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A. Country Economic Analysis

A The performance of the capital markets (stocks and bonds) of a
EM is affected by the soundness/strength of its economy.

A Therefore, a successful investor in EMs must be able to analyze
systematically the economic conditions of these countries.

A A sound economy is one that has bwilicroeconomic stability and
sustainable economic growth.

I Macroeconomic Stabilityis defined by stable prices with
low inflation (internal stability, and a stable foreign
exchange rateskternal stability.

I Sustainable Economic Growthis defined by a high rate of
GDP growth that can be maintained over a long time.

A Solid macroeconomic stability and sustainable GDP growth are
two key factors affecting the performance of the stock exchange

and bonds in an EM. ;



B. Supporting ShortTerm Economic Growth

A Achieving both Economic Stabilization and Sustainable
Economic Growth will take time, principally since sustainable
gr owt h supplysidexr emse aisur es (t hat
would increase investments and productivity.)

A In the shorterm, if the economy is economically depressed
(for example, due to a financial crisis) governments are
expected to take rapid measures to revive economic growth.

AThese measures wo ulddmamdsidema | |
(such as fiscal stimulus and loose monetary programs).

ATherefore, the questemandsides
policies are to stimulate growth over the short term??



AThe ef f ecdemaneside fisslstimfuld idepends

(1) wh et herfisdqallsgacec otuon tfriyn ahnac:
stimuli without increasing public debt to unsustainable leve
and

(i) whetherthe countryhash ort ter m ngsopar
generate a nNnsupply respons
generate additional stimulus for imports).

AA country will not havdiscal spacéf its level of public debt is
excessive (beyond 60% for most countries). In this case, any fis
stimulus will increase public debt to levels that creditors will not
accept. Creditors may just not provide financing or will require
higher interest rates, generating larger fiscal deficits.

AFurthermore, if public debt is excessive consumers may not buy
more goods, but may prefer to save the additional resources, be
of fears that the government may increase taxes in the future to
repay debt. Corporations may also not invest due to fiscal
uncertainties.



A The effect of fiscal stimuli and loose monetary policies on growth
will also depend on whether the economy is (i) at full capacity, (i)

has spare capacijtgr (iii)) has supply rigidities.
A The effect on growth will only be favorable when thersgare
capacity. Otherwise, prices will just increase as shown below
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A Many EM countries with no fiscal space due to high levels of
public debt and with shoeterm supply rigidities have tried to
stimulate growth and create jobs by boosting private demand
temporarily shifts in fiscal policy, such as temporary tax cuts,
the provision of temporary jobs in infrastructure.

A These temporarily increases in government spending usually
failed to trigger a sustainable shift in consumer behavior becal
of the expectation of policy reversal in the future. As a result
few new jobs were created.

A Furthermore, given supply rigidities, if there were any increas
In consumption, the goods were provided from imports, not frc
local production.

A The net result in many of these countries was just a rapid
Increase in inflation, higher current account deficits and higher
fiscal budget deficits.

A If a country has no fiscal space, it can undertake fiscal stimuli
programs only 1 f | thedp#isgteinu n |
financing from abroad



C. Explaining Long-term Economic Growth

1. TheHarrod -Domar Model

The initial studies to explain economic growth gave emphasis to the leve
savings and investmertis achieve higher rates of economic growth

(HarrodDomarmodel). Capital was the king.

Y = f (K) Aggregate Supply (Product:
Labor is abundant and the labor/capital proportions are fixe
| = S =sY |l nvest ments Al o0 equal Sav
dY/dK = Y/K = p Marginal/average productivity of capitaliso n s t a n t
dY =p .dK Accelerator principle and no diminishing returns to capital
dK=1TO K where O is depreciation r a

dY=p.dK=p(1-O K) sY=0pKjsYi=p O psY-O=Y
dY= Y (p.s-O )
GDP growth: dY/Y = p.siT O --wherep --Y/K-- andO areconstant.

g The rate of growth of GDP will depend only on ga&vings rate (i.e.,

capital accumulation)e@: dY/Y=p.s-O = 0 .i 8.05% 0.04). 3
A With stablesavings rate GDP growth will be constant and indefinite.
A To increase growth, an economy shasdadre (and investmore.




A However, further studiese{ Sol owds gr owt h moc
Investments alone will not be able to sustain growth beyond a critical
point, because the returns to capital tend to decline as capital is incre:

A With diminishing returns to capital, there is a point in which new
Investments equal the level of dis/estments from capital depreciation.

A At this point additional income growth from investments cannot take
place.

A Solow demonstrated that another factechnological changgA), was
the main driver determining long term growth and the pace of sustain:
growth over the long term.

A Subsequent models (called endogenous growth models) established |
technological change was in turn dependent on investments in Resea
and Development, and in Education (Human Capital).

A These activities have large externalities or spitrs that can offset the
drag from diminishing returns to capital.

A On these basis, economic growth can be sustained indefinitely.
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2. The Solow Exogenous Growth Model

ASolow was bothered witfa) the neglect of employment in theBimodel;
and (b) the lack of a stable growth path implied in this model:
I Because capital and labor are used in equal proportions and their
relative prices are fixed, the modein not generate full employment
iIThe model 6s accel erator princi
result in output larger than actual demand, this will result in much
lower investments in the following period, thusgnifying economic
fluctuations. The model implies substantial economic instability.

Aln an extension of thearrodDomarmodel, Solow introduced explicitly
Labor (L) and Technological change (E) to address these problems.
AThe growth factor AEO is also c
ASolow assumediminishing returns on Capital (keeping Labor constant)
AWwith diminishing returns on Capital, over the long run the contribution :

Capital (per unit of labor) to inconpercapitadiminishes over time and
tends asymptotically to zero.
Alntuitively, therefore, we see that over the very long tesmpital and
savingsdo not contribute to a continuous growthnoomepercapita
AFurther growth irtotal incomewill need to come from increases in Labor
or increases in Technological Change.




A Furthermore, even before this plateau is reached, the economy will react
stable steady state (constant) levetabitalpercapitek* (as depreciation
Increases offset increases in capital).

A This steady state level of capital leads to a stable, steady state growth of
Incomepercapita y*) at k*.

A When this point is reached, the overall rate of total income growth will
depend only to the growth of the labor force or growth in output per work
(due to technological change).

The Solow Model without Technological Progress

A Five equations define the moddll) a production function; (2) an Aggregat
Demand function; (3) a Consumption Function; (4)aCap|taI Accumulatio
function; and (5) Popul ation gr o\

1. Production Functionl ni ti ally, | eto6s assum
of capital and labor (ignoring technological change):

Y=F(@K,L) ¢ YIL=F(KIL,1)9 y=f(K)

I Wh e ry® incemepercapita (pc)and
ko castal pc (per unit of labor).

i Labor (popul atinan)
I The production function has diminishing
marginal product of capitah{po, I.e.,

capital has diminishing returns.




2. Aggregate DemanBercapitéFunction:y =c + 1 (Closed economy)

3. Consumption Functiarc = (1 - s)y C is the difference Y minus S
Combining2&3: y=(1-s)y+i1 9 1=sy 9 1=sf(k)

4. Capital Accumulation Functioneek=iT D =i -( O + n)

Capital pc (k) increases with investment Pc &nd decreases with élis

Investment pc (D) coming from depreciati@an (nd population growth (n).
Inserting 3into 4: &k= sf(k)-( O +; n) k
when:'s f (k) =9 t@en =0) ak

That Is, when investment pc equals-mrgestment pc, capital pc is constant

Wh e n =@k becomes constantatk*k * [/ f ( k * )

Where Kk is constant &t - called the steady state level of capital pc

At k*, income pc will also be at steady state (changes in capital pc are
not contri buting to I ncome pc
with i ncreases in | abor (Ano o

Note that the higher the Aso, th
to establish the steady state level of income pc, but not to sustain gr
after this level is reached.



Solow Growth Model
Output, Inv., Disinvestment Dis-investment per
per worker (v, i,D) worker due to Depr &
Population growth =
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A There is a single capitpkrcapitastockk* at which the amount of
Investment equals the amountp&rcapitadis-investment.

A When the economy ever finds itself at this level of the capital stock
the capital stock will not change because the two forces acting on
Investment and diswvestmentsare just balanced.

A At k* , k=0aboth thepercapitacapital stock and incomeercapita
are steady over time (rather than growing or shrinking).

A Furthermore, the economy will always move towards this level.

A Using these few simplifying assumptions about the growth of the
Inputs,this model demonstrates the existence stbale growth path
for6 0t ot a lequalonlyttoghe growth of the labor foregg, if
the population grows by 2%, the total output (GDP) grows by 2%.

Introducing Technological Progress in the Solow Model:

A But this prediction of a steady state constant level of income pc is .
odds with the historical record, which shows sustained increases i
Income pc over very long periods. Total output, GDP, historically h
grown more than population grow.



A To explain the growth of income pc, Solow introduced the idea «
residual production factor, which he calleghnological progress.

A Technological progressan be embodied in the production factors
(total factor productivityY = A kUL @Y) or it could be embodied
In the labor input (labor augmenting technological progress).

A In this case the production function becom¥s: KY. (E . L)Y
whereE is a variable called thefficiency of labor.

I The efficiency of | abor ref]l
production methods: as the available technology improves, the
efficiency of labor rises.

I The efficiency of labor also rises with improvements in the
education, skills or health of the labor force.

I The term [ x E) measures the number effective workers
AWith E gr owgdgong tate k=CGwh@usinee
i=sfk)=( O + n + g) k



A At steady state, capital peffectiveworker and output per
effectiveworker are constant (with zero growth rates), but outpu
per worker I s growing at the
at a rate of (n + g).

A Without technological change, after steady state is reached, the
growth oftotal incomas limited to the growth of the labor force,
meaning that percapita income (a crude measure of the standat
living) Is constant through time.

A Technology allows both total income and income pc to growth.

A The model's assumption about decreasing returns on capital
Implies that per capita income does not grow without technologi
progress.

A Therefore, technological change becomes the most important fz
explaining sustainable lorgrm growth in income percapitauch
more important than the accumulation of capital.

A The savings and investment rate only explains the level at whict
this income percapita plateau will be reached.



A In other words, in the short terthe savings rate leads to capital
accumulation and growth, but since capital has diminishing
returns, over the long term the contribution of capital to growth
disappear.

A Under this model countries can overcome a steady state
stagnation of incompercapitagrowth and continue growing only
by inventing or copyinghew technology.

A This process by which countries continue growing despite
diminishing returns iséxogenousin the sense that it not
determined within the model, but by outside factors, particularly
the level ofResearch and Development (R&D)

Empirical Evidence

A In the US, Total Factor Productivity (TFP) from technological
change explains 209110% of GDP growth (if GDP grew by 3%
pa, 2% pa is due to increases in K & L and 1% due to TFP).

A In Europe, TFP growth lags US numbers by about 20%.



A In transition and developing countries, TFP depends on the
adequacy of business environments: if they are favorable, TFP
be as high as 50% of total GDP growth; but with inadequate
business environments, TFP is negligible (all growth would con
just from additional investments or labor.)

A A study by Bosworth and Collins in 2003 showed that for 84
countries from 1960 to 2000, TFP accounted for a 41% share c
GDP growth.

A In China TFP explains 50% of its economic growth since 1980.

A The USA invest about 2.5% of GDP in R&D. The EU is trying tc
catchrup but is behind with investments of 1.8% of GDP in R&D
China is moving fast and from negligible amounts, it now invest
1.5% of GDP in R&D and plans to reach 2.5% in five years. Ch
has now become the second largest producer of scientific
knowledge (after the US) as measured by the number of reseal
publications. It has now more than 3 million scientists and
engineers.



A The Solow model makes another important
prediction: Developing countries with less capital
per person will grow faster because each
Investment in capital will produce a higher return
than in rich countries with ample capital.

A That is, the income levels of developing countries
will tend tocatch upwith or convergetowards the
Income levels of rich countries. One problem
with the prediction of convergence is that it
requires that countries be identical in every respec
except their level of per capita output.

19


http://en.wikipedia.org/wiki/Catch-up_effect

Savings Rates and per Capita Income Growth
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Saving Rate and Per Capita Income
(Averages over 1980-95)
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Gross Domestic Investments as % of GDP and Real GDP Growth per capita
(Averages for 1980-95)
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Real Gross Investment Growth and Real GDP Growth per capita
(Averages for 1980-95)
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3. Endogenous Growth Models

AA major |limitation of the Sol
technological change to supply sustainable growfrencapitaoutput.

A Instead of explaining the sources of technological change, the moc
assumes it will occur independent of factors considered by the mo

AAnother | imitation is the modeée
disregarding the empirical evidence that savings and investments
also closely related foercapitancome growth over the long run.

A Thus, the neoclassical model provides only a limited framework fol
analyzing the effects a@fovernment policieson longterm growth.

A To address the shortcomings of the Solow model, Ramlerinitiated
the development of new models that generate growth of per capita
outputendogenously-that is, without assuming that technological
change occurs outside of the model's framework.

A Hence, they are known asdogenous growth models

A Although these endogenous models share the same basic idea, th
rely on different mechanisms to drive lengn growth.



A Some models explain tlehannels that lead to technological charayel
others emphasizavestments in human capital sustain growth.

Externalities as a Channel for Technological Changes

A PaulRomerproposed the idea thakternalities/spillovers in R&Permit
the accumulation of knowledge beyond the firm, thus sustaining grow
(a spillover is an action taken by one firm that affects another firm.)

A He showed that spillovers are strong enough to outweigh the drag cau
by decreasing returns to capital and sustain growth in per capita outp

A Later,Romerexplained why companies invest in R&D even when it wil
eventually benefit competitors: he found that as long as there is not &
type of limit in technology, continuous innovation can allosvcapita
output to grow forever.

A One important advantage BRbmer'smodel is that it does not supplant th
neoclassical model but fills an important gap in the neoclassical theor
providing a rigorous description tfe sourceof technological progress.

A Romerpointed out that if innovation in his model was to stop, then his
model would collapse to the neoclassical model.



A Romerstarted from the weknown observation that technological
progress takes place through innovations, in the form of new products
processes and markets, many of which are the result of economic
activities, in particulaResearch and Developmd&R&D).

A Because firms learn from experience how to produce more efficiently,
he noted thah higher pace of economic activitgan raise the pace of
procesgannovation by giving all firms more production experience.

A Furthermore, R&D activities are enhanced if it is rewarded by some
form of ex-post monopoly powergpatent protectiomith exclusivity
rights and with goodntellectual property rights) but with sufficient
flexibility to permit externalities.

A These factors (innovations, externalities, high GDP growth, property
rights) explain productivity growth and compensate for diminishing
returns on capital, contributing indefinitely to growth in income pc.

A Innovation aghe motorfor economic changeas first described ithe
writings of Joseph Schumpeter (the entrepreneur and big companies
t hrough 0cr e a-traplaces old e=echmologies with vew 0
and better technologies).



Human Capital

A Other models expand the idea of endogenous growth, using different
variables and functions; but retaining the same fundamental charactet
they reverse the effects of decreasing returns to capital.

A Several models focus on the importance of accumulating human eapit
gaining increased skills through formal education etl@ob training.

A One such model (bRebelo,1991) is based on a variant of thB Ishodel,
using asimple production function for the economy:

Y=AK

AwhereY is outputK is the capital stock, andlis a constant measuring
the amount of output produced per unit of capital.

A The key is that this production function does not exhibit the property o
diminishing returns to capital. One extra unit of capital proddoesra
units of output, regardless of how much capital there is.

A This absence of diminishing returns to capital is the key difference
between this endogenous growth model and the Solow model.

A The capital accumulation function is similar to thédHnodel:

aK=sY-O K



AThis equation states t h&tequald e
investmentgY) mi nus dek.reci ation (O
ADividing this equaKiKi=eWiIK-Oy K,

A Since Y/K = A, we obtain:
aK/K= Y& =sA-0O
A This equation shows that, aslongsds> , Ot he econom
grows forever, even without the assumption of exogenous

technological progress.

A Furthermore, the permanent growth rate dependseings (and
Investments) as in the HD model In Solow model, it does not.

A Thus, a simple change in the production function alters dramaticall
the predictions about economic growth and the role of savings anc
Investments.

A In the Solow model, saving leads to growth temporarily, but
diminishing returns to capital eventually force the economy to
approach a steady state in which growth depends only on exogenc
technological progress.

A By contrast, in this endogenous growth modaling and
Investmentare important for persistent percapita growth.



A But the key question is whether it is reasonable to abandon the
assumption of diminishing returns to capital in this model?

A Advocates of this endogenous growth model argue that the assum
of constant (rather than diminishing) returns to capitplassible ifK
IS interpreted more broadtg includeHuman Capital (Lucas) and
Knowledge (Arrow, Romer)

AClearly, knowl edge 1 s an | mpol
productio® both its production of goods and services and its
production of new knowledge.

A Compared to other forms of capital, howeveis less natural to
assume that knowledge exhibits the property of diminishing
returns. (Indeed, the increasing pace of scientific and technologica
Innovation over the past few centuries has led some economists tc
argue that there are increasing returns to knowledge.)

A If we accept the view that knowledge is a type of capital, then this
endogenous growth model with its assumption of constant returns
capital becomes a more plausible description of-lmmgeconomic
growth.



Aln most respects, these model ¢
model. But they go further in explaining the need to foster educati
and knowledge, which leads to innovations and technological char

A Although theY = AK model is the simplest example of endogenous
growth, the theory has gone well beyond this.

A One line of research has tried to develop models with more than o
sector of production in order to offer a better description of the forc
that govern technological progress (e.g., with one sector being R&
Human Resources, H=> Y = KYLP H2 , with U+b+2=1.)

A Other endogenous models focus on international #iadearticular,
on how comparative advantage influences trade and growth.

A In any case, empirical studies by Rol®atro, Salai-Martin, etal
Indeed show that long term economic growth in a group of 100
countries was explained by a number of measures of the quality of
human capital (such as university school enroliment, health indicat
life expectancy), measures of investment (such as investment ratic
as well as measures of the business environment (such as rule of
small government, favorable terms of trade).




Policy Implications

A One question these models are designed to address is whether, fr
the standpoint of society as a whalayate profitmaximizing firms
tend to engage in too little R&D and Human Resource developmer

A The empirical work in this area suggests thdernalities are large in
R&D and education, and as a result, the social returns are larger.

A This finding justifies government support to R&D and education to

policies to influence the rate of innovation by affecting the private
costs and benefits of doing R&D and undertaking education.

A These policies include: lowering barriers to trade, improving
competition, reducing taxes on capital income, protecting intellectu
property, and promoting investments and even subsidies for educe

A Furthermore, these newer models and studies also show the
Importance of promotingoreign Direct Investments (FDIs),since
worldwide experience has shown that FDIs provide not only capita
but new technologies and knowledge. SigmaBleyzer studies have
shown that FDI O0s are highly 11
countryo6s business environment



How to induce Technological Change and
Innovations

Alnnovation and technological growth can be stimulatec
by governments based on five pillars:

1.

Improvement of the Business Environment to attract Forei
Direct Investments

. Supporting the provision of technology infrastructure, suct

as internet services, telecommunications, etc.

. Supporting Secondary and University education

Encouraging the cooperation in Research and Developme
between private businesses and universities

. Establishing Technology Parks with government

Infrastructure support but managed by the private sector
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Sustainable Economic Growth and Structural Adjustment
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Economic Growth versus income inequality. Economic principles can say something ab
economic efficiency and growth; but little about income inequality (John Stuart Mills) 33




Determinants of an Improved Business Environment
(I) Macroeconomic Stabilization Policies:

A Fiscal Policies under which the Government's fiscal budget has
deficit that can be financed by borrowings on a sustainable bas
(normally no more than 3% of GDP).

A Monetary Policies, under which the creation of money (money
supply) will not exceed the demand for money (which is affecte
by income, prices and interest rates).

(II) Structural Adjustment
A. Liberalization of the Economic Environment
A Liberalization of the Formation and Operation of Enterprises
A Liberalization of the Closure of Failing Enterprises
A Liberalization of Product Markets: Pricing and Trade

A Liberalization of Factor Markets: Capital/Financial, Labor and
Land Markets

B. Sound Institutions and Public Governance
A Sound & efficient Government services without corruption
A Stable and predictable legal environment 34
A Low political risks.



E. Structural Adjustment Programs

Theywere designed to achieve sustainable economic grolitay
added two new elements to macroeconomic stabilization progran

1. Economic Liberalization: These are policies to provide freedom tc
do business in a competitive environmgstiage 1 reforms) In a
mar ket ecoaticatog , | s heha freedom
wher eacentrdldysterdan i s strong compet
power abuse.

2. Institutional Developmentand Public Governance Reform of the
State and Legal Systems to ensure policy implementation and to n
policy changes sustainable over ti(&age 2 reforms).

A The debate is no longer about the merits of these policies. The d

IS about issues of timing, sequencing, credibility and fairness, e.g

I should trade be liberalized in one single shot or over time to allow
local firms time to adjust?

I Should liberalization of capital account precede reform of the finan
sector or should it come later on? 35



I Should trade liberalization be gradual to permit EMs to
develop environmental policies first?

I Should more emphasis be put on sharing the benefits of
growth with the poor?

A The debate is also about sustainability of structural adjustment
efforts: Stage 1 Policy Reforms could be carried out quickly, b
a handful of people passing appropriate decrees and legislatio

ABut there i s more awareness
requirements (Stage 2) to successfully implement these policy
reforms.

A Institutional Development and Public Governance requires mol
political commitment, stronger efforts, and more people are
Involved.

A The Stabilization and Adjustment measures and their relations
with broader country goals are outlined in the next chart and
table. 36



D1. Economic Liberalization

The main objective of Economic Liberalization is to improve the
business environment to encourage the private sector to inves
and expand production, by giving them the freedom to operate
a competitive environment.

The main areas of economic liberalization are:

ALiberalization of the Formation and Operation of
Enterprises.

ALiberalization of the Closure of Failing Enterprises
ALiberalization of Product Markets: Pricing and Trade

ALiberalization of Factor Markets: the Capital/ Financial
Sector, Labor Market, and Land Market
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1. Liberalization of the Formation and Operation of
Enterprises
AFacilitate the formation of companies.

AReduce licensing and registration requirements to establish r
businesses.

AReduce hardship to businesses from undue inspections by G
agencies and other interference in business activities.

Almprove Corporate Governance to define the role of the Boar
of Directors, protect small shareholders, and minimize fraud &
abuse of power. This requires changes in the Commercial Cc

AReduce the cost of doing business, particularly high corporat:
and business taxation.

AEliminate Monopolies and introduce Adttust legislation.

AMinimize number of statewned enterprises through

privatization. .



2. Liberalization of the Closure of Failing Enterprises

" Improve bankruptcy law and procedures

|l nstitute a Ahard budget o
not bail them out if they are not viable.

Enforce financial discipline with commercial banks to avoid
ball out of their owned enterprises.

Public utilities, particularly energy, should not be a source c
subsidized financing for uneconomic firms.

Eliminate barter transactions that obscures financial
situations.

Eliminate undue constraints to employment reduction
Close uneconomic state enterprises
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3. Liberalization of Product Pricing and Trade

I Liberalize domestic trade, eliminating price controls, trade
monopolies and barter trade.

I Liberalize foreign trade, eliminating Quantitative Restriction
reducing the level of import tariffs, and reducing their
variability.

I Improve customs codes, administrations and regulations

o There is consensus today on the underlying benefits
trade liberalization policies.

0 But less agreement on the dangers:
ADoing it fast without institutional basis
A Affecting subsistence of local firms
A Credibility of the reforms and speed of reform.

ANeed to deval ue t-Bropérhe
role of Foreign Exchange policy i



4. Liberalization of the Financial Sector

A Institute effective autonomy for the Central Bank, with its
main goal to maintain internal and external stability.

A Liberalize Interest Rates and Credit Policies by financial
Institutions.

A Improve prudential regulations for banks, including
Introduction of international accounting standards, loan los:
provisioning, external audits, and tax treatment of provisior

A Improve banking supervision to ensure that regulations are
met and establish mechanisms to deal with troubled banks

A Remove restrictions to the flow and repatriation of capital
A Facilitate establishment of foreign banks

A Address structural banking issues, such as the governance
financial situation of the government banks, and bank lendi
to insolvent state enterprises.
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A There is agreement that financial sector distortions do not he
A But there is less agreement on the speed of liberalization:

I International capital mobility makes financial sectors more
vulnerable to crisis, principally if banking sector is
unprepared and poorly supervised.

I Many banks are already quite fragile in EMs.

I Financial sector liberalization often leads to high interest
rates with little additional savings, due to depth of
distortions.
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5. Liberalization of Labor and Land Markets
Almprove labor mobility (hiring and firing of labor)
AReduce excessive labor costs (excessive minimum wage
payroll taxes, excessive wages due to centralized wage
bargaining)
Almprove pension plans

Almprove urnemployment compensation, removing impact
on individual enterprises.

APermit land privatization

Almprove land property rights, including right to buy and
sell land

Almprove Land tenure, land titling and cadastral systems
AFacilitate use of land as collateral for agricultural loans

43



D2. Institutional Development and Public
Governance: Reform of the State and Leg
Systems

I Reform in Public Administration to establish sound &
efficient Government services without corruption.

I Reform of the Legal Environment to achieve a stable an
predictable legal environment
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1.Reform Public Administration

Aln many EMs, a bottleneck for the implementation of economic
reforms is the inadequacies in the implementation capacity in m:
government agencies.

APublic Administration Reform has a pivotal role in ensuring that
government agencies will be able to support this transformation.
Central government is burdened with overlapping functions and
responsibilities, cumbersome decision making, and lack of
transparency.

AMany countries around the world have managed to implement
successfully programs to improve public administration. The ma
steps as follows:

(1) Therole of the governmentin the economy should be
clearly re-defined as one of supporting private sector
productive activities, rather than being in competition with tt
private sector. Whenever an economic activity could be
carried by the private sector, it should be clear that the
government should not engage in it. 45



(2) A Public Administration Task Force should be createdn the
Office of the Prime Minister to initiate and control the reform
public I nstitutions. Thi s

for the reform of public administration, including the proper rol
of the government in a market economy. The Task Force will
also ensure that there is broad political support for the reform:

The outcome would be a reform program widely accepted by
stakeholders.

(3) The reform pr ogrhaimontslhoul d

f unct 1 o n ander whach thesfumctions of all
government agencies are reviewed centrally in order to
eliminate overlapping and duplicative functions and improve

decision making across institutions. The principle should that

there should be only one agency responsible and fully

accountable for a given government function. Government by
Acommi tteeso do not wor k wel
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( 4) The next st e pvedidalduackiotal b e
r e v I watlmnoeach public institution to ensure that their
functions are consistent with the redefined role of the
government and identify which roles could be eliminated,
transferred to lower levels of government, outsourced, or
privatized. Each function should be screened by the following
guestions: (i) does the program/service serve a public interes
(1) is there a legitimate and necessary role for the governmen
this program/service? (iii) is the lead responsibility for this
program/service assigned to the right government jurisdiction
level? (iv) could, or should, this program/service be provided |
whole or in part by the private sector? (v) if the program/servi
continues within the existing government context, how could |
efficiency and effectiveness be improved? (vi) is the program
service affordable within the existing fiscal realities?

(5) Once the proper roles of each agency have been defareg,
out oapnerfat i o ntaimprovetheiekioreocy of the
agencies, including the adequacy of regulations, government
procurement, and operating practices and proceduresas



(6) Based on the new functions and structures, the reform program
will carry out a review of the Civil Service to ensure that government
employees are properly recruited, trained, compensated or separat:

(7) The reform program should also include the development and
Implementation of a practical and ugeendly e-government
Initiative to improve accountability, responsiveness and efficiency o
the public sector.

(8) The reform should be extended to local governments. The aim sho
be to acceleratéecentralization reform with an aim to build an
Independent and viable local sglbvernance. The reform program
should included agreement on all necessary amendments to the Ta
Budget Codes that strengthen fiscal autonomy of the local
governments. Finally, tariffs for public services, provided by local
governments, must be set on a competitive and transparent basis.
Essentially, fulcost recovery of these services is the only way to
Insure longterm feasiblility of the local infrastructure and utilities.

(9) The reform program should also streamétee property
management and privatization procedure$y improving
transparency and competitiveness of the public sector. Perform
mandatory, regular and independent audits of all commercial activit

executed by the state.
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2. Reform the Legal Environment for the Market

Establish stable and predictable laws and regulations for business

and freemarket activities (Companies Law, Civil Codes, etc)

Improve judicial and court procedures and decisions
Ensure the independence and professionalism of judges
Ensure enforceability of commercial contracts

Limit discretionality & deal with corruption by officials

Pass on legislation to protect intellectual property rights, patents,
technology transfer policies, direct foreign investments.

Corruption:

An Anti-corruption Program should be based on three elements: (i)
prevention; (ii) enforcement; and (iii) public awareness

1. PREVENTION.

transparency and accountability.

The focus of prevention is:

(1) to reduce opportunities for corruption, and
() to make corruption more difficult to undertake by Improving
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A Preventlon would involve:

Privatization of Government enterprises and services to
minimize corruption opportunities.

De-regulation, to reduce number of licenses and registration
that require individual intervention of officials.

Eliminate Government discretionality, by eliminating
hexemptionso to | aws and re
precise.

Streamline tax collections and audits.
Introduce competitive procedures for public procurement.

Reduce the size of the Government antboeis its role to
minimize opportunities for improper interventions and
corruption.

Decentralize Government functions to bring decisions closel
the public and improve accountability

Reform the Civil Service to make it more professional,
Including (i) increasing salaries of key government officials;
(11) rotate frequently publ

(i) mandate public servants to declare their income/assets.
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2. ENFORCEMENT

Develop the legal framework to ensure discipline and strong
prosecution.

This would involve:

ADevel opment of adequate a

Government decisions, including a system for review of
tax decisions.

T Develop effective channels for complains of Government
actions.

fDevel op a strong nwatchdo

T Ensure that the laws will clearly define penalties for
corruption.

T Improve the court system (Judiciary) to expedite the
processing and resolution of cases.

T Strengthen Enforcement agencies, such as FBI
equivalents.
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3. PUBLIC AWARENESS

Make people aware of their rights and the rules of the game.
For this:

Almprove Government Information Systems at all levels tc
keep the Government and the public informed of
payments, expenditures, subsidies, etc.

T Publish widely Government rules, such as Tax Bulletins,
customs regulations, quality certifications, etc.

1 Enlist the support of the Press and NGOs in dealing with
corruption.

T Use surveys of opinions to disseminate widely concerns
on corruption.
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F. Assessing Country Economic Performance

To assess country performance, two sets of issues need to be revie\
(1) Actual Results in key economic areas:

a. Actual Internal and External Stability
ADomestic Inflation Rate
A Stability of Foreign Exchange Rate & Balance of Payments
AlLevel of Foreign Debt in relation to GDP, Exports & Reserves

b. Actual Economic Growth
AGDP Growth Rates and structure of sources of growth
ASaving Rates
Alnvestment Rates

(2) The adequacy of Policy and Institutional Framework to sustain
macroeconomic stability and economic growth: (i) internal and
external economic stabilization, (i) economic liberalization, and (iii

public governance and institutional development.
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World Bank Country Policy Ratings

Country Policy and Institutional Assessments
Ratings Scale 1 (low) through6 (high)
1 Unsatisfactory for an extended period
Unsatisfactory
Moderately Unsatisfactory
Moderately Satisfactory
Good
Good for an extended period

O 0o~ WDN

A Macroeconomic Management and Sustainability of Reforms
1 General Macroeconomic Performance
2 Fiscal Policy
3 Management of External Debt
4 Macroeconomic Management Capacity

5 Sustainability of Structural Reforms.
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B Policies for Sustainable and Equitable Growth

13

Trade Policy

Foreign Exchange Regime

Financial Stability and Depth

Banking Sector Efficiency and Resource Mobilization
Property Rights and Rubmsed Governance
Competitive Environment for the Private Sector
Factor and Product Markets

Environmental Policies and Regulations

C Policies for Reducing Inequalities

14
15
16

Poverty Monitoring and Analysis
Prepoor Targeting of Programs
Safety Nets

D Public Sector Management

17
RS
19
20

Quality of Budget and Public Investment Process
Efficiency and Equity of Revenue Mobilization
Efficiency and Equity of Public Expenditures
Accountability of the Public Service
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Country

Chile
Slovenia
Hungary
Poland
Estonia
Tunisia
Czech Rep
Colombia
Uruguay
W
Malaysia
China
Lithuania
Slovakia
Thailand
Croatia

Egypt

S &P 6B
A- 5.1
A 4.6
BBB 4.6
BBB- 4.6
BBB+ 4.5
BBB- 4.4
A- 4.2
BBB- 4.2
BBB- 4.2
BBB 4.2
BBB- 4.1
BBB+ 3.9
BBB- 3.9
BBB- 3.9
BBB- 3.8
BBB- 3.7
BBB- 3.6

2001 Ratings

+ + + +

Country

Panama
Argentina

El Salvador
Peru

South Africa
South Korea
Philippines
Brazil
Mexico
India
Kazakhstan
Morocco
Turkey
Venezuela
Indonesia
Russia
Ukraine
Paraguay

S & P oOVEB

BB+ 4.3
BB 4.3
BB 4.1
BB
BB+
BB+
BB+
B+

BB
BB

B+

BB

B

B+
CCC+
CCGC
B+
BB-

NMNNNWWBWWWWWWwwhshDb
IO ORNNNNN~NOOOR R
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G. Accelerating Growth through Foreign
Direct Investments

Major Deterrents for FDI. An ICPS survey of 65 large
foreign firms ranked the major deterrents to FDI in Ukraine

In the following order, descending in significance:
AExcessive Governmentods r eg.!
A Ambiguity of the legal system

A Uncertainty of the economic environment

A Corruption

A High Tax burden

A Problems establishing clear ownership conditions

A Difficulty negotiating with Government authorities

A Volatility of the political environment

A Lack of physical infrastructure

S7



A Starting from this basis, SigmaBleyzer studies of over 100
countries concluded that macroeconomic stability was a
precondition for FDIs and |
Adri verso that #Ainduceo for
(www.sigmableyzer.com) :

Secure domestic and foreign Macroeconomic stability
Liberalize and Deregulate Business Activities
Provide a Stable and Predictable Legal Environment
Reform Public Administration, including Taxation
Remove International Capital & Foreign Trade Restrictions
Facilitate Financing of Businesses by the Financial Sector
Prevent and Deal with Corruption
Minimize Political Uncertainties and Risks

| mprove the Countryos |

d
e

© 00N Ok owwDdhE
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IFC-World Bank Report: Doing Business 2011

UKRAINE

Easa of doing businass (rank)

v Starting a businass {rank}

Procedures {number)

Time (days)

(ost (% of Income per capita)

Minimum capital (% of Income per capita)

v Dealing with construction permits (rank)
Procedures (number)

Time {days)
(ost (% of Income per capita)

Registering property (rank)
Procedures (number)

Time (days)
(ost (% of property value)

145

Eastern Europe & Central Asla

Lower middle Income

Gatting cradit (rank]

Strength of legal rights Index (0-10)
Depth of cradit Information Index (0-6)
Public reqlstry coverage (% of adults]
Private bureau coverage (% of adults)

Protecting investors (rank)
Extent of dischosure Indax (0-10)

Extent of director liability Index (0-10)
Ease of shareholder sults Index (0-10)

Strength of Investor protection Index (0+10)

¥ Paying taxas (rank)
Payments {number per year]
Time (hours per year)

Total tax rata (% of profit)

(NI per capita (UUS5)

Fopulation (m)

Trading acrass borders rank)
Documants to export (number)
Time to export (days)

Cost to expart (LS per contalner}
Documants to Import number)
Time to Import (days)

Cost to Import (US$ per contalner)

Enfarcing contracts (rank)
Procedures (number)

Time (days)

Cost (% of claim)

Closing a business (rank]

Time (years|

Cost (% of estate)

Recovery rate (cents on the dollar)




World Economic Forum: Global Competitiveness 22012

Global Competitiveness Index

Rank  Scora Stage of development
(outof 142) (17

(60 0] B 1 N 7 4.0 1 Transition - Transition 3
GCI 20102011 (0UL 0F 139 oo 89.....2.9 1-2 |

GCI 2009-2010 (out of 133 g2....40 Efficiency Innovation

driven driven
Basic requirements (40.0%).........ccoorenncricrsmersnsssnnnes 9........4.2

INSTUHIONS ..o | B Dnsins 3.0 :
Institutions
........ 39 ]
Macroeconomic ENVIFONMENT ... 12, 42 nnavatan 3 Infrastructure
Health and primary ducation ..., 74....56

Business i Macroecanamic
Efficiency enhancers (50.0%)........cormmmmmm n...A40 sophistication environment
Higher education and training...........co . bl..... 4B

- Haalth and
Goods market Ef!:II:.IEH{:‘!.f ........ 3.6 Markat size .. Jrimary
Labor market efficiency. ... Bl..... 44 aducation
Financial market development ... 116 34
Technological readiness..........ociciciccinnn. g2...35 Technological . Higher education
MATKEE SIZE . 3.......45 readiness and{raining
Innovation and sophistication factors (10.0%j.............. 9.......33 Financial markat Goods market

davelopment afficiancy

Business sophistication ... 10 35 Labor market efficiency

INMNOVETION. e essssssssse s ssse s sssses ... 31

=0= kraing  =O=Economies in transition from 11to 2




The most problematic factors for doing business

Corruption

Tax regulations

Access to financing

Inefficient government bureaucracy

TAM TATRS o 9.3
INFIAHION ..o 16
Policy INSTADIIY ........cooceeciecscncecsieesssnssssssssssssssissnn b.6
Government instability/coups......cconcccicciins b.]
Restrictive [abor requlations..........ooocecceeeee 48
Crime and theft......n, 35
Inadequate supply of infrastructure..........cooccecrnce 28
Foreign currency requlations ..........ccececcsenees 28
Poor public heafth........iis 13
Inadequately educated workforce ... 12
Poor work ethic in national labor force.......cins 08

10 15
Percent ot responses

MNote: From a list of 15 factors, respondents were asked to select the five most problematic for doing business in their country and to rank them between
1 (most problematic) and 5. The bars in the figure show the responses weighted according to their rankings.




The Heritage Foundation: 2012 Index of Economic Freedom

A
A

A

A

Ukraineds economic freedom score

Ukraine is ranked last out of 43 countries in the Europe region, and its over
score is lower than the world average.

Poor protection of property rights and widespread corruption discourage
entrepreneurial activity, severely undermining prospects forierrg
economic expansion.

The rule of law is weak, and the judicial system remains susceptible to
substantial political interference.

Af ter several years of strong gr o
deteriorated, partly because of the global economic slowdown and also
because of the generally sluggish pace of efforts to improve regulatory
efficiency and open markets to international investment.

Recent large fiscal deficits have strained public finances, forcing Ukraine to
confront the challenge of restoring sustainable levels of public spending.

Corruption

A

The rule of law is uneven across the country, and protection of property rig|
Is weak. The judiciary is subject to executive branch and criminal pressure,
and judicial corruption is significant. Contracts are not well enforced, and
expropriation is a threat. Ukraine is a major transshipment point, storage
location, and market for illegal optical media produced in Russia and
elsewhere. Corruption pervades all levels of the executive branch.



Ukraine's freedom rankings

Publication (Institution) World Rankings
2008 | 2009 | 2010 | 2011

Index of Economic Freedom (The Heritage
Foundation/Wall Street Jornal 133 152 162 164

Doing Business (The World Bank) 146 145 142 145

Corruption Perceptions Index (Transparency
International)

Global Competitiveness Report (The World
Economic Forum)

13 146 134 n/a

73 82 89 n/a

Sources: Terry Miller and Kim R. Holmes, 2011 Index of Economic Freedom;, The
world Bank, Doing Business, Economy Rankings,; World Economic Forum, Global
competitiveness, Transparency International, 2010 Corruption Perceptions Index.




