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Several countries use fiscal policy to stimulate economic activity. 
Research on this topic can therefore be useful in informing policy 
decisions. Despite this, the analysis of the macroeconomic impact 
of fiscal policy in the literature has received limited attention com-
pared with monetary policy. Several authors, however, are shifting 
the focus of their research toward fiscal issues. This article surveys 

recent IMF research in this field.

Policymakers in industrial countries are showing a renewed interest in fiscal 
policy. The United States recently introduced a series of tax cuts aimed at stimu­
lating the economy. Similarly, Japan has tried to escape slow growth through 
fiscal expansions. In Europe, the Stability and Growth Pact was recently reinter­
preted in a way that facilitates the use of countercyclical fiscal policies.

What does economic research tell us about the likely impact of these policies? 
In a traditional Keynesian framework, a fiscal expansion has a positive multi­
plier effect on output. As stressed by Hemming, Kell, and 
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Pricing of Sovereign Risk in 
Emerging Markets
Bernardin Akitoby

It is well established that financial markets’ assessment of sovereign 
risk is reflected in sovereign spreads. This raises a number of criti-
cal questions: What are the fundamental forces driving sovereign 
risk and spreads? Why are certain countries perceived as riskier 
than others? What is the relative importance of macroeconomic 
fundamentals and market sentiment in the pricing of sovereign risk? 

Does financial globalization heighten the role of common factors relative to country-
specific factors in sovereign risk pricing? Does the IMF’s financial assistance induce 
moral hazard in the pricing of sovereign risk of countries undergoing financial crises? 
This article mainly reviews recent IMF research on these critical issues.

The empirical literature on the macroeconomic determinants of spreads has 
often sought to identify specific country characteristics affecting spreads. This 
line of analysis can arguably be traced to Edwards (1984), who shows that liquid­
ity variables (e.g., the ratio of reserves to GDP) and solvency indicators (e.g., the 
ratio of debt to GDP) are the key determinants of sovereign spreads. Specifically, 
foreign currency reserves have a statistically negative 

(continued on page 2)
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Mahfouz (2002), however, the traditional Keynesian litera­
ture lacked microeconomic foundations and was largely 
based on adaptive expectations. Introducing state-of-the-art 
modeling assumptions—such as intertemporal optimiza­
tion and rational expectations—implies a Ricardian equiva­
lence proposition. Since rational agents anticipate that a tax 
cut today will be paid off in the future, they adjust their 
behavior to neutralize its impact. One interesting question 
therefore is under which circumstances this policy retains 
its effectiveness when agents are perfectly rational.

Bayoumi and Sgherri (2005) develop an intertemporal 
model in which the consumers’ rate of discount of the 
future is higher than the real interest rate. Consumers 
therefore value current tax cuts more than future tax 
increases and Ricardian equivalence is broken. The model 
implies increases in private consumption in the range of 
0.15–0.4 percent of the tax cuts, depending on the assumed 
degree of excess discount.

Ganelli (2005a) studies similar issues by incorporating 
an overlapping-generations structure (Blanchard, 1985) 
in an intertemporal open economy. Since the consumers 
who benefit from a tax cut today will not necessarily be 
alive to repay the resulting debt tomorrow, a debt-financed 
tax reduction stimulates domestic consumption. This, 
in turn, increases domestic money demand compared 
with foreign money demand, causing the exchange rate 
to appreciate. The expenditure-switching effect associ­
ated with this appreciation implies a positive international 
spillover. Foreign output increases more than domes­
tic output. The long-run net financial position of the 
domestic country therefore worsens, consistent with the 
empirical findings of Lane and Milesi-Ferretti (2001). If 
the increase in debt is used to finance an increase in gov­
ernment spending (rather than a tax cut), these results still 
hold as long as the probability of dying in each period—a 
measure of the deviation from Ricardian equivalence—is 
large enough.

The IMF’s Global Fiscal Model (GFM), developed by 
Botman, Laxton, Muir, and Romanov (2005), extends 
Ganelli (2005a) by introducing more general preferences, 
nontraded goods, and the assumption that a fraction of 
consumers face credit constraints. This assumption pro­
vides an additional channel through which Ricardian 
equivalence is broken. Simulations based on GFM show 
that the increase in domestic consumption compared 
with foreign consumption can be mitigated by low levels 
of the intertemporal elasticity of substitution or by a large 
elasticity of substitution between domestic and foreign 
goods. The introduction of credit-constrained consumers 
in GFM has a limited impact in determining the quan­
titative effects of public debt, consistent with findings 
of Bayoumi and Sgherri (2005) and Coenen and Straub 
(2005).

GFM has also been used to address specific policy issues. 
Kumhof, Laxton, and Muir (2005) calibrate it to the U.S. 
economy, showing that a permanent improvement of one 
percentage point in the fiscal balance would generate an 
average current account improvement of about one-half of 
1 percentage point of GDP over 10 years. Bayoumi, Botman, 
and Kumar (2005) use GFM to simulate the impact of social 
security reform in the United States, finding that govern­
ment debt and the fiscal deficit would significantly increase 
as payroll contributions were diverted to personal retire­
ment accounts (PRAs). The macroeconomic impact would 
be limited because private saving through PRAs would off­
set government dissaving. If higher taxes were used to pre­
vent the PRA-related increase in government debt, output 
would be modestly reduced in the short run, while lower 
government debt would reduce real interest rates and boost 
investment in the long run.

In all the papers referred to in the preceding discussion, 
Ricardian equivalence does not hold. When Ricardian 
equivalence holds, public debt has no real effects but 
balanced-budget fiscal expansions still have macroeconomic 
impacts. These policies typically have a negative effect on 
domestic consumption compared with foreign consump­
tion. The reason is that domestic residents have to foot the 
tax bill, while the increase in government spending falls 
partly on foreign goods. Ganelli (2003) shows that the latter 
does not necessarily imply a reduction in domestic welfare 
if government spending is assumed to be useful for private 
consumers. In addition, an increase in the degree of home 
bias of government spending can, by reducing the extent 
to which domestic taxpayers finance the foreign expan­
sion, mitigate the fall in domestic consumption (Ganelli, 
2005b). Measures aimed at improving the efficiency of pub­

“Fiscal contractions can have expansionary 
effects, since they can contribute to a 
consumption and investment boom owing to 
altered expectations regarding future taxation.”
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lic spending have a similar effect (Ganelli, 2004). A topic 
which has received little attention in the literature is the 
differentiation between spending for public consumption 
and public employment. Ganelli (2005c) investigates this 
issue in a theoretical model, showing that the composition 
of spending matters for the macroeoconomic impact of fis­
cal policy.

The papers reviewed so far show that different theo­
retical models imply different macroeconomic effects of 
fiscal policy. The empirical evidence is also mixed. Fiscal 
contractions can have expansionary effects, since they 
can contribute to a consumption and investment boom 
owing to altered expectations regarding future taxation 
(Giavazzi and Pagano, 1990). A study of large fiscal adjust­
ments carried out by the IMF’s Fiscal Affairs Department 
on a wide sample of countries (IMF, 2004) concludes that 
positive macroeconomic developments generally accom­
pany large fiscal adjustments. Among large adjustments, 
the best macroeconomic performance is associated with 
gradual and sustained consolidations. The possibility of 
expansionary fiscal contractions is confirmed by Gupta 
and others (2002) for a panel of low-income countries; by 
Gupta, Segura-Ubiergo, and Simone (2005) for a panel of 
transition countries; and by Kandil (2004) for the United 
States. Devereux and Choi (2005), however, estimate 
threshold VAR models using quarterly U.S. data and find 
that an expansionary fiscal policy is conducive to growth 
when the economy faces low interest rates. Hemming, 
Mahfouz, and Schimmelpfennig (2002) empirically analyze 
the fiscal response to recession episodes in advanced econ­
omies, finding that fiscal expansions stimulate economic 
activity during recessions but the multipliers are unlikely 
to exceed unity.

The fact that a consensus view on the macroeconomic 
impact of fiscal policy has not yet emerged confirms that 
this is an exciting area for further research.

References

Bayoumi, Tamim, Dennis Botman, and Manmohan S. Kumar, 2005, 
“Macroeconomic Effects of Social Security and Tax Reform in 
the United States,” IMF Working Paper 05/208.

Bayoumi, Tamim, and Silvia Sgherri, 2005, “Mr. Ricardo’s Great 
Adventure: Estimating Fiscal Multipliers in a Truly Inter­
temporal Model” (unpublished; Washington: IMF).

Blanchard, Olivier J., 1985, “Debt, Deficits and Finite Horizons,” 
Journal of Political Economy, Vol. 93, pp. 223–47.

Botman, Dennis, Douglas Laxton, Dirk Muir, and Andrei Romanov, 
2005, “A New Open Economy Macro Model for Fiscal Policy 
Evaluation” (unpublished; Washington: IMF).

Coenen, Gunther, and Roland Straub, 2005, “Does Government 
Spending Crowd In Private Consumption? Theory and 
Empirical Evidence for the Euro Area,” IMF Working Paper 
05/159.

Devereux, Michael B., and Woon Gyu Choi, 2005, “Asymmetric 
Effects of Government Spending: Does the Level of the Real 
Interest Rates Matter?” IMF Working Paper 05/04.

Ganelli, Giovanni, 2003, “Useful Government Spending, Direct 
Crowding-Out and Fiscal Policy Interdependence,” Journal of 
International Money and Finance, Vol. 22, pp. 87–103.

———, 2004, “Public Spending Management and Macroeconomic 
Interdependence,” IMF Working Paper 04/102.

———, 2005a, “The New Open Economy Macroeconomics of 
Government Debt,” Journal of International Economics, Vol. 65, 
pp. 167–84.

———, 2005b, “Home Bias in Government Spending and Quasi 
Neutrality of Fiscal Shocks,” Macroeconomic Dynamics, Vol. 9, 
pp. 288–94.

———, 2005c, “The International Effects of Government Spending 
Composition,” IMF Working Paper 05/4.

Giavazzi, Francesco, and Marco Pagano, 1990, “Can Severe Fiscal 
Contractions Be Expansionary? Tales of Two Small European 
Countries,” NBER Macroeconomics Annual, Vol. 4 (Cambridge, 
Massachusetts: MIT Press).

Gupta, Sanjeev, Benedict Clements, Emanuele Baldacci, and Carlos 
Mulas-Granados, 2002, “Expenditure Composition, Fiscal 
Adjustment, and Growth in Low-Income Countries,” IMF 
Working Paper 02/77; also published in Journal of International 
Money and Finance, Vol. 24 (2005), pp. 441–63.

Gupta, Sanjeev, Alex Segura-Ubiergo, and Alejandro Simone, 2005, 
“Fiscal Adjustment and Growth in Transition Countries: New 
Evidence from Panel Data and Country Experiences” (unpub­
lished; Washington: IMF).

Hemming, Richard, Michael Kell, and Selma Mahfouz, 2002, “The 
Effectiveness of Fiscal Policy in Stimulating Economic Activity—
A Review of the Literature,” IMF Working Paper 02/208.

Hemming, Richard, Selma Mahfouz, and Axel Schimmelpfennig, 
2002, “Fiscal Policy and Economic Activity During Recessions 
in Advanced Economies,” IMF Working Paper 02/87.

International Monetary Fund (IMF), 2004, “Experience with Large 
Fiscal Adjustments” (unpublished; Washington: International 
Monetary Fund, Fiscal Affairs Department).

Kandil, Magda, 2004, “Variation in the Effects of Government 
Spending Shocks with Methods of Financing: Evidence from 
the U.S.” (unpublished; Washington: International Monetary 
Fund); also forthcoming in the International Review of 
Economics and Finance.

Kumhof, Michael, Douglas Laxton, and Dirk Muir, 2005, 
“Consequences of Fiscal Consolidation for the U.S. Current 
Account: United States—Selected Issues,” IMF Staff Country 
Report No. 05/258 (Washington: International Monetary Fund).

Lane, Philip, and Gian Maria Milesi-Ferretti, 2001, “Long-Term 
Capital Movements,” IMF Working Paper 01/107; also pub­
lished in NBER Macroeconomics Annual, Vol. 16 (2002) 
(Cambridge, Massachusetts: MIT Press).



IMF Research Bulletin

�

effect, while debt has a statistically significant positive 
effect, on spreads. Catão and Sutton (2002) stress that 
macroeconomic volatility, as opposed to the levels of mac­
roeconomic variables, plays a more predominant role in the 
probability of sovereign default. Using the history of credit 
events since the 1820s for more than a hundred countries, 
Reinhart, Rogoff, and Savastano (2003) show that default 
histories are associated with higher spreads. Moreover, they 
argue that countries with past serial defaults are likely to be 
afflicted by “debt intolerance”—that is, perceived as riskier 
at low or moderate debt levels. An alternative explanation 
for the debt-intolerance paradox is proposed by Catão and 
Kapur (2004), who argue that macroeconomic volatility 
not only raises spreads but also lowers a country’s debt-
tolerance threshold.

Another important factor behind the pricing of sovereign 
risk relates to credit ratings. In a pioneering study, Cantor 
and Parker (1996) investigate how credit ratings affect sov­
ereign spreads and conclude that they do so independently. 
Similarly, Sy (2001) uncovers a negative correlation between 
sovereign spreads and ratings that has increased over time. 
Interestingly, his findings suggest that in turbulent times, 
financial markets rely on factors other than ratings to dif­
ferentiate between countries. Reinhart (2002) also suggests 
that sovereign credit ratings are a good predictor of default 
risk and, hence, changes in sovereign spreads. A more recent 
study, Andritzky, Bannister, and Tamirisa (2005), con­
firms that sovereign spreads respond to announcements of 
changes in international ratings, which are viewed as a com­
posite indicator of country risk. It also points out, however, 
that in crisis times, the impact of rating changes on spreads 
tends to be less significant, because market participants 
view ratings as a backward-looking indicator in the context 
of rising uncertainty and volatility.

How do financial markets react to fiscal policy decisions 
of sovereign borrowers? Relatively few studies have focused 
on the effects of fiscal policies on sovereign bond spreads. 
A recent study, Akitoby and Stratmann (2006), investigates 
how the composition of fiscal adjustment is priced in sover­
eign bonds. Using a panel of 32 emerging market countries 
during 1994–2003, it finds that current expenditure–based 
adjustments significantly lower spreads, while fiscal adjust­
ments that rely mostly on tax increases and drastic cuts in 
public investment have no statistically significant impact 
on the pricing of sovereign issues. This suggests that what 
matters for the financial markets is not a reduction in fis­
cal deficits per se but rather how the adjustment is brought 

about. Their findings also show that debt-financed cur­
rent spending increases sovereign risk by more than tax-
financed current spending, suggesting that international 
investors prefer the latter.

Some authors also highlight the role of monetary and 
exchange rate regimes in determining spreads. Jahjah and 
Yue (2004) investigate empirically the influence of exchange 
rate policy on sovereign bond spreads. They show that an 
overvalued real exchange rate significantly increases sover­
eign spreads, with the size of this effect being greater under 
a fixed exchange rate regime. During crisis periods, how­
ever, this result is reversed, with a free-floating regime lead­
ing to higher borrowing costs.

Other studies investigate whether the IMF’s financial 
assistance induces moral hazard in the pricing of sovereign 
risk of countries undergoing financial crises. Lane and 
Phillips (2000) investigate the reactions of bond spreads 
to three categories of events: (i) announcement of new 
IMF-supported programs in countries undergoing finan­
cial crises, (ii) news about the IMF’s financial resources 
or commitments to individual members, and (iii) news 
regarding Russia’s IMF program in 1998. In most cases, 
the authors fail to uncover any significant change in 
spreads in response to these events. Dell’Ariccia, Schnabel, 
and Zettelmeyer (2002), however, argue that these nega­
tive results are due to the deficiencies in the methodolo­
gies used. In studying the 1998 Russian crisis, they find 
that the IMF’s decision not to bail Russia out has made 
spreads more sensitive to country fundamentals and led to 
increases in the level and variance of spreads. These find­
ings are interpreted as supporting the presence of IMF-
related moral hazard.

A number of authors focus on the determinants of debt 
crisis, in view of the strong correlation between default epi­
sodes and higher spreads. Kaminsky, Lizondo, and Reinhart 
(1997) argue that variables providing early-warning sig­
nals of banking and currency crises may play a key role in 
explaining changes in spreads. They suggest that variables 
providing early-warning signals may include deviations of 
the real exchange rate from trend, equity prices, and the 
ratio of broad money to gross international reserves. Using 
a sample of 59 countries, Reinhart (2002) finds that debt 
crises tend to be preceded by currency crises. In their analy­
sis of the role of liquidity indicators on default, Detragiache 
and Spilimbergo (2001) show that for a given total external 
debt, the probability of crisis increases with the proportion 
of short-term debt and debt service coming due; moreover, 
they show that the share of short-term debt is endogenous. 
In the same vein, Manasse, Roubini, and Schimmelpfennig 
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(2003) develop an early-warning model of sovereign debt 
crises, which identifies solvency and liquidity factors that 
predict a debt-crisis episode one year in advance. The key 
factors include high levels of foreign debt relative to GDP, 
short-term debt relative to foreign reserves, and debt-service 
indicators.

The literature also points to the role of external 
factors—notably world interest rate shocks—in sovereign 
pricing. The empirical evidence on the impact of inter­
national interest rates on sovereign spreads is mixed. For 
example, Arora and Cerisola (2001) suggest that the stance 
and predictability of U.S. monetary policy are as important 
as country-specific fundamentals in determining country 
risk. They also show that the level of U.S. interest rates has 
had direct positive effects on sovereign bond spreads in 
several developing countries in Latin America, Asia, and 
Eastern Europe. In contrast, Eichengreen and Mody (1998a 
and 1998b) argue that U.S. interest rates in the 1990s were 
negatively associated with spreads for Latin American and 
East Asian countries. The authors explain this surprising 
finding as a result of the negative effect of a rise in U.S. 
rates on bond supply by emerging country issuers, which 
increased bond prices and, consequently, lowered sovereign 
spreads.

Increased financial globalization has also heightened the 
role of market sentiment and contagion in sovereign pric­
ing. Many have argued that “irrational investor behavior” 
or a “herd mentality” often drive changes in sovereign 
spreads, largely because of the high costs of acquiring and 
processing information. In particular, using data on nearly 
1,000 developing country bonds issued during 1991–96, 
Eichengreen and Mody (1998b) find that changes in spreads 
are mostly explained by market sentiment rather than mac­
roeconomic fundamentals. Mauro, Sussman, and Yafeh 
(2002) also find that global events were the main driv­
ing forces behind changes in spreads in the 1990s, while 
country-specific events mostly explained change in spreads 
during the period 1870–1913.
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Country Study

United Kingdom
Dora Iakova

Robust economic growth, low inflation, and 
falling unemployment have marked the eco-
nomic performance of the United Kingdom 
over the past decade. Recent IMF staff research 
has focused on key policy challenges during 
that period—implementation of the fiscal pol-

icy rules, addressing the causes of a wide productivity gap, 
assessing the case for joining the European Economic and 
Monetary Union (EMU), and monitoring financial sector risks. 
Staff papers have also examined the rapid rise in asset prices, 
the causes of low inflation, the effect of rising oil prices, and the 
impact of outsourcing on employment growth.

The United Kingdom’s fiscal policy framework—based on 
a golden rule (current balance or better over the cycle) and 
a debt ceiling (40 percent of GDP)—is one of the strongest 
among industrial countries. IMF staff research has focused 
on both theoretical and practical issues in the implementa­
tion of the framework. Koeva (2005) points out that the 
asymmetry of the golden rule (which does not allow the 
cumulative current balance to be negative over the cycle) 
implies that there is a positive probability of breaching it, 
even if a significant safety margin is maintained. Her simu­
lation, based on the historical distributions of output and 
asset price shocks, suggests that the average current surplus 
needed to meet the golden rule with 75 percent probability is 
about one-half of 1 percent of GDP, but rises to 2!/4 percent 
of GDP if the rule is to be virtually always met. She con­
cludes that guarding against all shocks can be too costly and 
that the uncertainties should be explicitly acknowledged.

The recent widening of the fiscal deficit has raised 
concerns about breaching the debt-ceiling rule over the 
medium term. Using the IMF’s Global Fiscal Model, 
Botman and Honjo (2006) examine the output effects of 
different timing and composition of fiscal consolidation. 
They find that early fiscal adjustment, focused on contain­
ing the growth of spending, would have the most favorable 
impact on output. Long-term fiscal challenges strengthen 
the case for fiscal consolidation. Honjo (2006) estimates 
that health spending is likely to rise by nearly 6 percent of 
GDP by 2050. The projected increase in pension liabilities 
is relatively modest, since the current government strategy 
emphasizes reliance on voluntary private saving. Koeva 
(2004) warns, however, that there may be significant con­

tingent liabilities if the strategy is not successful and people 
do not save enough for retirement. In recognition of this 
problem, the government is now considering ways to reform 
the pension system.

The robust growth performance over the last decade 
has been accompanied by a low and steady inflation rate. 
That has been attributed, in part, to the credibility of the 
monetary policy framework. Staff research based on an 
open-economy Phillips curve finds that changes in import 
prices (especially oil prices), external competitive pres­
sures, and changes in employment have also contributed to 
the favorable inflation performance (Batini, Jackson, and 
Nickell (2005) and Honjo (2005)). Honjo (2004) examines 
the effectiveness of monetary policy more generally. Her 
analysis suggests that the interest sensitivity of output in 
the United Kingdom, the United States, and the euro area 
are similar, but the main channels through which interest 
rate changes affect output differ. In the United Kingdom 
and the United States, consumption is highly sensitive to 
changes in interest rates, while investment is more respon­
sive to interest rate movements in the euro area.

The recent increase in oil prices posed a dilemma for 
monetary policy as it entailed a growth slowdown and an 
acceleration of inflation. Using the IMF’s Global Economic 
Model, Hunt (2006) shows that a permanent increase in 
energy prices leads to a spike in inflation and a reduction in 
the economy’s supply capacity. The inflation effects are not 
expected to persist if the negative supply-side implications 
are incorporated into the policy-setting process and workers 
accept a decline in their real consumption wage.

House prices in the United Kingdom have risen three­
fold over the last decade—faster than in almost any other 
industrial country. Vladkova Hollar (2003) assesses the 
extent to which house price increases can be explained by 
fundamentals. Her analysis, focused on demand-side fac­
tors, suggests that prices are currently above their estimated 
long-run equilibrium. Schule (2005) uses regional data to 
look at the effect of property taxes on house price inflation. 
Iakova (2006) finds a strong link between changes in hous­
ing wealth and private consumption growth. Hunt (2005) 
discusses the range of appropriate policy responses in the 
event of a slowdown in economic growth induced by a neg­
ative asset price shock. Using the IMF’s Multimod model, 
he finds that monetary policy can effectively mitigate the 
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impact of the shock without having the negative effects on 
the stock of debt that a fiscal policy response would entail.

Although both GDP growth and productivity growth over 
the last decade have been higher in the United Kingdom 
than in most other advanced economies, a large gap in labor 
productivity remains. Improving the productivity perfor­
mance has been the focus of active debate and numerous 
policy initiatives. Using growth-accounting decomposi­
tion, Escolano (2003) finds that the U.K. productivity gap 
can be attributed mainly to low total factor productivity 
(TFP). He discusses various policies that can increase TFP, 
including stimulating research and development, enhancing 
competition, and increasing human capital. The paper also 
argues that increasing productivity would not necessarily 
require a higher capital-output ratio, although the U.K. ratio 
appears to be lower than those of most European countries. 
A cross-country study of investment flows (Koeva, 2003) 
establishes that U.K. equipment investment—the part of 
aggregate investment most closely related to productivity—is 
comparable to those of other Organization for Economic 
Cooperation and Development (OECD) economies.

The U.K. economic performance has benefited from a 
highly developed financial sector. Recent staff research has 
focused on specific areas of potential risks. Rapid financial 
innovation has allowed banks to transfer credit risk outside 
the banking sector. Chan-Lau and Ong (2006) find that 
credit derivatives and structured credit markets do not pose 
a substantial threat to financial sector stability at this point, 
given the diversity of holdings across major financial insti­
tutions. More broadly, Ong and Andersson (2006) provide 
an update on developments in key areas identified in the 
2002 Financial Sector Assessment Program and assess cur­
rent risks facing the U.K. financial sector.

A common concern in industrial countries in recent 
years is that the rise in outsourcing could lead to a loss of 
domestic jobs. In a case study of the effects of outsourc­
ing in the United Kingdom, Amiti and Wei (2005) find no 
evidence that sectors with high growth of outsourcing have 
lower rates of job growth.

The U.K. government policy on EMU membership 
includes a commitment to the principle of joining the EMU 
when the economic case for euro adoption is “clear and 
unambiguous.” Cottarelli and Escolano (2004) take a criti­
cal look at the detailed assessment of the case for euro entry 
published by the authorities in 2003. They suggest areas that 
deserve to be explored further in future assessments and 
point out that in several areas relevant to the entry decision, 
the margin of uncertainty will remain significant, regard­
less of any reasonable attempts made to reduce it.
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The environment of international financial integration and bond finance in 
which emerging markets currently operate is in its infancy, having been in 
place only since the mid-1990s. To learn more about this type of environment, 
the authors analyze the behavior of spreads on emerging market bonds traded 
in London during the most recent era with similar characteristics, namely 
1870–1913. During that era, London—the world’s main financial center—saw 
massive bond issuance by emerging markets and active trading by well-
informed investors. The authors focus on the determinants and behavior of 
emerging market bond spreads in 1870–1913 and 1994–2004, identifying both 
similarities and differences between the two periods.

On the data front, the book’s main contribution is the systematic collection 
at the monthly frequency of country-specific news items of various categories 
(such as political, economic, war, and institutional news) from contemporary 
newspapers and financial magazines, for 18 emerging markets in 1870–1913 
and 8 emerging markets in 1994–2004. The authors also compile new datasets 
on bond spreads at the monthly frequency and macroeconomic indicators 
(such as debt and exports) at the yearly frequency. Relying on case studies, 
systematic analysis of salient news and sharp changes in bonds spreads, panel 
regressions, and a study of mechanisms for creditor coordination in the after­
math of defaults, the authors obtain three main results.

First, episodes of politically motivated violence have an immediate and pro­
nounced impact on bond spreads, whereas institutional or structural reforms 
are seldom found to reduce bond spreads quickly, possibly because investors 
need time to observe whether new institutions are respected. This finding may 
help explain political reluctance to undertake reforms. In making the case for 
reforms, expectations regarding the speed and extent of borrowing cost reduc­
tions should therefore be set at realistic levels.

Second, country-specific developments played a more important role in 
determining spreads in 1870–1913 than in modern times: country-specific 
fundamentals (news and macroeconomic variables) explain a larger share of 
variation in historical spreads; moreover, controlling for indicators of funda­
mentals, comovement of spreads across emerging markets was higher in the 
1990s than in the earlier period. Today’s greater role of institutional investors 
may be a factor underlying these differences.

Third, the authors collect archival evidence on the workings of the 
Corporation of Foreign Bondholders (CFB), an association of British investors 
holding bonds issued by foreign governments. The CFB played a key role dur­
ing the heyday of international bond finance, 1870–1913, and in the aftermath 
of the defaults of the 1930s. It fostered coordination among creditors, especially 
in cases of default, blocking capital market access to defaulting governments, 
and arranging successfully for many important debt restructurings though 
failing persistently in a few cases. While a revamped creditor association might 
once again help facilitate creditor coordination, the appeal of defection, com­
pared with coordination, seems to be greater today than it was in the past. The 
CFB may have had an easier time than any comparable body would have today.

Paolo Mauro is at the IMF; Nathan Sussman and Yishay Yafeh are both at the 
Hebrew University of Jerusalem and the Center for Economic Policy Research.

IMF Policy Discussion 
Papers
2005
No. 05/3
“Deterring Abuse of the Financial 
System: Elements of an Emerging 
International Integrity Standard”
Johnston, R. B.; Abbott, John M.

No. 05/4
“Understanding Fiscal Space”
Heller, Peter S.

No. 05/5
“Does Excess Liquidity Pose a Threat 
in Japan?”
Eggertsson, Gauti B.; Ostry, Jonathan 
David

No. 05/6
“Primary Surpluses and Sustainable 
Debt Levels in Emerging Market 
Countries”
Abiad, Abdul; Ostry, Jonathan David

No. 05/7
“Controlled Capital Account 
Liberalization: A Proposal”
Prasad, Eswar; Rajan, Raghuram

No. 05/8
“Africa in the Doha Round: Dealing 
with Preference Erosion and 
Beyond”
Yang, Yongzheng

No. 05/9
“Considerations in the Choice of 
the Appropriate Discount Rate 
for Evaluating Sovereign Debt 
Restructurings”
Kozack, Julie

2006
No. 06/1
“Vanishing Contagion?”
Didier, Tatiana; Mauro, Paolo; 
Schmukler, Sergio



March 2006

��

External Publications by IMF Staff
Journal Articles

2005
Carare, Alina; Stone, Mark
“Inflation Targeting Regimes”
European Economic Review

Catão, Luis; Solomou, Solomos
“Effective Exchange Rates and the Classical Gold Standard 
Adjustment”
American Economic Review

Choi, Woon Gyu; Kim, Youngsan
“Trade Credit and the Effects of Macro-Financial Shocks: 
Evidence from U.S. Panel Data”
Journal of Financial and Quantitative Analysis

Feltenstein, Andrew; Dabla-Norris, Era
“The Underground Economy and Its Macroeconomic 
Consequences”
Journal of Policy Reform

Feltenstein, Andrew; Lagunoff, Roger
“International versus Domestic Auditing of Bank Solvency”
Journal of International Economics

Galbraith, J.W.; Kisinbay, Turgut
“Content Horizons for Conditional Variance Forecasts”
International Journal of Forecasting

Kandil, Magda
“Countercyclical or Procyclical Real Wages? A Disaggregate 
Explanation of Aggregate Asymmetry in the U.S.”
Empirical Economics

Keen, Michael; Klemm, Alexander; Ivanova, Anna
“The Russian Flat Tax Reform”
Economic Policy

Keen, Michael; Wildasin, David
“Pareto Efficient International Taxation”
Recent Developments in International Trade Theory (Edward 
Elgar); original published in American Economic Review

Lienert, Ian; Jung, Moo-Kyung
“The Legal Framework for Budget Systems: An International 
Comparison”
OECD Journal of Budgeting

Tokarick, Stephen
“The Impact of Trade on Wages: The Role of Nontraded Goods”
Review of International Economics

Tokarick, Stephen
“Who Bears the Cost of Agricultural Support in OECD 
Countries?”
World Economy

Yang, Yongzheng
“China’s Integration into the World Economy: Implications for 
Developing Countries”
Pacifica Economic Literature

Yang, Yongzheng; Mlachila, Montfort
“The End of Textile Quotas: A Case Study of the Impact on 
Bangladesh”
Journal of Development Studies

Yohane, Khamfula; Mlachila, Montfort; Chirwa, Ephraim
“Donor Herding Behaviour and Domestic Debt Crisis”
Applied Economics Letters

2006
Akitoby, Bernardin; Clements, Benedict; Gupta, Sanjeev; 
Inchauste, Gabriela
“Public Spending, Voracity, and Wagner’s Law in Developing 
Countries”
European Journal of Political Economy

Beetsma, Roel; Debrun, Xavier
“The New Stability and Growth Pact: A First Assessment”
European Economic Review

Kose, M. Ayhan; Blankenau, Bill
“How Different Is the Cyclical Behavior of Home Production 
Across Countries?”
Macroeconomic Dynamics

Kose, M. Ayhan; Hirata, Hideaki; Kim, Henry
“Sources of Fluctuations: The Case of MENA”
Emerging Markets Finance and Trade

Other External Publications  
(Books, Conference Volumes)

2005
Keen, Michael
“VAT in Federal Systems”
Encyclopedia of Taxation and Tax Policy

Kumhof, Michael; Tanner, Evan
“Government Debt: A Key Role in Financial Intermediation”
in Festschrift in Honor of Guillermo A. Calvo, ed. by  
A. Velasco

A full and updated listing of external publications of IMF staff 
(from 1997 onward), including forthcoming publications, can 
be found in a searchable database at the “Research at the IMF” 
website at http://www.imf.org/research.



IMF Research Bulletin

10

IMF Research Bulletin

10

IMF Working Papers
2005
No. 05/198
“International Reserves: Precautionary vs. Mercantilist Views, 
Theory, and Evidence”
Aizenman, Joshua; Lee, Jaewoo

No. 05/199
“Robbing the Riches: Capital Flight, Institutions, and 
Instability”
Cerra, Valerie; Rishi, Meenakshi; Saxena, Sweta Chaman

No. 05/200
“Boom-Bust Cycles in Housing: The Changing Role of Financial 
Structure”
Schnure, Calvin

No. 05/201
“Debt Maturity, Risk, and Asymmetric Information”
Espinosa-Vega, Marco; Miller, Nathan H.; Frame, W. Scott; 
Berger, Allen N.

No. 05/202
“Estimating China’s ‘Equilibrium’ Real Exchange Rate”
Li, Xiangming; Dunaway, Steven Vincent

No. 05/203
“Revenue Administration Reform in Middle Eastern Countries, 
1994–2004”
Crandall, William; Bodin, Jean-Paul

No. 05/204
“Can the Standard International Business Cycle Model Explain 
the Relation Between Trade and Comovement?”
Kose, M. Ayhan; Yi, Kei-Mu

No. 05/205
“The Role of Domestic and Foreign Investors in a Simple Model 
of Speculative Attacks”
Botman, Dennis P. J.; Diks, Cees G. H.

No. 05/206
“Strengthening IMF Crisis Prevention”
Ostry, Jonathan David; Zettelmeyer, Jeromin

No. 05/207
“The Perils of Tax Smoothing: Sustainable Fiscal Policy with 
Random Shocks to Permanent Output”
Tanner, Evan; Carey, Kevin Joseph

No. 05/208
“Macroeconomic Effects of Social Security and Tax Reform in 
the United States”
Bayoumi, Tamim A.; Botman, Dennis P. J.; Kumar, Manmohan S.

No. 05/209
“The Domestic and Global Impact of Japan’s Policies for 
Growth”
Batini, Nicoletta; Rebucci, Alessandro; N’Diaye, Papa

No. 05/210
“Does Performance Budgeting Work? An Analytical Review of 
the Empirical Literature”
Robinson, Marc; Brumby, Jim

No. 05/211
“Understanding the Evolution of World Business Cycles”
Kose, M. Ayhan; Otrok, Christopher; Whiteman, Charles H.

No. 05/212
“Financial Globalization and Fiscal Performance in Emerging 
Markets”
Hauner, David; Kumar, Manmohan S.

No. 05/213
“Capital Account Liberalization, Capital Flow Patterns, and 
Policy Responses in the EU’s New Member States”
Arvai, Zsofia

No. 05/214
“The Impact on India of Trade Liberalization in the Textiles and 
Clothing Sector”
Jain-Chandra, Sonali; Prasad, A.

No. 05/215
“Oil Price Shocks: Can They Account for the Stagflation in the 
1970s?”
Hunt, Ben

No. 05/216
“Pricing Growth-Indexed Bonds”
Chamon, Marcos; Mauro, Paolo

No. 05/217
“How Important Is Sovereign Risk in Determining Corporate 
Default Premia? The Case of South Africa”
Peter, Marcel; Grandes, Martin

No. 05/218
“VAT Refunds: A Review of Country Experience”
Harrison, Graham; Krelove, Russell

No. 05/219
“Estimating Markov Transition Matrices Using Proportions 
Data: An Application to Credit Risk”
Jones, Matthew T.

No. 05/220
“Barriers to Capital Accumulation and the Incidence of Child 
Labor”
Barnett, Richard C.; Espinosa-Vega, Marco

No. 05/221
“Fiscal Dominance and Inflation in the Democratic Republic of 
the Congo”
Nachega, Jean-Claude

No. 05/222
“Monitoring and Commitment in Bank Lending Behavior”
Blavy, Rodolphe

No. 05/223
“Debt Overhang or Debt Irrelevance? Revisiting the Debt 
Growth Link”
Cordella, Tito; Ricci, Luca Antonio; Ruiz-Arranz, Marta



March 2006

11

No. 05/224
“Macroeconomic Determinants of Remittances: Evidence from 
India”
Gupta, Poonam

No. 05/225
“Fiscal Transparency and Economic Outcomes”
Hameed, Farhan

No. 05/226
“Assessing Debt Sustainability in Emerging Market Economies 
Using Stochastic Simulation Methods”
Hostland, Doug; Karam, Philippe D.

No. 05/227
“Labor and Product Market Deregulation: Partial, Sequential, 
or Simultaneous Reform?”
Berger, Helge; Danninger, Stephan

No. 05/228
“Long-Run Productivity Shifts and Cyclical Fluctuations: 
Evidence for Italy”
Sgherri, Silvia

No. 05/229
“A Fair Exchange? Theory and Practice of Calculating 
Equilibrium Exchange Rates”
Bayoumi, Tamim A.; Faruqee, Hamid; Lee, Jaewoo

No. 05/230
“Financial Sector Conditionality: Is Tougher Better?”
Giustiniani, Alessandro; Kronenberg, Roger P.

No. 05/231
“The END: A New Indicator of Financial and Nonfinancial 
Corporate Sector Vulnerability”
Chan-Lau, Jorge A.; Gravelle, Toni

No. 05/232
“FIRST: A Market-Based Approach to Evaluate Financial System 
Risk and Stability”
Avesani, Renzo

No. 05/233
“Real Exchange Rates in Growing Economies: How Strong Is the 
Role of the Nontradables Sector?”
Miyajima, Ken

No. 05/234
“Remittances, Financial Development, and Growth”
Giuliano, Paola; Ruiz-Arranz, Marta

No. 05/235
“Emergence of the Gulf of Guinea in the Global Economy: 
Prospects and Challenges”
Ondo Mañe, Damian

No. 05/236
“Money Demand and Inflation in Madagascar”
Nassar, Koffie

No. 05/237
Fiscal Policy and Business Cycles in an Oil-Producing Economy: 
The Case of Venezuela
Baldini, Alfredo

No. 05/238
Service Offshoring, Productivity, and Employment: Evidence 
from the United States
Amiti, Mary; Wei, Shang-Jin

No. 05/239
“How Tight Is Too Tight? A Look at Welfare Implications of 
Distortionary Policies in Uzbekistan”

Gemayel, Edward R.; Grigorian, David A.

No. 05/240
“Bank Efficiency and Competition in Low-Income Countries: 
The Case of Uganda”
Hauner, David; Peiris, Shanaka J.

No. 05/241
“Measuring the Performance of Fiscal Policy in Russia”
Spilimbergo, Antonio

By Garry J. Schinasi
How is finance related to economic
processes, and why should it be
viewed as a public good requiring
policy action?  This book provides 
an answer and also: i) develops a
practical framework for safeguarding
financial stability, which 
encompasses both prevention 
and resolution of problems, and 
ii) examines on-going and future
challenges to financial stability posed

by “globalization,” a growing reliance on OTC derivatives and
their markets, the capital-market activities of insurers and 
reinsurers, and others.

$28.00 2005 Paperback.  ISBN 1-58906-440-2  Stock# SFSTEA 

Telephone: (202) 623-7430
Telefax: (202) 623-7201
Email: publications@imf.org
Internet: http://www.imf.org

International Monetary Fund
Publication Services
700 19th Street, N.W.
Room HQ1-CN-235
Washington, D.C., 20431 U.S.A.

CODE: P0603SFS-RB

Safeguarding Financial Stability: Theory and Practice
…represents a brilliant attempt
to provide solid and updated
foundations to policies aiming
at financial stability. The book
can already be considered as
required reading for anyone
interested in the subject of
financial stability. Its clarity
makes it accessible to 
practitioners as well as 
policymakers.”

— Tommaso Padoa-Schioppa, 
Executive Board Member, 

European Central Bank, 
1998–2005

“…explicates why financial
stability matters, what it
means, and the challenges in
securing it. [It is] a thoughtful
and thought-provoking volume
that is a must read not just 
for central bankers but for 
all concerned with financial
stability—and if you are not
concerned about the latter,
you soon will be!”

— Gerard Caprio, Jr., 
World Bank

SAFE horizontal Research Bul  2/3/06  9:58 AM  Page 1



IMF Research Bulletin

Antonio Spilimbergo
Editor

Paul Gleason
Assistant Editor

Feras Abu Amra
Systems Consultant

Choon Lee
Typesetting

The IMF Research Bulletin 
(ISSN: 1020-8313) is a 
quarterly publication in 
English and is available 
free of charge. Material 
from the Bulletin may 
be reprinted with proper 
attribution. Editorial 
correspondence may be 
addressed to The Editor, 
IMF Research Bulletin, 
IMF, Room HQ1-9-718, 
Washington, DC 20431 
USA; or e-mailed to 
resbulletin@imf.org. 

For Electronic 
Notification: Sign up at 
www.imf.org  
(e-mail notification) to 
receive notification of new 
issues of the IMF Research 
Bulletin and a variety of 
other IMF publications. 
Individual issues of the 
Bulletin are available at 
http://www.imf.org/ 
external/pubs/ft/irb/ 
archive.htm.

For Print Subscriptions:  
Address requests to 
Publication Services, 
Box‑X2001, IMF, 
Washington, DC 20431 
USA;  
e-mail: publications@imf.org. 

12

2006

No. 06/1
“Are Donor Countries Giving More or Less Aid?”
Gupta, Sanjeev; Pattillo, Catherine A.; Wagh, Smita

No. 06/2
“The Macroeconomics of Remittances: The Case of Tajikistan”
Kireyev, Alexei

No. 06/3
“How Does Trade Openness Influence Budget Deficits in Developing Countries?”
Combes, Jean-Louis; Saadi-Sedik, Tahsin

No. 06/04
“Seasonalities in China’s Stock Markets: Cultural or Structural?”
Mitchell, Jason D.; Ong, Li L.

No. 06/5
“Sectoral Balance Mismatches and Macroeconomic Vulnerabilities in Colombia, 1996–2003”
Lima, Juan Manuel; Montes, Enrique; Varela, Carlos; Wiegand, Johannes

No. 06/6
“American in the Shadows: Harry Dexter White and the Design of the International 
Monetary Fund”
Boughton, James M.

No. 06/7
“Financial Dollarization in Latin America”
Rennhack, Robert; Nozaki, Masahiro

No. 06/8
“Harmonization of Domestic Consumption Taxes in Central and Western African Countries”
Doe, Lubin Kobla

No. 06/9
“The Global Impact of Demographic Change”
Batini, Nicoletta; Callen, Tim; McKibbin, Warwick J.

IMF Working Papers and other IMF publications can be downloaded in full-text format from the 
“Research at the IMF” website at http://www.imf.org/research.

Visiting Scholars, October 2005–February 2006
Steve Bond; Oxford College; 10/11/05–10/12/05
Santanu Chatterjee; University of Georgia; 11/7/05–11/11/05
Marvin Goodfriend; Federal Reserve Bank of Richmond; 10/3/05–10/21/05
Marvin Goodfriend; Federal Reserve Bank of Richmond; 12/14/05–12/20/05
Hideaki Hirata; Hosei University, Japan; 12/27/05–1/4/06
Jiandong Ju; University of Oklahoma; 10/24/05–10/28/05
Michael Kremer; Harvard University; 12/12/05–12/16/05
Michael Kremer; Harvard University; 12/27/05–12/30/05
Douglas Russell Nelson; Tulane University; 9/28/05–12/23/05
Pedro Oviedo; Iowa State University; 11/7/05–11/11/05
Hashem Pesaran; Cambridge University; 11/28/05–2/28/06
Sergio Santoro; Bank of Italy; 11/7/05–12/2/05
Guido Tabellini; IGIER-Universita Bocconi, Italy; 10/31/05–11/2/05
Mathias Thoenig; University of Geneva; 10/31/05–11/11/05
Longyue Zhao; Georgetown University; 10/24/05–12/2/05

IMF Working Papers (concluded)


