-
tracts with virtually no interference from government. The freedom to make
profits without confiscation by either government or private entities needs to
be established beyond a shadow of doubt, and written in laws that are enforced
by the state. That means a strong police and military apparatus is needed to deal
with criminal elements trying to thwart the ruie of law. It also means that the
courts must be free to make objective decisions without political interference
from the government. A strong independent judiciary is vital.

2. In carrying out governmental policies, create a level playing field
among various participants in the market economy. When government fa-
vors one provider of goods and services or another, it distorts the allocation of
resources from what human action dictates based on the desires of consumers
and the economic imperatives facing producers. It distorts the signals that mar-
kets give out that move resources to their most productive use. Thus, the provi-
sion of subsidies to some producers of a product but not to others makes no
economic sense. The de-facto levying of differential tax rates on different pro-
ducers is highly undesirable. The application of regulations to restrict the be-
havior of some producers (or consumers) rather than others is similarly inap-
propriate. Such policies not only are “unfair,” but they also often prevent po-
tentially successful entrepreneurs from fully exercising the talents that they
have. The signals that markets give off that lead to resources moving to their
most efficient usage are distorted by government subsidies or unequal taxa-
tion. Similarly, unequal treatment of different economic actors reduces the
likelihood of foreign investment that is critical to achieving rapid growth and
economic convergence.

3. Make labor and capital markets free. Restrictions on the importa-
tion of foreign capital reduce resources for growth and raise the specter of
discrimination against foreigners that increases perceived investment risks.
Requiring detailed registration of individuals before or after moving from one
place to another raises the costs of migration. The United States owes a good
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share of its success to the massive migration of people both internationally
and internal}y. Often output can be increased simply by moving individuals from
areas where the productivity of labor is relatively low to areas where, at the
margin, new workers significantly increase output and incomes. Rather than
subsidize dying industrial cities of the Soviet era, perhaps out-migration from
them should be encouraged, and it definitely should be permitied. To be sure,
free migration assumes the availability of housing and other things that are not
always immediately available in optimal quantities, but the principle of permit-
ting, even encouraging, migration should be established. Housing construction
will follow people if profit-maximizing entrepreneurs are allowed to operate
in the housing industry.
There is often a temptation ta try to emulate the European-style welfare
states by imposing all sorts of rules and regulations, particularly in labor mar- .
* kets. T would argue that Western Europe is paying a high price for regulations
that impose labor market rigidities, including high rates of unemployment.’
Although Western Europe can afford the luxury of inefficient regulation, Rus-
sia cannot. In particular, it is highly desirable not to impose laws requiring the
payment of minimum levels of wages in order to work, or limiting hours of

~ work. Such laws often lead to unemployment among some of the poorest and
most disadvantaged members of the population and prevent a fuller utilization
of resources. Similarly, laws making it difficult to discharge redundant or un-
productive workers reduce incentives for business enterprises to hire workers
in the first place. Also, such laws reduce the inflow of capital as well.

4. Reduce government expenditures as a percentage of national out-
put and finance these expenditures through taxation rather than through
borrowing, printing money, expropriating private assets, or other means,
Although the optimal size of government from the standpoint of maximizing
the rate of economic growth varies from economy to economy, there is con-
siderable evidence that most Western industrialized democracies have increased
government size beyond the growth maximizing point. In these countries, at
the margin incremental expenditures have little positive impact on output, but
the incremental taxes needed to finance that spending have significant disin-
centive effects on human behavior. Excessive marginal tax rates on work activ-
ity lead to reduced work, while similar taxes on investments lead to lower lev-
els of capital formation. The financing of government through debt issuance
leads to inflation, to loss of investor confidence, to rising nominal and often
real interest rates, and soretimes to costly distortions in the real exchange
rate. Moreover, it is a form of disguised taxation that fundamentally violates at
least one~—and perhaps more—oprinciples of financing government.

In relatively poor nations like Russia, the optimal size of government is
likely to be smaller than in nations like the United States, France, or Italy. Yet

5 Op this point, se¢ Lowell Gallaway and Richard Vedder, “Unemployment: An Interationai
Perspective”, Journal of Laber Research, Sumuner 2000.
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Russia in 1999 had governmental expenditures of at least 35 percent of total
output, higher than the United States. In the United States, I have estimated that
governmental size needs to be reduced by 20 1o 25 percent or even more to
maximize its economic growth, and in Western Europe the governmental down-
sizing from a growth maximization perspective is even larger.® I have not done
explicit research on what is optimal for Russia, but based on my other research,
I would suspect reduction in expenditures as a percentage of gross domestic
product to the 20 to 25 percent range would lead to noticeably higher rates of
growth.

To be sure, some government spending probably has more positive or iess
negative effects than other forms. Spending on infrastructure, for example,
may have some positive effects, although perhaps less than if such spending
were undertaken by the private sector. On the other hand, from my reading of
the evidence for the United States, subsidies, transfer payments, and the like
are more likely to have significant negative effects.

In the United States, state-level governments tend to finance virtually ali of
their expenditures from taxation. There is an enormous body of evidence that
shows states with high levels of taxation tend, all other things being equal, to
have low levels of economic growth. For example, from 1965 to 1993, the 25
states with the highest average tax burden (as measured as a percentage of per-
sonal income), had 60 percent real personal income per capita growth, while
the 25 states with the lowest average tax burden had 80 percent growth—one-
third more.’ Al Gore’s state of Tennessee had almost exactly the same per
capita income as the neighboring state of Kentucky in 1980, but it now has
significantly higher per capita income levels. Why? Tennessee had a lower tax
burden in 1980 than Kentucky and lowered it still more in the ensuing years.
Kentucky, by contrast, raised its overall tax burden. As a consequence, Ken-
tucky’s economic growth was noticeably smaller than in its neighbor. This sto-
ry can be told many times. In 1970, high tax Sweden was by most measures one
of the three richest countries in the world. Today, its per capita income is not
even in the top 20 countries and is below the average of the original 24 OECD
nations.? Sweden’s tax burden was one of the highest amiong major nations in
1970 and was raised dramatically after that date, becoming the highest in the
Western world.® High taxes led to enormous disincentives to work, to save,
and to invest.

¢ See Richard Yedder and Lowell Galaway, “Government Size and Economic Growth™, Srudy,
Joint Economic Committee of Congress (Washington, D.C., December 1998).

" See Richard Vedder, “State and Local Taxation and Economic Growth: Lessons for Federal Tax
Reform,” Study, Joint Economic Committee of Congress (Washington, D.C., December 1995).

* World Bank statistics suggest that in 1997, gross national product per capita in Sweden on a
purchasing power parity basis ranked 25th in the world; it also was nearly 5 percent below the totat
OECD and slightly below that for the Evropean Union. See the U.S. Bureau of the Census, Statisiica!
Abstract of the United Staies: 1999 (Washington, D.C., Government Printing Office), pp. 841-842.

# Taxes as a percent of GDP in 1998 were 63 percent in Sweden, compared with less thap 35
percent in the United States and less than 31 percent is Japan, See ibid., p. 847.
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5.' Adopt a simple tax structure with a small number of broad-based
taxes with low rates. There are at least four features that a “good” tax (if there
is such a thing) possesses. A good tax is not costly to administer, is neutral in its
econoric impact, is “fair,” and is transparent. Regarding the first point, in the
United States, our income tax is extraordinarily complicated, and the cost to
society, including the taxpayers who have spent billions of hours complying with
the law, is measured perhaps in the hundreds of billions of doliars—a significant
percentage of the revenue that the tax raises. That is clearly undesirable.

Taxes that lead to distortion in resource usage are likewise bad. My own
research suggests that taxes on consumption tend to have less negative effects
on economic growth than do taxes on income.” If payroll and individual in-
come taxes for some persons at the margin reach 50 percent ot more of in-
come, they likely will have severe disincentive effects, reducing labor supply.
In the United States in the early 1980s, when the top marginal tax rate on the
. federal income tax was reduced from 70 to 50 percent, the number of persons
reporting earning more than $1 million in income more than doubled within-
two years, despite the presence of arguably the worst recession since the Great
Depression.! Tax reduction led to an unleashing of the entrepreneurial spirit
and, for some groups, an actual increase in tax revenues.

In the United States, we have nine states that have virtually no individual
income tax (although individuals still must pay the tax levied by the federal
governiment). The other 41 states have such taxes, often reaching rates of about
10 percent of income at the margin for some individuals. From 1990 to 1998,
2.8 million Americans moved from the 41 states with income taxation to the 9
states without such levies. One of the great migrations in human history oc-
curred silently, without press coverage, as people moved away from those gov-
ernments that seized a significant proportion of the fruits of their productive
activities. Several other states are learning from this lesson and are now reduc-
ing their income tax burdens. Ireland, with a very low corporate tax burden, is
booming as European capital moves to take advantage of low tax rates. Similar-
ly, I have been told that robust growth in Estonia has been fueled in part by a
dramatic lowering in top tax rates. Perhaps there are lessons here for Russia.

The tax system should not be used for social engineering in a matter that
prevents resources from being allocated on the basis on consumer preferences
and the considerations of the cost of production (demand and supply). I have
been told, for example, that advertising expenditures are not deductible in cal-
culating income subject to business taxation it Russia. Somehow it is assumed
that advertising is wasteful, a notion that is no doubt a holdover from the Soviet
era. In fact, advertising is a legitimate business expense, and the information
conveyed by advertisements actually helps markets function by leading to more
informed buyers of products and services. Advertising strengthens competi—

1 Vedder, “State and Local Taxation . . .”, op. cit.

1 Richard Vedder and Lowell Gallaway, “Soaking the Rich Through Tax Cuts”, Wall Street
Journal, March 21, 1985.
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tion. The tax system should not distort expenditures for this legitimate ex-
pense. There are no doubt many other examples.

6. Minimize non-tax restrictions on private economic behavior in
the form of regulations. Regulations that restrict entrepreneurs from behav-
ing as they would like sometimes serve a productive social purpose. It makes
sense, for example, 1o prohibit a manufacturer of chemical products from dis-
charging pollutants into a ake that provides drinking water to local residents.
At the same time, however, the Western experience js that government offi-
cials tend to over-regulate, as they derive power and influence from their reg-
ulatory powess. There should be a general rule that “regulation is not permissi-
ble unless there is a compelling social need for it.” Wage, price, and interest
rate controls are particularly bad, as they distort the ability of the price system
to serve as a signaling device that efficiently allocates resources.

In the United States, we have found that most new jobs are created by what
are initially smail businesses. The most dynamic and valued companies in the
United States include many founded as small businesses in the past two or
three decades, inciuding Microsoft and all the dot-com corporations. The pro-
portion of the U.S. workforce employed by the S00 companies on the Fortune
magazine list of largest corporations has declined by about one-half over the
past one-third century. Thus, it is critically important to minimize resirictions
on starting new businesses. Business permits or registration should be simpli-
fied, perhaps to initiating a “one-stop” approach whereby a would-be entrepre-
neur can quickly and cheaply receive the necessary permission to enter busi-
ness. Conceptually, the question needs fo be asked: why does a person need
any permission to begin a business? If Russia is going to make mistakes in this
area, a good case can be made that it should err in the direction of too little
regulation, as regulation tends to reduce the ability for entrepreneurial talems
to be manifested.

In general, the principle should be established that regulation is permissi-
ble only where there is compelling evidence that the expected present value of
the future benefits of the regulation exceed the present value of the expected
costs. The evaluation of costs and benefits must be done by some agency other
than the one formulating or enforcing the regulation. In shoni, the regulators
must be regulated.

Regulation extends to the international sphere as well. Pressure will be
placed on Russia to sign international agreements that regulate the eaviron-
ment or the workplace, for example. Often these agreements are pushed by
politicians without a clear understanding of the true benefits or costs, such is
the case with the Kyoto accords. Although Western nations have the luxury of
being able to impose costly regulation on their citizens, the burden of doing so
in Russia is potentially far greater given lower initial levels of per capita in-
come. In their earlier stages of development, nations like the United States and
Great Britain largely had unregulated economies, and the entreprencurial free-
dom that resulted had profoundly positive long-term economic effects. Do not
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give up that freedom. You need to be realistic and scientific in assessing costs
and benefits before signing international agreements or implementing domes-
tic regulations that constrain entrepreneurial freedom to engage in economic
activity.

7. Continue to privatize state economic activities. Privatization by it-
self is no panacea, and it should be done in a way that ensures competition and
market activity, not monopolies and state subsidies. Nonetheless, on average,
enterprises that compete in a market economy face a discipline that govern-
ment-owned or -controlled businesses do not, leading to higher productivity
and efficiency. It would seem to me that large government monopolies, like
the gas and electric companies and the railroads, should be candidates for priva-
tization and that, at the minimum, they should be subject to competition (ac-
complished by dividing the existing companies by function, such as production
and distribution, by geographic area, or by both). The last point is important.
Much of the relative efficiency of private enterprise compared to governmen-
tal ventures comes from competition. Privatization must be undertaken in an
environment of competition, with the state showing no favoritism toward any
enterprise.

8. Strengthen the banking system and stabilize the currency. Turning
first to the latter point, a large-scale monetization of governmental expendi-
tures is extremely unproductive, lowering the confidence of foreign investors,
causing capital outflows, etc. Russian learned this lesson in 1998. The long-
term correlation between economic growth and both the level of inflation and
its volatility appears to be negative. The stabilization of prices must be a key
goal in the restoration of confidence. The fashionable Keynesian notions that
inflation can reduce unemployment and stimuiate the economy have been de-
molished by the experience of the past generation. The price system is an in-
formation device, and inflation distorts the operation of price signals and some-
times sends the wrong information o entrepreneurs. Inflation imposes a cruel
and capricious tax on some members of the citizenry as well.

In some situations, the pursuit of monetary stability suggests that funda-
ntenta) reform of institutional structures is necessary. This is particularly true
where the political will to restrain monetary expansion is lacking. Alternative
approaches include adopting a commodity (e.g., gold) standard, creating a cur-
rency board, joining an economic union {such as the European Union) or adopt-
ing the currency of another nation (not necessarily the United States). Given
the experience of the past decade, it may be wise to explore one of these op-
tions. I believe it is less important which approach is selected than it is to
establish credibility in the medium of exchange both domestically and interna-
tionally. Should the Bank of Russia or other institutions prove unwilling or
unable to establish that credibility, alternative approaches to monetary stabili-
zation need to be explored.

Russia needs good, sound, well-capitalized, and trusted banks. Given the
limited Russian experience with for-profit private commercial banking, it makes
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sense to invite foreign interests to participate more freely in the banking sys-
tem. Although it is understandable to worry about excessive foreign control,
rules limiting the foreign role to 12 percent seem to be counterproductive.
Increased bank competition in the long yun leads to reductions in the net inter-
est margin of banks, meaning relatively higher rates of interest for bank depos-
itors and lower interest rates to lenders. Other things equal, this should lead to
increases in domestic savings and investment. It was the falling cost of bring-
ing together savers and investors that contributed importantly to a roughly five-
fold growth in the domestic savings rate in the U.S. economy during the 19th
century, for example, and replication of that experience in Russia would al-
most certainly pay dividends in the long run.

A critical dimension in monetizing the economy where fractionat reserve
banking exists is the development of trust. In some cases, this can be enhanced
by credible bank regulation and/or by the adoption of deposit insurance. The
central bank, if it is to exist (which it might not under, say, a currency board),
should have a narrow, focused role of maintaining the soundness of the curren-
cy. The inherent conflict of interest implicit in a system where the central bank
regulates other banks but also has some financial interest in one or more of
them is highly undesirable.

9. Reform laws and regulations relating to corporations along West-
ern lines, Aithough excessive government regulation of corporation gover-
nance is clearly undesirable, some “ruies of the game” need to be established
centrally. For example, it is not unreasonable 0 require companies that have
many shareholders to follow certain uniform procedures in reporting their fi-
nancial condition to their owners. Accounting standards need to be uniform
and, ideaily, should not deviate significantly from European or U_S. practice in
order to increase foreign investor confidence. If rules on, say, the depreciation
of assets or amortizing “good will” vary dramatically from Western practice,
the ability to secure foreign capital may be severely impaired. Given Russia’s
default on some debt obligations and the subsequent flight of foreign capital.
this is a matter of some importance.

In the United States’ formative years in the 19th century, many corporate
abuses occurred that impaired somewhat the development of the economy by
slowing private investor support of equity markets. Reports indicate similar
problems occurring in contemporary Russia. Government should not meddie
in the internal affairs of corporations or joint stock companies as a rule; none-
theless, it can play a constructive role in determining the “rules of the game™
for the operation of corporate democracy. It is particularly important to pro-
tect the rights of minority stockhelders or “outsiders™ from abusive practices
of a controlling stockholder or inside management. To cite one example of a
desirable practice, cornpensation of management should be transparent and set
by boards of directors that include stockholders outside the immediate man-
agement of the firm. Failure to comply with laws requiring these practices
should be punishable by severe sanctions, including prison terms and large fines.
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Obviously, not only do laws have to be established but also a significant en-
forcement mechanism needs to be established,

10, Rationalize the social security system and its financing. Russia is not
alone among nations facing serious problems with its pensjon system for older
citizens. Yet Russia’s system provides extremely small pensions for a large num-
ber of recipients, financed by very high payroll taxes, where the combined em-
ployer-employee tax reaches 41 percent of wages, a rate that induces profound
disincentive effects and encourages inefficient non-cash economic activity.

Although well-to-do Western economies all have pension systems for the
elderly, can Russia afford such a system at its stage of development? Might
economic justice and security be better served by having a means-tested sys-
tem, whereby individuals who are truly poor might receive even larger pen-
sions than at present, but individuals who have some weaith or whose children
are prosperous will not be eligible for benefits? The wealthiest nation in the
world, the United States, offers benefits only at the age of 62, with full bene-
fits coming at 63, an age that is being raised over time to 67. It feels it cannot
afford to let people retire at 55 or 60. If the United States cannot afford it, how
can Russia? Given the low income levels and the need to expand output, pen-
sion inducements that lead to reduced labor force participation among often
productive individuals in their 50s or 60s seem extremely costly. Perhaps the
retirement age could be raised by, say, by an average of six months per year
over the next decade or two, also equalizing the retirement age for males and
females gradually (this can be achieved by raising the retirement age of fe-
males more per year than males).

As to financing, strong consideration should be given to moving to a partial
or complete privatization of the system, learning from the model of Chile and
other nations. It is imporiant that individuals “own” their investments, with the
value reported to them on a timely basis. Such a system would increase individ-
ual responsibility, largely end the politicization of the investment decision-
making process, lead to probable higher investment returns, and possibly have
other advantages. Given the inexperience of the average Russian citizen in eq-
uity markets, perhaps the appropriate initial approach would be to aliow com-
peting private investment firms to offer alternative portfolios, including dif-
ferent types of mutual funds. Individuals would select the firm they want and
have the opportunity to change periodically.

11.Move toward free trade. The convergence of incomes between poor
and rich areas depends critically on the free mobility of goods, services, per-
sons, capital, and ideas from one geographic area to another. Aithough some of
the barriers to mobility are natural, determined by transportation costs, and
others are related to anti-investor laws, taxes, regulations, etc., some are sim-
ply the product of tariffs and other direct barriers to trade. Other things being
equal, when artificial barriers to trade are reduced, trade volume increases and,
with that, economic welfare. On this point, there is nearly unjversal agreement
among profess1ona1 £COnomists.
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It is true that tariffs provide needed governmental revenues and that they
are generally a reasonabie form of taxation from the standpoint of administra-
tive costs and equity. Accordingly, for these and other reasons it may be appro-
priate to reduce tariff and other barriers over time, perhaps in connection with
international agreements where reciprocity is shown by other nations. Tariff
reduction usually serves to promote productivity advances internally, as the
increased foreign competition fosters greater moves toward efficiency among
domestic producers.

The move to free (or freer) trade also implies the removal of any barriers
to the acquisition of foreign exchange or the free movement of capital. Capital
flows must be unimpeded in either direction. Open product and resource mar-
kets promote economic growth, even if they may temporarily pose problems
for protected domestic interests.

12.Rationalize your intergovernmental fiscal relations. Like the Unit-
ed States and Germany, Russia has a federated system of government, with 89
different regional governments providing local services. Such a system, if used
appropriately, can promote some efficiency and competition in government,
and can provide information useful in assessing the effectiveness of govern-
mental policies. In the United States, for example, relatively little funding goes
from Washington to the state capitals to finance local ard state governmental
activity. Stales must raise their own funds, meaning local politicians are ac-
countable to local voters for their actions. Wasteful government expenditures
are somewhat reduced from what would exist if a large proportion of state
revenues came from Washingion. To an increasing extent, states engage in tax
competition, knowing that businesses and productive individuals will abandon
those states that impose high taxes. Thus, governments are less able to operate
like monopolists charging high “prices™ (taxes, in this case) than where this
federalist phenomenon is absent. This reduces somewhat the inherent ineffi-
ciencies of the public sector.

In Russia, the move to a federalist system is still somewhat new, and diffi-
culties remain in relations between the central government and regional ones.
The trick is to maintain central control and dominance over certain obvious
national functions—the provision of defense and the implementation of mon-
etary and foreign policy, for example—while at the same time promote exper-
imentation and competition among the regions in providing other services, such
as education and roads.

CONCLUSIONS: CONVERGING ON CONVERGENCE

Where markets are free, the rule of law is strong, the currency is sound, and
taxes and regulation of private entrepreneurial activity are minimal, resources
will tend to move in a manner that will enhance economic welfare. Poorer
nations will converge on richer ones. Thus, Japan in the 20th century com-
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pletely closed the gap separating ifs economic performance from that of the
United States and Western Europe. The same experience has been replicated
throughout much of southeast Asia, with Taiwan, Hong Kong, South Korea,
Singapore, and Malaysia being good examples. China is the largest example of
a nation that has moved with considerable success toward the development of a
vibrant market capitalism, and India increasingly is freeing businesses from
the shackles that have constrained the entrepreneurial spirit in that vast Jand.
Similar developments are happening in some other places in the world as well,
notably Latin America. However, where markets are repressed, such as in North
Korea, divergence replaces convergence as the economic norm.

Attitudes cannot be changed overnight, and bureaucratic, political, and in-
stitutional obstacles to needed reform are no doubt substantial in Russia. A
different (i.e., more recent capitalist experience) historical background that '
has permitted a faster transition in, say, Hungary and Poland is not present in
Russia. Yet Russia has a well-educated populace and vast natural resources. It
has demonstrated enormous creativity over the centuries in literature, music,
science, and engineering. Those creative talents can be harnessed to promote
economic change. Given the right environment, the latent entrepreneurial tal-
ents of Russian workers and capitalists will provide the resources for enhanced
levels of income and output. The transition has not been easy, nor is it over. Yet
with appropriate public policies to set the groundwork, the people of Russia
can exercise their talents in the marketplaces of the world in a manner that will
provide them with the affluence that they deserve and restore a nation to the
greatness to which it historically has aspired.
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THE POLITICS OF SUCCESSFUL
STRUCTURAL REFORM

Sir Roger Douglas

OECD studies show that politicians tend, world-wide, to avoid structural re-
form until it is forced upon them by economic stagnation, a collapse of their
currency or some other costly economic and social disaster.

Politicians tend to close their minds as long as they can to the need for
structural reform, because they believe that decisive action must inevitably
bring political calamity upon the Government.

As their country’s economy drifts closer 1o crisis and structural problems
are no longer deniable, they persuade themselves that action within a relatively
short time of an election would give the advantage to their political opponents.

They convince themselves that this stance is justified by pretending that the
opponents are deceitful and interested only in their own gain, not the country’s
well-being.

When the economic situation is serious enough to arouse public concern,
in many cases, both parties may seek 1o evade the issue by offering electoral
bribes to distract voters from the real problems.

Tintend to argue the contrary case: That political survival depends on mak-
ing quality decisions; compromised policies lead to voter dissatisfaction; let-
ting things drift is political suicide.

My aim is to show that politicians can take practical steps and politically
successful action to benefit the nation, without waiting until economic or so-
cial disaster has forced their hand.

It is not my intention to argue that in New Zealand we got everything right
after 1984,

However, what [ will argue is that where we implemented quality policies in
that period, the polls show ongoing voter approval. Wherever we stopped short
of quality, the polis show rising disapproval from the public.
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THE CENTRAL STRATEGIC CONSIDERATION
IS THEREFORE, THAT

Quality decisions are the key to structural reform and to political success in
government. ‘ _

The evidence of New Zealand’s story is plain. The politicians who sought
success through ad hoc solutions, which evaded the real problems, damaged
the nation and destroyed their own reputations.

Voters ultimately place 2 higher value on enhancing their medium-term pros-
pects than on action that looks successful short-term, but only by sacrificing
larger and more enduring firture gains. -

A fundamental choice is always there: You can take the costs up-front for
larger medium-term gains; or focus on short-run satisfaction and be sand-
bagged later by the accumulated costs.

Those concepts are not foreign to the public. People accept low incomes
as students to earn more later. They save for their old age, and willingly invest
in a better future for their children.

There is a deep well of realism and common sense among the ordinary
people of the community. They want politicians to have guts and vision to
deliver sustainable gains in living standard.

Inadequate politicians see instant popularity as the key to power. If their -
rating slips, they feel threatened. They look for policies with instant appeal to
create continuous public bliss. -

. That approach flies in the face of reality. There is no free lunch. Every
decision involves trade-offs, which do not vanish just because some politician
chooses to ignore them.

The sordid fact is: instant solutions do not have instant popular appeal.
Notoriously, they are peddled by politicians who actively blind themselves and
others to the facts about the situation.

The problem with compromise policies is simple. They do not produce the
right outcome for the public at the end of the day. So they come back to haunt
the politicians responsible for them.

As costs and distortions accutnulate, such Governraents resort to misrep-
resenting and suppressing vital information about future economic prospects,
to warp the judgement of the voting public.

Too often, they end up locking themselves and the public into their own
nonsense. No one escapes until a crash has liberated the suppressed informa-
tion, and consigned them to oblivion.

Going for quality means choosing the actions that deliver most benefit to
the nation in the medium term, instead of choosing more now, for Supposed
political gain, at the cost of less later.

Objectives set on that basis, and the means most likely to achieve them,
must both be tested against the best available economic analysis and against all
of the available evidence. :
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Traditional preconceptions or prejudices about means should not be allowed
to prevent a thorough review of all options, and the selection of the means
most likely to achieve the chosen goals.

From my view point, it makes political sense to act frem day one on
the following basis —

If a decision makes sense in the medium-term, go the whole hog for quality
solutions. Nothing else delivers an outcome that will satisfy the public at the
end of the day.

What then was New Zealand's response to quality politicians?

Wherever the New Zealand Government implemented uncompromised qual-
ity policies since 1984, the opinion polis show that voters today give a satis-
factory rating to the Government’s performance.

Wherever the New Zealand Government did not or has not gone the whole
way for quality decisions since 1984, government approval rating is always low.

LESSONS OF NEW ZEALAND EXPERIENCE

New Zealand’s experience provides an important insight into the nature of political

consensus, which is widely misunderstood by politicians here and around the world.

The conventionat view is that consensus support must exist for reform be-

- fore you start otherwise the actions taken will not prove to be politically sus-
tainable at efection time.

The tendency is to seek consensus in advance by compromising the quality
of the decisions to bring the benefits up-front and either ignore any costs or
push them further down the track.

But when the Government compromises its decisions for immediate ad-
vantage at the expense of the medium-term outcome, the dissatisfaction of the
public will intensify over time.

The fact of the matter is that the interests of the various groups in society
are complex and diverse. None of them welcome the idea that their traditional
privileges may be removed.

Consensus then for quality decisions does not arise before they are made
and implemented. It develops progressively after they are taken, as they deliv-
er satisfactory outcomes to the public.

To win elections consistently, governments need the guts to implement
quality decisions, take the pain up-front instead of postponing it, and be judged
on the basis of the good outcomes they deliver.

By taking that approach, Labour won an increased majority in 1987. To the
extent that we have continued to take it since then, we kept open an opportunity
to win again in 1990.

On the other hand, to the extent such a government loses the nerve required
to take a consistent, medium-term approach to quality, the result of the next
election will become doubtful.
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What then is the required recipe for using quality policies to combine suc-
cessful structural reform with electoral success?
Ten key principles should underlay any strategy.

1. Quality decisions start with quality people

2. Implement reform by way of quantum leaps

3. Speed is essential

4. Once you start the momentum rolling, never let it stop

5. Credibility is crucial

6. The dog must see the rabbit

7. Stop selling the public short

8. Don’t blink or wobble

0. Use opportunity, incentive and choice to mobilise the energy of the
people

10. Elect politicians who have the guts to undertake structural reform

My remaining comments are about those 10 principles, illustraied by ex-
ample when I have the time,

PRINCIPLE NO. 1
Quality decisions start with quality people

Policy starts with people. It emerges from the quality of their observations,
knowledge, analysis, imagination and ability to think laterally to develop a winder
range of options.

The quality of the Labour Government’s policies in New Zealand of which
1 was a member was made possible only by the fact that Labour was lucky enough
to attract capable new candidates in 1978, 1981 and 1984.

They shared Labour’s traditional goals, were able to get their minds around
complex issues, cared about getting the outcomes right and had the guts to
adopt means that would achieve them — means that had not been traditionally
supported by Labour governments.

The success of our public sector reforms since 1984 depended on people
as much as policy. Replacing people who cannot or will not adapt to the new
environment is pivotally important.

Getting the incentives and the structure right can also transform the perfor-
mance of many dynamic and capable people who were not able to achieve the
right results under the old system.

In the private sector also, management quality has improved dramatically
since deregulation,

The change in the Business Roundtable (NZ top 40 companies) member-
ship is typical — 31 of the 40 people who were members in 1985 had changed
by 1988. The average age of Roundtable members has dropped by 10 years.
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The biggest quality problem to emerge over the last 6 years in New Zealand
by far, is the calibre of the people attracted to and selected for political candi-
dacy in both the Labour and National Parties.

The main risk to the policies put in place in New Zealand over the last 7
years arises from both parties’ inability to recruit good people currently.

A solution can only occur if enough people with guts, education and vision
are willing to accept the tasks involved in doing something worthwhile for their
countey in the political area.

The low status of politicians in the community is a chicken-and-egg prob-
lem. It results from the short-sighted, excessively partisan approach 50 many
of them take to their responsibilities.

The fastest and the best way to transform the present status problem facing
politicians is for a world-wide influx of quality people to enter government.

1 think it is particularly appropriate to make such points to this andience.
Politics is a mess because t0o many quality people are content to criticise
from the sidelines.

As long as that situation persists, we will wait in vain for good government
in democratic countries. Improvement will occur only if quality people take
the trouble to get themselves involved.

By placing quality at the heart of ail ourendeavours, we break the old moulds,
which have discredited politics and politicians and led too many countries into
avoidable econosmic calamity.

PRINCIPLE NO. 2
Implement reform by way of quantum leaps using large packages

Do not try to advance a step at a time. Define your objectives clearly and move
towards them by quantum leaps. Otherwise the interest groups will have time
to mobilise and drag you down.

In New Zealand and world-wide, the conventional perception is that reform-
ers are playing against 2 stacked deck of cards. Genuine structural reform is
portrayed as equivalent 1o political suicide.

That ruie holds good where privileges are removed one at a time in a step-
by-step programme. Paradoxicaily, it ceases to apply when the privileges of
many groups are removed in one package.

In that case, individual groups lose their own privileges, but simultaneons-
ly, the aggregate cost of paying for the privileges of all of the other groups in
the economy is removed from them.

Paradoxically, it is harder to complain about damages to your own group
when everyone else is suffering at least as much and you benefit from their
loss, in the medium-term.

The underlying fact is that, whatever their own losses, each individual group
also had a vested interest in the success of the reforms being imposed on all of
the other groups.
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Packaging reforms up into large bundles is not just a gimmick. Its political
and economic efficiency rests on fundamental considerations, which are the
essence of good structural reform:

The economy operates as an organic whole, not an unrelated collection of
bits and pieces. Structural reform aims to improve the quality of the inter-
actions within the whole.

When reform is packaged in large bundles, the linkages in the system can
be used to see that each action effectively enhances every action and also im-
proves its selling potential.

Winning public acceptance depends crucially on demonstrating that you
are improving the opportunities for people as a whole, while protecting the
most vulnerable groups in the community.

Large packages provide the flexibility needed to demonstrate that the loss-
es suffered by a group of people are offset by fundamental gains for the same
group in some other area.

The public will take short-term pain on the chin, if the gains are spelt out
convincingly, and the costs and benefits have been shared with visible faimess
across the community as a whole. :

PRINCIPLE NO. 3
Speed is essential — it is impossible to go too fast

Speed is essential and it is impossible to go too fast. Even at maximum speed,
the total programme will take some years to implement. The short-term trade-
off costs start from day one.

When reform has been delayed for many years, the trade-off costs are inev-
itably considerable. Tangible benefits take time to become visible, because of
the lags built into the system. .

If action is not taken fast enough, the consensus that supports reform can
collapse before the results become evident, while the Government is still only
part-way through its reform programme.

* Vested interests seeking to preserve past privileges will always argue strong-
ly for a slower pace of change. It gives them more time to mobilise public
opinion against the reforms.

On the other hand, vested interests cannot obtain the pay-off from change
until the government has moved far enough to reduce the costs imposed on
them by the privileges of other interests.

The vested interests continuously underestimate their own ability to adjust
successfuily in an environment where the Government is rapidly removmg priv-
ilege across a wide front.

They focused on symptoms, not fundamentals at every stage.

Many apparent demands for a slower pace, on closer analysis, express a
powerful resentment that the Government is not moving fast enough to abolish
privileges enjoyed by rival groups.
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Farmers in New Zealand who lost direct subsidies equivalent to 35¢ in ev-
ery dollar they earned and because of a strengthening New Zealand dollar, re-
ceived less New Zealand dollars for what they sold, survived because action
was taken in New Zealand to reduce excessive protection eisewhere.

e.g. Tanff reduced

Railways restructured
Ports etc.

It is unceriainty, not speed that endangers the success of structural reform
programmes. Speed is an essential ingredient in keeping uncertainty down to
the lowest achievable level.

When state trading departments were being transformed into commercial
corporations, it became obvious that large-scale redundancies would occur in
the coal and forestry areas.

Because some of those activities were located in depressed areas, the Gov-
ernment took its time o make the final decision, leaving thonsands of employ-
ees in limbo for about six months.

Staff knew that some of them had no future in the industry, but did not know
who. They could not leave before the Government made up its mind, because
they might lose their redundancy payout.

The resuit was deep and intense bitterness, which the Government inter-
preted as being, directed primarily against the policies themselves. Tt further
eroded the willingness to take action,

Once firm decisions were announced, the feeling in those regions improved
rapidly. A lot of those people always knew change was inevitable. The public
ofien shows more realism than politicians.

‘What those peoplie really wanted was an end 1o the uncertainty, so that they
could decide how to get on with their own lives.

A great deal of technical debate has been aired worid-wide about the opti-
mum sequencing of structural reform, and the alleged sequencing errors of
governments, both here and eisewhere.

My view is that these debates are largely irrelevant in practice.

Before you can plan your perfect move in the perfect way at the perfect
time, the situation has already changed anyway. Instead of a perfect resuit, you
wind up with a missed opportunity.

Some decisions take full effect the day they are made. Others take years of
hard work before they can be fuily implemented. Perfect sequencing, even if it
existed, would not be achievable.

If a window of opportunity opens up for a decision or action that makes
sense in the medium term, use it before the window closes.

When an economy has been driven down a blind alley and ends up facing a
brick wall, what matters is to back it out as soon as possible and get it back on
the high road to a better future.
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PRINCIPLE NO. 4
Once you start the momentum rolling, never let it stop

Once you start the momentum rolling, never let it stop until you have complet-
ed the total programme. The fire of opponents is much less accurate if they
have to shoot at a rapidly moving target. If you take your next decision while
they are still struggling to mobilise against the last one, you will continually
capture the high ground of national interest and force them to fight uphiil.

The Government can develop public awareness of the key issues by struc-
turing the content and sequence of its packages to dramnatise the relevance of
the fundamental economic linkages.

The underlying process of structural change is very important.

Before you remove the privileges of a protected sector it will tend to see
structural changes as a threat which has to be opposed at all costs.

After you remove its privileges and demonstrate that the clock cannot be
turned back, the group starts to focus on removing the privileges of other groups
that still boost it own costs.

On the other hand, exactly the opposite process occurs wherever some
favoured group is allowed to retain its privileges, and given ongoing protection
from the broad thrust of the reforms.

Anxijety levels in protected groups rise steadily as reform progresses in the
rest of the economy. They fear their turn may come next. Their internal organ-
isation improves dramatically.

They boost their public profile. They entrench their opposition to conceal
their vested interest in exemption from reform. They will aim to dictate the
rhetoric that governs all public debate.

In New Zealand, for example, reforms designed to reduce waste and ineffi-
ciency across the widest possible front were consistently painted as adherence
to the nastiest form of hard-line monetarism.

Commercialisation, designed to achieve more jobs and better living stan-
dards for everyone, was said to be driven by an uncaring New Right obsession
with profit at the expense of people or service.

Efforts to improve the quality or quantity of health services for ordinary
New Zealanders were portrayed as replacing public care with private profit at
the expense of the ill and the elderly.

The strategy of this rhetoric is to obliterate pubhc awareness of all medi-
um-term benefits, exaggerate the short-ternt costs and portray these costs as
the objective or sole outcome of reforms.

These groups end up making strenuous efforts to gain control of the polit-
ical process in the reforming party to stalemate any threat to themselves by
terminating the total reform programme.

THE ANSWER IS¢ STOP THE ROT BEFORE IT BEGINS. REMOVE PRIVILEGE EVEN-
HANDEDLY ACROSS THE BOARD AND GIVE SUCH GROUPS, ALONG WITH EVERYONE ELSE,
A MORE CONSTRUCTIVE ROLE IN A BETTER SOCIETY.

74



PRINCIPLE NO. 5
Credibility is crucial

Continuous credibility is essential to maintain public confidence in structural
reform and minimise the costs. The key to credibility is consistency of policy
and communications.

The voting public has seen governments come and go, all of them promis-
ing low inflation, more jobs and higher living standards. But for year, life has
gone on exactly as it always used to.

Take the first step early and make it a big one. You have to break the pattern
of the past dramatically enough to convince the community that, this time, some-
body really does mean business.

When the government lacks credibility, people refuse to change until the
clash between their old behaviour and the new policy imperatives has imposed
large, avoidable costs on the economy.

As the reform programme rolls forward, a lot of people start hurting. Their
confidence depends on maintaining the conviction that the government will
drive reform to a successful conclusion.

Speed, momentum, the avoidance of ad hoc decisions and an unwavering
consistency in serving medium-term objectives are the crucial ingredients in
establishing the government’s credibility.

You know when you start to win the credibility battle. The media begin to
put every government statement under a microscope, looking for inconsistent
decistons and lapses of principles.

People begin to grasp the idea that wherever a group manages to hold on to
privilege and protection, an avoidable cost is imposed on those who are facing
up to the adjustment process.

At this point - the message from the voting public changes. It now reads:

Keep the reform process going — drive it to a successful conclusion or you
are dead in the water at the next election.

Structural reform has its own internal logic, based on the linkages within
the economy. One step inevitably requires and leads to another, to extract ben-
efit for the nation as a whole.

Abolishing export assistance is fruitless, unless the costs of exporiers are
also reduced by lowering tariffs, deregulating internal transport and reforming
ports and shipping services.

The fiscal gains from corporatisation or privatisation will vanish without
trace of expenditure if an unreformed social services sector is left to rise without
regards for efficiency.

The redundancies created as production is rationalised to improve efficiency
may turn into more or less permanent unemployment if an inflexible labour
market protects insiders against outsiders.

Where the logic of reform is not followed closely enough, the confidence
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of investors will be impaired and the ultimate sustainable growth rate achieved
may be less than optimal. :

Credibility takes a long time to win but it can be lost almost overnight.
Confidence then collapses. The costs of the adjustment rise. The time re-
quired expands. The political risk increases.

The battle for consistency and credibility is always ongoing and never fi-
nally won. It remains permanently central to every decision that comes before
the government for consideration.

In the wake of the sharemarket crash of 1987, for example, many countries
sought to soften the political and financial impact on the community by easing
back on their monetary policies.
~ The dragon of inflation leapt back to life. Those countries were then faced
with the costs involved in slaying it for the second time. Electors do not thank
you for that.

Winning back lost credibility can take longer than winning it in the first
place. If confidence starts to waver, push the reform programme forward a big
new step — and take it quickly.

- PRINCIPLE NO. 6
The dog must see the rabbit

People cannot co-operate with the reform process unless they know where
you are heading.

Go ag fast as you can but where practicable, give them notice by seeing out -
your objectives and intentions in advance.

Where programmes can or will be implemented in stages over time, pub-
lish the timetable up-front.

Those strategics show that you know where you are going, commit the gov-
ernment to the action, let people know how fast they have to adjust and rein-
force the credibility of the total programme.

Decision makers must be able to see as much as possible of the total pat-
tern of change affecting their businesses in the period ahead of them in order
to plan an effective adjustment.

The release of information also places professional analysts throughout
the community in a position to make their own independent evaluation of
progress and government performance. .

They understand the importance of quality in decision-making and the ben-
efits available via consistent medium-term policies. They are often trusted
advisors of the interest groups. '

Over time, their objectivity, combined with their increasing goodwill to-
wards the reform programme, becomes one of the major factors in creating a
favourable climate of public opinion. '

The confidence of the community is further increased if private sector peo-
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ple respected for their experience and capability are involved in helping to
fine-tune policies and improve management.

In New Zealand, expert panels appointed from the private sector for exam-
ple, received public submissions on our major tax initiatives to help remove
any administrative bugs from the new systems.

Conventional political wisdom says that structural reform, because it im-
poses short-term costs, which are unwelcome to the public, is a recipe for
political suicide at the next election.

In 1987, after the most radical structural reform in New Zealand for 50
years, which e.g. saw mortgage interest rates rise from 11 percent to over 20
percent, Labour fought the election on a platforni that the job was only haif
done — and that we alone had the guts and know how to finish it.

The government was returned with all the seats it won on the landslide 1984
election and took two more seats away from the opposition. Voters wanted the
job completed and done right.

Credibility and consistency can be maintained only in the context of a dis-
- ciplined Cabinet which works right through the issues and stands four-square
behind every decision collectively taken.

If the discipline of collective Cabinet decision making and collective Cabi-
net responsibility breaks down as it did in New Zealand in 1988, the way is open
for interest groups to seek to regain control of the ballgame and the government
foses its credibility and the next election as we did in New Zealand in 1990.

PRINCIPLE NO.7
Never fall into the trap of selling the public short

Do not mistake the fears of the politicians for ignorance, lack of guts or lack
of realism on the part of the voting public.

The people out there in the community fight wars when they have to. They
trade off short-term costs for long-term benefits every day of their life. They
take out mortgages and bring up children.

Faced with the need for structural reform, normally responsible politicians
will confide privately: “I know it’s needed, but people out there don’t know!
Politics is the art of the possible!”

Middle-of-the-road MPs maintain their personal security by making sure
that their grip on reality is fuzzy round the edges: “Ups and downs are normal,
Things will come right. They always do.”

As the problems worsen, the demagogues and opportunists move in: “We
have just one problem — our political opponents are nuts! I can fix the lot with
applied common sense and some No. 8§ wire.”

For years at a time, while the economy drifts on towards crisis or collapse,
the public is offered nothing better thar that, by way of information or diagno-
sis. So they give the demagogue a go.
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Nobody stops to think that what people may really want is politicians with
the vision and the guts to help them to create a better country for their children
in the year 2000 and beyond it.

Successful structural reform does not become possible until you trust, re-
spect and inform the electors. You have to put them in a position to make
sound judgements about what is going on.

Teli the public and never stop telling them right up-front:

¥ What the problem is and how it arose

v What damage it is doing to their own personal interests

¥ What your own objectives are in tackling it

v How you intend to achieve those objectives

¥ What the costs and the benefits of the action will be

v Why your approach will work better than the other options

Ordinary people may not understand the situation in all its technical detail
but they have a lifetime of experience at work and at home to help them sift the
wheat from the chaff.

They know when the key questions are being evaded. They can sense when
they are being patronised or conned and do not like it. They respect people
who front up homnestly to their questions,

PRINCIPLE NO. 8
Don’t blink: public confidence rests on your composure

Structural reform in New Zealand involved Ministers in making some of the
most radical decisions announced to the public for 50 years or so.

Relaxed, matter-of-fact composure is essential every time you face the
public. Their confidence is always based on yours.

As the pressure of change comes on to the economy, the whole community
starts watching every television appearance like a hawk, looking for the least
twitch of government nervousness.

Their confidence in and co-operation with the reform programme can be
undermined by the least blink. Visible uncertainty among key Ministers spreads
like a plague throughout the community.

Structural reform demands a major change in the ideas and attitudes which
ordinary people grew up with. Such demands inevitably cause discomfort and
uncertainty in many people. '

Qur qualitative research showed that, in the process, people become hyper-
sensitive to any signs of similar anxiety in the politicians who are responsible
for the reform programme,

They attend meetings and watch the TV news not just to find out what is
happening and understand the ideas behind it but also to probe the feelings and
emotions of the people at the helm,
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When they cannot understand the technical detail of the argument, they rely
on their own assessment of the speaker’s mental and emoticnal condition to
provide them with a basis for judgement.

That is another reason why it pays to make decisions of the finest quality.
When you know you got it right and know the policies are on course that comes
out through their TV sets.

TVNZ toid me they searched their film library for a clip of Roger Douglas
locking nervous or uncertain and were disgusted 1o find that I looked “cheerful
and relaxed the whole bloody time”.

Knowing or believing that you have got it right provides a firm foundation
for dealing with people in a relaxed, confident way when you are face to face
with them, even at large meetings of quite dngry people.

These remarks are not a recipe for arrogance. Listening to argument from
sources of every kind is as fundamentaily important to policy-making, as well
as to selling policies successfully.

But, all of that advice has to be measured against the Government’s medi-
um-term goals. It is not arrogance to hold a sound course towards objectives
that benefit the country.

PRINCIPLENO.9
Incentives, choice, monopely: Get the fundamentals right

A sick economy cannot be regulated back into health. Economic dynamism is
the liberated energy of people at every level personally choosing and using
opportunities that benefit them.

Government’s role is to create a framework that widens their opportunities
for choice, improves the incentives to productive activity and sees that their
gain benefits society as a whole.

In other words Politicians need to remember whose side they are on.
Intesest groups whether of farmers, manufacturers, teachers or heaith workers —
exist to serve the interests and improve the lives of consumers.

The purpose of economic activity is to satisfy the needs of consumers.
Government is not there 10 protect vested interests at the expense of the con-
sunting public.

Its role is to ensure that vested interests cannot thrive except by serving the
general public effectively.

In command economies, the theory was that such probiems would disap-
pear if governments took the power t0 make ali the important decisions on
behalf of the general public, to protect peopie.

Since 1917 that theory has been tested to extinction. The power they used
was taken away from the people themselves. Government became the most
oppressive vested interest of all.
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In New Zealand, the govemment, by its past domination of areas like coal-
mining, electricity, education, health and welfare has often gone quite a long
way in that direction.

Our attention was focused on the benefits of regulation, without regard for
the wider costs imposed. On that false accounting, regulation will seem auto-
maticaliy to improve the public good.

The only effective safeguard for ordinary people is the ability to make a
free personal choice among competing suppliers whose livelihood depends on
satisfying the final consumer.

Dedication to that principle from 1984 onwards is what places the present

.Government squarely in the established Labour tradition of putting the needs
of the common people first.

The abolition of privilege is the essence of structural reform. Wherever
possible, use your programme to give power back to the people. That is central
to both democracy and market socialism and why it is not inconsistent with
policies to be followed by Labour or Left Wing parties.

The National Party’s 1975-84 policies were privilege in action.

PRINCIPLE NO. 10
Elect politicians who have the guts to undertake structural reform

Conventional politicians ignore structural reform because they think they are
in power to please people and pleasing people does not involve making them
face up to the hard questions.

They use the latest polls to fine-tune their image and their policies in order
to achieve better results in their nexi poll. In other words, their aim is really to
be in perpétual power.

Their adherence to ad hoc short-term policies which focus on their own
immediate problems, rather than the country’s long-term opportunities leads
to accumulating difficulties over time.

It becomes increasingly clear to people that the problems have not been
solved and the opportunities have been thrown away. So such Governments end
up being thrown out, neck and crop.

Genuine structural reform carried right through fairly and without compro-
mise, defivers larger gains in living standards and opportunity than those achiev-
able by any other political route.

Because Labour implemented such a programme in it first three years, we
were re-elected, notwithstanding significant adjustment costs, with a majority
larger than our landslide 1984 win.
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PUBLIC MANAGEMENT REFORM:
THE NEW ZEALAND CASE

Dr Graham Scott
Moscow, April 2000

INTRODUCTION

Across the world countries are redefining the role of government and, as a
part of this, reforming their philosophy and systems of public sector man-
agement. Considerable reform has taken place over the last 20 years, with
most countries embarking on reform programmes in the 1990s. While in-
ternationally there is great diversity in the approach and method of these
reform movements, there is also at a general level, a surprising degree of
convergence about the issues. Prior to this wave of reform, all countries
had some kind of traditional bureaucratic model of public management ap-
plying across a wide range of functions. The traditional bureaucracy relies
on central control, with observance of rules, controls of inputs and highly
structured approaches to the employment of labour. It evolved over a very
long period of time and has roots in ancient China and Rome. In more re-
cent centuries elements of reform evolved further as in France under the
Napoleonic system, Germany under Bismarck, Japan after the Meiji resto-
ration, and the United Kingdom with a major reform to create a profession-
al civil service in the middie of the 19th century, The United States, Cana-
da, Australia and New Zealand all took steps in the early years of the 20th
century to enhance the integrity, morale and professionalism of their civil
services. The Marxist states created the most extensive and powerful bu-
reaucratic organisations of all.

‘Why, after such a long history of bureaucratic pub]ic management, has there
been this worldwide movement to reform it? Has the bureaucratic form of
public organisation been a triumph or a failure? Is it being upgraded or abol-
ished? Bureaucracies have been a system of mass production of public servie-
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es — the engine of the modern nation state and the foundation of the modern
welfare state. Over the past century or so, the reforms have been shaped by the
scientific revolution and progressivism.

But the bureaucratic form of organisation can also be a system of mass
control, rent seeking, corruption and wasie. It can be unresponsive to citi-
zens and vulnerable to manipulation by politicians against the wider public
interest. It continues to serve citizens well in areas of public management
where the disciplined application of detailed rules is necessary for effective
management, such as the collection of revenue. The basic responsibility of
revenue collecting authorities is to implement the detail of the law as intend-
ed by the legislature, rather than to exercise a lot of discretion about how
much tax people should pay. There are, however, many areas of public man-
agement where rigid application of detailed rules set down in law is not the
best way to provide public services, The traditional rule-driven bureaucracy
has restricted the ability of governments to adapt their methods of produc-
tion of services in a way that better meets the needs of citizens and is both
more efficient and effective. There is a need for new approaches, particular-
ly where better systems of management can provide gains for the govern-
ment, consumers and taxpayers.

Management reforms have taken place in many countries t0 improve the
basic bureaucratic mode]. After the 1960s, the practice of programme budget-
ing spread from the United States where it was invented, through all the En-
glish-speaking countries and more widely around the world. The basic concept
invoived grouping expenditures together into programmes that represented the
policies that the government had in place, which provided much improved in-
formation for decisions than the input costs of each bureaucratic institution.
This system was intended to involve a detailed approach to setting objectives,
allocating resources and monitoring performance with a high degree of central
control and direction,

The global reformi movement in the past 20 years has spread through many
countries, bringing with it a philosophy of greater decentralisation of deci-
sion-making, both within the centre of government and from the central gov-
ernment to other levels of government in an endeavour to “let the managers
manage”. [From the mid 1980s onwards, this was augmented by systems of
performance management within a decentralised philosophy of public admin-
istration. These new models originated mostly from the United Kingdom, New
Zealand and Australia. They earned the label “the new public management™.
. Various aspects of this approach have been implemented, with great variety in
the adaptations to local conditions around the world, in countries at different
levels of development. ‘

Why have so0 many countries set out to reform their public management
systems at the end of the 20th century? This is basically because the quality
and effectiveness of public management has a very great impact on the eco-
nomic performance of a country and on the welfare of its citizens. A country
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which has skilled, professional policy advisers and great politicians, still can-
not manage the economy and society effectively if the instruments of govern-
ment are not well managed. Poor public management is often a contributing
cause to economic instability, generally as a result of poor fiscal, economic
and monetary policy. Since the world’s capital markets became integrated, the
response to poor fiscal management in terms of adverse movements in inter-
ests rates and exchange rates is swifter than it once was.

Problems caused by poor public management include ineffective tax ad-
ministration, poor regulatory environments for investment and malfunctioning
delivery systems for services provided by public organisations. Countries have
set out around the world to create governments which are more effective and
more efficient.

A further general reason for the reform of public management systems glo-
bally, has been the movement towards better govermnance in order to make ex-
ecutive government more accountable to the people it serves. In many coun-
tries this has been promoted by the emergence of an educated urban middle
class that has growing political influence but is not a beneficiary of the sys-
tems of patronage, corruption and privilege run by powerful elites. This influ-
ence is particularly evident in the fast growing Asian economies. As a result of
this general thrust, many countries have introduced measures for greater trans-
parency, greater accountability, more participation by citizens in the design,
implementation and monitoring of public services and decentralisation to low-
er levels of government.

As a result of these general trends, there is a list of areas where reformers
direct their attentions in most countries. These are:

v" Public expenditure management including the fiscal framework
and budget system
Civil service
State enterprises
Agencies
Restructuring
Decentralisation
Accountability and transparency; and
Managing for results.

The remainder of this paper lists some principles for reform in these
areas which have emerged across many countries. Ilustrations of the imple-
mentation of these principles are drawn from experiences in New Zealand
and some other countries. The paper concludes with some principles for the
implementation of public management reform and a brief discussion of the
relevance of the material presented to developing countries and economies
in transition.
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CIVIL SERVICE REFORM
Principles of civil service reform

Some general principles and concepts of civil service reform are ubiquitous,
although there is great variety in the details and timing of the reform pro-
grammes. Countries have designed their reforms to meet their purposes.

A set of principles which underpinned the reforms in New Zealand includ-
ed a civil service which is non-political, ethical, stable and accountable. Tt
should be characterised by merit-based appointments, with realistic pay rates.
A well-developed culture of service and performance should be present. Many
of these principles appear in other reforms, with the non-political principle
sometimes being present, sometimes absent.

Why reform?

The newly clected Labour government of 1984 had the powerful force for
change in the combination of a fiscal squeeze and capable ministers enthusias-
tic to improve the performance of the economy and government. Economic
growth was low, debt and inflation were rising, there was a large fiscal deficit,
and the economy was caught in a web of distorting industry subsidies and reg-
ulation. The government was a large player in the economy, supplying many
goods and services that were considered better provided by the private sector
such as telecommunications, railways, airline services, construction, farming
and forestry, Concerns about the quality of policy advice, inefficient govern-
ment enterprises, the level of government spending and a lack of accountabili-
ty in the large bureaucracy fuelled a desire for change.

The reform of the civil service focused on a vital foundation — the ac-
countability relationship between the elected politicians and the heads of the
government agencies. All ministers are bound by “Cabinet collective responsi-
bility”, embodied in rules about how ministers behave. Individual ministers
directly oversee specified government agencies. In doing so, ministers repre-
sent the interests of the government and exercise these interests within their
Cabinet responsibilities. This is expressed through their agreements-and rela-
tionships with the chief executives of the ministries, departments and agencies
they are responsible for. Put simply, ministers are expected to specify their
performance requirements and exercise their decision-making authorities.
Chief executives are expected to meet performance requirements and provide
information to allow ministers or their agents to assess the performance of the
minisiry, department or agency.
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NZ Accountability relationship

Minister within Cabinet Collective

Performance Decision-making Incentives  Performance
specification authority information

Yy

Chief Executive

State Sector Act 1988

The New Zealand reforms clarified the roles, responsibilities, and account-
abilities of chief executives and in doing so, clarified the domain of ministers.
The State Sector Act’s definition of the roles of chief executives was to:

¥ Carry out the functions and duties of the ministry or department,

including those created by law or policy

v Tender advice to their minister and other ministers

v Attend to the general conduct of the ministry or department

v" Provide efficient, effective and economical management

A significant change brought in by the Act was a new appointment process
that involved consultation between the State Services Commission and the min-
ister of state services regarding upcoming vacancies and factors the minister
considered needed to be taken into account. Vacancies had to be notified and
panels were to be used to assess applicants. The State Services Commission
then made a recommendation to the minister who forwarded it to the governor-
general for consideration, which in practice meant Cabinet. The recommenda-
tion was accepted or rejected and if rejected, Cabinet could direct an appoint-
ment or ask the State Services Commission to repeat the exercise.

To date, apart from one case, the Cabinet has accepted the advice of the
State Services Commission and has not used its approval role to bring in a
political element to the appointment process. This however does remain a
possibility.

Another key feature introduced by the State Services Act was the five-year
contract for chief executives. Five years was considered a reasonable time for
chief executives to set strategic goals, transform an organisation if required
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and demonstrate achievement. The five-year term helped entrench the non-
political element by having chief executives span the three-year election cycle
and serve under different governments. Chief executives were expected to
retain their positions only as long as they performed well. They could be dis-
missed for unsatisfactory performance and had no guarantee of a renewed con-
tract at the end of the five-year term.

Under the State Sector Act, chief executives became employers in their
own right of all staff in their ministry or department. Chief execntives hired,
fired and set remuneration levels for staff. Ministers were excluded from any
role in this area.

Performance agreements

Ass well as an employment contract with the State Services Commission, chief
executives had annual performance agreements with their ministers who acted
on behalf of the government. The agreements differed in focus and content but
broadly covered what was to be delivered for the resources voted to the minis-
try or department, and what the chief executive would do to develop the capa-
bility of the ministry or department. This introduced more clarity around the
expectations of the ministers and the nature of the outputs they would receive
from their ministries and departments.

There were three areas to cover in these agreements. Many concentrated
on “key result areas” which were a small number of critical things the depart-
ment or ministry planned to achieve. These were linked into the wider goals
set by the government, known as “strategic result areas™. The second element
of these agreements related to the outputs to be produced. This involved de-
scribing the goods and services produced for the minister on behalf of the
government. This included services delivered to third parties such as social
services provided to people by government departments. The third element of
the agreements involved “ownership” matters — things which the government
as owner of the department or ministry would take an interest in, such as the
maintenance of physical capital, prudent financial management and the devel-
opment of human and intellectual resources.

These performance agreements can be of varying quahty and usefulness.
In the hands of a capable and interested minister, they can be powerful pools to
steer the direction of a ministry or department and can provide incentives for
performance. - Unfortunately not all ministers are well-positioned to develop
sound agreements, nor are all ministers open to seeking advice in this area.
There are options for addressing this problem if there is the politicaI will to do
so. These include:

v" providing incentives for ministers to take an interest in the a gree-
ments and performance of their departments and ministries — e.g., port-
folio reviews by the Prime Minister
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¥' using advisers, including advisers from central agencies or the
private sector
¥ up-skilling ministers in key areas
The budget process and the performance agreements can be linked togeth-
er. The budget contains the outputs to be produced and the resources voted to
the department or ministry. The perforrnance agreements incorporate at the
very least, the financial requirements, and in better developed agreements, the
outpuis and key resuit areas.

Outcomes, outputs and inputs

Accountability depends heavily on the quality of the performance specifi-
cations. The degree of delegation chief executives hold is difficult to justify
without clear specifications. There has been much debate about the use of
inputs, outputs and outcomes in performance specification.

Outcomes appear in the accountability framework in the form of the gov-
emment’s expectations. They are the results the government wishes to achieve
and are often expressed as a change in the status of something in the communi-
ty, for example an improvement in health status, a reduction in crime or an
improvement in literacy levels.

Qutputs are the goods and services produced by the government or by an
agency contracted to the government. They include health services, educa-
tion services and advisory services. They can be specified across many di-
mensions, most commonly quantity, quaiity, tirneliness, location and cost.
QCutputs are specified at some detail then grouped for the purposes of the
government’s budget. They are a key part of the accountability framework
for the government in its reporting to parliament and for chief executives in
their obligations to ministers. Clever departments and ministries are able to
increasingly demonstrate links between theis outputs and the government’s
desired outcomes.

There is no clean split with ouicomes being the preserve of ministers and
outputs being the responsibility of chief executives. Outcomes can also enter
the performance agreements if they can be well specified and if the work of the
department or ministry can be adequately linked to the outcome. This can be
difficult where there are many factors affecting an outcome and it 1akes care-
ful evaluation and policy work to sensibly augment the accountability for out-
puts with feasible outcomes. _

Inputs are the resources used to produce the outputs and include labour,
materials and accommodation. They rarely appear in the accountability arrange-
ments between ministers and chief executives. The outputioutcome frame-
work allows ministers to concentrate on what they want to achieve and what is
being produced to contribute to that, rather than burying themselves in the de-
tails of manning levels and minor capital decisions.
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As well as having an interest in what ministries and departments provide,
the government has an interest in their capacity to perform now and into the
future. The capability of ministries and departments depends on the invest-
ment made in physical, human and intellectual capital. This “ownership inter-
est” is strongly present on the radar screen of ministers who appreciate the
value of developing and sustaining a high performing organisation. Unfortu-
nately some ministers pay too little heed to this part of their responsibility and
provide weak incentives and limited opportunities to chief executives. As one
minister of state services remarked, the interest in preserving and developing
the ministry or department is sometimes left to the chief executive. There are
ways to improve this situation, including providing highly skilled support for
ministers from central agencies and leadership from the Prime Minister and
other senior ministers.

MANAGEMENT OF PUBLIC EXPENDITURE
Levels of public expenditnre management

The focus for the management of public expenditure is the budget process.
This ties in the government’s goals with the budgets and expectations for its
delivery mechanisms — its ministries, departments and agencies.

At the highest level, public sector management involves the fiscal goals of
the government and its supporting policy decisions. At a second level, it in-
volves the allocation of funds in accordance with its strategic goals and prior-
ities. At the third level, public sector management involves the efficiency and
effectiveness with which resources are used.

Principles of public expenditure management

" After experiencing difficulties understanding what was being produced by the
public sector, for what purpose and at what cost, the reforming ministers were
keen to develop a public expenditure management system which allowed them
to have a more informed and appropriate role in determining the high level
allocation of resources. Some principles soon developed to become the influ-
encing factors behind the New Zealand public expenditure management reforms.
The public expenditure management system should be:

Set in a multi-year framework

Comprehensive

Integrated

Legitimate and disciplined

Flexible

Embedded in ali policy decision-making

Transparent
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v" Stable and prediciable

v Honest and ethical

¥’ Based on sound and contested analysis

¥ Capable of producing accurate timely information and forecasts

The first steps to introducing an improved system came with the Public

Finance Act 1989. This Act redefined the appropriation process so that it pro-
moted accountability for performance in terms of outputs as the method of
describing what ministries and departments would produce for the resources
they were aflocated. This became a core aspect of the performance require-
ments for chief executives. The Act removed many administrative controls
and made chief executives responsible for the financial management of their
ministry or department. It set out clear and comprehensive reporting require-
ments.

Government Financial Statements

The government accounts moved from cash accounting to accrual accounting
for every ministry, department and agency. This provided the government with
a more accurate picture of its financial position including its liabilities. As
well, international accounting standards were required, which improved the
quality of the financial information at ali levels in the government.

Fiscal Responsibility Act 1994

A. major step forward in fiscal ransparency came with the Fiscal Responsibil-
ity Act of 1994. This Act imposed a medium and longer-term fiscal frame-
work on the povernment. The framework includes:

1. Economic and fiscat updates for a three-year budget planning period.
These include economic information on the GDP, consumer prices, cusrent
account position and the balance of payments. The fiscal information covers
the forecast financial statements, including a statement of financial position,
an operating statement, cashflow statement, and statements of borrowings,
commitments and specific fiscal risks.

2. Budget policy statement setting out:

¥" The government’s long-term fiscal objectives including operat-
ing expenses, revenues and balance, levels of total debt and net worth

v" The government’s explicit intentions for the same key fiscal ag-
gregates for the budget year and the {ollowing two financial years

v The government’s broad strategic priorities for the coming bud-
get

v" Explanation on any inconsistencies to previous budget policy
statements

3. Fiscal strategy report for tabling with the budget, setting out:

v" Comparison of the fiscal forecasts in the economic and fiscal updates
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with the government’s objectives set out in the Budget Policy Statement
v" Progress outlooks with projections of fiscal trends covering at
least the next 10 years
v" Comparison of the progress outlooks with the long term fiscal
objectives set out in the Budget Policy Statement
v" Explanation of inconsistencies between the budget Policy State-
ment and/or the Fiscal Strategy Report and the immediately preceding
statement of report
As well as setting a fiscal framework and requiring international account-
ing standards to be met throughout the government, the Act sets out principies
of fiscal responsibility for the government. The principles require the govern-
ment {o:
v" Reduce total government debt to prudent levels so as to provide
a buffer against factors that may impact adversely on the level of total
government debt in the future, by ensuring that, until such levels have
been achieved, the total operating expenses of the government in each
financial year are less than its total operating revenues in the same fi-
nancial year o
¥" Once prudent levels of total government debt have been achieved,
maintain these levels by ensuring that, on average, over a reasonable
pericd of time, the total operating expenses of the government do not
exceed ifs total operating revenues
v Achieve and maintain levels of government net worth that pro-
vide a buffer against factors that may impact adversely on the govern-
ment’s net worth in the future; and
v" Manage prudently the fiscal risks facing the government
v" Pursue policies that are consistent with a reasonable degree of
predictability about the level and stability of tax rates for future years
The Fiscal Responsibility Act has succeeded so far in its purpose of con-~
straining the government of the day from imposing fiscal burdens on the future
by unjustified borrowing to finance current consumption, which New Zealand
governments had often done in the past. Several countries are adopting the con-
cepts and some of its provisions are similar to those of the IMF code on fiscal
transparency, which emerged in 1998.

STATE ENTERPRISE REFORM
Reasons for reform

The government’s trading activities were large in scale, accounting for about
12 per cent of GNP and 20% of investment.! The government of 1984 moved
rapidly to place businesses in the form of state owned enterprises. Many were
privatised over to next decade.

! B. Spicer, D. Emanuel, M. Powell, Transforming Government Enterprises, Centre for Indepen-
dent Studies, Wellington, 1996, p. 9.
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The motivations for reform came from the high costs, poor services and
large fiscal risks for the government. For the twenty years to 1986, the gov-
ernment invested $5,000 million of taxpayer’s money in the departraental trading
activities of the Lands and Survey Department, Forest Service, Post Office,
State Coal Mines and the Electricity Division of the Ministry of Energy. In
1986 these organisations managed asset values of over $20 billion but made
no net after tax retum to shareholders.?

The 1984 Minister of State Owned Enterprises, Richard Prebbie, remarked
that the managers of the 23 governmem businesses all brought him similar
reports. “Last year's results are disappointing but next year’s will be better
providing we receive the capital we require from Treasury — something they
have so far declined to give us.”® The Minister noted that their total capital
requests came to 310 billion with plans for a further $10 billion. The com-
bined sum was greater than the government’s total budget,

State Owned Enterprises Act 1986

The State Owned Enterprise Act 1986 fundamentally changed the objectives
and ownership structure of the government’s trading enterprises. They were
given a principal objective to operate as successful businesses. Subsidies and
restrictions were removed. If the government wanted a state owned enterprise
to provide non commercial services, it had to enter into an explicit agreement
for the services and state the price 1o be paid.

The {aw required the shares in the state owned enterprises to be held by
ministers. The ministers appointed boards, usually people with business expe-
rience, and held them accountable for performance. The boards developed busi-
nass plans which were reflected in a “Statement of Corporate Intent™ tabied in
Parliament by their minister each year. The annual reporis against the state-
ments of corporate intent could be scrutinised by parliamentary select com-
mittees. An additional monitoring source was the Treasury, which monitored
the fiscal performance of the state owned enterprises. Annual independent
audits provided the final formal piece of the monitoring framework. As well,
state owned enterprises had to be responsive to customers, particularly in ar-
eas where they were no longer monopoly suppliers.

Results of State Enterprise reform

A comprehensive study of performance before and after corporatisation found:*
» Increased levels of operational efficiency {measured by sales/
assets and other output input ratios)

2Cited from S. Jennings and R. Cameron, “State Owned Emerprise Reform in New Zeabind™, in A. Boltard
and R. Buckle (Eds), Economic Liberalisation in New Zealand, Allen and Unwin, Wellington, 1987;
alsoin R. Douglas and L. Callen, Towands Prosperity, David Bateman, Avckiand, 1987, p. 234.

3 Richard Prebble, ['ve Been Thinking, Seaview Publishing, Auckland, 1996, p. 41.

*B, Spicer, D. Ernanuel, M. Powell, opeit, p. 171.
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+ Increased levels of profitability

« High performance compared to listed public companies or com-
panies in the same industries

The study noted that dereguiation as well as improved corporate gov-
ernance contributed to the gains. Some figures indicate the scale of
change in the state electricity and coal industries:

+ Electricity Corporation of NZ’s return on assets moved from

“around 13% 1980-1985 to 20% 1988-1990. GWh of eectricity sold

per employee moved from around 3-4% in 1980-1987 to 7% by 1990.
There were 6000 employees in 1987 and only 3913 by 1990. Profit-
ability increased at the same time as it reduced the average sales price
per kWh. In real terms price per kWh fell from 4.90c in 1988 the first
year of corporatisation to 4.70c in 1990.

s+ Coal Corporation increased coal production per employee from
the end of State coal era, with a production rate of 820 tonnes per an-
num in 1987, to 2,482 tonnes per annum by 1991. Eamings before in-
terest and tax were frequently in the negatives in the State Coal era, and
as high as ~$10M. By 1991, it was around $15M. Sales volumes re-
mained steady and the real price of coal decreased from a high of $90
per tonne in the State coal era to around $50 per tonne in 1991. The
gains in profitability were due to cost reductions.

Other examples are Telecom productivity rising 85%, prices dropping 20%
and NZ Post productivity rising 120% with a turnaround from a loss of $38M
to a profit of $43M. Rail moved from a $77M loss to a $41M profit with a
drop in prices of 50%°.

Across seven of the larger SOEs from 1988-1992 revenue rose by 15.5%
to $5.9B, after tax profits rose from $262M to $1023M, staff numbers fell
from 67,600 in 1987 to 31,500 in 1992 and the dividend contribution to the
state by 1991/92 was $700M.5

Privatisation

There are limitations to the extended use of the state owned enterprise mod-
el. It lacks the disciplines of the capital markets. There is no monitoring of
performance by equity markets, no threat of take-over by other entities and
no shareholders with personal claims to profits and exposure to losses. Lend-
ers can also perceive an implicit government guarantee and be less rigorous
in monitoring profitability, even if in fact there is no such guarantee. Share-
holding ministers can be influenced by short-term imperatives and political
expediencies, which do not favour sensible investments in the state owned

$ According to information provided by the State Owned Enterprise Unit these results were
achieved within the period from the introduction of the policy in 1986-87 up to 1992 and in some of the
enterprises well before the end of this period.

$R. Douglas, Unfinished Business, Random House, Auckland, 1993, p. 181

92



enterprises. Governments have many calls on their funds and can be reluc-
tant to provide large capital investments. They are also risk adverse and can
limit the expansion of state owned enterprises into new markets. Policy rea-
sons such as not crowding out the private market can also restrict the devel-
opment of state owned enterprises, In fast-changing industries, being unable
to diversify and invest as fast as their private competitors can seriously hand-
icap state enterprises. The government cannot however allow them 10 enter
new markets and take over private companies as this is implicit nationalisa-
tion of the private sector.

State owned enterprises have made significant gains then found it difficult
to progress further under government ownership. New Zealand governments
have privatised many of the state owned enterprises.

The 1988 Labour government began an extensive program of asset sales. In
every case, the regulatory framework was reviewed to ensure that competition
and contestability could prevail. Efficiency and debt reduction were the major
drivers for the privatisation programme. Many state owned enterprises were
among the entities which were privatised, including Air New Zealand, Petro-
corp, Postbank, Shipping Corporation, Government Supply Brokerage Corpo-
ration (NZ) Ltd, Maui/Synfuels, New Zealand Rait Ltd, Government Comput-
ing Services Ltd, Tourist Hotel Corporation of New Zealand Ltd, and Telecom
Corporation.

Politics played a large part in decisions on what to privatise and when dur-
ing the 1990’s. By 2000, 18 state owned enterprises remained in existence.
Many are small enterprises, with the larger ones being in the areas of electric-
ity generation, grid transmission services, postal services, and television.

INDEPENDENT AGENCIES
The nature of the agencies

In between the core government services such as Revenue, Treasury and For-
eign Affairs and the trading enterprises, lies another form of government enti-
ty — independent agencies, known as Crown entities in New Zealand.

These agencies perform a variety of funciions including regulation, service
delivery and provision of advice. They currently number 231 plus another 2,664
school boards of trustees.

These agencies are usually more independent of routine ministerial con-
trol. Some have boards. They tend to have greater freedoms over staffing
matters and some have greater financial freedoms than the core public service.
Like state owned enterprises, they produce statements of intent which are ta-
bled in parliament and scrutinised along with their annual reports, by parlia-
mentary select committees. They also have purchase agreements fo cover what
they will produce for the funds they receive from government as well as cover-
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ing other matters. They are monitored by a ministry on behalf of a minister and
assist this process through providing regular financial reports to the Treasury
and performance and financial reports to their ministers. They are subject-to -
independent annual audits on their finances and their service performance. '

Some lessans

There have been performance problems with some agencies. Multiple and
conflicting objectives can make the agencies difficult to mapage. The better
performing agencies sit inside a policy framework which has been well set up
in terms of the roles and incentives of ministers, ministries, boards and CEOs.
A warning though — even good policy frameworks cannot guarantee perfor-
mance if ministers, boards, management or monitors are not up to their jobs.
The policy framework has to be designed to fit the capabilities of the people
involved with the agency.

There should be clear performance requirements -— an obvious thing to
expect but a difficult thing to achieve in practice where there are conflicting
objectives operating on ministers, boards and management. The internal and
external performance requirements must be aligned. There is no point in hav-
ing high level ministerial objectives which are never translated through to the
work activities of staff. A process must exist for aligning objectives and trans-
lating these to operational levels. An approach which has made considerable
progress in aligning internal and external accountabilities, has been the use of
a strategic business planning process which produces a draft plan used to in-
form ministers in their priority setting. The draft plan is adjusted to meet min-
isterial requirements then used as the basis for forming the internal and exter-
nal accountability requirements, right from the purchase agreement and state-
ment of intent through to the performance expectations for staff.

Another lesson has been the desirability of not creating agencies to escape
central controls or problems within central agencies and line ministries. It is
better to deal directly with the performance issues.

Many functions of government are not suited to an independent agency,
such as policy making functions which interact daily with the decision making
functions of a minister.

Before creating an independent agency, careful consideration should be given
to roles, relationships, incentives and information flows under each structural
option. If these cannot be satisfactorily analysed with the problems identified
and strategies for dealing with thein developed, then politicians should be aware
that they might be bringing a troubled child into the family. Once established,
independent agencies should be monitored and managed with an eye to the dy-
namic influences that govern their evolution. Incentive and accountability ar-
rangements can have major influences on whether a particular agency gets bet-
ter or worse as it evolves.
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' STRUCTURAL REFORM
IN CORE GOVERNMENT ACTIVITIES

Principles

Most core government activities were restructured during the 1980°s and 19907,
Several principles underpinned this restructuring.

There was a separation of ownership and purchase responsibilities. “Own-
ership” responsibilities referred to the interests of the government as owner in
the continuing capability and development of the ministry or department, in-
cluding development of its physical, human and intellectual capital. Owner-
ship interests also extended to financial management and risk management.
The purchase interests referred to the interest in the goods and services pro-
vided by the ministry or department, such as policy advice, monitoring servic-
s, and 50 on.

A second principle was the separation of policy making from operational
-activities to avoid domination of policy advice by the operational needs. For
example, the Ministry of Justice provides policy advice while the Department
of Courts provides courts and associated services and the Department of Cor-
rections provides prison and associated services.

A third principle was the separation of funding, purchasing and provision
of services. A notable area where this was pursued was in health where the
Ministry of Health was the funder, the Health Funding Authority was the pur-
chaser and Hospital and Health Services were the public hospital service pro-
viders.

A fourth principle was competition between service providers. This pringci-
ple had many complexities to it. One was the issue of whether the government
should be competing with private enterprise. Another was the difficulty of
creating competition where natural or political monopolies existed. Yet an-
other consideration was the mixed incentives on ministers to seek alternative
providers of advice as this could reduce the capacity of the departments and
ministries they controlled.

A fifth principle was the reallocation of functions for focus, synergy and
transparency. Large conglomerate ministries were dissected into more man-
ageable forms, such as the Department of Social Welfare’s division into three
departments and a ministry — the Department of Social Welfare, Department
of Work and Income, Department for Children and Young Persons and the Min-
istry of Social Policy.

Accountability and transparency
Accountability and transparency for the core public service comes from five
areas.

The Parliament monitors service and financial performance through seruti-
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ny by select committees of the staterents of intent, annual reports and other -
matters. .

On a more regular basis, ministers monitor progress with assistance from
central agencies which monitor financial performance (Treasury), CEQ per-
formance (State Services Commission) and performance on issues of concern
to the Prime Minister (Department of Prime Minister and Cabinet).

There is an independent ammual audit of financial and service performance
as well as ad hoc audits of matters such as risk management, 1T management
and the strength ‘of management systems.

A fourth monitoring source is the independent commissions such as the
Privacy Commission, the Environment Commissioner. Ombudsmen, Race Re-
lations Commission and the Human Rights Commission.

Finally, the public are able to assess performance through the reports made
available and through their ability to seek a wide range of information under the
Official Information Act. They may also seek a judicial review of decision
making by government agencies.

Results

Any broad scale assessment of the reform of government ministries, depart-
ments and agencies must acknowledge the problem of the benchmark or coun-
terfactual against which the changes are to be compared. Comparisons can be
made for parts of the reforms in some areas, such as the state owned enterpris-
es, but generally, comparisons pre and post reform are not easily made.

A quick check against some criteria can be made:

¥ The reforms have been accepted by governments since their imn-
plementation in the 1980’s. Even the new government of 1999 which
campaigned on further public sector reforms, has indicated through its
Finance Minister that the State Sector Act, Public Finance Act, and Fis-
cal Responsibility Act will not be changed.’

v Scrutiny by parliament has improved.

v Budget processes are more effective, with better linkages be-
tween government priorities and expenditure.

¥ Efficiency gains have been made.

¥ There is better information available — including better data for
developing macro-policy. '

Another way to gauge the reforms is to go back to the objectives set by the
reforming politicians. The 1987 Labour government was seeking greater effi-
ciency, better information, increased fiscal control, tighter accountability for
delivering on the government’s objectives, the ability to shift resources from
low to high priority areas, and an end to the employment protections peculiar
to the public service. Significant gains have been made in every objective.

7 Statements made in a television interview June 2000.
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Senior politicians throughout the 1990's have expressed satisfaction with
the public management system, including the Prime Minister, Minister of State
Services and Minister of Finance.

Ten years on, there are old lessons to remember and new challenges io
face. Some areas of weakness have been left unattended for too long, such as
dysfunction with some independent agencies due in part to poor policy design
and problems in implementation.

The Labour/Alliance government of 1999 campaigned on a platform of
strengthening the public service and criticising the functioning of government
agencies and personnel. There is no evidence that the new government has a
clear and consistent way of thinking about the structure and performance of the
government sector. They are creating many district health boards with the ob-
jective of taking decision making closer to communities, while removing de-
cision making by school boards through the removal of decision rights over
funding and other key matters. The new government looks poised to dilute the
principle objective of SOEs such as TVNZ and to reduce their management and
other operational autonomy. By combining the funding, purchasing, and mon-
itoring roies in the Ministry of Health and by combining the purchasing and
provision roles in district health boards, the new government is moving away
from another key principle underpinning the public sector reforms. Structural
reform in the absence of attention to roles, relationships, incentives and infor-
mation flows and without attention to a coherent framework of design, will
produce unexpected and unintended consequences.

Implementation

The lessons from the past suggest that in reforming government, the reform-
ers need to consider the requirements for designing and implementing suc-
cesstul reforms:
¥" Clear definition of the problems to be solved and widespread
acceptance of the diagnosis
¥ Robust analysis leading to solutions which take into account
major factors influencing the success of reforms including the roles,
refationships, incentives and information flows for the reformed enti-
ties — a systemic analysis is required
¥ Clear picture of the desired results
v Political commitment to solving the problems and implement-
ing the chosen changes
¥" Leadership from the top of the bureaucracy to empower change
agents below
v Widespread communication of the problems, options, decisions.
and implementation strategy
v" Early results — early successes
v" Careful management of transitional risks
v Commitment to persist for years
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SHOULD DEVELOPING COUNTRIES
AND ECONOMIES IN TRANSITION ADOPT
NEW ZEALAND STYLED REFORMS?

There has been some debate around the World Bank and the IMF about wheth-
er developing countries and countries in transition from communism should
attempt to implersent a public sector reform programme based on the new
public management system. The debate is rather abstract because no country
ever adopts another country’s public management system without considering
its own situation, capabilities and priorities. But there is an interesting ques-
tion as to whether developing and transition countries might be able to miss
out some of the stages of development that the most advanced systerns of pub-
lic management have evolved through over many years. The question is wheth-
er this is a wise course of action.

The main contributor to this debate has been Professor Allen Schick
from the University of Maryland who argues that most developing and tran-
sition countries should not try New Zealand-style reforms. His argument
is as follows.

In the New Zealand system, formal agreements about performance take the
place of implicit understanding about what is expected in more traditional sys-
- tems of management. Developing and transition countries do not have a basis
for arriving at, and implementing, formal agreements or contracts for service
delivery in either their public or private sectors. Public managers in these
countries cannot be trusted with freedom over decisions about how to use re-
sources and so the new public management approach, which relies on manage-
rial freedom and accountability for results, cannot work.

Also in those countries, central controls in the management system are
evaded by informal practices which can, in some circumstances, be efficient
but can also breed corruption and inefficiency. This informality is accepted as
the prevailing culture. Schick argues that government reform in the direction
of accountability for performance cannot precede the reform of private mar-
kets in honouring contracts in commercial activities. He thinks that the gov-
ernment must first develop sound contracting institutions in the private sector
before extending it into the government.

Therefore he argues that the formal system of central controls in the gov-
ernment should be made to work, before trying to introduce management free-
dom and performance accountability. This means improving pay, controlling
inputs and ensuring compliance with rules that are fair and workable, before
shifting the focus of attention onto outputs. Once this is done, input controls
can be loosened over time and the control changed from pre-approval to ex-
post audit.

He summarises his position by saying that these countries should follow
the evolution that Singapore did on its way to one of the most advanced sys-
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tems of public management but these countries should not miss out steps in
that evolutionary path.

This argument has a lot of merit but is, in my view, based on some as-
sumptions that are a little exaggerated. There is a degree of informality, in
the sense of getting around rules, in every society including those where new
public management systems have been installed. The New Zealand system 1s
not an exemption and some informality and agreements based on working
relationships between people rather than written contracts, are quite com-
mon. It is true that there is little or no corruption in New Zealand which
facilitates the granting of management freedom, but it is equally true that the
systems of formal controi in developing and transition countries often co-
exist with high levels of corruption. So the question arises as to whether
increasing management freedoms in those countries at the same time as in-
troducing better management information and accounting systems, would
produce a worse situation than trying 1o tighten the formal controls that have
for many years been evaded. The answer will depend entirely on the circum-
stances of a particular country.

Professor Schick’s proposal that the government should promote an ethi-
cal and formal system of private sector contracting before introducing it into
the public sector appears to assume that a government which is corrupt and
inefficient will be able to promote such policies in the private sector. Surely it
should attempt to address its own problems of inability to manage contractual
relationships at the same time.

In particular circumstances, there is likely to be some elements of the new
public management approach which could hasten improvement in service de-
livery in some developing and transition countries. In my experience, there are
countries where it would be a mistake t0 assume that the central authorities of
the government will lead a movement for reform when those authorities are
often the most backward, corrupt and have strong incentives to keep the present
system in tack. In some of these countries public services are in a desperate
state and there may be options for devolution via performance contracis of
some kind to local community organisations and non-government organisa-
tions which can bring more rapid improvement in services than hoping for re-
form from the centre. For example, in many poor countries the Ministry of
Finance diverts the money that the Parliament intended for vital social services
into other priorities often of its own choosing. Removing the discretionary
avthority of Ministry of Finance in these circumstances may bring improve-
ments in social conditions. I have no reason to believe that corruption at the
local level would be any worse than it would have been otherwise with whatever
money arrived there.

It is a mistake to think that people are inherently cortupt by nature, as cor-
ruption is heavily influenced by pay levels, incentives, lack of proper systems
of accountability and organisational culture. Organisational culture can change
quite rapidly anywhere under favourable circumstances. Corruption can be
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addressed by removing incentives and opportunities to exercise the discre-
tions which provide the opportunities.

So in conclusion, while I am in broad agreement with Professor Schick’s
argument, I think some components of new public management systems may
be more likely to bring improvements in particular circumstances than always
relying on an enlightened approach to reform from the centre of the govern-
ment. ‘Some aspects of reform, such as the linking of expectations of perfor-
mance to the budget, can promise gains. Other aspects of reform are not so
readily applicable, such as very deep delegations of managerial freedom with
accountability for performance. This can be impractical in low income devel-
oping countries and countries in transition. It should also be noted that not all
countries with new public management systems are highly developed.

Occasionally there are countries whose top politicians are determined to
make a radical break with the past and to look for a more immediate transfor-
mation of culture and performance. The first non-communist government in
Mongolia was an example of such a situation. They were determined to take a
calculated risk and to make rapid improvements in service delivery. A constitu-
tional crisis unrelated to their attempts at reform, halted the programme. In
their judgement, the risk of radical transformation was worth the potential gain.
They were not as constrained in capability as many poor countries, because of
the legacy of the Soviet era which had left a large number of highly trained
people in the public sector who had the capability to implement change if con-
tinuing leadership and drive had remained in place.

The shape of any public sector reform has to be matched to the require-
ments and capabilities of the country undertaking the reform. The reform must
rest on an astute understanding of the main issues, what the proposed reforms
are expected to achieve and how they will be implemented. As with all major
changes, I would cantion against entering the swim, until there is a thorough
understanding of who will gain from the reforms and who will Jose and a plan is
developed for capturing the hearts and minds of the winners while managing
the influence of the disaffected.
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BALANCE IN THE 90s
Pacification, Stability and Growth

Carlos B. Bolona*

At the end of the 90's we were in the middle of a strong economic reces-
sion in which both banks and companies were in debt. This caused many
people to lose hope and made them question the economic model and the
advances made in this decade. Even so, this same government had not ad-
vanced with many reforms. What is certain is that this “brief placidity” was
not going to generate a growth platform in the long term. Therefore, it is
time to balance the economic results of the 90's and create an agenda for
the next decade.

Before starting with the subject of economy, it is important to review
some things that characterized our country during the decade of the 805s. In
the political and social arenas, the terrorism of Sendero Luminoso {Shining
Path] and the Movimiento Revolucionario Tipac Amaru {Tdpac Amaru Revo-
iutionary Movement] (MRTA) tried forcefully 10 impose an anachroaistic
ideology that the country rejected, resulting in death, violence and destruc-
tion. To this we must also add the alliance between the terrorism and the
international drug trafficking cartels, that, through the incentive of easy money,
received extensive areas of our Amazonia which fell under their control, forc-
ing the government away from them. :

Between 1985 and 1990, Alan Garcia and_ those surrounding him dis-
armed us by selling twelve Mirage airplanes, which evidently affected the
operational ability of the Armed Forces; and, buying planes that were not
equipped with artillery, while at the same time praising the mysticism of
the Sendero members. Also, we witnessed the massacre of the Fronién and
the strange escape of Victor Polay Campos, the ringteader of the MRTA,
from a maximum security prison, along with more than 100 other revolu-
tionary militants, before the end of his regime. Garcia’s manipulation of
Congress, the judicial court, the Court of Constitutional Guarantees, BCR

* President of IELM.
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(Central Bank), the finance office and other institutions shifted us away
from a true democracy.

At the end of the 80's, the Shining Path moved its destructive practices to
the country’s capital and main cities, as demonstrated by car bombs, mur-
ders, kidnappings, occupation of schools, etc., which was carried to the ex-
treme of considering certain populated centers, such as Huaycén, as “liberat-
ed zones”.

In this climate of general hopelessness, the country faced an electoral
process in which Alberto Fujimori appeared as the candidate of a new, most-
ly unkrown, movement. He brought with him a message of “honesty, tech-
nology and work”, and in his second electoral turn he was elected national
President. The most important and unusual thing was that he announced im-
mediate measures and put them into action, as the country undeniably re-
quired. He eliminated the terrorist groups, restored the principle of au-
thority and led to the reconstruction of the State; also, he gave clear direc-
tions to fight corruption and drug trafficking, dictated a legal framework
for the police, farmers’ groups and self-defense groups in the fight against
narco-terrorism, and, in addition, initiated treaties to resolve differences
with Chile and Ecuador.

Today, we live in a climate of domestic peace, thanks to the defeat of the
terrorists and the consolidation of National Pacification. Foreign peace has
been obtained by signing a peace agreement with Ecuador and concluding the
1929 Treaty with Chile.

When we begin analyzing economic results, in the 90's the following
may be observed: GDP grew to an annual average of 5.0%. We started with
a recession, as a result of the bankruptcy of Garcia, and ended the decade
with a strong recession due to the global crisis and the El Nifio Phenome-
non. Inflation was reduced from 7.650% to 4% annually, close to the inter-
national inflation rate. Official unemployment fluctuated between 8% and
10%, reaching its highest levels at the end of the decade, due to the reces-
sion. There was greater opening to the outside world: Exports of goods and
services increased from US $4 to US $8.8 billion (an average annual growth
rate of 7.8%). Imports of goods and services grew from US$5.4 to US$12.3
billion, to slow to US $11 billion during the last year, due to the recession.
The cumulative current account deficit during the decade reached levels of
US $24 billion, financed by a cumulative surplus of US $34 billion in the
capital balance, leaving a positive balance of US $10 billion in net interna-
tional reserves.

The current account balance, as & percentage of GDP, has moved from —
3,8% (1990) to —7.3% (1995) and —6,0% (1997) due to the “political cycle”,
adjusting itself soon thereafter to a level of —4%.

The surplus in the capital balance increased from US $1.5 billion (1990) to
US $5.6 billion (1994) to be reduced by half in 1999. International reserves
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moved from US $500 million in 1990 to US $10 biilion in 1997, only to drop
by US $1.7 billion during the current recession.

The Size of the Government was reduced from 25% of GDP in the 807,
to 12% during 1991-92, soon to increase to around 17% by the end of the
decade. The budgetary deficit was reduced from 7% to 2% of GDP. The
foreign debt was reduced from 115% of GDP in 1988 to 50% of GDP in
1998. The tax system was simplified from 200 to less than 7 forms of tax-
es. The internal debt was eliminated, except in the case of retirement pen-
sions. In terms of public expenditures, the state has invested US $8 billion
in energy infrastructure, transportation and communication, sanitation,
health and education. National coverage by the electricity grid has increased
from 50% in 1990 10 70% in 1998. Twelve thousand km. of asphalt roads
have also been built and renovated, as well as 24,000 kilometers of rural
roads and 49,000 kilometers of graded roads. In education, 57,000 class-
rooms have been built.

The programs to alleviate extreme poverty have reduced extreme poverty
from 26% to 12% in this decade by means of social programs on the order of
US $3 biltion dollars.

On the subject of economic reforms, the following results have been obtained:

MACROECONOMIC REFORMS:

Fiscal discipline has reduced the budgetary deficit 10 2% of the GDP, but it
is very precarjous and is subject to a “political c¢ycle” and the tendency to
expand the state at the expense of the private sector. Monetary discipline has
been variable, occurring at odd times, with issues at 3.3 times the inflation
rate, for the purposes of buying dollars. Monetary and budgetary discipline
was obtained through the liquidation of the Banca de Fomento {(National De-
velopment Banks), which had been a permanent drain, with its constant bank-
rupicies.

The manipulation of key prices in the economy was disappointing. The real
exchange rate deteriorated during the decade, interest rates remained high, both
in soles [Peruvian currency] and in dollars, and controlled prices were subject
to delays due to political pressures. These inadequate tendencies could have
been corrected, by lowering internal inflation to the level of international in-
flation in a much shorter period (i.e. 2 years).

MICROECONOMIC REFORMS:

Prices, competition, deregulation and market efficiency (goods and services,
capitals and labor) have all been freed. In order to achieve greater efficiency,
import duties have been reduced from an average of 75% (with a 73% disper-
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sion) in July 1990 to 14% (with a 6% dispersion) in 1997. Import surcharges
have generated a distortion in favor of manufacturers of processed food prod-
ucts and against the population in general.

The capital markets increased their stock capitalization from US $1 billion
to US $15 billion, and today it is in the US $10 billion range. The annual nego-
tiated amounts reached US $12 billion in 1997, socn to drop to haif that amount
in the present recession. The banking system increased its assets from US §5
to US $22 billion, raising its credits from US $2 to 13 billion, financed by an
increase in deposits from US $3 to US $13 billion and foreign bank debt bal-
ances from US $215 million to US $4.4 billion. Banks and companies recov-
ered and then fell back into debt, with companies owing as much as they sell
and debt equivalent to 65% of their assets. Faced with the loss of capital, due to
the crisis, bad loans exceeded 15%, and many companies had sericus solvency
problems. An exit must be made by means of the capitalization of debts be-
tween banks and companies, through new partners with less state intervention.
The restructuring occurs at the level of each sector (i.e. foods, poultry, fish
flour, etc.). The labor market has been made flexible (i.e. through Service Time
Compensation Fund (CTS), collective negotiations, wages, efc.), but a series
of surcharges still remains, which increases the price of job creation.

PROPERTY REFORM:

The privatization of assets has generated an income of US $8.7 billion and
projected investment of privatizations amounted to US $7.0 billion. Also,
there is greater competition, better services and prices in the area of tele-
communications, electricity, water, etc. Of total privatization resources, US
$3.6 billion, (28%) went to the Consolidated Welfare Reserve Fund (FCR),
12% to Development Compensation Fund (FONCODES), 14 % to infrastruc-
ture, 8% to Ministry of Economy and Finance (MEF) and 11% for other pur-
poses. The use of funds could be more transparent and provide more appro-
priate information.

Foreign investment that reached US $15 million during 1985-90, has
reached a cumulative amount this decade to the tune of US $15 billion,
concentrated on telecommunications, mining, energy and industry. This
would not have been possible without resolution of legal conflicts with
Southern, OXY and AIG-BELCQ (multi-national companies) and the com-
pany/signature in agreement with other companies, such as: MIGA, OPIC,
among others.

IN THE MATTER OF INTELLECTUAL. PROPERTY WE HAVE PROGRESSED, BUT IN THE
PROCESS OF PRIVATIZING REFINERIES, ELECTRICITY, WATER, PORTS, AIRPORTS AND
HIGHWAY CONCESSIONS WE HAVE NOT ADVANCED.

The privatization of social benefits (this is the population’s forced sav-
ings) has generated: a private pension fund in the amount of US $2 billion,
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{with 2 million members), a Service Time Compensation Fund (CTS), a new
private health fund, but the opportunity for a private housing fund was
missed.

Agriculture is the forgotten sector; profitability in this sector kas not
been restored, subsidies remain and a new, yet slow privatization process
has not allowed for rapid capitalization.

Finally, the “Privatization of the Private Sector™ (to privatize gains and
losses), has still not been understood and/or digested by some members of
this sector, who never lost hope that the government would socialize their
tosses and their risk of bankruptcy through “investment banks™ or their sub-
sidiaries.

STATE REFORM:

The State has not been reduced, but on the contrary, continues to grow af the
~ expense of the private sector. The level and the quality of public expenditures
have not been adjusted. Clarifying the expenditures and “‘fiscal responsibility™
have not been consolidated. No automation and enhanced efficiency of the bu-
reaucracy have taken place.

INSTITUTIONAL REFORMS:

Our institutions have been weakened and we have not advanced in reform-
ing the judicial branch, the Court of Constitutional Rights and the national
electoral college to obtain greater reliability, responsibility and “account-
ability” with the intention of strengthening the rule of law and democracy
in Peru.

CONCLUSION:

The severe recession of 98-99 does not allow us to see clearly the progress
made during the 90's. We can get out of this recession in a shorer time and at
tower cost in 2000, but “short-termism™ does not have to distance us from
growth over the long term.

The economic model applied here has provided positive results in the 90's
in the area of growth, price stability, fiscal and monetary discipline, interna-
tional reserves, savings and investment, and advances in the fight against pover-
ty. Nevertheless, the government has become paralyzed in the area of reforms;
it has lost “momenturn™. It is necessary to retake the reforms and introduce a
second generation of reforms if we want to grow 6 to 7% annually, have infla-
tion equivalent to international inflation, obtain savings and investment equiva-
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lent to 25% of GDP and eradicate extreme poverty in the next decade. It is
necessary o carry out state, institutional and labor reforms, as a second wave
of reforms. Also, property reforms, and micro- and macroeconomic reforms
must be strengthened.

Chile went bankrupt in 1982 by applying the model! incorrectly and fixing
the exchange rate at any cost. Nevertheless, it persevered, recovered, and in the
90ss it started buying companies and exporting capital to several Latin Ameri-
can countries. In the current crisis it will be one of the countries that wili come
out of the crisis in less time.

In conciusion, the 90's have been positive in the matter of paclflcanon
stability and growth, compared with the disaster of the 80's. The economic
model and reforms must be strengthened to lead Peru down the path of stabil-
ity, prosperity, peace, rule of law and democracy. These are the fundamental
goals of the coming decade.

(El Comercio, El Sol, Expreso, Gesticn, December 22, 1999)
{Revista Si, December 27, 1999)
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ECONOMIC PROPOSAL FOR PERU
2000-2005

Carlos Bolona

1. THE EMERGENCY PLAN TO EXIT THE CRISIS

From 1998-2000 the Peruvian economy experienced a serious recession and
a loss of international reserves, due to three severe external shocks {the “El
Nino Phenomenon”, the Asian crisis and international financiat turbulence).

Companies deeply indebted in dollars quickly sustained losses that led many
of them into financial difficulties.

Banks lost their external credit lines and showed losses and stuggish port-
folios, and began restricting credit to the private sector. Five banks were merged,
eliminated or absorbed by the state, and most required significant capital con-
tributions.

When facing such a general crisis, responsibility is shared among banks,
companies and government. Each will have to “‘pay its corresponding share™.

Banks will adjust by applying market solutions, mergers, private capitaliza-
tion, enhancement of risk management and internal controls. Companies are
adjusting with market mechanisms such as mergers, capitalization and restruc-
turing.

The government has established a new program of financial reorganization
that enhances formal mechanisms for restructuring, facilitates capitalization
by banks and establishes simplified procedures to facilitate and accelerate agree-
ments between creditors and debtors. Also, a fund to repurchase the portfolio
is being applied.

It is of vital importance to accelerate the restructuring plan, so we may
emerge from the crisis this year and begin to show growth of 6-7% as of next
year.
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2. MACROECONOMICPROGRAM

The economic goals we must target are: An annual growth in real GDP of
6-7%; a 3% inflation rate, equal to or lower than the international rate; a cur-
rent account deficit not to exceed 4% of GDP; a budgetary deficit at 0% of
GDP; the size of the Government must be near to 15% of GDP; the unemploy-
ment rate must be reduced to 3% and underemployment to 15%; extreme pov-
erty must be reduced by 1.5% annually; the inefficiency of the economy must
not exceed 10% in real terms; and the levels of saving and investment must
reach 25% of GDP.

The instruments of economic policy to be used to reach these economic
goals are:

a) Monetary Policy

The issue Jof money] would have an explicit monetary goal (3% annually).
This requires a reinforcement of the autonomy of the Central Bank and a limit
of its discretionary action. This is an alternative to convertibility schemes or
dollarization.

b) Fiscal Policy

A neutral, efficient structure is required that primarily taxes consumption.
Tt must maintain a tax burden of 15% of GDP based on: value added tax, income
tax, import duties and selective taxes on consumption.

Current expenses must be at 12% and capital expenses at 3% of GDF. Re-
muneration, goods and services must be at 5.5%, transfers to local govern-
ments at 2%, extreme poverty must be relieved by 1.5%, while pensions for
the retired must be at 1.5% and interest on internal and external debt at 2% of
GDF, respectively. The budgetary deficit must move toward zero, in accor-
dance with a “law of fiscal responsibility™.

¢) Exchange Policy

The dollar would have to be stable (near zero devaluation) to the extent that
domestic inflation is less than international infiation. The exchange system
would remain open, especially for the flow of goods, services and capital.

d) Commercial Policy

A uniform customs tariff of 10% should be targeted, for the purpose of
obtaining international levels of efficiency and gradually reducing tariff sur-
charges.

¢) Pricing Policy

The key prices of the economy (exchange rate, interest, salaries) will con-
tinue to be free and competitive. Prices for public services must be free, com-
petitive and tend toward international levels.

108



3. POLICIES FOR JOB CREATION

Real and productive — not artificial — employment is needed. This must
be created in a context of economic stability and through annual growth of
6-7%.

Investments must be made to create jobs. The healthiest move is for us to
save and invest 25% of GDP this year (IS $15 billion). This would allow us to
create 150,000 jobs directly and 300,000 jobs indirectly each year. Peru’s prob-
lem is not so much unemployment (Peru: 7-8% unemployment, Argentina:
almost 20%), but the low productivity of its markeis. Peru is a country of very
small businesses with a very large private sector. To increase productivity we
need to consider the following:

a) Simplified and unitary processes for creating licenses and pledges that
promote the integration and formalization of informal, very small businesses,

b) Access to formal and private credit, through financial policies that pro-
vide incentives for the participation of private banks with long-term loans and
low interest rates.

It is worthwhile recalling that the most labor-intensive sectors are agricul-
ture, tourism, services, small- and very small businesses.

Employment can also be promoted by lowering the cost to generate it. It
has been suggested that for 3 years new employees not be subject to AFP [Pre-
cautionary Fund Administration), social security, minimum wages, etc.; that is
to say, a 3-year terminaling labor contract.

Also, transaction costs between the informal and formal sectors must be
eliminated, as well as obstacles, distortions and discriminatory taxes.

4.SECTOR-RELATED AND SPECIFIC POLICIES

a) Agriculture There are various aspects to which the reforms must be
directed:

Infrastructure: Market access is stilt difficult, which is why it is still nec-
essary to develop infrastructure in the rural sector.

Irrigation: Water subsidies must be eliminated and the administrative struc-
ture for water reformed, for which reasonable legislation must be passed on
water rights.

Health standards for agriculiyral products: A monitoring and regulatory
system is needed which will allow the development of export-quality products,
thus providing an incentive to agricultural exports.

Increase of productivity through:

v’ Secure and indispensable propesty rights: (i) Reform the register of
personal property; (ii) Simplify and rationalize the license issuing process;
(iit) Introduce aiternative mechanisms for resolving conflicts (for instance,
mediation, arbitration),
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v Access to credit: (i) State intervention must be transparent, and if subsi-
dies are granted, they must be direct to avoid distortions; (ii) Banks must dif-
ferentiate between their clients and the sectors they finance.

Forest Law: This law must be implemented, while at the same time devel-
oping a regulatory mechanism for forest use.

b) Reduction of Extreme Paveriy

There are 4 miilion Peruvians in extreme poverty who spend less than $1.14
daily. We must identify this population in order to assign resources to them
adequately. We must work with programs at the district level. The strategy must
consider:

Nutritional programs: Directed at the infant population (2 million infants
and 5.8 million school-aged children) in poverty or extreme poverty situations,
and later to pregnant women, nursing babies and the elderly. An annual amount
of US $300 million would be designated for this purpose.

Basic preventive health package: This would require an annual investment
of US $330 million to guarantee access to the entire population.

Education expense: 1t is necessary to designate US $650 million annually
for this purpose.

Costs of basic infrastructure; ITnvestments in water supply networks, sew-
age systems and public lighting.

¢) Education

It is not enough to build a school a day, raise teacher salaries, or double
investment in education. We must change the educational model in the follow-
. ing ways: Move from a 1% graduate level to 99% of the people educated; from
mass education to personalized education; from teaching to learning; from the
dictatorial teacher to the facilitator; from financing supply to investing in de-
mand; from duopoly to competence; from the bureaucratic to the business model;
with education seen as an investment in human capital; and education for change;
where wealth is to be found in the minds of our people.

d) Decentralization and Municipal Reforms

The goal is to decentralize the country through reforms intended to strength-
en the provinces and municipalities. There are 190 provincial municipalities
and more than 1,900 district municipalities. The municipalities must become
essential actors in the fight against poverty, applying government plans in the
areas of nutrition, health and education, as well as health and housing programs
for low-income people and special employment programs.

To this end municipalities must be able to count on money transfers and .
financial aid from the central government, financial sources of municipal tax-
es, and a legal framework that allows a more flexible and appmprrate handling
of the budget and personnel.

¢) Foreign Investment Policy

Direct Foreign Investment must be promoted so it may increase from the
US $1.5 billion annually in the 90's to US $2.5 billion annually in the first
decade of 2000. We must continue to concentrate on: mining, energy, hydro-
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carbons (Camisea), telecommunications, finances and fishing. We must also
provide incentives for: agriculture, agribusiness, tourism, infrastructure (for
instance, providing roads, ports, airports, etc.) and privatization.

In order to promote foreign investment it is necessary to have economic
stability, as well as confidence, the avoidance of sudden changes in the rules of
the game, a relizble legal authority, and a proactive stance in “marketing” Peru
to the worid and promoting competition.

) External Debt Policy

External debt with respect to GDP has been reduced from 115% in 1988 to
50% in 1998. In 1996, servicing this external debt represented 40% of GDP
with regard to exports. For the next five years we must reduce the external debt
to 35% of GDP (US $22 billion), which matches the average level in Latin
America, through the exchange of debt for privatization, concessions, the ecol-
ogy, alleviation of extreme poverty, etc., based on principles of transparency,
professionalism and proper information.

5. STRUCTURAL REFORMS

a) Microeconomic Reform

In order to obtain better prices, quality and coverage, it is necessary to
promote competition in the various markets and avoid monopoly and oligopo-
Iy practices that have recently occurred due to private interests, generating
legal monopolies. The sectors to be reviewed are: telecommunications, food,
drinks and cigarettes.

b) Property Reform

Privatization

Income from privatization and concessions is expected to reach US $800
mitlion annually.

‘The most important privatization and concessions we must work on are:
airports, ports, roads, refineries, SEDAPAL (water), etc.

The Government is committed to completing the transfer of agricultural
land to the private sector, and finishing the competitive bidding on the trans-
portation of gas from Camisea.

Extension Property Rights to the People

To reduce poverty, all members of the population must also have access to
private property. We must make Peru a country of proprietors.

COFOPRI (Commission to Formaiize Private Property): To
date, 770,000 properties have been formalized in 23 cities. It is crucial
to reach 1 million formalized properties, which would generate a return
of US $1.7 billion.

PROFAM: The Family Lot Program tries to provide the poorest sector
of the population with urban property in an orderly fashion. We count on
830,000 registrations the Government must respect, without distortions
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from incentives or land speculations, to create a long-term fand and hous-
ing market. :

Housing construction; The financing mechanisms of the Government
(MIVIVIENDA, FONAV], ENACE, BANCO DE MATERIALES, MIBANCO)
have proven to be inefficient. It is necessary to develop market mechanisms to
guarantee 20-year financing at low interest rates.

¢) State Reform :

The government must be a facilitator and not a provider. it must help create
public services with more efficiency and quality for the people of Peru.

We must create mechanisms for work incentives and account rendering on
the part of ministries and bodies of the executive branch. We must save on
current expenditures by increasing efficiency, eliminating bureaucratic costs
and undergoing the necessary decentralization of public bodies. We must make
public service professional and deregulate administrative systems.

d) Institutional Reform

This includes reform of the judicial branch, the restoration of the balance
. of power and the restructuring of political parties.

The application of this economic proposal will allow us to achieve a stable,
secure and prosperous economy and to come out of our extreme poverty, gen-
erating real and productive employment.

President of the Institute for a Free-market Economy

(El Comercio, Expreso, April 7, 2000)
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INTRODUCTION

In the last year and a half, the world has witnessed a remarkable reduction in
the valuation of asset prices in developing countries. Measured in dollars, stock
values declined by roughly 30 percent in relatively well-managed and political-
ly stable emerging ecoromies like Poland, and by roughty 75 percent in poorly
managed and politically troubled economies like Indonesia. This international
melidown of financial markets provides both an occasion and argument for
critiquing the World Bank’s approach to pension reform. The reason is that
exclusive or predominant investment in domestic asset markets is a central
tenant of that approach and the source of a variety of equally misguided advice.

Although the World Bank will be the:target of this prosecution, it is far
from the only defendant. The Bank’s approach has been endorsed, either ex-
plicitly or implicitly, by other major lending institutions, such as the Interna-
tional Monetary Fund, the Inter-American Development Bank, and the Asian
Development Bank. Since the policies of these intemational lending institu-
tions are strongly influenced by the U.S. government and other major donor
governments, the blame for the World Bank's policies must be shared by these
governments as well,

At the outset, it should be acknowledged that the World Bank does not speak
with a single voice on pensions. It has neither a single pension policy maker
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nor a pension policy-making committee. Instead, its policy reflects the varied
judgments of its country and research economists who mission together in
differing configurations to work on particular countries. Moreover, the poli-
cies recommended for particular countries are not, at least on the surface, iden-
tical. For example, the World Bank has advocated Chilean-type pension priva-
tization in certain countries and notional accounts in others.

Whatever their apparent and actual variety, the Bank’s pension reforms re-
flect and emanate from a common and deeply flawed set of views about the
goals and methods of reforming state pension programs. In promoting these
views and pursuing these goals, the Bank not only has imperiled the pensions
of the current and future elderly of those client countries that adopt its plans,
but it has also severely limited those countries” prospects for fundamental eco-
nomic reform.

To its credit, the Bank has been open to debating its pension policy in a
variety of public forums, including an annual international workshop on pen-
sion reform that the Bank’s Economic Development Institute and Harvard In-
stitute for Economic Development jointly sponsor. The criticisms that have
been raised by the author and others of Bank pension policy have generally
been dismissed as theoretically correct, but politically naive. Political naiveté
refers here to the proposition that the politicians in the countries the Bank is
assisting are precluded, because of political considerations, from pursuing first-
or even second-best policies. Consequently, Bank economists feel justified in
advocating what they, themselves, often acknowledge are third-best policies.

The lack of central coordination of pension policy at the Bank coupled with
the lack of forceful and appropriate leadership by senior Bank management is,
in large part, responsible for this sorry situation. The Bank economists who
construct pension policies for particular countries are of too low a rank to risk
advocating and enforcing a radically different approach than has been advocat-
ed and enforced by other collections of Bank economists for other countries.
Moreover, the Bank’s team approach to providing pension advice via multi-
member missions, where the members must achieve consensus, is a prescrip-
tion for perpetuating and calcifying particular approaches to reform no matter
what their merits. The team approach not only stifles policy innovation, it pe-
nalizes-policy dissent by casting the dissenter as a “non-team player.”

In this regard, it is important to stress that “mission failure” is defined within
the Bank as failure t0 make the loan rather than as failure to require appropriate
policies as the quid-pro-quo for the loan. Consequently, attempts by mission
team members to defend economic first principles can only be done at the risk
of “jeopardizing” the mission.

These micro-level problems of mission control have macro-level counter-
parts. The Bank increasingly finds itself competing with other major lending in-
stitutions in providing particular conniries with policy advice and financial assis-
tance. In this setting, recipient countries find it easy to play the Bank off against
other institutions, pointing out that they need to “ante up” if they want to be a
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“player.” The concem that the Bank or similar institutions would have no pres-
ence in a particular developing country, particuarly a large developing country,
appears to override the concern with whether that presence is actually beneficial.

This critique begins by outlining the legitimate goals of pension reform
and contrasting these goals with those of the World Bank's pension reform
policy. Next, it describes the Bank’s standard approach to pension reform. Fi-
natly, it offers an alternative pension reform policy entitled the Personal Secu-
rity System, developed by the author and Jeffrey Sachs of Harvard University.

THE LEGITIMATE GOALS OF PENSION REFORM

There are a number of legitimate goals of pension reform to which the Bank
and this author would both subscribe. The area of disagreement involves how
these goals should be achieved and the legitimacy of goals that go beyond those
listed below.

Guaranteeing Adequate Income
for Workers When They Retire

This is the most important goal of pension reform. It is also the goal most
endangered by the Bank’s approach. The pension systems of numerous devel-
oping countries have been unmitigated disasters on this score, leaving millions
of their current elderly in poverty and miilions of their current workers worry-
ing about their own well-being in retirement. The goal of gnaranteeing work-
ers’ pensions does not mean that what workers receive in old age should be
completely independent of all domestic or international outcomes. But it does
mean that workers” pensions should not be subject to excessive risk, whether
that risk is political or financial. The stipulation that workers® pensions be ad-
equate means that they should replace a reasonabie fraction of pre-retirement
income — i.e., they should be consistent with lifetime consumption smooth-
ing. So the adequacy of pension benefits is a relative, not an absolute concept.

There are two other critical aspects of guaranteeing adequate pensions for
retirees. One is that the transactions costs that arise in delivering gross pen-
sion benefits be low. The other is that pension benefits be paid in the form of
real annuities, so that retirees can neither run out of income nor suffer a real
decline in their income if they live too long.

Lowering Tax Rates on Workers

Workers in a host of developing countries face exorbitant average and margin-
al social insurance taxes. These taxes are high not because their nominal rates
are high, but because their effective rates are high. Their effective rates are
high for two reasons. First, benefits are generally not closely linked at the
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margin to contributions. Second, there is often litile likelihood that the addi-
tional benefits promised in exchange for additional contributions will actually
be paid. Thus, lowering effective tax rates requires not just formally linking
marginal benefits to marginal contributions but also making sure these bene-
fits will be paid with a very high probability. The payoff from lowering effec-
‘tive tax rates comes in the form of increased labor supply, a reduction in eco-

. nomic inefficiency (what economists call excess burden), and increased par-
ticipation by fringe workers in the formal sector.

Helping Achieve Intertemporal Fiscal Balance

The long-term fiscal imbalances of many developing countries are inextrica-
bly intertwined with the long-term fiscal imbalances in their pension systems.
The basic problen in these countries is that their governments are bankrupt in
a present value sense — they have committed to time-paths of pension pay-
ments, other social benefit payments, transfers, and debt service whose present
value vastly exceeds the present values of their projected taxes. To cope with
this imbalance, many of these countries effectively default on their pensions
and other promises, including the wages they are paying government workers,
by printing money and, thereby. reducing the real values of these payments.
Although this policy lets these governments pretend they are meeting their
obligations, no one is being fooled. Meantime, the economy is being put at
grave risk because the government is undermining the means of payment.

To keep the public from substituting into hard currencies and, thus, nullify-
ing their remaining channel of finance, governments, as most recently demon-
strated by Russid, ban the use of hard currencies. In so doing, they also, in
effect, ban foreign investment — an act of pure economic suicide. Why? Be-
cause banning the use of hard currencies means that foreign investors will be
paid (but not necessarily on time) the return on their investments in domestic
currency whose real value is subject to enormous uncertainty. This uncertainty
arises because no one knows the degree to which the government will, for what-
ever reason, choose to debase the currency.

Pension reform holds the prospect of redefining the government’s obliga-
tions so that it can actually fulfill, rather than effectively renege on, its prom-
ises. Stated differently, it holds the promise of realigning the present value of
government receipts and expenditures so that the government will no longer
need to resort to printing money to pay its bills. But the only way to ensure that
any particutar reform produces this outcome is to evaluate the government’s
pre- and post-reform fiscal finances in present value. This can be done by es-
tablishing a set of generational accounts, as roughly 30 countries around the
world have done or are doing, or, more simply, by comparing the present values
of future tax revenues and expendijtures (including debt service). Armed with
such a framework, one can quickly see whether any particular pension reform
under consideration will mitigate or exacerbate the government’s intertempo-
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ral budget gap, defined as the excess, measured in present value, of projected
future expenditures over projected future receipts. Reducing the government’s
intertemporal budget gap is a vital goal for pension reform because without the
reform’s contribution to fiscal solvency, it will be neither credibie nor effec-
tive in delivering the benefits it promises.

The concern about the contribution of pension reform to overall fiscal sol-
vency is often called the issue of transition finance. The key question con-
cerning transition finance is whether during the transition to a new pension
system, the reform provides enough sources of revenues to pay off, in present
value, the benefit obligations that are recognized as part of phasing out the old
system. Pension reforms gernerally redefine, in the downward direction, these
obligations as well as the receipts to pay off these reduced obligations. Thus,
transition finance analysis, when properly done, simply asks how the reform is
affecting the government’s intertemporal budget gap — whether the present
vatue difference between the government’s future expenditures and receipts
rises or falls.

THE WORLD BANK’S PENSION REFORM GOALS

The World Bank certainly says that it shares the above goals, But its actions
speak for themselves. These actions are guided by three additional goals that
are fundamentally incompatible with the above set. These are fostering the de-
velopment of (1) a capital market, including stock, bond, and mortgage mar-
keis; (2) a private pension industry; and (3) a private insurance industry. To
achieve these ends, the Bank advocates that workers be forced to “save™ by
making contributions to domestic pension companies who will then use the
funds to purchase domestic securities and domestic insurance products.

Now, in and of themselves, these additional goais are fine aspirations. What
country would not want to have its own stock market, pension companies, and
insurance industry? The problem is that the comparative advantage of Bolivia,
Russia, Kazakhstan, and other Bank client countries is decidedly not in operat-
ing securities markets, running penston companies, or providing insurance. In
propounding these goals, the Bank not only advises its client countries to pur-
sue their comparative disadvantages, but it also coerces them to do so through
the conditions it stipulates on its loans.

Countries like Kazakhstan, Bolivia, and Russia have much better things to
do with their scarce resources. But instead of encouraging them 10 engage in
free trade and to import the securities, pension administration, and insurance
services they need, the Bank mandates that they turn a blind eye to reality —to
the fact that there is an extraordinary efficient world securities market, pen-
sion industry, and insurance industry that awaits their beck and cail.

The developed world produces the kinds of financiat products a small de-
veloping country might produce, but at much lower cost. It also produces fi-
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nancial products that a small developing country is simply unable to produce,
namely financial products that involve international risk diversification and the
exploitation of economies to scale. One of these products is an mtematlonally‘
diversified portfolio with extremely low transactions cost. Another is an annu-
ity insurance contract with very low loads and the pricing of mortality risk
based on reinsurance ~— the ability of major insurance companies to hedge
their risks via risk-sharing arrangements with other insurance companies. A
third is pension administration that utilizes state-of-the-art computer technol-
ogy developed at high cost because it would be used for a very large number of
clients.

When confronted with their financial mercantilism, Bank economists utter

- four excuses:

v'. A large share of the pension assets arising from pension reforms need
to be invested at home to maintain or increase domestic investment, and mak-
ing these domestic investments requires the development of pension compa-
nies to collect and invest contributions, domestic securities markets to chan-
nel these investments, and domestic insurance companies to convert pension
assets into retirement annuities.

v' “Political reality” precludes “theoretical niceties,” and investing abroad
is simply a political non-starter.

v" The difference between having all rather than a significant minority of
pension assets invested abroad is not large, and the Bank advocates investing a
portion of assets abroad.

v" The terms of trade risk make investing all pension assets abroad too
risky.

International Capital Mobility

None of these excuses holds water. First, from the perspective of an economi-
cally small developing country, the world capital market has gigantic stocks of
capital that are available to-import. Indeed, there is ample evidence that the world
capital market waits with baited breath to invest in those developing countries
which have transparent and sound economic policies. There also-is ample and
very recent evidence that, at a moment’s notice, global capital will flee develop-
ing countries that do not have such policies. To grasp the size of the world capital |
market compared with that of a developing country’s, note that current market
valuation of the Russian stock market is less than the current market value of
Home Depot — a single, relatively inauspicious U.S. company. ‘
Instead of insisting that developing countries adopt sound and transparent
_policies (the most important of which is opening themselves up completely to
direct foreign investment and competition in all areas of commerce, banking, -
finance, and insurance and adopting U.S. or EU regulatory, reporting, anti-trust,
and supervisory laws and institutions), the Bank adopts the attitude that since
its client economies are not going to open up, the Bank’s job is to help them
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stay closed. Since the Bank takes financial market closure as a given, it con-
cludes that the only way to increase domestic investment is through increased
domestic saving. This is akin to telling someone dying of thirst to dig a well
rather than sip from the faucet.

Political Reality and Theoretical Niceties

Second, the Bank has the power to create its own “political reality.” Tt
can either (1) make fuil international investment and diversification of
pension assets a sine qua non for its approval of pension reform loans or
(2) overcome any nationalistic objection to the full international invest-
ment and diversification of pension assets on grounds of reduced domes-
tic investment by providing capital inflows, in the form of loans, that
maintain, if not increase, the level of domestic investment. Furthermore,
the art of politics is selling ideas. The idea of investing abroad in a fuliy
diversified manner at low transactions cost with Western custodial ar-
rangements should not be a hard thing to sell, if one tries. This is espe-
cially true if one is selling to a public, like the Russian one, that can oth-
erwise look forward to being forced to invest at high transactions costs
in highly risky domestic investments.

The Fixed Costs of Investing Pension Assets Domestically

Third, the difference between having all or most pension assets invested
abroad is potentially huge not oniy for reasons of financial and political risk
diversification but also because of the very considerable fixed costs of set-
ting up and then regulating, supervising, and insuring (as lender of last resort)
domestic securities markets, pension companies, and insurance companies.
The moment a country decides, as part of its pension reform, to invest even
one dollar domestically, it is forced to (1) establish pension companies to
collect that doilar; (2) decide how to regulate and supervise those compa-
nies; (3) determine the securities in which the pension companies can invest;
(4) regulate the market in the securities in which the pension companies in-
vest; (5) specify how to annuitize the withdrawal by contributors of their ac-
cumulated pensions; and (6) regulate and supervise the insurance companies
selling the annuities.

Moreover, in both advocating and enforcing less than 100 percent foreign
investment and diversification of pension assets, the Bank signals to its client
countries that is not particularly concerned about investing pension assets
abroad. These countries take this signal to heart, so when it comes to pension
reform, they mandate little, if any, international investment and diversification
of their pension assets.
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Many problems emanate from this decision. To begin, in many of the Bank’s
client countries, there are very few firms listed on the domestic stock exchange
and an even smaller number of firms comprise the bulk of the stock market’s
valuation. Apart from the stocks and bonds of these firms, there are only two
other assets — government debt and mortgages and other private loans — suit-
able for pension fund investments.

Hence, the Bank finds itself advising countries to risk large proportions of
their workers’ retirement incomes on (1) the fortunes of a handful of domestic
companies whose future success is highly uncertain; (2) nominal government
bonds that are subject to effective default via government-produced inflation;
and (3) mortgages and other private loans whose repayment is also subject to
great risk. To make matters worse, the return to domestic portfolios in devel-
oping countries is highly dependent on the performance of the overall econo-
my — the same economy that determines the wages of pension contributors.
Hence, putting workers’ pensions in domestic assets ends up greatly compound-
ing the risks they face on their human capital.

Bank staff are not entirely oblivious to these problems. They refer to them
when they worry out loud that the financial preconditions for pension reform
(as they define such reform) are “inappropriate.” In response, they modify their
standard approach to pension reform by either (1) requiring that, at least in the
short run, the bulk of pension fund assets be invested in government bonds or (2)
abandoning entirely the privatization of the pension system and installing a no-
tional pension system that continues to leave the country saddled with a pay-as-
you-go systermn, albeit one that may be less expensive and that provides better
linkage between marginal pension contributions and marginal pension benefits.

Real Exchange Rate Risk

Fourth, for most Bank client countries, improvements in real exchange rates
are positively correlated with the economy’s performance. Hence, investing
abroad provides an opportunity to hedge real exchange rate risk. For example,
when the real exchange rate is high and the economy is performing well, the
relative value of one’s foreign assets will be low because of the appreciation of
the exchange rate, whereas when the real exchange rate is low and the economy
is performing poorly, the relative value of their foreign assets will be high
because of the depreciation of the exchange rate.

Moreover, even if the correlation between a country’s real exchange rate
and its economic performance is negative, the gains from international diver-
sification and investing at low transactions costs would almost surely outweigh
any risks to foreign investment arising from real exchange rate movements.
Compare, for example, investing in the stocks and bonds of a handful of com-
panies in Bolivia with investing in the stocks and bonds of the thousands of
major companies of the world and the bonds of all of the world’s developed and
developing countries.
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The World Bank’s Approach to Pension Reform

The Bank’s approach to pension reform has the following 10 elements:

I.Promise workers benefits accrued under the old system. In defining
these benefits, raise the old system’s retirement ages and reduce the generos-
ity of the benefit formula.

2.Reduce workers’ payroll taxes and mandate that they contribute all or a
portion of their payroll tax cuts to individual pension accounts.

3.Establish competing domestic pension companies to accept and invest
workers” contributions.

4. Require that pension companies invest the bulk of their deposits do-
mestically — in government bands, private bonds and mortgages, and the local
stock market.

5. Permit pension companies to compete with one another for contribu-
tions.

6. Establish a high, non-eamings related minimum pension benefit to pro-
tect workers against low or negative rates of return earned by their pension
companies.

7.Pay for the minimum pension benefits on a pay-as-you-go basis.

8. Establish regulations to supervise the operations of the pension compa-
nies and the domestic securities market.

9. Permit governments to deficit-finance their transitions to the new sys-
tem without checking the implications of this policy for the government’s in-
terternporal budget gap.

10. Allow individuals to take their benefits in non-annuitized form in old
age or to purchase annuities on their own.

Problems with the World Bank Approach

The Bank’s approach to pension reform has as many problems as it has fea-
tures. Most of the problems, many of which have already been mentioned, stem
from the Bank’s insistence on investing pension fund assets at home.

The Bank’s Irsistence on a Minimum Pension

The Bank includes a minimum/basic pension as part of its standard pension
reform package. Why? Because it knows that the domestic investment of pen-
sion fund assets that it also is promoting is extremely risky and could easily
turn sour. Consequently, it feels compelled to protect retirees with respect to
Jjust such an outcome by insisting on a high minimum benefit. To make matters
worse, the Bank encourages countries to finance their minimum benefits on a
pay-as-you-go basis. In 50 doing, the Bank is installing essentially the same
kind of system the country desperately needs to eliminate. In the long run, the
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country still has a high payroll tax or some other tax that is financing the high
minimum benefit. In addition, there is no linkage, at the margin, between ihe
taxes workers pay for the minimum benefit and the size of this benefit — all
workers get the same benefit regardless of their earnings.

" This rear guard action by self-styled Bank reformers to preserve the status
quo is dubbed the first pillar of a three-pillar system, in which the second
pillar is a privatized pension program, and the third pillar is voluntary occupa-
tional pensions. Unfortunately, the first pillar is a real killer. It not only kills
the prospect of ever truly escaping pay-as-you-go finance of governiment pen-
sions. It's also used to excuse a very high degree of extremely risky domestic
investment in the “privatized” second pillar.

Fiscal Malfeasance in the Name of Pension Reform

The term “privatized” certainly deserves quotes here. The preponderance
of government debt in the portfolios of the newly created pension companies
in countries that adopt the Bank’s approach raises the question of whether the
entire reform is simply an elaborate shell game. In this putative shell game,
workers, in the new regime, make contributions to their pension funds, rather
than to the government, and the pension fund turns around and gives the contri-
butions right back to the government as loans. So the cash flow from the work-
ers to the government remains the same. In the old system, workers receive
implicit 1.0.U.s to future government pension benefits in exchange for their
contributions, whereas under the new system they receive, via their pension
funds, explicit 1.0.U.s (government bonds) that promise to pay interest and
principal.

If the implicit and explicit 1.O.U.s have the same present value, then the
“reform” has not reduced the present value of the government’s future expen-
ditures — it has simply relabeled them. Of course, the typical pension reform
also involves changes in the present value of future government receipts. If this
present value is also left unchanged by the reform, the entire enterprise will,
from the perspective of the government’s interiemporal budget gap, be just a
shell game.

Bank-supported reforms typically include significant reductions in the ac-
crued benefits paid to workers under the old system. Indeed, the Bank has, over
the years, developed a sophisticated software package, entitled PROST; to cal-
culate precisely how much benefit obligations are reduced by pension reform.
So Bank-supported reforms are certainly not shell games. Unfortunately, once
one takes account of the receipt side of the ledger, Bank-supported reforms
may be worse than shell games, at least from the perspective of the govern-
ment’s intertemporal budget gap.

The problem is that the Bank does not check whether the present value of
receipts arising from its reform rises or falls, and, if it falls, whether it faiis by
more than does the present value of expenditures. To do this, one needs to
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consider the change in the present value of all government receipls arising
from the reform, not just the change in the present value of payroll taxes that
directly finance pension benefits. Unfortunately, the PROST model is not yet
equipped to handle all government receipts.

Why does one need to understand the change in the present value of all
receipts? The reason is that, over the short and medium runs, Bank-supported
pension reforms typically involve deficit finance of the difference between
the benefits payable by the old {pre-reform) pension system and the reduced
payroll tax receipts. If the interest and principal on this new debt issue is repaid
with tax revenues, rather than simply borrowed, those tax revenues will most
likely be general revenues, such as income taxes or value-added taxes.

Since the Bank is not able to check how much of the newly issued debt is to
be repaid, it is not able to say whether the reform is reducing or increasing the
client-country’s intertemporal budget gap. Worse, since the Bank itself is not
able to check, it does not require the client country to check either. Nor, appar-
ently, does it bother telling the client country that the debt it issues in the course
of reforming its pension system needs to be repaid; in other words, that the
country needs to dedicate a stream of either (1} future generat revenue, (2)
future payroll taxes in excess of benefits payable under the old system, or (3)
future spending cuts to cover this debt. In doing and not doing ali these things,
the Bank is encouraging and promoting fiscal malfeasance of the first order.
Worse yet, the Bank is lending its clients the funds to engage in this malfea-
sance.

Kazakhstan — An Example

Lest this accusation of fiscal irresponsibility be viewed as a figment of
the author’s imagination, consider the Bank’s recent loan of roughly $100
million to the Kazakhstan government in support of its pension reform. The
Kazakhstan reform features an immediate 10 percentage-point cut in the
25 percent payroll tax funding pension benefils with another 10 percent-
age-point cut to be made over the following 10 years. The reform also en-
tails a modest increase in the existing system’s retirement age and some
reduction in the accrued benefifs owed to existing workers for service un-
der the old system. These benefit cuts notwithstanding, because of popula-
tion aging, Kazakh aggregate real pension benefits are projected to re-
main essentially unchanged over the next quarter of a century according 1o
the Bank’s own benefi projections,

How is the huge loss in payroll tax revenues to be recouped so that Kazakh-
stan can pay these pension benefits? The answer is borrowing — bomowing
from the new pension funds as weil as borrowing from the Bank, the IMF, and
the Asian Development Bank. The amount of this borrowing is projected by the
Bank to accumulate, in short order, to roughly 40 percent of Kazakhstan’s gross
domestic product (GDP). To put this figure in perspective, this is approximate-
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ly the ratio of official government debt (measured by the sum of past National
Income International Monetary Fund, and Asian Development Bank supporting
a policy that will, over the space of a few years, encurnber Kazakhstan with as
much debt (relative to its GDP) as it took the United States over two centuries '
to accumulate!

The Bank’s stated rationales for this policy are (1) that Kazakhstan can af-
ford this level of debt given its prospective oil and related revenues and (2) the
cuts in payroll taxes will stimuiate {abor supply in the covered sector and ex-
. pand the tax base. Hypothetical oil revenues and extreme supply-side econom-
ics are not a basis for risking a nation’s fiscal solvency. Kazakhstan can ill
afford reckless fiscal policy, which is precisely what the World Bank is en-
dorsing.

The Bank’s Investment Advice — An Analogy

In the case of Kazakhstan, pension assets that are not immediately handed
back to the government as loans are to be invested in the stocks and bonds of
Kazakh firms and other domestic assets. Kazakhstan is certainly a large coun-
try, but the contributions that its workers will make to their pension funds ap-
pear to be less than those that are made each year to the California state pen-
sion plan that covers state employees. To put the Bank’s investment advice in
perspective, consider how the Bank would advise the State of California to
invest its pension assets. The answer is that it would tell the state to invest only
in California companies. In so doing, the Bank would preclude investing in
General Motors, Coca Cola, Microsoft, Toyota, Pierre Cardin, British Air-
ways, Siemens, and the thousands of other major companies throughout the
developed and developing world that are not headquartered in California. This
would seriously jeopardize the central goal of providing California state work-
ers with reliable pensions. State employees would not stand for it, and trustees
of the state’s pension system would be sued for dereliction of their fiduciary
responsibilities.

Letting Workers Use Their Pensions to Try to Beat the Market

Regardless of whether the Bank forces workers to invest domestically or
internationally, there is no reason to establish a set of pension companies who
compete with one another to “beat the market.” By definition, not everyone can
beat the average. So placing workers in pension funds that hold different assets
is a prescription for increasing the inequality in their accumulated pension
wealth and, therefore, in their retirement living standards. The simple way around
this problem is to require that all workers’ pensions be invested in the same
portfolio. But in this case, one does not need a pension industry to invest pen-
sions or to pay the high fees, bid-ask spreads, and other charges collected by
top money managers. One simply needs to hire a computer.
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Annuitization of Accumulated Account Balances

There is ample evidence from the United States and other developed econ-
omies that the private annuities market does not function well and has very few
participants. Letting workers cash out their pensions in non-annuitized form is
an invitation for them to cash out too soon and run out of income if they live
Ionger than they expect. Leaving workers to purchase annuities from the pri-
vate insurance market when they retire is an invitation for them to lose a signif-
icant fraction of their old age resources in the form of insurance loads. The
World Bank is issuing both invitations in adopting its laissez-faire attitude about
withdrawing pension account balances in old age or purchasing annuities from
the private insurance market.

THE PERSONAL SECURITY SYSTEM

Having complained at length about the Bank’s approach to pension reform, it is
time 10 present a straightforward and sensible alternative entitled the Personai
Security System (PSS). The PSS has the following features:

v" Maintains benefits for current retirees.

v Abolishes current pension system at the margin, but provides workers
in retirement the benefits they could reasonably expect to have accrued under
the old system. This is much less than what they were being promised by the
old and bankrupt system.

v Mandates that workers contribute a fixed percentage (for example, 8
percent) of their wages to Personal Security Accounts.

v For married workers, allocates half of their contributions to their own
accounts and half to their spouses’.

¥ The government matches workers’ PSS contributions on a progressive
basis and makes contributions on behalf of disabled workers.

¥ All PSS contributions (and the governmment matching contributions) are
invested in (1) special issue PSS bonds and {2) a market-weighted globat index
fund of stocks, bonds, and real estate. _

¥ In the short run, World Bank and International Monetary Fund assis-
tance, as well as proceeds from privatization, would be used 1o pay for benefits
owed to retirees. Hence, in the short run, all workers’ contributions would be
invested in the global index fund. This would dramatically improve incentives
for working in the formal sector and paying taxes.

v When a birth cohort reaches age 60, its accumulated PSS account bal-
ances are gradually sransformed into inflation-protected pensions. Each day,
until the cohort reaches age 70, a portion of the cohort’s outstanding balances
are converted t¢ pensions. Each member of the cohort receives a pension in
proportion to its share of the cohort’s collective balances.
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¥ Workers who die before age 70 bequeath their non-annuitized account
balances to their Spo'uses,'children, or, other designated beneficiaries.

¥ Benefits owed under the old system are financed by (1) maintaining
some part of the payroll tax; (2) paying current workers thejr acerued, rather
than their projected, government pension benefits in retirement; (3} cutting or
limiting the growth of government purchases; and (4) using grants from the
World Bank and the International Monetary Fund. A detailed intertemporai bud-
get gap analysis would be undertaken to ensure that the reform ends up signif-
icantly reducing the gap on balance.

¥ Once the transition is complete, the payroil tax dedicated to financing
the transition is eliminated. Short-run cash-flow deficits during the transition
are covered by the issuarice of special-issue, inflation-protected, 3 percent
government PSS bonds. At the end of the transition, these bonds are complete-
ly retired.

¥ The level of the dedicated payroll tax is set to ensure that, over the tran-
sition pertod, the present value of all revenue sources equals the present value
_of pension benefit payments due under the old system. Discounting is done at
the 3 percent real rate paid by the PSS bonds. This ensures that at the end of the
transition period, the dedicated payroll tax will be eliminated. This financing
scheme determines at each date the amount of special-issue PSS bonds that
need t0 be purchased by the PSS Trust. Any and all résidual account balances
held by the PSS Trust will be invested in the global index fund.

¥" Workers receive quarterly PSS account statements. The PSS accounts
represent private property. Contributions to PSS accounts are not subject to
income taxation, but withdrawals from PSS accounts are subject to income
taxation, This affords consumption-tax treatment to these accounts.

¥ The government puts out to international bid the separate jobs of (1) col-
lecting PSS contributions and paying out PSS pensions; (2) investing PSS con-
tributions in PSS special issue bonds and the global index fund; and (3) con-
verting PSS accumulated account balances into inflation-protected pensions.

Advantages of the PSS Reform Proposal

The Personal Security System improves benefit-tax linkage, protects non-
working spouses, improves intra- and inter-generational equity, resolves the
existing pension system’s long-term funding problem, and ensures workers a
very high level of retirement income. In setting its matching contributions, the
government can make the PSS system as progressive as it wanis. By investing
abroad in the manner recommended, workers become fully diversified across
the world and pay extraordinarily low transactions fees. The country also de-
velops a reputation for having a fully open capital market that will encourage
foreign direct and financial investment. By requiring collective annuitization
of each birth cohort’s account balances, the PSS avoids adverse selection, high
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insurance fees, and the problem of the elderly running out of income in old
age. In the long run, countries adopting the PS5 plan will succeed in eliminat-
ing an extremely onerous payroil tax that reduces the ability of young people
to save and lowers their incentive to work.

CONCLUSION

When it comes to pension reform, the World Bank has too many contradictory
goals that collectively lose sight of the ultimate rationale for a state-run pen-
sion system, namely insuring and ensuring the retirement income of the na-
tion’s workers. The Bank has not only relegated this primary goal to a second-
ary status, but it has also encouraged and led countries to engage in pension
reforms that are, fiscally speaking, breathtakingly irresponsible. It is time for
the Bank’s top management to reassess this policy on its own terms, but also in
light of the availability of a straightforward alternative — the Personal Securi-
ty System — that can readily be implemented and that achieves all the legiti-
mate goals of pension reform.
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THE ROAD TO THE GREAT EXPANSION

James Carter, Senior Economist
Joint Economic Committee, U.S. Congress

LINTRODUCTION

The United States has sustained nearly continuous economic growth since
1983. This “Great Expansion,” the longest economic expansion in U.S. histo-
ry, has:

v boosted industrial production 79%:;

v increased real gross domestic product (GDP) 81% (3.6% annual

growth);

v increased real per capita GDP 54% (2.6% annual growth); and

v created 35 million new jobs (net).

Today, the United States enjoys strong productivity growth, low inflation
and minimal unemployment.

Twenty years ago, the United States faced an entirely different economic
situation. Inflation and unemployment had risen to unacceptable levels. The
economy was in recession. Productivity was falling, and real incomes were
falling even faster.

The Keynesian thinking which had dominated economic policymaking in
Washington for decades could not explain, much less cure, the econornic tur-
moil. According to Keynesian theory, the way to reduce inflation was to re-
duce aggregate demand, thereby raising unemployment. The way to reduce
unemployment was to boost aggregate demand, thereby raising inflation. With
both inflation and unemployment high and rising, what was the federal govern-
ment to do?

Former Governor Ronald Reagan campaigned for the presidency in 1980
with a simple message: “In this present [economic] crisis, government is not
the solution to our problem; government is the problem.”
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II. RONALD REAGAN’S ECONOMIC PROGRAM

The first thing Ronald Reagan did was dismiss the old “Phillips Curve™ notion
that there existed some necessary tradeoff between inflation and unemploy-
ment. He maintained that federal policies were distorting price signals, im-
posing heavy costs on producers, and leading people to work, save, and invest
less than they would have otherwise. Correcting those policies, he argued,
would boost economic growth and reduce both inflation and unemployment
over time.

The centerpiece of Ronald Reagan’s economic plan was his proposal to cut
taxes. Not only was Reagan proposing the largest tax cut in American history,
but he was proposing to cut taxes at the margin — that is, on the last dollar each
taxpayer earns. Marginal tax rates are important because people make deci-
sions at the margin. Decisions to work an extra hour or to save an extra dollar
are strongly influenced by the after-tax return associated with the additional
effort. These decisions affect the aggregate supply of labor and capital.

Throughout the 1970s, policymakers neglected the distinction between av-
erage and marginal tax rates. Thus, whenever Congress debated cuiting taxes, it
would invariably consider tax rebates or temporary tax cuts meant to boost
aggregate demand. Many lawmakers preferred those short-term tax cuts be-
cause Congress could provide them without sacrificing future tax revenue.
Unfortunately, those kinds of tax cuts did nothing to improve the tax incentives
to work, save, or invest at the margin.

Among other things, high marginal tax rales distort the relative price of
saving versus consumption. For example, if you have $10,000, you can either
consume it or save it for the future. If you could earn [0% interest, saving the
$10,000 would produce $1,000 in interest (assuming no tax on interest in-
come). Consuming the $10,000 would preclude your ability to consume
$11,000 next year. If, however, the government imposes 2 90% tax on interest
income, you would sacrifice only $10,100 next year to consume $10,000 this
year. The tax has reduced the relative cost of consumption. All else equal, this
distortion will induce people to save and invest less than they would have oth-
erwise. Reagan’s marginal tax rate reductions would do much to lessen this
distortion.

As inflation rose in the 1970s, Americans increasingly suffered from “brack-
et creep.” In other words, as inflation boosted nominal incomes, the tax code
pushed taxpayers into higher tax brackets — even if their income had fallen in
real terms. Bracket creep steadily undermined incentives to work, save, and
invest. Ronald Reagan called upon Congress to index the federal income tax
for inflation.

Besides cutting and indexing taxes, Ronald Reagan’s economic program
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included (1) paring federal regulations that were raising production costs
and hampering economic efficiency; and (2) reducing and restructuring fed-
eral spending as a share of GDP to release real resources to the private
sector.

This was very different from the “government-knows-best” approach Re-
agan inherited from the Carter administration. “Government’s view of the econ-
omy,” Reagan quipped, “could be summed up in a few short phrases: If it moves,
tax it. If it keeps moving, regulate it. And if it stops moving, subsidize it.”
Reagan rejected those policies and instead sought to create an environment
conducive to economic growth.

IIL IMPLEMENTING REAGAN’S ECONOMIC PROGRAM

Having unexpectedly captured the Senate in the 1980 slections, Republicans
formed an informal coalition with conservative Democrats in the House of
Representatives to push a compromise version of President Reagan’s econom-
ic program through Congress.

President Reagan’s critics predicted his policies would lead the country to
economic ruin. They said his tax cuts were inflationary. They said his spending
cuts were draconian. They ridiculed his economic assumptions. In short, they
did everything they could to undermine the President’s credibility.

The President’s critics routinely exaggerated what the Administration
claimed its policies could accomplish. In doing so, Reagan’s critics made it
difficult for the Administration’s economic program to meet expectations. For
instance, Reagan’s critics attacked the President for supposediy claiming that
his tax cuts would “pay for themselves.” The President, however, never made
that claim. Intentionally or not, Reagan’s critics had developed a twisted un-
derstanding of the Laffer Curve.

The Laffer Curve is based on the principle that taxes discourage produc-
tive activity. A tax rate of 100% discourages all productive activity (and
therefore collects no revenue); a 0% rate simply collects no tax revenue,
Lowering the tax rate from 100% reduces the disincentives to work and gen-
erates some tax revenue. Further reductions in the tax rate will raise addi-
tional revenue until the rate falls below the “prohibitive range,” where a low-
er rate encourages additional productive effort but loses more tax revenue
than it gains. The trick is for lawmakers to find a tax rate that minimizes the
dampening effects of taxes while collecting sufficient revenue to operate
the government.

When Ronald Reagan assumed the presidency, the federal income tax code
featured fifteen steeply graduated tax brackets ranging from 14% to 70%. The
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President proposed reducing the marginal rates associated with all fifteen brack-
ets — cutting the top marginal tax rate from 70% to 50% and the bottom rate
from 14% to 11%. The marginal after-tax reward for those in the top tax bracket
would therefore increase from 30 cents to 50 cents (a 66% increase) on the
dollar. Taxpayers in the bottom bracket would see their marginal after-tax re-
ward rise from 86 cents to 89 cents (a 3.5% increase} on the dollar.

Upper-income taxpayers responded to the reduction tn their marginal tax
rates by working and saving more than they wouid have otherwise. They also
sheltered less of their income from taxes. Ultimately, the marginal rate cuts in
the upper brackets paid for themselves and the share of total tax revenue paid
by high-income earners increased. As expecied, the rate cuts in the lower brack-
ets substantially reduced overall revenue.

IV. THE FEDERAL RESERVE’S REACTION
TOREAGAN’STAX CUTS

Because Keynesian theory held that the primary effect of cutting taxes was
boost aggregate demand, many policymakers thought Reagan’s tax cuts would
lead to greater inflation. It was obvious during the previous decade that policy-
makers had lost sight of the fact that inflation is always and everywhere a mon-
etary phenomenon — too much money chasing too few goods.
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In the late 1960s, the Federal Reserve abandoned its commitment to price
stability and sought to stimulate the economy with a loose monetary policy.
When inflation began to rise in 1968, the Johnson administration adopted a tax
surcharge to temper demand and combat inflation. Nonetheless, inflation more
than doubled from 3% in 1967 to 6.2% in 1969.

President Nixon continued the war on inflation by imposing price and wage
controls in 1971. The controls failed to extinguish infiation, but they distorted
relative prices and caused shortages throughout the economy. Inflation rose to:
8.7% in 1973 and to 12.3% in 1974.

Inflation remained & problem throughout the 1970s, peaking at 13.3% in
1979. It was not until the Federal Reserve renewed its commitment to price
stability in the early 1980s that inflation abated.

President Reagan’s economic program assumed a gradual reduction ir in-
flation. More precisely, the Administration assumed inflation would fall from
12.5% in 1980 to 7% in 1982 and to 4% in 1986. The Administration prepared
its first budget using these assumptions.

Acting on the mistaken assumption that Reagan’s tax cuts would aggravate
inflation, the Federal Reserve clamped down hard on monetary policy — push-
ing the interest rate on bank reserves above 19% by June 1981. Inflation unex-
pectedly collapsed from 12.5% in 1980 to 3.8% in 1982 and the economy fell
into recession. The combination of these two developments pushed GDP and
tax revenues significantly below projections. Although Congress had adopted
an especially frugal budget in nominal terms, the collapse in inflation boosted
real outlays far above what Congress had intended. With revenue falling refa-
tive to projections, and with real outlays rising relative to projections, the fed-
eral budget deficit ballooned.

V. THE OBSESSION WITH THE BUDGET DEFICIT

Overnight, the budget deficit became an important political issue. It was to
dominate political discourse in Washington for nearly two decades.

The budget deficit was sizeable, but it was not nearly the economic prob-
lem Congress thought it was. The consensus in Washington held that budget
deficits would raise interest rates and thereby “crowd-out” (displace) private
investment. In turn, less private investment would reduce productivity growth
and undermine the country’s ability to improve its standard-of-living over the
long-term.

The consensus was wrong. First, unless monetized, budget deficits do not
raise interest rates. The evidence supports this. Second, deficits do not crowd-

out private investment. Government spending crowds-out private investment.
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Borrowing is just another means of reallocating private resources for public
use. It does not matter in this regard whether the government takes $1 in taxes
or borrows $1. Either way, those resources are withdrawn from the private
sector.

The country’s obsession with the deficit made it politically difficult
for Congress to boost federal spending and grow the size of goverament.
But that didn’t stop Congress. To combat the deficit, Congress passed a
series of tax increases (1982, 1983, 1984, 1990, 1993). Rather than
reduce the deficit, these tax increases merely gave the government the
means to spend more than it could have otherwise. In fact, the congres-
sional Joint Economic Committee analyzed historical budget data and
found that for every $1 the government increased taxes in the 1980s, it
spent an additional $1.59.

As part of its effort to combat the budget deficit, Congress erected several
procedural hurdles to deter new spending. Yet, with each procedural change,
Congress devised new and innovative ways of circumventing the system. This
included manipulating budget numbers and employing gimmicks. For exam-
ple, rather than terminate questionable military procurement programs, Con-
gress would routinely stretch-out the production schedules, reducing outlays
(and the deficit) in the short-term but raising the cost of the equipment {and the
deficit) in the long-term.

Congress also embraced new legislative rules to make sure that any
changes it made to the tax code were at least revenus-neutral under static
scoring. Static scoring is based on the unrealistic assumption that changes
in tax incentives do not affect taxpayer behavior. To highlight the fudi-
crousness of static scoring, Senator Bob Packwood once asked Congress’
Joint Committee on Taxation (JCT} to calculate the revenue impact of rais-
ing the marginal income tax rate on taxable income above $100,000 to 100%.
The JCT responded that doing so would raise $2 trillion in additional tax
revenue over five years. In other words, the JCT assumed people wouild
continue to work in spite of a 100% marginal tax rate. Static scoring con-
sistently overestimates the revenue to be gained from tax increases and
lost from tax cuts.

With the end of the Cold War, and the subsequent reduction in U.S. defense
outlays from 6% to 3% of GDP, the federal budget moved into surplus in 1998 —
the first surplus in nearly thirty years. Based on the strength of the economy,
forecasters are currently projecting the fiscal 2000 surplus to exceed 5200
billion.
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VI. CONCLUSION

The recent budget surpluses and the Great Expansion are, in part, products of
Ronald Reagan’s economic policies and the Federal Reserve’s firm commit-
ment to price stability. Without such a foundation, the technological and pro-
ductivity gains seen in the last decade would, without question, have been much
less prolific. The road to economic reform may be bumpy, but prosperity can
be a reality if the policies for creating an environment conducive to economic
growth are in place. These policies include:
v sound money / stable prices;
v legal institutions comsnitted to protecting private property and
enforcing coniracts;
¥" an openness to international trade;
v areliance on markets; and
¥ small government (low expenditure to GDP ratio, few regulations,
and low taxes).
These policies work in the United States and throughout the world. They
will work for Russia. Russia can enjoy its own Great Expansion.
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