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Foreword 

The small middle-income countries (SMICs) in sub-Saharan Africa have deliv-
ered impressive economic performance in the past few decades. They have sus-
tained growth while preserving macroeconomic stability. In general, their govern-
ments have also effectively addressed those countries’ development challenges, 
including narrowing the infrastructure gap and improving access to education 
and health. The current challenge for SMICs is how best to consolidate the gains 
made during the past few decades and move to the high-income level and eventu-
ally to advanced economy status.

This book analyzes macroeconomic and structural issues facing SMICs from 
the perspective of IMF staff and draws on input from country officials to offer 
a number of policy options for addressing these challenges and realizing future 
opportunities. The areas covered in the book include the macroeconomic vul-
nerability faced by SMICs and how to enhance their resilience to shocks, an 
assessment of how labor market outcomes can be improved by reforms that cut 
spending and crowd in private initiative, structural policies and institutional 
frameworks that could boost productivity growth in SMICs, financial inclusion 
policies that are stability and growth friendly, and finally how political economy 
constraints could be relaxed to pave the way for gradual but systematic imple-
mentation of reforms. The policies discussed in the book lay out a possible road 
map for the implementation of reforms in all these areas to eventually propel 
SMICs to advanced economy status.

The findings in each chapter offer specific insights for the convergence process 
to advanced economy status. Chapter 1 starts by providing an overview of the 
impressive achievements made by SMICs and their common policy challenges. It 
compares the SMICs with countries that have succeeded in becoming high 
income to identify applicable policy lessons and institutional arrangements. 

Despite the progress made, evidence suggests that a number of SMICs are fac-
ing residual macroeconomic challenges that make them vulnerable to global 
spillovers. Chapter 2 uses self-insurance models to assess the adequacy of reserves 
in SMICs. The chapter finds that even though international reserves held by some 
of the SMICs are broadly adequate to smooth large shocks, other SMICs do not 
have sufficient reserve buffers to withstand such shocks. Implications are drawn 
for medium-term fiscal and structural policies in SMICs.

Chapter 3 notes that high unemployment persists in many SMICs despite 
public employment that contributes to relatively large governments. The analysis 
shows that high public employment is not only costly but may have a counter-
productive impact on labor market outcomes in SMICs. The chapter concludes 
by assessing how labor market outcomes can be improved by reforms that cut 
spending and crowd in private initiative.
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The book proceeds in Chapter 4 to explore structural policies and institu-
tional frameworks that could boost productivity growth. The analysis shows that 
the decline in the contribution of total factor productivity (TFP) to growth is 
largely responsible for the slowdown in trend growth in many SMICs, highlight-
ing the need for policy actions to reinvigorate productivity growth, including by 
improving the quality of public spending, addressing the skills mismatch in the 
labor market, reducing the regulatory burden on firms, and facilitating structural 
transformation in these economies.

The financial sector in SMICs continues to deepen and broaden, with global 
regulatory reform providing input to national regulatory settings. Although 
financial deepening is broadly similar to that in other middle-income countries, 
financial inclusion tends to lag in many SMICs in sub-Saharan Africa. 
Accordingly, many SMICs are pursuing policies to enhance financial inclusion 
as part of their efforts toward more inclusive growth. Chapter 5 notes that well-
designed,  market-conforming programs to enhance financial inclusion could 
work, especially with input from stakeholders; however, programs to increase 
access to credit through public sector institutions have so far generally been 
costly with little sustained impact. Addressing the supply-side and demand-side 
constraints to lowering intermediation costs and the better pooling of risks 
would provide a more sustainable basis for enhancing financial inclusion in a 
stability- and growth-friendly manner.

In view of the main economic challenges in the region, no assessment would 
be complete without addressing the thorny issue of how to overcome the political 
economy constraints to reforms in SMICs. Drawing on policy lessons from suc-
cessful countries that have managed to overcome some of those constraints and 
moved to advanced economy status, Chapter 6 lays out how political economy 
constraints could be relaxed by capacity building centered on peer learning and 
gradual but systematic implementation of reforms. 

The book has benefited from a wide range of discussions with public officials 
in SMICs, including at a seminar held in Mauritius in November 2014 that relied 
on multistakeholder cooperation to bring together 18 high-level economic offi-
cials from seven sub-Saharan African SMICs to examine how to avoid the “mid-
dle-income trap.” At this event, SMIC authorities saw merit in pursuing peer 
learning—a combination of policy dialogue and capacity development that has 
been used relatively rarely by the IMF—to help move reforms forward in their 
countries and considered the book a useful tool in this effort. 

The book also has broader applicability to sub-Saharan Africa because it high-
lights what lies ahead for a number of fast-growing frontier market economies in 
the region that are on their way to graduating to middle-income status and may 
well experience challenges similar to those faced by the SMICs in the region.

Finally, this book represents an excellent collaborative effort with country 
officials in SMICs and what I hope is the beginning of a deeper policy dialogue 
between these members and the IMF on ways to implement reforms that would 
unlock their potential. As demonstrated by the IMF’s involvement in other peer 
groupings (for example, the Group of 20, the Group of 24, the BRICS [Brazil, 
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Russia, India, China, and South Africa], and the UN Small States), the expertise 
of IMF staff can assist country authorities in realizing their potential. We trust 
that this book can contribute in a similar way to SMICs as they try to break the 
glass ceiling of the middle-income trap and move to advanced economy status.

Antoinette M. Sayeh
Director, African Department
International Monetary Fund
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CHAPTER 1

Introduction 

Lamin Leigh, aLi mansoor, Friska ParuLian,  
and andrew JoneLis

BACKGROUND 
Sub-Saharan Africa has experienced strong growth since 1992, prompting many 
observers to argue that the region has reached a turning point in its development 
history and is poised to play a more significant role in the global economy (often 
called “Africa Rising”). However, economic development among the sub-
Saharan African countries varies widely; the majority are still low-income coun-
tries (LICs), of which some are fragile states, and the rest are middle-income 
countries (MICs).

Among the MICs, the small middle-income countries (SMICs) have their own 
peculiarities. They are generally characterized by several features, such as (1) small 
populations, (2) annual per capita income in the range of $3,000–$10,000, 
(3) low levels of financial intermediation and financial inclusion compared with a 
typical emerging market economy, (4) undiversified economies, and (5) high 
levels of income inequality and unemployment. 

Despite those challenges, most SMICs have delivered impressive economic 
performance in the past few decades (Figure 1.1, and see Annex 1.1 on Cabo 
Verde). A prolonged period of strong growth raised overall incomes and deliv-
ered good economic outcomes. The GDP per capita of SMICs in sub-Saharan 
Africa on average increased more than fivefold during the past 30 years, com-
pared with an average increase of only 1.7 times for the rest of sub-Saharan 
Africa (Figure 1.1).

Prudent macroeconomic management, coupled with improved institutional 
settings in many SMICs in sub-Saharan Africa, contributed to better economic 
outcomes. 

• Over the years, the policy implementation capacity of many SMICs has 
improved significantly and is now close to that of large MICs in other 
regions. A number of SMICs have maintained fairly disciplined fiscal 
stances with relatively low debt-to-GDP ratios. Given the prevalence of 
pegged exchange rate regimes in SMICs, by and large most of them have 
maintained strong external positions. SMICs in general have relatively 
more-developed financial systems; and their vibrant and rapidly expanding 
nonbank financial sectors demonstrate the greater sophistication of their 
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financial systems, including the increasing use of technology to improve 
financial system efficiency.

• SMIC governments have also generally addressed their development chal-
lenges effectively, including by narrowing the infrastructure gap and facilitating 
access to education and health. In general, SMICs score well on the human 
development index (HDI), including the levels of education and absolute 
poverty.

However, SMICs exhibit a significant degree of heterogeneity across various 
dimensions. This heterogeneity is most evident in the evolution of GDP per 
capita across their economies since the 1980s (Figure 1.1). Although per capita 
incomes in the early 1980s were not very different, current income levels vary 
significantly across SMICs reflecting, in part, the relative strength of their poli-
cies over the years. In the same vein, poverty rates are very different across 
SMICs (see Chapter 4). The financial landscape also varies from country to 
country. Although the sophistication of Mauritius’s financial system is much 
closer to that of emerging markets, and Botswana’s pension system is relatively 
more advanced and closer to that of large MICs, other SMICs, such as Lesotho 
and Swaziland, are not as equally advanced in these areas. The political econo-
my constraints to reform are also not uniform across SMICs (see Chapter 6). 
Moreover, the momentum to move forward may be different. Some of the 
SMICs had relatively high per capita income growth rates at the time of gradu-
ation to MIC status, and this momentum carried forward in bringing them to 

12,00010,0008,0006,0004,0002,0000

Botswana

Cabo Verde

Lesotho

Mauritius

Seychelles

Namibia

Swaziland

SSA excluding Nigeria
and South Africa

2012 1995 1980

Figure 1.1 GDP per Capita for Small Middle-Income Countries
Source: IMF, World Economic Outlook database.
Note: SSA = sub-Saharan Africa.
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the ranks of the upper-middle-income countries (Botswana, Mauritius, and 
Seychelles). Others graduated with much less growth momentum, positioning 
them less well for the journey to advanced economy status (Lesotho and 
Swaziland). Thus, even the SMICs that need to accelerate their growth rates 
may take the opportunity to learn from the institutional arrangements and 
policy stances of the more successful SMICs.

However, as in many other MICs in other regions, growth rates in SMICs 
have been slowing during the past few years (well before the 2008–09 global 
financial crisis). For some of them, even though HDI indicators remain 
respectable, significant improvements have not been made since 2005. The 
question then becomes whether past policies on intensive capital investment 
(capital deepening) have run their course and to what extent they have 
underpinned sustained gains in productivity driven by structural reforms 
that would support sustainable high growth over the medium term. In this 
respect,

• High unemployment rates persist in many SMICs despite public employ-
ment that contributes to relatively large governments, reflecting in part a 
host of distortions in labor markets. In many of the recent IMF Article 
IV consultation discussions with SMICs, IMF staff have highlighted the 
need for policy action to reinvigorate productivity growth. Such actions 
should include implementation of growth-promoting structural reforms, 
most notably reforms that improve the quality of public spending, 
address the skills mismatch in the labor markets, reduce the regulatory 
burden on firms, and facilitate structural transformation in the SMICs’ 
economies. 

• Moreover, although the financial sector in SMICs continues to deepen, with 
global regulatory reform providing input into national regulatory settings, 
financial inclusion tends to lag in many of them compared with their peers 
outside the region as a result of a host of supply-side and demand-side con-
straints that keep financial intermediation costs high.

• Overall, the benefits of past growth have also not been evenly shared across 
the population; many of the SMICs are among the most unequal in the 
world. Although many SMICs have large and extensive social safety nets, 
some of these social programs have not been well targeted, suggesting that 
fiscal policy has a role to play in enhancing more inclusive growth in these 
economies.

Thus, the policy thrust of many of the SMICs’ recent national development 
plans (the so-called Visions 2020 or 2030) has stressed the need to respond to these 
challenges by reducing the size of the government relative to GDP so that the 
private sector can take the lead in driving economic prospects. The key objectives 
of these medium-term strategies are framed around policies to boost economy-
wide productivity and enhance job creation to pave the way for higher, sustainable, 
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and more inclusive growth. SMIC governments aim at “prosperity for all,” with 
the goals of poverty eradication, more equitable distribution of income, and rapid 
growth and economic diversification.

The rest of this introductory chapter describes the common policy challenges 
facing SMICs. It also compares SMICs with countries that have succeeded in 
becoming high income to identify applicable policy lessons and institutional 
arrangements that can help shed light on policies that could unlock the growth 
potential of SMICs in sub-Saharan Africa and enable them to avoid the middle-
income trap.

COMMON POLICY CHALLENGES IN SMICS
The common policy challenges facing SMICs can be described as follows:

• Although many SMICs no longer face the critical macro-stability issues that 
are prevalent in some LICs in sub-Saharan Africa, because they are largely 
undiversified and highly open economies they tend to be much more vul-
nerable to global shocks and the associated outward economic spillovers. 
Accordingly, like other small states, they have generally experienced a high 
degree of growth and current account volatility, reflecting concentrated 
production and export structures. 

• Some of the SMICs are still trying to close their infrastructure gaps and 
are using their fiscal policy frameworks to help address this development 
challenge while preserving macroeconomic stability. This approach 
poses particular challenges given the underlying rigidities in their fiscal 
positions that limit the use of countercyclical policy actions in the event 
of shocks. Specifically, on average, wage bills and transfers and subsidies 
to state-owned enterprises tend to account for about 50 percent of total 
expenditures. Their revenues are also highly concentrated in some cases, 
with mineral revenues accounting for a significant part of total tax 
revenues. 

• Many SMICs have used public intervention to address their high levels 
of unemployment. However, such active labor market policies, includ-
ing public works programs, have yet to generate sustainable job creation 
in these economies. The issues of unemployment and inequality are 
closely linked because limited productive employment opportunities 
for growing populations contribute to high income inequality and ris-
ing poverty.

• Many SMICs in the region have experienced a moderation in growth since 
the mid-2000s. Although factor accumulation contributed significantly to 
past growth, this growth model appears to have run its course. IMF staff 
analysis suggests that the decline in the contribution of total factor produc-
tivity to growth is largely responsible for the slowdown in trend growth in 
many SMICs, which highlights the need for policy actions to reinvigorate 
productivity growth. This situation suggests that one key policy challenge is 
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identifying the kinds of structural policies that could boost productivity 
growth in these countries. 

• Although these SMICs have financial systems that are relatively more 
developed, at the individual level, the unbanked portion of the population 
and the number of firms facing constraints to access to credit or to financ-
ing more broadly remains high. The lingering financial sector vulnerabili-
ties, most notably concentration risks in the banking sector and weak 
regulatory and supervisory capacity in the nonbank financial sector, are 
also a key challenge. The interplay of concentration and regulatory risks, 
including the cross-linkages between banks and nonbanks, is also a source 
of potential vulnerability to financial instability in SMICs. These links 
raise new sets of financial stability challenges for SMICs in an environ-
ment of relatively low financial inclusion, thus reinforcing the need to find 
an appropriate balance between enhancing financial inclusion and pre-
serving financial stability. 

• Why are reforms hard to implement in these countries and what are the 
political economy constraints to reform? For many SMICs, the impetus 
for deep-seated structural reform is simply not there. After graduating 
from low- to middle-income status, as a result of relatively low poverty 
levels in many SMICs (both in absolute and relative terms),1 the domi-
nant trend tends toward policies that “muddle through” without radical 
change. The challenge then becomes to determine how policies can be 
better sequenced to foster greater institutional and capacity building in 
SMICs, including through peer learning and peer support, to facilitate 
reform.

The challenges faced by the SMICs in sub-Saharan Africa are also preva-
lent in small states in other regions, such as the Pacific Islands and the 
Caribbean. Like the SMICs in sub-Saharan Africa, these other small states 
have performed reasonably well for an extended period, with per capita 
income levels (Figure 1.2) and social indicators that are broadly in line with 
those of their larger comparators. However, despite prolonged policy efforts, 
economic growth has generally slowed in these other small states since the late 
1990s, and they continue to experience relatively high levels of macroeco-
nomic volatility. They share common characteristics with the SMICs in sub-
Saharan Africa, such as high trade openness, high government wage bills, 
public sector dominance, heavy reliance on trade tax revenues (as in some 
members of the Southern African Customs Union), and the frequent use of 
fixed exchange rates as a monetary anchor. SMICs in sub-Saharan Africa tend 
to show some differentiation from small states in the Pacific Islands and the 
Caribbean in the level of the overall debt burden, with debt levels by and large 

1 The poverty level according to the World Bank’s definition (the proportion of the population living 
on less than $1 or $2 a day) remains broadly at or below 25 percent of the population, which is 
comparable to the poverty levels in a number of large emerging markets.
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Figure 1.2 Small States, GDP per Capita 2014
Sources: IMF, World Economic Outlook database; and World Bank, World Development Indicators.
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being much lower than that of their peers in the Pacific and the Caribbean 
(Figure 1.3). In summary, whereas SMICs in sub-Saharan Africa are in a posi-
tion of both low growth and low debt, other small states outside the region 
are in a situation of low growth and high debt, as shown in Figures 1.3 to 1.6. 
Using the available fiscal space wisely will be one of the challenges, and this 
book makes some suggestions in this direction.

Figure 1.4 Small Middle-Income Countries in Sub-Sarahan Africa: Regional Comparison 
(Average 2002–12, unless otherwise indicated)
Sources: Country authorities; IMF, World Economic Outlook database; and IMF staff estimates.
Note: CPI = consumer price index; ECCU = Eastern Caribbean Currency Union.
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Figure 1.5 Growth Convergence in Small Middle-Income Countries Relative to Other Country 
Groupings
Sources: Penn World Tables; World Bank data; and IMF staff estimates.
Note: GNI = gross national income; HIC = high-income country; SMICs = small middle-income countries; 
WEO = IMF’s World Economic Outlook database.

62-66

67-71
72-76
77-81

82-86

87-91

92-96

97-01

02-06
07-11

-2
-1
0
1
2
3
4
5
6
7

5040302010

1. Emerging Markets: Convergence to U.S.
GDP per Capita

62-66
67-71

72-76
77-81

82-86

87-91

92-96

97-01

2002–06
07-11

-2
-1
0
1
2
3
4
5
6
7

5040302010

2. Latin America: Convergence to U.S.
GDP per Capita

1962–66

1967–71
1972–76

1977–81

1982–86

1987–91 1992–96

1997–2001

2002–06

2007–11

0Pe
rc

en
t G

D
P 

pe
r C

ap
ita

 G
ro

w
th

Pe
rc

en
t G

D
P 

pe
r C

ap
ita

 G
ro

w
th

GDP per Capita Relative to U.S. GDP per Capita Relative to U.S.

G
D

P 
pe

r C
ap

ita
 G

ro
w

th

GDP per Capita Relative to U.S.

G
D

P 
pe

r C
ap

ita
 G

ro
w

th

GDP per Capita Relative to U.S.

1

2

3

4

5

6

7

40302010

3. Emerging Asia: Convergence to U.S.
GDP per Capita

1981–85

1986–90

1991–95

1996–2000

2001–05

2011–122006–10

0

1

2

3

4

5

6

7

252321191715

4. SMICs: Convergence to U.S.
GDP per Capita



©International Monetary Fund. Not for Redistribution 

 Leigh, Mansoor, Parulian, and Jonelis 9

Figure 1.6 Common Policy Challenges Facing Small Middle-Income Countries
Sources: Country authorities; IMF, World Economic Outlook database; Penn World Tables; World Bank data; and 
IMF staff calculations.
Note: SMICs = small middle-income countries; SSA = sub-Saharan Africa; TFP = total factor productivity.
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BROAD EXPERIENCES IN GRADUATING 
FROM MIDDLE-INCOME TO HIGH-INCOME 
COUNTRY STATUS 
In 1960, 81 states were classified as MICs. Between 1960 and 2012, 35 out of 69 
LICs graduated from LIC to MIC status but only 16 countries2 (Figure 1.7) 
graduated from MIC to advanced economy status.3,4 Assuming a similar wealth 
distribution within each income bracket, the result is interesting. Between 1960 
and 2012, fewer than 20 percent of MICs—and none from sub-Saharan Africa—
became high-income states; in comparison, more than half of LICs graduated to 
middle-income status.

Kharas and Kohli (2011) first coined the term “middle-income trap” to 
describe the fact that graduating from MIC to HIC status appears to be harder 
than graduating from LIC to MIC status, based on the observation that MICs 
graduated to HIC status far less often than LICs became MICs. 

Several studies define avoiding the middle-income trap as a matter of growing 
fast enough to cross the lower-middle-income threshold in at most 28 years (which 
requires a growth rate of at least 4.7 percent per year), and the upper-middle-
income threshold in at most 14 years (which requires a growth rate of at least 3.5 
percent per year; for example, Felipe, Abdon, and Kumar 2012). Thus, today’s 
development challenge for many SMICs is how to accumulate sufficient produc-
tive capabilities to result in a more diversified export basket that includes products 
that are more complex and that require more capabilities and differentiation than 
products produced on a mass scale. As part of their strategies to become HICs, 
countries in the middle-income trap have to make efforts to acquire a revealed 
comparative advantage in sophisticated and well-connected products.

The literature offers a variety of reasons for why MICs find it difficult to graduate 
to HIC status. Among others, Eichengreen, Park, and Shin (2013); Felipe, Abdon, 
and Kumar (2012); Gill and Kharas (2007); Kharas and Kohli (2011); Lee and Kim 
(2009); and Peerenboom and Ginsburg (2013) suggest that in the end it comes 
down to remaining competitive as wages rise even though factor productivity may 

2 Cyprus, the Czech Republic, Estonia, Greece, Hong Kong SAR, Ireland, Japan, the Republic of Korea, 
Latvia, Malta, Portugal, Singapore, the Slovak Republic, Slovenia, Spain, and Taiwan Province of China.
3 The official IMF definition of advanced economies does not explicitly consider human development. 
However, all advanced economies also score highly on the United Nations Development Programme’s 
Human Development Index (HDI). In view of the importance of inclusive growth for both equity 
and economic growth (see Balakrishnan, Steinberg, and Syed 2013), progress in this area should also 
be part of the agenda for SMICs aspiring to graduate to advanced economy status. The target set for 
this volume is the minimum HDI score achieved by a graduated MIC. 
4 The IMF’s World Economic Outlook reports “industrial” economies as the highest echelon, with 23 
in this group in 1999. In 2014 the highest echelon was “advanced” economies, with 36 members 
including the initial 23 industrial economies. In 1999 there were 37 upper-middle-income countries, 
a number that rose to 55 in 2013. Some 35 countries graduated to MIC status between 1999 and 
2013 and no country regressed from upper-middle-income status. The 16 countries discussed here 
exclude those countries with relatively low populations that have large natural resource bases and that 
became high income without the economic diversification or integration into global financial markets 
that would make them advanced economies.
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lag and remain lower than in higher-income competitors. Thus, the unifying theme 
of this book is how to raise productivity to avoid the middle-income trap.

Traits of Graduating Middle-Income Countries

To understand how the SMICs in sub-Saharan Africa might approach reform, it 
may be useful to consider some of the characteristics and circumstances of the 
countries that have managed to address the issue and graduate to advanced 
economy status. These characteristics include the following, among others:

• An ideology that involves some concept of a social contract between govern-
ments and those they govern.

Figure 1.7 Graduation from Middle-Income Status since 1960
Sources: World Bank data; and IMF staff calculations.
Note: GNI = gross national income; HIC = high-income country.
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• Societies that became progressively more politically open and inclusive 
(Figure 1.8).5 Moreover, there may be a democratic dividend: as these coun-
tries move toward advanced economy status, instead of growth declining 
(which growth convergence theory or regression toward the mean would 
suggest), growth is maintained or even accelerates.

• Openness to capital, trade, and labor (Figure 1.9). 

5 It is not clear that the causality is from political openness to prosperity, but beyond the association 
it is possible that the two processes are mutually reinforcing. A larger middle class with a greater share 
in the economy usually demands better services and more political openness. At the same time a 
political system that gives more space may facilitate the emergence of a middle class.

Figure 1.8 Graduated Middle-Income Countries, Democracy, and Income Inequality
Sources: Freedom House; IMF, World Economic Outlook database; World Bank data; the Standardized World 
Income Inequality Database; and IMF staff calculations.
Note: HIC = high-income country.
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In some countries, the following also may have played a role:
• A permanent sense of urgency in view of recovery from a major shock or poten-

tial crisis (Cyprus, the Czech Republic, Estonia, Hong Kong SAR, Japan, Latvia, 
Singapore, the Slovak Republic, Slovenia, Korea, Taiwan Province of China).

• A clear road map for reforms and economic policies that emanates from 
regional clubs such as the European Union (Cyprus, the Czech Republic, 
Estonia, Ireland, Latvia, Malta, the Slovak Republic, Slovenia). 

• A champion for reform (Singapore’s Lee Kuan Yew, Korea’s President Park, 
and Taiwan Province of China’s Chiang Kai-Shek). 

Some may argue that many of the items associated with countries that successfully 
made the transition from MIC to advanced economy status may be luxury goods 
rather than necessary components of success. It is likely that there may be virtuous 
circles whereby luxury goods can be consumed as income goes up and rising income 
supports reforms that enable the production of these luxuries. This would reinforce 
the argument that reformers should focus efforts on producing such results as part of 
avoiding the middle-income trap to move to advanced economy status. 

Figure 1.9 Small Middle-Income Countries (SMICs) and Graduated Middle-Income Countries: 
Openness to Capital, Trade, and People
Source: World Bank.
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Along the same lines, there is an overlap between constraints on reform and 
constraints on productivity, an issue discussed in more detail in Chapter 4. 
Experience suggests that there may be a virtuous circle whereby actions to unleash 
productivity (if the political economy constraints can be addressed) can facilitate 
further, and possibly broader, reforms.

Post Hoc Ergo Propter Hoc?6

The above should be seen as possibly necessary conditions but not sufficient for 
graduation. For example, many countries are members of regional clubs such as 
the Common Market for Eastern and Southern Africa, the Southern African 
Development Community, and the West African Economic and Monetary Union 
but have not followed an appropriate reform path to becoming HICs. 

Surely It’s All about Short-Term Political Interest

One summary political economy explanation for the middle-income trap in 
democratic systems is that politicians with short time frames (the electoral cycle) 
prefer to accept a low but positive growth rate (say 2 percent) that requires no 
difficult measures rather than take risks implementing reforms that would unlock 
growth greater than 5 percent. This explanation is even more likely if it is a suc-
cessor government that would get most of the benefits. This consideration is rel-
evant because most of the SMICs in sub-Saharan Africa are democracies. 

Taking a broader view of this issue, Acemoglu and others (2014) conclude that 
democracy has a significant and robust positive effect on GDP. They suggest that 
democratization increases GDP per capita by about 20 percent in the long term. 
Democracy increases future GDP by encouraging investment, increasing school-
ing, inducing economic reforms, improving provision of public goods, and reduc-
ing social unrest. Similarly, Bates and Block (2013) find that the introduction of 
competitive presidential elections is significantly related to the resurgence of 
productivity growth in African agriculture. The emergence of electoral competi-
tion appears to have altered political incentives, resulting in both sectoral and 
macroeconomic policy reforms that strengthened productive incentives in farm-
ing. Moreover, a lower democracy score is associated with a lower score on other 
World Governance Indicators, such as control of corruption, rule of law, regula-
tory quality, and government effectiveness (Figure 1.10). 

In line with earlier discussion in this chapter, democracy is perhaps best viewed 
as a luxury good, the production of which rises with the movement to advanced 
economy status. At the same time, reforms that enhance the democratic space can 
facilitate the transition from MIC to advanced economy, and in several countries 
that completed the journey both the democratic space opened and economic 
growth accelerated. Beyond that, the challenges for reformers are real in a 

6 Translated from the Latin as “after this, therefore because of this.” This is a logical fallacy because it 
states “since event Y followed event X, event Y must have been caused by event X.”
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democracy in which the politicians’ short-term horizons may make it harder to 
build the coalitions required for reforms with long-term payoffs. 

Or Perhaps It Is Reform Fatigue?

The impetus for reform is further dimmed by popular perceptions. A SMIC’s 
population can become complacent and resist changes that have short-term costs 
even if the long-term benefits are large. The country has made it from low to 
middle income and living standards keep improving even if slowly. The dominant 
view can then favor muddling through without radical change.

Figure 1.10 Small Middle-Income Countries and Graduated Middle-Income Countries: 
Comparator Governance Indicators
Source: Worldwide Governance Indicators.
Note: HIC = high-income country; MIC = middle-income country; SMIC = small middle-income country.
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Maybe an Inability to View Immigration  
as an Economic Catalyst?

One particular illustration concerns openness to labor inflows, a subject for which an 
interesting contrast can be made between the most liberal of the SMICs in sub-Saharan 
Africa, such as Mauritius and Singapore. Until the late 1980s and early 1990s, 
Mauritius and Singapore were on similar growth and economic transformation trajec-
tories. Thereafter, their GDP per capita levels diverged rapidly, with Singapore virtually 
quadrupling its GDP per capita while Mauritius could “only” double its. During that 
period, Singapore became more integrated into the global labor market, with its popu-
lation rising from 2.4 million in 1980 to 5.4 million in 2013, of whom about 40 per-
cent were foreign born. In contrast, Mauritius kept its labor market much more closed; 
its population grew from about 1 million to only 1.3 million during the same period, 
and the share of foreign born was less than 4 percent. 

Wait a Minute, Are These All Similar?

All of the above hypotheses harbor sources of divergence between SMICs in sub-
Saharan Africa and graduated MICs. Each of these hypotheses has at least one of 
the following traits:

• It is notoriously hard to quantify the effects of these hypotheses because of 
the absence of counterfactuals and the inability to test them using random-
ized control trials.

• Agreement on the appropriate measures to address each of the problems is 
hard to achieve, as expected with subjective issues.

• The reforms required to address each of the hypotheses are multipronged, and 
unlike MIC or advanced economy status, progress cannot be computed, and 
success cannot be stated as the time when X measurement surpasses Y threshold.

The analysis here shows a number of areas of divergence between SMICs in 
sub-Saharan Africa and graduated MICs. However, coming to agreement with a 
technical peer on which measures need to be carried out, why, over how long, and 
when to know whether the measures have worked would be an enormous task. 

Consider convincing at least a majority of the ministerial cabinet, the opposition, 
civil society, political and entrepreneurial elites, and the electorate at large of the reform 
agenda, and we are in the position of the authorities in a number of the SMIC coun-
tries. Therein lies the challenge with implementation of the finer reforms that could 
nudge SMICs in sub-Saharan Africa to graduate to the advanced economy club.

SMICs in sub-Saharan Africa grew at an average annual pace of about 3 per-
cent from 2009 to 2012, less than half the pace of the emerging markets. 
Although the growth rate is low, it is still positive, which may explain why SMICs 
may be trapped in a stable but suboptimal Nash equilibrium.7 No one is willing 

7 A Nash equilibrium is stable and persists because no participant can gain from a unilateral change of 
strategy if the strategies of the others remain unchanged. Hence, in the country’s economy all the 
participants perceive the expected cost of changing the status quo to be higher than the expected 
benefit if more than one player were to change.
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to pay the short-term price of diverging from the existing policy because the 
perceived short-term risks are high and the status quo is relatively comfortable. 
This stasis may also reflect the existence of a small political and entrepreneurial 
elite—comprising people with close ties to one another—that helps consensus to 
be achieved but may slow down major reforms.

Figure 1.11 shows the economic areas in which the SMICs in sub-Saharan 
Africa are performing at comparable levels to countries that have made the transi-
tion to advanced economy status. As noted above, SMICs in sub-Saharan Africa 
have strong implementation capacity, particularly in their ministries of finance 
and central banks. SMICs in sub-Saharan Africa have used this capacity to do just 
as well as graduated MICs to ensure macroeconomic stability, deliver relatively 

Figure 1.11 Economic Indicators: Areas in Which Small Middle-Income Countries Are 
Performing at Levels Comparable to Graduated Middle-Income Countries
Sources: Fraser Institute, Economic Freedom of the World: Annual Report 2014; and World Economic Forum.
Note: HIC = high-income country; MIC = middle-income country; SMIC = small middle-income country.

4.0

4.2

4.4

4.6

4.8

5.0

5.2

5.4

5.6

20132012201120102009200820072006

SMICs
Successful
graduates

1. Macroeconomic Environment
(Index, 7 = best)

0

1

2

3

4

5

6

7

201020052000199519901985198019751970

2. Size of Government
(Index, 10 = best) 

3.0

3.2

3.4

3.6

3.8

4.0

4.2

20132012201120102009200820072006

SMICs
Successful
graduates

3. Efficiency of Government Spending
(Index, 7 = best)

0
1
2
3
4
5
6
7
8
9

201020052000199519901985198019751970

4. Freedom to Trade Internationally
(Index, 10 = best)

0

2

4

6

8

10

12

201020052000199519901985198019751970

SMIC
MIC-HIC

SMIC
MIC-HIC

SMIC
MIC-HIC

SMIC
MIC-HIC

5. Credit Regulation
(Index, 10 = best)

0
1
2
3
4
5
6
7
8
9

201020052000199519901985198019751970

6. Legal System and Property Rights
(Index, 10 = best)



©International Monetary Fund. Not for Redistribution 

 18 Introduction

efficient spending, liberalize trade, and protect property rights. In credit regula-
tion, SMICs in sub-Saharan Africa actually perform better than graduated MICs. 
The reforms required to achieve this positive outcome are in areas in which the 
policy goal is clearer, the benefits easier to support with empirical evidence, and 
the implementing agencies more easily identified and adequately staffed.

However, in areas outside the purview of the ministries of finance and central 
banks, the sub-Saharan African SMICs have done less well in emulating graduated 
MICs (Figure 1.12; these areas are covered in more detail in subsequent chapters). The 
SMICs also need to make sure that growth is inclusive and that they raise their HDIs 
to the level achieved by the graduated MICs (Figure 1.13). This goal suggests, as dis-
cussed below, that the SMICs in sub-Saharan Africa may wish to focus on improving 
educational attainment and health care services, as illustrated in Figure 1.12.

Figure 1.12 Comparator Economic Indicators: Areas in Which Small Middle-Income Countries 
(SMICs) Underperform Relative to Graduated Middle-Income Countries
Source: World Economic Forum.
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For the SMICs to emulate the graduated MICs, they will need to build on the 
gains identified in Figure 1.12 to address the lagging reform areas. These reforms 
go beyond the ministries of finance and central banks, are sometimes harder to 
define, and often require coordination across several agencies. 

COUNTRIES THAT HAVE ADVANCED  
FROM MIC TO HIC STATUS—APPLICABLE  
POLICY LESSONS AND INSTITUTIONAL 
ARRANGEMENTS FOR SMICS
No single reform path can be used to propel any economy from middle-income 
to high-income status. Many MICs have moved to HIC status by enacting 
reforms that had significant impacts on productivity and growth (Chile, Korea, 

Figure 1.13 Selected Human Development Indicators in Small Middle-Income Countries 
Compared with Graduated Middle-Income Countries
Source: United Nations.
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and Singapore, for example). Historical experience suggests that investment in 
education and human capital and real and financial sector reforms can spur pro-
ductivity, and thus growth. However, the impact of these reforms can be limited 
if they do not address the most binding constraints to growth within a country 
(Hausmann, Rodrik, and Velasco 2008). 

Thus, this section focuses on selective country case studies to build on the 
previous analysis and identify applicable policy lessons that could be drawn for 
SMICs as they chart the course toward HIC or advanced economy status.

Cross-country research shows that in general a stable macroeconomic frame-
work, openness to trade, strong institutions, and a well-developed financial sys-
tem are key to strong and sustained growth.8 An IMF study also finds that, in 
addition, more equality in income distribution is robustly correlated with longer 
growth spells (Berg, Ostry, and Zettelmeyer 2012), pointing to the need to make 
growth more inclusive to improve the pace and sustainability of overall growth.9,10 

Simple data analysis in this chapter also shows that MICs that have man-
aged to move up to HIC status have several common characteristics, such as 
more equal income distributions and lower unemployment rates, high govern-
ment effectiveness, and active private sectors that support the government’s 
efforts to protect investors and ease access to credit. In general, the private 
sector usually takes the lead in the growth process during the transition to 
high-income status. 

The selected country case studies also show that graduated MICs have a num-
ber of common characteristics:11

The implementation of policies and reforms benefited from well-designed sequenc-
ing and a focus on education and the upgrading of the human capital base to lift 
productivity from the start.

After graduation from LIC to MIC status, countries that subsequently achieve 
HIC status tend to be the ones that move quickly to the next generation of 
reforms with a special focus on augmenting the human capital base. The policy 
focus of reforms shifts to the upgrading of human capital to help boost economy-
wide productivity growth. MICs that manage to graduate to HIC status tend to 

8 These factors are observed mostly in Asian experiences, as discussed, for example, in Krugman 
(1994), Page (1994), Stiglitz (1996), and World Bank (1993). See also Chapters 2, 3, and 4 for more 
insight.
9 Basdevant, Benicio, and Yakhshilikov (2012) apply the findings of Berg, Ostry, and Zettelmeyer 
(2012) and the results show that income inequality, based on the Gini coefficient, is one of the main 
determinants of the duration of growth spells in the majority of the SMICs that are the subject of this 
book. Specifically, in Namibia, the duration of growth spells could triple if income inequality were to 
be reduced to the levels prevailing in a group of MICs with the same level of development.
10 Almost all advanced economies have Gini coefficients of less than 0.5. Income inequality can lead 
to wasted productive potential and misallocation of resources, and may prevent capital and labor from 
being matched as efficiently as possible, thus undermining growth.
11 The choice of countries for the case studies was in part guided by small open-economy graduated 
MICs that have undertaken policies that seem to dovetail with the results of the analytic research 
contained in the subsequent chapters of this book. 
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show a significant increase in human capital investment over time. Education and 
development of human resources tend to be the center of government policies to 
build a knowledge-based economy. 

Education spending is carefully allocated, with the initial focus more on 
strengthening primary and secondary education before moving on to tertiary 
education. The education system is also tailored to match the needs of industry 
at each stage of development to address any skills mismatch in the labor market. 
For example, in the early stages of Singapore’s development, the government set 
up technical schools and paid foreign corporations to train unskilled workers for 
higher-paying jobs in electronics, ship repair, and petrochemicals. In addition, it 
used strategies to convince talented individuals to have a stake in the country’s 
overall economic policy. 

In MICs that have graduated to HIC status, governments also tend to concen-
trate on upgrading their technology and product complexity to foster productiv-
ity growth. In Malta, another small open economy, the government focused on 
research and development to enable its industries to move up the value chain and 
increase the sophistication of its products. 

Good governance with the right institutional setting supported an efficient public 
sector, private sector development, and competitiveness. 

In Chile, which is a MIC on the verge of becoming a HIC (or already is a 
HIC by some measures), regulatory reforms contributed to prolonged strong 
growth. After the crisis of 1982 that left half of the Chilean banking sector in 
bankruptcy, the government conducted numerous reforms of the laws regulating 
corporations and the financial sector. The government recognized that highly 
qualified professionals are essential to accomplishing fundamental change. 
Reform became the seed for revitalizing the private sector, which helped to pave 
the way for Chile’s prolonged growth. In Malta, the country’s robust legal and 
regulatory framework is based on European Union directives while remaining 
business friendly and industry oriented. 

Institutional weaknesses could hinder graduation from MIC to HIC status. At 
independence, Singapore faced high levels of unemployment and other adverse 
conditions that SMICs face today. At the heart of Singapore’s success story is the 
concept of a social contract between the ruling People’s Action Party government 
and the people of Singapore, with an emphasis on an effective and efficient gov-
ernance framework to promote an effective civil service. The government also 
provided confidence that national policies would remain stable in the short term, 
while continued efforts were made to enable Singapore to overcome a number of 
critical challenges. Singapore’s economic goal, first and foremost, was to create 
good jobs for its people by helping businesses take advantage of opportunities. 
Singaporeans are constantly asking what the market needs, and how they can 
develop the capabilities to meet these needs. The government also made it pos-
sible for both local and international companies to find it worthwhile to establish 
a presence and invest in Singapore. To remain competitive, they are constantly 
upgrading those skills and creating a business-friendly environment. Other 
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priorities are security, rule of law, and political stability. Investors need certainty; 
they need to know what to expect 10 or 20 years from now. 

Continuous innovation, including in institution building, is necessary to help sup-
port a creative and flexible economy. 

Sustained long-term growth requires changes to economic structures over 
time. The productivity gains from past reforms and cross-sector reallocation 
might already have peaked and old growth models may have become insufficient. 
Thus, continuous innovation, sometimes through experimentation, is necessary 
to survive in a rapidly changing global environment to increase the odds of gradu-
ating from MIC status. 

Institutional innovation was critical to the export discovery process that led to 
sustained growth in Chile. For example, Fundación Chile is considered a true insti-
tutional innovation that played a major role in the export discovery process (Agosin 
and Bravo-Ortega 2009). It was established for Chile’s salmon industry to find 
venture capitalists to invest in innovative projects promoting technology transfer 
and new business models that could benefit the country. The government also initi-
ated an aggressive strategy by negotiating free trade agreements, lowering tariffs, and 
facilitating access to untapped and larger markets for new exports. The General 
Directorate for Foreign Economic Affairs and ProChile were in charge of negotiat-
ing trade agreements. As of 2014 Chile has trade agreements with 57 countries 
worldwide, allowing the country to access 86 percent of global GDP. 

Malta also managed to use its small open economy characteristics to offer 
more flexible solutions to its challenges. For example, the government created an 
agency, Malta Enterprise, that aims to promote industrial development and sus-
tain Malta’s competitiveness by creating the enabling environment for enterprises 
to thrive and continue to innovate.

As noted earlier in the chapter, Singapore’s openness to foreign labor and for-
eign ideas is also an important aspect of the Singapore model. To ensure dynamic 
movement from low-technology industry to higher-technology industry, and to 
facilitate the development of a more sophisticated services sector, Singapore dem-
onstrated an openness to absorbing foreign workers and foreign ideas to support 
a flexible labor market and an economy driven by continuous innovation. 

CONCLUSION
The analysis in this introductory chapter presents some of the reasons that SMICs 
remain in MIC status: (1) the growth that brings a country out of extreme pov-
erty (LIC status), such as, for example, capital deepening, is not always the type 
of growth that makes a country richer, lifting its per capita income above middle-
income levels; (2) they lack the ability to continue the process of moving from 
low value-added to high value-added industries because the advantages of low-
cost labor and imitation of foreign production technology tend to dwindle after 
middle- and upper-middle-income levels are reached; and (3) they often lack the 
ability to overcome the political economy constraints to reforms.

Overall, the main message is that a necessary step in avoiding the middle-
income trap is to find the policy mix that will unleash productivity, thereby further 
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lifting per capita incomes. Key lessons from MICs that have graduated to advanced 
economy status show that the steps needed to boost productivity include implement-
ing well-designed and -sequenced policies and reforms that focus on upgrading the 
human capital base, building the right institutional setting to support an efficient 
public sector and enhance private sector development and competitiveness, and con-
tinuously innovating to help support a creative and flexible economy. However, every 
country has a unique set of economic, social, cultural, and political economy circum-
stances, so there is no specific policy mix that will suit all countries. 

The rest of this book presents the analytical research that aims to uncover the 
reform policies that could address the bottlenecks identified in this chapter and 
support the goal of unlocking the growth potential of SMICs. In doing so, the 
policies discussed in the book aim to lay out a possible road map to implementa-
tion of reforms that could help propel SMICs to advanced economy status. 

ANNEX 1.1. FROM EXTREME POVERTY TO  
MIDDLE-INCOME COUNTRY STATUS—THE  
CABO VERDE CASE STUDY12

At independence in 1975, Cabo Verde’s prospects were relatively poor. In particu-
lar, the country had

• Virtually no human capital 

• Memories of frequent famines 

• Only 10 percent of its land suitable for agriculture, out of 4,033 square 
kilometers 

• No resources—even water was scarce due to low rainfall

• Limited domestic markets

• Poor infrastructure

• Scarce educational opportunities—there were only two high schools

• Annual per capita income of about US$190 

• No national treasury—Cabo Verde had to appeal to Portugal for US$300,000 
to meet current expenses

In fact, many observers (including Cabo Verdeans) did not foresee a future in 
the islands. 

Almost four decades after independence, Cabo Verde’s economy has strength-
ened significantly and its standing looks dramatically different from that of the 
pre-independence era:

• Annual per capita income increased to about US$3,800

• Poverty fell from 49 percent to about 27 percent

12 Prepared by Carla Cruz, National Director of Planning at the Ministry of Finance and Economic 
Planning of Cabo Verde.
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• Literacy among youth now stands at about 95 percent

• Infrastructure development stands at fifth in sub-Saharan Africa 

• Cabo Verde is among the world’s top 10 destinations for foreign direct 
investment 

• Cabo Verde is among the world’s top 10 country reformers 

• Cabo Verde now ranks fourth in sub-Saharan Africa on the United Nations 
International Telecommunication Union Information and Communications 
Technology Development Index 

• Cabo Verde now ranks sixth in sub-Saharan Africa on an e-governance index.

Despite this notable progress, several challenges remain, challenges akin to 
those faced by other SMICs in sub-Saharan Africa:

• During the past two or three decades, growth was driven by several factors: 
(1) strong investment in education and health in the post-independence era; 
(2) the process of opening the economy, initiated in the late 1980s; (3) 
market reforms and privatization in the 1990s; and (4) deep reforms that 
have been implemented since 2000. These measures were part and parcel of 
the government’s reform agenda, which focuses on maintaining a stable 
macroeconomic environment and administrative reforms for improving the 
business environment. Several other relevant factors include, for example, 
support from the Cabo Verde diaspora, efforts to win the trust of donors 
since 2001, investment in infrastructure over the past decade, consolidation 
of democracy, and more foreign direct investment. 

• As a largely undiversified and highly open economy, Cabo Verde tends to be 
vulnerable to global shocks and the associated outward economic spillovers. 
Thus, Cabo Verde’s economy displays a high degree of growth and current 
account volatility, reflecting concentrated production and export structures 
that are not broad based. It also still has a large infrastructure gap that it is 
trying to close with the use of concessional financing that has increased 
its debt level to close to 100 percent of GDP. This poses particular chal-
lenges given the underlying rigidities in the country’s fiscal position that 
limit the use of countercyclical policy actions in the event of shocks. Like 
other SMICs, growth has moderated somewhat in the past decade and 
unemployment remains a challenge.

The key lessons from Cabo Verde’s development experience thus far include 
the following:

• Getting the basics right

• Good governance

• Macroeconomic stability and credibility and sound management of pub-
lic finances

• Investing in people

• Adapting strategies and policies to keep pace with global evolution
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• Structural reforms

• Diaspora mobilization policies 

• Agenda for economic transformation

• Pioneering electronic governance

• Effective implementation to deliver good economic outcomes

• State modernization reforms 

• E-governance platform

• Ownership of development priorities facilitated by external aid

• Donor support group

• Pilot country for One-UN/Delivering as One 

• Commitment to Paris and Accra Declarations

Carefully calibrated policies to tackle poverty and enhance more inclusive 
growth include (1) sound economic growth, (2) investment in farming, (3) invest-
ment in social programs, and (4) technical and vocational training. The Cabo 
Verde government also embarked on several reforms of the social security and 
pension system. Among the reforms that produced positive effects on poverty 
reduction are the expansion of the minimum social pension to cover new classes 
of pensioners and the extension of the INPS (social insurance) system to new 
categories of workers, such as independent professionals and maids. The system 
already provides broader health insurance to many people, thereby facilitating 
access to health care. The expansion of the minimum social pension granted the 
most disadvantaged segments of the population a social security safety net and the 
conditions for a better life. 

During the 2008–09 global financial crisis, the government concentrated on 
ramping up public investment to counteract the effects of the global slowdown 
on domestic demand. Seizing the window of opportunity provided by conces-
sional loans made available to Cabo Verde to complete the transition from a 
least-developed country to a MIC, the government implemented an important 
investment package; the goal was to overcome some of the constraints to long-
term growth, particularly the economic infrastructure. This effort caused the debt 
to rise; however, because of the government’s commitment to macroeconomic 
stability, the debt level is still considered to be sustainable according to the regular 
debt-sustainability analysis conducted by the IMF. Additionally, the government 
has started a strong program of fiscal consolidation, consistent with the long-term 
reform program, to guarantee that the public accounts will balance and to con-
tribute to increasing competitiveness and promote financial stability.

The agenda for change encompasses a long-term vision for the development 
of Cabo Verde taking into account its natural advantages—large ocean rights (an 
800,000 square kilometer exclusive economic zone), geographic location, and 
tropical climate. The agenda seeks to lead the country to a modern, predomi-
nantly services-based, economy, which would require the development of new 
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sectors of activity to be the drivers of growth, considering the current narrow 
economic base. Some progress has been achieved, but the challenge lies in accel-
erating the process of change and reform to trigger new competitive factors to 
foster the diversification of the economy through clusters of development. 

The main vision of the country’s development agenda is to be an inclusive 
nation, fair and prosperous, providing opportunities for all. To meet this goal, the 
government has identified seven strategic challenges that are intended to be 
resolved during the legislative session in 2015:

• How to build a dynamic, competitive, and innovative economy, with pros-
perity for all

• Fostering the private sector, investment, and productivity growth

• Promoting development and social cohesion and facilitating access to basic 
services

• Capacity building and producing knowledge fostering economic growth

• Consolidating democracy, enhancing freedom, and reinforcing good 
governance

• Modernizing and expanding infrastructure

• Asserting that Cabo Verde is part of a global world and developing partner-
ships for competitiveness

The key goal of the new Growth and Poverty Reduction Strategy is to trans-
form Cabo Verde into an international services center supported by a produc-
tive base. To make this transformation, Cabo Verde must accelerate, enhance, 
and expand reforms, which should cover all levels of public administration, 
including municipalities, agencies, and public companies, with the purpose of 
building an efficient state, geared toward helping the private sector create jobs 
and wealth.
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CHAPTER 2

Macroeconomic Vulnerability: 
Reserves Adequacy and 
Fiscal Policy

ArA StepAnyAn

The turbulence in global markets in the past few years underscores the impor-
tance of reassessing the adequacy of international reserves, including for small 
middle-income countries (SMICs) in sub-Saharan Africa. Many of these coun-
tries tend to be much more susceptible to global shocks and outward spillovers 
given their less diversified economies, open capital accounts, and lower fiscal 
policy buffers (see Box 2.1 and Figure 2.1). Reflecting the fixed costs of operating 
an independent monetary policy or their lower levels of financial intermediation, 
they have mostly opted for intermediate regimes, such as soft or hard pegs, and 
therefore do not have domestic policy levers beyond fiscal policy to react counter-
cyclically to shocks.1 Without the buffer of nominal exchange rate flexibility, and 
given their higher exposure to macroeconomic volatility, maintaining adequate 
reserves is of particular importance in SMICs. At the same time, some of the 
SMICs are also working on closing their infrastructure gaps and are grappling 
with devising best practice macroeconomic and fiscal policy frameworks to help 
address this challenge while preserving macroeconomic stability. How to address 
this issue with a less-than-adequate level of reserves coverage in a pegged exchange 
rate regime amid the current fragile global environment is a key policy challenge.

Since 2000, reserves of SMICs in sub-Saharan Africa increased five times in 
dollar terms. The desire to hold more reserves is driven by the important role 
reserves play in both preventing crises and mitigating their impact. However, 
holding reserves is costly and the utility of reserves has diminishing returns. It is 
important to strike a balance between reserves’ crisis prevention and mitigation 
features and their cost.

This chapter applies a framework, developed by the IMF, to determine the 
adequacy of reserves for select SMICs in sub-Saharan Africa.2 Using self-insurance 
models, the analysis finds that international reserves held by some of the SMICs 
are broadly adequate to smooth large shocks. However, in Cabo Verde and 
Namibia, both of which have pegged exchange rate regimes, reserves remain either 

1 Note that both Namibia and Swaziland are members of the Common Monetary Area along with 
South Africa and Lesotho.
2 For a more detailed discussion of the approach, see IMF (2011).
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Seychelles’ Experience and Perspective on Reserves Accumulation1

As a small, open, island economy, Seychelles is heavily dependent on imports. Its main 
source of foreign exchange earnings is the tourism sector, the volatile performance of 
which is inherently susceptible to external developments. For these reasons, an appro-
priate buffer of international reserves can be viewed as critical for Seychelles. This 
became apparent when the country’s reserves levels were almost depleted in 2008 as a 
result of unsustainable macroeconomic policies; this situation not only led to balance 
of payments difficulties but also a collapse of confidence in the domestic currency as 
well as the economy in general. 

Toward the end of 2008, at the peak of Seychelles’ own economic crisis, gross official 
reserves amounted to a mere US$51 million, equivalent to only a few weeks of import cover-
age. At that level, reserves could also not defend or support the existing pegged exchange 
rate system. Following the crisis, a strategy to build up reserves as a buffer became a key 
component of a macroeconomic reform program that was launched in late 2008 with the 
support of the IMF; net international reserves levels were set as program targets. 

In the initial stage of the reserves accumulation process, funds from international 
partners in support of the country’s reform agenda played an important role. However, 
as the country’s economy has strengthened, with a marked improvement in fundamen-
tals, reserves accumulation from opportunistic purchases of foreign exchange in the 
local market have become more important. By the end of 2013, the stock of reserves 
had increased to US$425 million (up from US$195 million at end-2009). 

But a strategy based on the accumulation of reserves carries its own challenges. 
Starting out with limited expertise, the Central Bank of Seychelles (CBS) had to leverage 
its capacity, design reserves management policies and guidelines, and set up a reserves 
management team to execute the decisions of an investment committee and to ensure 
that the country’s foreign assets yield appropriate returns. 

However, with the overall very loose monetary policies currently being implemented 
worldwide, interest rates have plummeted. The CBS reacted by diversifying its reserves 
holdings into higher-yielding currencies, such as the Australian dollar and Canadian 
dollar. Still, income on reserves, which had peaked at about US$3.5 million in 2011, fell 
to less than US$1.0 million in 2013 despite the recorded increase in gross reserves over 
the same period. To address capacity issues, the CBS has engaged with Crown Agent 
Investment Management and the Reserves Advisory and Management Program of the 
World Bank, from which staff are benefiting through relevant training. 

From a monetary policy perspective, reserves accumulation through purchases of foreign 
exchange from the market injects new domestic liquidity, which, under the current mone-
tary targeting framework needs to be sterilized at a cost. In view of the low interest rate 
environment, the sterilization costs outweigh the income earned on reserves assets. 

Given that holding reserves carries an opportunity cost, it is of paramount importance for 
the CBS to know the optimum amount that it needs to hold. (The opportunity cost is ulti-
mately fiscal and therefore crowds out other spending needs, such as much needed infra-
structure investment.) Theoretically, this optimum amount is influenced by factors such as 
the exchange rate regime, how effectively the economy adjusts to external payments 
imbalances, and the level of external exposure of the economy, among others. This amount 
is set as a multiple of months of import coverage, which, according to the CBS’s five-year 

BOX 2.1

1 Prepared by the Seychelles authorities.
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strategic plan starting 2014, should not be lower than 4.5 months of imports at the end of 
each year. Based on an IMF analysis of various shock scenarios, Seychelles’ reserves level at 
about US$450 million, or 4 months of imports at the end of 2014, meets the different mea-
sures of reserves adequacy and compares favorably with similar economies. 

According to the IMF, “Seychelles has unusual vulnerabilities as a remote, highly 
open, and tourism-dependent micro-state; as a result, standard reserves adequacy 
metrics underestimate country-specific needs” (IMF 2014, 37). However, based on stud-
ies carried out in early 2014, “the analysis of the impact of potential shocks and peer 
comparisons on pertinent metrics indicates that coverage has now reached a desirable 
range” (IMF 2014, 37). This conclusion is based on the country’s ability at the current 
level of reserves to weather significant shocks, such as a 40 percent decline in tourism 
earnings or terms-of-trade shocks resulting in a 20 percent increase in food and other 
non-oil imports. The IMF study also shows that on widely used traditional metrics, 
“Seychelles fares average in peer comparison of pertinent traditional reserves coverage 
metric” (IMF 2014, 38). Seychelles compares favorably on coverage in relation to GDP 
and broad money although the study notes that these are less pertinent sources of risk 
for the country. With regard to import coverage, which can be viewed as a more rele-
vant measure of reserves adequacy, the study finds that Seychelles lies around the 
mean compared with other tourism-dependent peers but in the second-lowest quartile 
among emerging markets, which have achieved import coverage of about six months. 

The IMF also indicated that while the new reserves adequacy metric (IMF 2011) would 
suggest Seychelles has reached an adequate level of reserves since 2011, it further indi-
cates that the metric “does not sufficiently take into account Seychelles’ unusual country 
characteristics,” namely the “small island’s increased sensitivity to external shocks, extreme 
openness and tourism dependency” (IMF 2014, 38). Consequently, to uphold confidence 
in the economy and further strengthen the country’s capacity to deal with external 
shocks, the Seychelles authorities are maintaining their policy of reserves accumulation 
through opportunistic purchases of foreign exchange from the market.

Figure 2.1 Selected Middle-Income Countries in Sub-Saharan Africa: Reserves Adequacy, 
2012 (Percent of GDP)
Sources: Country authorities; and IMF staff calculations.
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too close to or below adequate levels, which suggests the need for more medium-
term fiscal consolidation, as emphasized in their bilateral consultation reports. In 
addition, structural reforms to improve the foreign investment environment and 
boost private sector savings would enhance each country’s external balance, sup-
porting reserves accumulation. 

EMPIRICAL ANALYSIS 
The first methodology uses a metrics-based approach that focuses on potential 
balance of payments pressures. The newer metric is based on the weighted average 
index of export earnings, two separate external liability shocks, and capital flight 
risk (Box 2.2). In general, this new approach suggests that reserves coverage in the 

Standard and Modern Approaches for Estimating Reserves Adequacy1

Standard measures of reserves adequacy are usually based on a simple ratio of gross 
official reserves. Four measures are typically identified:

• For a country with a fixed exchange rate, the level of reserves should be at least 
three months of prospective imports of goods and services.

• Another metric is to ensure full coverage of short-term debt service by remaining 
maturity. Specifically, reserves should be sufficient to cover the payment of debt-
service outflows over the next 12 months in full. 

• The ratio of gross official reserves to base or reserves money (typically M0) gives 
a measure of the backing of currency in circulation. This measure is most relevant 
in countries with currency boards, where the law requires the central bank to 
maintain a high percentage of reserves (60–100 percent) to be freely available to 
be exchanged for domestic currency in circulation.

• The reserves coverage of broad money (typically M2) is another popular mea-
sure. The metric is intended to capture the risk of capital flight, and a ratio of 
20 percent is commonly used as the minimum threshold for countries with a 
fixed exchange rate regime.

Model-based approaches derive the adequate level from a cost-benefit analysis. The 
benefits of holding reserves (that is, reducing the probability of a crisis and smoothing 
consumption) are assessed against the cost of holding reserves, as measured by forgone 
investment in the economy. The benefits are typically defined in two broad categories:

• Protecting the economy against a sudden stop in capital flows (Caballero and 
Panageas 2004; Jeanne and Rancière 2006).

• Reducing the probability of a crisis and its cost (Garcia and Soto 2004).

Along these lines, Dabla-Norris, Kim, and Shirono (2011) propose a methodology to 
assess reserves adequacy for low-income countries and small island developing states. 

BOX 2.2

1 Drawn from IMF (2011).
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neighborhood of about 100−150  percent of the metric is broadly adequate to 
address potential balance of payments pressures. Table 2.1 shows that Botswana, 
Lesotho, and Mauritius have comfortable amounts of reserves, whereas the level 
of reserves of Cabo Verde, Namibia, and Swaziland were somewhat too close to 
the 100 percent suggested by the metric in 2007–13.3,4 

3 Given the role of the current account in most SMICs in sub-Saharan Africa, we reduced the weight 
on short-term debt relative to exports by 10 percentage points for all countries except Mauritius and 
Cabo Verde. At the time the analysis on reserves was done, the data were based on preliminary esti-
mates; final data that would be available at the time of publication of the book would most likely not 
substantially alter the broad conclusions reached here.
4 Note that other more traditional methodologies of assessing reserves adequacy suggest that both 
Cabo Verde and Swaziland were broadly in the range of what would be considered adequate. Data 
limitations preclude conducting the reserves adequacy exercise for Seychelles.

Dabla-Norris and coworkers’ model takes into account both the costs and the benefits 
of holding reserves. In this framework, a crisis is defined as a sharp drop in absorption, 
and the optimal level of reserves is determined when the crisis prevention and mitiga-
tion benefits of reserves are balanced against the net financial cost of reserves, defined 
as forgone investment opportunities measured by the marginal product of capital.

An alternative approach to assessing the optimal level of reserves is developed by 
Ben-Bassat and Gottlieb (1992). They focus on the demand for optimal precautionary 
reserves for a borrowing country and augment the standard approach to optimal 
reserves by relating default risk to macroeconomic variables such as the ratio of reserves 
to imports and the external-debt-to-exports ratio and per capita gross national product.

A model-based approach has also been developed by the IMF (2011) to derive opti-
mal reserves holdings. Since 2002, emerging market and low-income countries have 
outpaced the traditional reserves adequacy metrics. Subsequently, during shocks these 
reserves have provided a useful cushion against economic crises, including during the 
2008–09 global financial crisis. 

This model-based approach provides a framework for optimal reserves. For emerging 
market economies, a two-stage methodology is employed.

• The first stage estimates different potential losses of foreign reserves. The poten-
tial outflows during periods of exchange market pressure are estimated, when 
the specific sources of loss identified are (1) a potential loss of export earnings 
from a drop in external demand or a terms-of-trade shock, (2) an external liability 
shock to short-term debt and medium- and long-term debt and equity liabilities, 
and (3) a capital flight risk.

• In the second stage, the level of reserves a country should hold is estimated 
based on the metric obtained from the first stage. For countries with fixed 
exchange rate regimes, the approach proposes to use the following risk weights, 
based on tail event outflows during exchange market pressure: 10 percent of 
export income, 30 percent of short-term debt, 15 percent of other portfolio liabil-
ities, and 10 percent of broad money, which in this case is a proxy for liquid 
domestic assets.
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The chapter also presents other estimates of the optimal level of reserves for 
SMICs based on standard methodologies.5 The chapter shows estimates of the 
level of reserves that would be required to satisfy simple rules of thumb that have 
been widely used for measuring reserves adequacy. The comparison of the results 
from traditional rules of thumb and the new metrics against the actual holdings 
of reserves for SMICs in sub-Saharan Africa is presented in Figure 2.1. 

Considerable developments have occurred in the theoretical literature on the 
determinants of reserves. The literature identifies two main motives for holding 
reserves—the precautionary and the mercantile—and it uses different types of 
variables to measure the size of these motives. This chapter focuses mainly on the 
precautionary motive. 

The determinants of international reserves are grouped into two broad catego-
ries: (1)  those that describe countries’ external positions, and (2) those that 
describe countries’ macroeconomic policies. This chapter focuses on exploring 
macroeconomic policy options that could be exercised to increase reserves accu-
mulation in a given external position. Structural reforms to boost a country’s 
competitiveness would be another measure in support of reserves accumulation. 
However, identifying the types of structural reforms that are important for 
reserves accumulation is outside the scope of this chapter and could be a relevant 
area for further research. The analysis will look at the impact of fiscal policy on 
reserves accumulation, given that many of the SMICs do not have an indepen-
dent monetary policy. In a formal treatment of government solvency, Buiter and 
Patel (1997) use the concept of net total liabilities, which deducts foreign 
exchange reserves from total government liabilities in assessing the fiscal stance. 
This approach suggests that the fiscal authorities can use international reserves 
directly to finance fiscal spending. If the private capital account were closed, fiscal 
policy action would translate one-for-one into reserves changes in the medium 
term. However, there is an indirect channel of interaction between fiscal policy 
and foreign reserves. Hausmann and others (1996) argue that a larger stock of 

5 Box 2.2 describes the various methodologies used to assess reserves adequacy in this chapter. The data 
used are based on the IMF’s World Economic Outlook and Government Finance Statistics databases.

TABLE 2.1

Middle-Income Countries in Sub-Saharan Africa: Adequacy of International Reserves

2006 2007 2008 2009 2010 2011 2012 20131

(Actual reserves versus metrics suggestion, in percent) 

Botswana 445.7 467.9 542.8 515.2 391.9 344.0 280.6 297.9 
Cabo Verde 81.0 98.6 92.3 97.7 87.8 82.9 68.5 68.5 
Lesotho 238.9 255.7 261.2 292.0 220.4 190.1 134.0 151.3 
Mauritius 187.1 213.2 109.8 144.7 145.3 159.4 171.9 189.4 
Namibia 39.9 69.7 99.2 117.9 80.8 86.6 73.3 78.7 
Swaziland 72.3 124.5 148.9 143.2 97.5 73.7 82.6 104.2 

Sources: Country authorities; IMF, World Economic Outlook database; and IMF staff estimates.
1 Data for 2013 are estimates.
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international reserves may increase a government’s financial room to maneuver in 
the event of shocks. 

A long-term relationship between reserves and their macroeconomic determi-
nants is identified for SMICs in sub-Saharan Africa. The analysis uses annual data 
from 1990 through 2011 and employs panel cointegration techniques (Pedroni 
2004; Pedroni and Canning 2008). Seven statistics are used to identify the cointe-
grating relationship between gross reserves and its determinants. As mentioned 
above, most SMICs choose an intermediate exchange rate regime. Therefore, the 
analysis focuses more on fiscal policy instruments, given the lack of an indepen-
dent monetary policy. The statistics below present the results of the cointegration 
analysis among reserves, exports plus current transfers, and government spending 
adjusted for external budgetary grants. Three statistics out of seven reject the 
hypothesis of no cointegration with a 95 percent confidence level (Table 2.2), and 
one statistic rejects the null hypotheses with a 90 percent confidence level. It is 
worth noting that the group-mean augmented Dickey-Fuller tests, which tend to 
have better performance in short panels, rejects no cointegration hypothesis with 
a 95 percent confidence level.6 A fully modified ordinary least squares regression 
method is used to estimate the coefficients of the cointegration vector. This 
method deals with both serial correlation and endogeneity. The results show that 
while countries’ reserves holdings increase with exports and current transfers, they 
decrease in response to an increase in government spending—supporting what one 
would have assumed to be the case from the outset. These results could be used by 
policymakers in SMICs in sub-Saharan Africa to guide their macroeconomic poli-
cies to ensure the adequacy of reserves and the sustainability of those policies.

This analysis of reserves adequacy uses a multidimensional approach. It uses a 
variety of methods for measuring the optimal level of reserves based on the results 
obtained using the new metric. In particular, it uses the Dabla-Norris, Kim, and 

6 The analysis used different combinations of variables describing the external position and fiscal 
instruments but the results were not significant. We added current transfers to exports because the 
series for current transfers has negative numbers, which do not allow the use of a log specification for 
the series. We adjusted the expenditure variable for external budgetary grants to eliminate the impact 
of grants on both expenditures and reserves.

TABLE 2.2

Cointegration Analysis Results

panel v-stat      =  1.38591
panel rho-stat  = –1.06914
panel pp-stat   = –2.22092**
panel adf-stat  = –1.74045*

group rho-stat =   0.39500
group pp-stat  = –2.47184**
group adf-stat  = –2.16855**

Source: IMF staff estimates.
* Rejection with 90 percent confidence interval
** Rejection with 95 percent confidence interval
Panel stats are weighted by long-term variances.
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Shirono (2011) and Ben-Bassat and Gottlieb (1992) methods that are based on cost-
benefit models and provide a comprehensive framework to determine the optimal 
level of reserves. However, these models are sensitive to the assumptions about eco-
nomic structure and the costs and benefits of holding reserves. Thus, the analysis also 
uses Frenkel and Jovanovic’s (1981) buffer stock of assessing reserves adequacy. 

Measuring the cost of holding reserves is challenging not only for SMICs but 
also for larger economies. The cost of holding reserves can be analyzed either as 
the actual financial costs incurred by the monetary authorities in acquiring 
reserves or from a broader economy-wide view. The following approaches could 
be used for determining the cost of holding reserves:

• The external funding cost net of the estimated return earned on foreign 
assets held as foreign reserves. The yield on sovereign borrowing is a useful 
proxy for this approach.

• The sterilization cost that the central bank incurs when it purchases foreign 
exchange from the market (with some adjustment to account for exchange 
rate risk), netted against the return earned on foreign reserves assets. 

• Longer-term government bonds adjusted for exchange rate risk provides a 
good proxy for the sterilization cost.

• The marginal productivity of capital provides an estimate of the potential 
returns on forgone physical investment less the returns earned on liquid 
foreign assets.

The analysis first applies the methods described above to assess the optimal level of 
reserves for Namibia. The calculations are extended based on the metrics for reserves 
adequacy for Namibia through 2015 using the framework developed by Dabla-Norris, 
Kim, and Shirono (2011). The results suggest that, on average, in 2012–15 the pro-
jected gross reserves will be about 73 percent of the average level of reserves generated 
by the new metric. The results based on Dabla-Norris and coworkers’ methodology 
suggests that, on average, for 2007–11 the optimal level of reserves for Namibia was 
4.8 months of imports, whereas the actual level for that period was 3.6 months (Figure 
2.2). The analysis also uses the current projections until 2015 to assess whether, in the 
medium term, the level of reserves is expected to approach the optimal level. The results 
confirm the outcome obtained using the new metrics for assessing reserves adequacy 
and suggest that the gap between the optimal and projected reserves levels based on 
plans at the time of preparation of this chapter will likely widen in the medium term, 
which is a potential source of vulnerability for Namibia.7

Similar analysis of reserves adequacy for Cabo Verde suggests that current 
reserves levels are below what is considered adequate. The estimates for the optimal 
level of reserves for 2009–11 are between 2.7 and 4 months of imports, which is in 

7 The IMF staff ’s additional simulation experiments show that in the event of a further worsening in 
the global economic environment compared with the World Economic Outlook projections at the time 
this chapter was prepared, which may lead to a decline in Namibia’s export prices and therefore a 
deterioration in its terms of trade, the gap between the optimal and projected levels of reserves would 
widen further, in the absence of offsetting policy actions.
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line with the actual outcome of 3.9 for the same period, suggesting that the central 
bank’s reserves holdings were adequate. However, for 2012–15, estimates for 
reserves adequacy are between 3.7 and 5 months of imports compared with 
3.4 months, on average, in the macroeconomic framework at the time this chapter 
was prepared. Given the increased public-debt-to-GDP ratio, the minimally ade-
quate level of reserves, and uncertainties regarding external inflows, a strengthening 
of the international reserves position in Cabo Verde would be appropriate. 

Swaziland’s level of gross official reserves is broadly adequate to protect the 
country against external shocks. By reflecting the relevant level of risk of the 
different possible sources of balance of payment pressures, it is estimated that 
the minimum level of reserves needed to cover the risk of potential balance of 
payments outflows in Swaziland is 17 percent of GDP (about 5.1 billion Swazi 
lilangeni for 2012).8 Swaziland is exposed to terms-of-trade shocks because it is 
an oil importer and a sugar exporter. It is also vulnerable to fluctuations in 
Southern African Customs Union transfers. In addition, it has a fully open 
capital account with South Africa, and is thus exposed to capital outflows, while 
it does not have much access to international capital markets. Consequently, the 
central bank would be well advised to aim for a level of reserves that is consid-
ered minimally adequate. Specifically, the central bank needs a larger base of 
reserves coverage to address potential liquidity pressures faced by commercial 

8 See also Basdevant, Forrest, and Mircheva (2013).

Figure 2.2 Optimal Reserves Level for Namibia
Sources: Dabla-Norris, Kim, and Shirono (2011); and IMF staff estimates.
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banks while protecting parity with the rand. Should portfolio outflows occur, 
the level of reserves may not be sufficient for the central bank to be in a position 
to provide liquidity to commercial banks.

More generally, macroeconomic policies in these SMICs should aim to rebuild 
policy buffers to help provide a cushion against large external shocks. Given the 
pegged exchange rate regime in Cabo Verde, Namibia, and Swaziland, the role 
that monetary policy can play is constrained. The only active policy tool left, 
therefore, for countercyclical purposes is fiscal policy. Our analysis suggests that 
further fiscal policy consolidation could possibly help reserves to be accumulated 
more quickly. 

Specifically, our results suggest that for Namibia, a more ambitious fiscal 
effort beyond the authorities’ stance at the time this chapter was prepared 
would be advisable to rebuild reserves to adequate levels. To achieve the ade-
quate level of reserves for Namibia, the annual growth rate of reserves should 
increase by 6 percentage points, on average, until 2015 compared with current 
projections. Given the estimated elasticity of −1.22 percent between govern-
ment expenditure and gross reserves, to accelerate reserves accumulation, the 
average annual growth rate of government expenditure should be reduced by 
about 5 percentage points, which implies a 6 percentage point reduction in the 
expenditure-to-GDP ratio by 2015 compared with current projections.9 Given 
the possible impact of further fiscal consolidation on growth, Namibia needs to 
increase government savings by undertaking a fiscal consolidation process and 
reprioritizing the composition of public expenditure in favor of development 
spending to enhance productivity. Thus, reining in spending would have to 
focus on reducing the government sector wage bill as well as transfers and sub-
sidies to loss-making state-owned enterprises. Beyond fiscal consolidation, 
structural reforms to strengthen export competitiveness should also help build 
up the needed reserves.

For Cabo Verde, similar analysis suggests that rebuilding reserves above minimally 
adequate levels would involve significant fiscal consolidation in the medium term. To 
ensure a higher than minimally adequate level of reserves by 2015, Cabo Verde’s 
reserves holdings should grow by 14 percent annually, while currently they are pro-
jected to grow by 3.4 percent. Applying our estimated elasticity between government 
expenditure and gross reserves on the difference between needed and projected 
reserves accumulation suggests that the expenditure-to-GDP ratio for Cabo Verde 
should decrease by 2.5 percentage points by 2015. Thus, Cabo Verde’s efforts to ease 
the significant infrastructure bottlenecks in the economy would need to continue to 
follow good practice macroeconomic and fiscal policy frameworks so that these chal-
lenges can be addressed in a growth-promoting manner and thus avoid nonproductive 
spending. This will help preserve fiscal and external stability in the medium term. In 
recent years, Cabo Verde’s tax reform agenda has aimed for a more neutral tax system 
that is less reliant on incentives, that will boost export competitiveness, and that will 

9 For an analysis of wage bills within the Southern African Customs Union, see Basdevant (2013).
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rebuild the fiscal buffers following efforts to close the infrastructure gap, which 
entailed an increase in capital spending.10,11

CONCLUSION
The analysis of reserves adequacy for selected SMICs in sub-Saharan Africa shows 
a mixed picture. Although international reserves held by some of the SMICs are 
broadly adequate to smooth large shocks, in Cabo Verde and Namibia, both of 
which have pegged exchange rate regimes, reserves remain either too close to or 
below adequate levels, suggesting the need for further fiscal consolidation in the 
medium term. The results of this analysis are, however, sensitive to the assump-
tions of the medium-term external outlook, which is based on the IMF’s World 
Economic Outlook projections when this chapter was prepared, as well as to the 
model’s assumptions concerning the opportunity costs of holding reserves. 
Moreover, the macroeconomic vulnerability related to reserves adequacy also 
partly reflects the underlying structure of the economy, including high levels of 
economic concentration, thus calling for policies that lead to greater economic 
diversification. Finally, the debt levels in some of these SMICs, a detailed analysis 
of which is beyond the scope of this chapter, also remain relatively low.12,13
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CHAPTER 3

Long-Term Implications of Fiscal 
Policy for Labor Market Outcomes 

ArA StepAnyAn

Policymakers sometimes view the expansion of public employment as a useful 
tool for reducing high unemployment. This is probably one of the reasons public 
employment accounts for an important share of total employment in many 
middle-income countries (MICs). However, in many countries, including small 
MICs (SMICs), a relatively large government coexists with persistently high 
unemployment (Box 3.1).

The academic literature has largely concentrated on explaining the differences 
in long-term unemployment rates across countries using the heterogeneity of 
labor market institutions. Given significant heterogeneity of public employment 
across countries, it is worth exploring whether this heterogeneity could also 
explain cross-country differences in unemployment.

In theory, creation of public jobs has an ambiguous impact on unemployment. 
If private employment and the labor force are given, an additional public sector 
job would reduce unemployment. However, public employment can also affect 
unemployment indirectly, through its impact on private employment and labor 
force participation. 

In this chapter, we empirically analyze the impact of public employment on 
labor market performance in the long term. Given that the available data for the 
seven SMICs this book focuses on1 are not sufficient to empirically estimate the 
long-term relationship, we expand the sample by including 24 upper-middle-
income-countries (UMICs). We do not include low-income countries because 
they have very different economic conditions and relations. At the early stage of 
development in low-income countries public involvement might be necessary, 
and informal employment is high since people cannot afford to be unemployed. 
The availability of data is the main reason for including UMICs in our sample. 

The chapter contributes to the literature in two ways. First, it looks at the 
impact of public employment on labor market outcomes in developing coun-
tries.2 Second, it explicitly examines the role of rents in the public sector and the 
substitutability of public production in the transmission channels for the impact 
of public employment on labor market outcomes in developing countries.

1 Botswana, Cabo Verde, Lesotho, Mauritius, Namibia, Seychelles, Swaziland.
2 To our knowledge the only other paper that looks at the impact of public employment on labor 
market outcomes in developing countries is Behar and Mok (2013).



©International Monetary Fund. Not for Redistribution 

 42 Long-Term Implications of Fiscal Policy for Labor Market Outcomes

The results of our analysis confirm that public employment plays a significant 
role in the medium-to long-term performance of the labor market. Our results do 
not support the hypothesis that creation of public jobs reduces unemployment. 
In addition, the results provide some evidence that creation of public sector jobs 
destroys private sector jobs. Although the magnitude of the impact of public 
employment on private employment varies depending on the model specifica-
tion, its impact increases with the degree of substitutability between public and 
private production and the size of job compensation in the public sector. These 
findings suggest that reforms aimed at reducing rents and the size of the public 
sector may improve labor market performance. 

The rest of the chapter is organized as follows: The next two sections provide 
a review of the literature and cover the methodology, respectively. The subsequent 
section presents the empirical results and data issues, and the final section sum-
marizes the main findings.

LITERATURE REVIEW
To the best of our knowledge, very little has been written on the macroeconomic 
impact of public employment on the labor market, particularly for developing 
countries. Two comprehensive surveys of public sector labor markets, Ehrenberg 
and Schwarz (1986) and Gregory and Borland (1999), show that studies of pub-
lic employment in industrial countries have mainly focused on the internal orga-
nization of the public sector, especially the influence of trade unions, and on wage 
differentials between the private and the public sectors. Holmlund and Linden 
(1993) and Calmfors and Lang (1995) study the macroeconomic effect of tem-
porary employment programs, arguing that temporary public jobs increase wage 
pressure in the private sector. These papers conclude that wage pressure from 
public jobs reduces private employment. Holmlund (1997) shows that a public 
sector expansion is often associated with an increase in equilibrium unemploy-
ment if unions are relatively more powerful in the public sector than in the private 
sector. Finn (1998) analyzes the impact of goods purchases and employee com-
pensation components of government spending on unemployment in a real busi-
ness cycle model applied to the U.S. economy. The results suggest that positive 
shocks to purchases of government goods increase private output and private 
employment, whereas positive shocks to government employment have the oppo-
site effects. 

The empirical literature provides some evidence of a crowding-out effect of 
public employment on private employment in the long term. Time series analyses 
done by Demekas and Kontolemis (2000) for Greece and by Malley and Moutos 
(2001) for Germany, Japan, and the United States suggest that public employ-
ment has a strong crowding-out effect on private employment. Edin and 
Holmlund (1997), using pooled cross-section and annual time series data for 22 
Organisation for Economic Co-operation and Development (OECD) countries 
in 1968–90, show that public sector employment decreases unemployment in the 
short term, whereas there is no significant long-term effect. Boeri, Nicoletti, and 
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Scarpetta (2000) include public employment, along with labor market institu-
tions, as an explanatory variable for the nonagricultural employment rate for 19 
industrial OECD countries in 1982–95. Their estimate implies that 1 public job 
crowds out 0.3 private jobs. Algan, Cahuc, and Zylberberg (2002), in a study in 
which they control for endogeneity, show that public employment is a significant 
factor influencing the performance of labor markets. They find that creation of 1 
public job crowds out 1.5 private jobs and increases the number of unemployed 
by 0.3. Behar and Mok (2013) analyze a large cross-section of developing and 
advanced countries and find full crowding-out effects of public employment on 
private employment.3 Feldmann (2009) uses data from 58 countries in 1980–
2003 to analyze how the size of government affects unemployment in developing 
countries. According to the results, a large share of government consumption 
in total consumption and a large share of transfers and subsidies in GDP 
increase unemployment.

METHODOLOGY
In this chapter, we analyze the sign and the magnitude of public jobs’ impact on 
the unemployment rate and private employment, as outlined in the framework by 
Algan, Cahuc, and Zylberberg (2002).4 This framework focuses on the role of rents 
in the public sector and the degree of substitutability of public for private employ-
ment. It does not incorporate the distortionary impact of taxes in the financing of 
public jobs, thus providing a partial view. Our aim is to analyze the medium-term 
effects of public job creation on labor market performance. This work does not 
capture the effects of nominal rigidities and demand movements that may play an 
important role in the impact of public sector job creation on labor market out-
comes in the short term. 

In theory, the impact of public employment on unemployment is ambiguous. 
Given the level of private employment and the labor force, an additional public 
job would reduce unemployment. However, public employment can affect pri-
vate employment and labor force participation and thus indirectly influence 
unemployment. In general, public jobs could negatively affect private employ-
ment by (1) producing goods and services substitutable for those produced by the 
private sector; (2) improving the expected gains of unemployed people, which 
increases wage pressure and decreases private employment;5 and (3) increasing 
distortionary taxes or giving rise to public expenditure switching to finance public 

3  The studies done by Algan, Cahuc, and Zylberberg (2002) and Behar and Mok (2013) are the most 
relevant to this chapter. While, similar to our work, Algan, Cahuc, and Zylberberg (2002) explore the 
role of rents in the public sector and substitutability of public employment in the impact of public 
employment on unemployment and private employment, Behar and Mok (2013) look only at the 
impact of public employment on the unemployment rate and private employment at the aggregate 
level.
4  We follow a simple theoretical framework, similar to that outlined in Algan, Cahuc, and Zylberberg 
(2002).
5  For more details, see Holmlund and Linden (1993) and Holmlund (1997).



©International Monetary Fund. Not for Redistribution 

 44 Long-Term Implications of Fiscal Policy for Labor Market Outcomes

job creation. However, the flip side is that public employment can create goods 
complementary to the private sector, thereby increasing productivity, and the 
increased employment in the public sector may have some positive externalities.

The impact of public jobs on labor force participation could also go either 
way. To the extent that public job creation improves the job-finding and wage 
outlook of unemployed people, it encourages labor force participation and, all 
else equal, increases employment. However, if the public sector produces goods 
that increase incentives for citizens to stay out of the labor force, it would nega-
tively affect the participation rate. 

In our theoretical model, a representative private sector firm produces goods 
with decreasing returns to labor, while the public sector produces goods con-
sumed by all individuals.6 In the private sector, all workers are represented by a 
trade union that bargains wages with the representative firm. A benevolent gov-
ernment sets public employment and negotiates the wage in the public sector 
with a trade union that represents public sector workers. The benevolent govern-
ment aims to maximize the difference between the social value of goods that the 
public sector is producing and its cost. In equilibrium, the public-private wage 
ratio depends on the bargaining power of trade unions in both sectors, and on 
the elasticity of private and public labor demand (Equation 3.1.14 in Annex 3.1). 
Public employment is determined in a way that ensures public wages are equal to 
the marginal utility of goods produced by the public sector (Equation 3.1.15 in 
Annex 3.1).

The expected returns to looking for a job in the public sector are obviously 
increasing with the number of public jobs and with the public wage level. 
Therefore, the share of the labor force that belongs to the public sector (including 
public employment and those looking for a job in the public sector) increases 
with the number of public jobs and the level of public wages relative to private 
wages (Equation 3.1.8 in Annex 3.1). Thus, public job creation attracts labor into 
the public sector at the cost of the private sector if the relative wage between the 
public and private sectors is constant. Given the participation rate, this will crowd 
out private jobs, and the crowding-out effect would be stronger when wages in 
the public sector are higher than private sector wages, attracting more workers to 
the public sector (Equation 3.1.9 in Annex 3.1). 

The consequence of increased public jobs on the unemployment rate depends 
on the size of the crowding-out effect on the private sector. When the size of the 
labor force is taken as given, the creation of one public job decreases unemploy-
ment only if the crowding-out effect is less than one, because the crowding-out 
effect increases with the relative level of rents in the public sector (Equation 3.1.10 
in Annex 3.1).7

By improving employment opportunities, public job creation is likely to 
increase the size of the labor force (Equation 3.1.11 in Annex 3.1). However, 

6  A detailed description of the theoretical model is presented in Annex 3.1. 
7  Rents in the public sector refer to wages, nonwage benefits, and other hard-to-measure factors, such 
as job security and working conditions.
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public jobs can also influence private sector productivity. If, by creating public 
jobs, the government produces goods that are not substitutes for private goods, 
such as a justice system and a police force, it increases productivity and pushes up 
wages in the private sector, positively influencing the participation rate. If public 
jobs produce goods that are substitutes for those produced by the private sector, 
the relative price of goods produced by the private sector will decrease, negatively 
influencing wages and the participation rate in the private sector.

EMPIRICAL RESULTS
Data

Our empirical analysis is based on the data for 24 UMICs in 1995–2011.8 The 
main sources for standard labor market data are the Key Indicators of the Labor 
Market and LABORSTA databases from the International Labour Organization, 
and different publications of countries’ statistical offices and other agencies.9 In 
general, the quality of labor market statistics is worse than other macroeconomic 
statistics, which makes econometric analysis in this area challenging. As noted in 
Leigh and Flores (2013), there are significant variations between unemployment 
indicators in a numbers of countries in the region and in the estimated implied 
unemployment rates for these countries. This discrepancy highlights the severe 
weakness in unemployment data for the sub-Saharan Africa region.10 We use a 
narrow definition of public employment that does not include employment by 
state-owned enterprises.11 To remove the effect of cyclical fluctuations, we average 
the time-dependent macroeconomic variables over three-year periods.12 Because 
of joint determination of public employment’s and aggregate unemployment’s 
evolution over time, we instrument public employment using variables meant 
to capture fairly general features of economic and sociological cross-country 
variation. We use the urbanization rate as a measure of economic development, 
which is related to public infrastructure, spending, and employment growth on 
the basis of Wagner’s law.13 Population density is used to capture the fixed cost 
of providing government services. We incorporate exposure to international 
trade, which is predicted by many theories to have important effects  

8  The sample size was subject to the availability of data across of our cross-country sample. This a 
heterogeneous group and some countries included in the sample are different from the seven SMICs 
that are the focus of this book.
9  Data for unemployment do not include discouraged workers. 
10 Four out of the seven SMICs that are the subject of this book—Botswana, Mauritius, Namibia, and 
Seychelles—are included in our sample.
11 In some of the countries, public employment may include temporary public workers. However, the 
share of temporary public workers in total public employment is very small. 
12 Data limitations prevent us from averaging time-varying series over five-year periods; the three-year 
periods may not fully assume away the impact of transitory shocks. However, the fact that private 
sector labor demand is lower during periods of weak economic activity will be controlled for by GDP 
per capita growth in the simultaneous equation regression.
13 Wagner’s law predicts that the development of an industrial economy will be accompanied by an 
increased share of public expenditure in gross national product (see Musgrave 1985).
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on public employment. Higher foreign exposure should reduce the size of the 
public sector if international tax competition is an important constraint on pub-
lic policy, but a larger public sector may be observed to have a risk-reducing role 
when economies are more significantly exposed to external shocks (Rodrik 
1997). Also, five features of the wage-setting and labor-employer framework 
from the World Economic Forum are included: an index of cooperation in labor-
employer relations, flexibility of wage determination, rigidity of employment, 
hiring and firing practices, and redundancy costs.

Stylized Facts

Our data analysis over time and across countries reveals significant heterogene-
ities. The share of public employment in total employment averages 13 percent 
across countries in the sample for 1995–2011, and in 60 percent of countries it 
increases over time (Table 3.1). In 2011, the share of public employment in total 
employment ranged from 4.7 percent in Kazakhstan to 23.9 percent in Belarus, 
highlighting the heterogeneity in public employment among UMICs.

TABLE 3.1

Selected UMICs: Public Employment and Unemployment Rate, 1995–2011

Public Employment in Total Standard Deviation

Correlation  
(u, Lg)1995–2011

 Latest  
Available

Unemployment  
(u)

Public  
Employment (Lg)

Albania 14.5 17.7 5.8 0.8 −0.51*
Belarus 24.0 23.9 1.0 0.4 −0.54*
Botswana 16.0 20.9 2.7 0.3 0.26
Brazil 10.6 10.9 2.5 0.9 0.74*
Chile 9.4 10.3 3.7 0.4 0.39
Colombia 5.3 5.0 3.1 0.9 0.62*
Costa Rica 12.3 11.8 1.4 0.6 −0.32
Dominican Republic 4.6 4.8 2.0 0.2 −0.53
Jordan 18.0 15.8 3.4 1.5 0.07
Kazakhstan 5.2 4.7 2.8 0.9 0.38
Malaysia 10.8 12.5 1.8 1.3 0.74*
Mauritius 14.0 13.8 4.6 0.2 0.63*
Mexico 4.9 5.0 1.3 0.1 −0.27
Namibia 20.9 20.1 4.2 0.2 −0.56
Panama 9.6 8.8 4.0 0.1 0.54*
Peru 9.0 9.7 1.5 0.4 −0.84*
Romania 3.5 4.8 2.3 0.3 0.06
Russian Federation 7.6 7.8 2.1 0.3 0.15
Seychelles 29.2 19.7 1.7 1.0 −0.53
South Africa 11.4 12.5 5.3 2.3 −0.07
Thailand 8.2 10.0 1.1 0.6 −0.28
Turkey 14.6 13.3 1.7 0.7 −0.84*
Ukraine 32.4 19.6 2.2 6.5 0.82*
Uruguay 14.2 14.8 3.0 0.9 −0.57*
Total Average 12.92 12.43 2.72 0.91 −0.02

Sources: Country authorities; International Labor Organization; and IMF staff calculations.
Note: UMIC = upper-middle-income country.
* p<0.05.
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There is a high degree of heterogeneity in the dynamics of public employment 
as well. In two countries (Mexico, Costa Rica) of our sample, public employ-
ment as a share of the working-age population was stable over time; for five 
countries (Belarus, Chile, Malaysia, Peru, Thailand) the share of public employ-
ment increased steadily in 1995–2008; in three countries (Jordan, Kazakhstan, 
Turkey) the share of public employment in the working-age population has 
steadily decreased over time; and in the remaining countries there were large 
swings in the share of public employment. 

In many countries, policymakers respond to a high level of unemployment by 
creating new public jobs or expanding existing public employment programs. 
Half of the countries in our sample show a positive correlation between public 
employment and the unemployment rate; in the remaining half the correlation 
is negative. However, the correlations are statistically significant in 6 (Brazil, 
Colombia, Malay sia, Mauritius, Panama, and Ukraine) out of 12 countries with 
positive correlation and 5 (Albania, Belarus, Peru, Turkey, and Uruguay) out of 
12 countries with negative correlations. The positive correlation could reflect 
governments’ response to increasing unemployment in these countries. The 
cross-country dimension of the data suggests a negative, though statistically 
insignificant, correlation between public employment and the unemployment 
rate (Figure 3.1).14 

In the sample of 24 MICs, SMICs in sub-Saharan Africa stand out with their 
relative size of government and high unemployment.15 The average share of public 

14 Ukraine and Belarus play a significant role in generating the negative correlation, reflecting the fact 
that in both countries the share of public employment in the working-age population was broadly 
stable at a relatively high level, while unemployment has decreased and stabilized at a low level. 
15 This difference would be even more pronounced if we use the share of public employment in total 
employment, given the low labor force participation rate in the SMICs in sub-Saharan Africa.

Figure 3.1 Share of Public Employment in Working-Age Population and Unemployment 
Rate, Average 1995–2011
Sources: International Labour Organization; country authorities; and IMF staff calculations.
Note: Data labels in the figure use International Organization for Standardization (ISO) country codes.
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employment in total employment for the SMICs in sub-Saharan Africa is about 
two times higher than the average for the entire sample (Figure 3.2). Wages are 
also high in the public sector relative to the private sector in these SMICs. This 
situation has resulted in a bloated wage bill in the public sector and a persistently 
high unemployment rate. The unemployment rate for most of these SMICs has 
been about 20 percent for the past two decades.

Econometric Analysis

The literature traditionally explains unemployment dispersion across countries by 
the underlying heterogeneity in national labor market features. However, as illus-
trated in Table 3.1, heterogeneity of the level of public employment is significant 
across countries. We test whether this cross-country variation in public employ-
ment also matters in explaining the variation in unemployment. First, we link 
unemployment to traditional labor market institutional variables. Then we add 
public employment and estimate the impact of this variable on unemployment. 
We also control for global shocks by introducing a full set of period dummies. 
For each model specification, we report pooled ordinary least squares (OLS), 

Figure 3.2 Public Sector Wage and Employment Policies and Labor Market Outcomes in 
Small Middle-Income Countries in Sub-Saharan Africa
Source: IMF staff calculations.

Relative to peers, small middle-income countries in sub-
Saharan Africa have a higher share of public employment 
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generalized least squares (GLS), fixed effect16 estimates, and estimates with errors 
robust to the country clustering. To further explore the channel through which 
public employment affects unemployment, we estimate its impact on private 
employment as well.

Labor market institutions provide some explanation for the cross-country differ-
ences in the unemployment rate in the equations without public employment (column 
1 of Tables 3.2 and 3.3). However, most of them become insignificant when using 
GLS estimators (column 4 of Tables 3.2 and 3.3). The only factor that is significant in 
all specifications is hiring and firing practices, which suggests that more flexible labor 
market practices are associated with lower unemployment. Cooperation in labor-
employer relations and rigidity of employment have a significant negative impact on 
unemployment only in the OLS specification. Public employment appears to have a 
statistically significant effect on unemployment, at least at the 10 percent confidence 
level, for fixed effect and GLS methods, suggesting that public employment is a key 
factor in explaining unemployment, in addition to institutional variables. Public 
employment is statistically significant at the 5 percent level and has a negative impact 
on private employment only in the OLS regression (Table 3.3). However, all estimates 

16 The variables describing labor market institutions have displayed small variations during the past 
few decades. Therefore, traditionally they are considered to be time invariant in this literature and 
capture country fixed effects.

TABLE 3.2

Estimates of Unemployment Based on Labor Market Institutions and Public 
Employment

OLS: Institutions

OLS: Institutions 
and Public 

Employment

Fixed Effect: 
Institutions and 

Public Employment GLS: Institutions

GLS: Institutions 
and Public 

Employment

1 2 3 4 5

Public employment −0.0448 0.232** 0.19
(0.13) (0.11) (0.11)

Cooperation in labor-
employer relations

−2.367***
(0.87)

−1.989** −2.465 −2.105
(0.94) (1.59) (1.65)

Flexibility of wage 
determination

0.626 0.46 0.621 0.938
(0.72) (0.83) (1.67) (1.68)

Rigidity of employment −0.138*** −0.126*** −0.14 −0.136
(0.03) (0.04) (0.07) (0.08)

Hiring and firing 
practices

−4.304*** −3.742*** −4.224* −5.177**
(1.01) (1.19) (2.61) (2.64)

Redundancy costs 0.0310* 0.0315* 0.0332 0.0406
(0.02) (0.02) (0.03) (0.03)

Time effect Yes Yes Yes Yes Yes

Number of observations 148 128 128 148
R-squared 0.268 0.235 0.183

Source: IMF staff calculations.
Note: Standard errors in parentheses. GLS = generalized least squares; OLS = ordinary least squares.
*** p<0.01, ** p<0.05, * p<0.1
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presented in Tables 3.2 and 3.3 are distorted by the endogeneity bias because public 
employment, private employment, and unemployment are jointly determined.

To address the inherent endogeneity bias, we estimate simultaneous equation 
regressions.17 Based on our theoretical model, the unemployment rate or private 
employment is defined as a function of public employment, productivity, and labor 
market institutions. Meanwhile, public employment is linked with productivity, 
labor market institutions, and valuation of public goods. The weight attached to 
public goods in policymaking is determined by the urbanization rate, population 
density, and trade openness, which are used as instruments for public employment.18,19 
The level of productivity enters the equations using GDP per capita as a proxy, 
which is specified in first differences consistent with Okun’s law. Similar to three-
stage least squares regressions, we estimate simultaneous equations in two specifica-
tions: (1) with variables on labor market institutions and (2) with country-specific 
effects instead of labor market institutions.

17 We use a two-stage least squares estimation method as well, which produces broadly similar results.
18 The J test for overidentifying restrictions failed to reject the null hypothesis that the coefficients on 
the instruments are zero. 
19 All instruments included in the first stage individually have statistically significant impacts on pub-
lic employment. The F-statistic of the first stage of the three-stage least squares regressions for both 
equations is about 2. Although this suggests that the coefficients of all instruments jointly are different 
from 0 at the 95 percent confidence level, it also suggests that our instruments are not very strong. 

TABLE 3.3

Estimates of Private Employment Based on Labor Market Institutions and Public 
Employment

OLS: Institutions

OLS: Institutions 
and Public 

Employment

Fixed Effect: 
Institutions and 

Public Employment GLS: Institutions

GLS: Institutions 
and Public 

Employment

1 2 3 4 5

Public employment –0.696 0.15 −0.0467
(0.32) (0.37) (0.43)

Cooperation in labor-
employer relations

3.562
(2.26)

2.648
(2.26)

3.223
(4.72)

3.164
(4.78)

Flexibility of wage  
determination

−5.023**
(1.97)

−5.972***
(1.99)

−4.654
(4.07)

−4.715
(4.08)

Rigidity of employment 0.165* 0.157* 0.254 0.253
(0.09) (0.09) (0.19) (0.19)

Hiring and firing practices 7.975*** 10.21*** 8.716 8.868
(2.69) (2.83) (6.38) (6.40)

Redundancy costs 0.0866** 0.0715* 0.113 0.112
(0.04) (0.04) (0.01) (0.10)

Time effect Yes Yes Yes Yes Yes

Number of observations 124 124 124 124 124
R-squared 0.166 0.201 0.057

Source: IMF staff calculations.
Note: Standard errors in parentheses. GLS = generalized least squares; OLS = ordinary least squares.
*** p<0.01, ** p<0.05, * p<0.1
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TABLE 3.4

Three-Stage Least Squares Estimates of Simultaneous Equations: Unemployment–
Public Employment and Private Employment–Public Employment

Unemployment
Public  

Employment
Private  

Employment
Public  

Employment

Country-specific effects
Public employment 0.299*** –0.15

(0.11) (0.28)
Change in productivity −3.277*** 0.999 4.107* 0.96 

(0.90) (0.72) (2.31) (0.75)
Urbanization rate 0.141 0.12 

(0.09) (0.09)
Population density 0.0894*** 0.0960***

(0.03) (0.03)
Foreign trade openness 2.183* 3.106**

(1.14) (1.25)
Fixed effect Yes Yes Yes Yes
Time effect Yes Yes Yes Yes
Number of observations 109 109 105 105 
R-squared 0.941 0.929 0.937 0.925

Institutional variables
Public employment −0.192 −0.706**

(0.13) (0.33)
Change in productivity −0.0718 0.20 7.372 0.223

(3.00) (2.00) (7.49) (2.01)
Urbanization rate 0.0841*** 0.0750***

(0.03) (0.03)
Population density 0.0013 0.000628

(0.00) (0.00)
Foreign trade openness 4.638*** 4.334***

(0.97) (0.98)
Cooperation in labor-employer relations −2.394** −2.362*** 4.929* –2.358***

(1.05) (0.73) (2.63) (0.74)
Flexibility of wage determination 0.40 −1.530*** −7.193*** −1.448**

(0.89) (0.59) (2.20) (0.58)
Rigidity of employment −0.144*** (0.03) 0.189* −0.0311

(0.04) (0.03) (0.10) (0.03)
Hiring and firing practices −3.344*** 3.255*** 9.970*** 3.245***

(1.25) (0.81) (3.10) (0.80)
Redundancy costs 0.0314* −0.0178 0.0852* −0.0139

(0.02) (0.01) (0.05) (0.01)
Fixed effect No No No No
Time effect Yes Yes Yes Yes

Number of observations 109.00 109.00 105 105

R-squared 0.243 0.384 0.214 0.372

Source: IMF staff calculations.
Note: Standard errors in parentheses.
*** p<0.01, ** p<0.05, * p<0.1

The impact of public employment on the unemployment rate is still positive 
and statistically significant in the specification with country-specific effects 
(Table 3.4). The coefficient is very close to the one obtained in the fixed effects and 
GLS regressions (0.299 as compared with 0.232 and 0.190, respectively), high-
lighting the robustness of this relationship. To interpret this result, it is helpful to 
compute explicitly the impact of public employment on the number of unem-
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ployed workers. The coefficient of the impact of public employment on unem-
ployment is 0.299 with a standard error of 0.11. This result implies that the 
creation of 100 public jobs adds about 20 unemployed workers with a 95 percent 
confidence interval of [10, 40].20 In this specification the impact of public employ-
ment on private employment, although negative, is not statistically significant.

We find that public employment’s impact on private employment is negative and 
statistically significant in the regression specification with labor market institutions. 
The coefficient is very close to the one obtained in the OLS regression (−0.706 as 
compared with −0.696). This negative relationship suggests that public employment 
crowds out private employment, implying that the creation of 100 public jobs 
destroys 70 private jobs, on average, with a confidence interval of [−137, −5].21 This 
is a larger effect than the one identified by Boeri, Nicoletti, and Scarpetta (2000), who 
estimate destruction of 30 private jobs in response to the creation of 100 public jobs, 
but smaller than the estimates by Algan, Cahuc, and Zylberberg (2002) and Behar 
and Mok (2013), who estimate 150 and 100 crowding-out effects, respectively. 

Trade openness appears to be the most significant variable determining public 
employment. It is significant at least at the 10 percent level in all specifications of 
the three-stage least squares regressions. This is also consistent with Rodrik’s (1997) 
findings. Although productivity growth increases public employment in line with 
Wagner’s law, its effect is not statistically significant. Population density is signifi-
cant in the regression with country-specific effects but loses its significance when 
labor market institutions are added to the regression. In contrast, the urbanization 
rate is significant in the regression with labor market institutions and insignificant 
in the regression with country-specific effects. These estimates should be inter-
preted with caution, because the magnitude of the impact of public employment 
varies across different model specifications. However, one would expect a similar 
picture because the theory predicts that the impact of public employment should 
depend on the size of rents in the public sector, the substitutability of public pro-
duction, and the impact of public employment on labor force participation.

The analysis below looks at the countries in which public employment destroys 
many jobs. The theoretical model suggests that these interactions should differ across 
countries according to two main criteria: (1) the size of rents in the public sector and 
(2) the degree of substitutability between public and private production. As a natural 
proxy for public sector rents we use the relative wage of the public sector with respect 
to the private sector.22 However, wage differentials do not fully account for the rela-
tive attractiveness of public employment, which also depends on working conditions, 
power and hierarchy aspects, job security, and other hard-to-measure characteristics. 
Therefore, we also use the Corruption Perception Index as an indirect measure of 
public sector rents. Based on the relative wage indicator, in about 80 percent of the 

20 If the unemployment rate in the regression is a fraction of labor force (LF ), while public employment 
(PE ) is a fraction of the working-age population (WA), we have dU = 0.299 × (LF/WA) × dPE. Because 
(LF/WA) on average is 0.696, we have the estimated 0.2 effect on the number of unemployed people. 
21 Because both public and private employment (PRE ) are fractions of the working-age population, we 
have dPRE = −0.7 × d.PE.
22 We do not have relative wage data for two countries in our sample.
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countries considered, average public wages are greater than average private wages. 
Given that data on the shares of employment across different public activities are not 
available for a large set of countries, we use public-expenditure-based measures to 
cluster the countries by the substitutability criteria. We use two indicators: (1) the 
share of public spending on the health sector in total government spending, which 
has high substitutability; and (2) the share of public spending in total public expen-
diture devoted to defense, justice, and general administration, which has low substi-
tutability. As in other cases, we run three-stage least squares estimates in two specifi-
cations: first with country-specific effects and second with variables that describe 
labor market institutions instead of country-specific effects.

The distortionary impact of public employment is stronger in countries with high 
public sector rents and highly substitutable public production compared with the 
private sector. We estimate simultaneous equation regressions based on splitting the 
sample according to rents in the public sector and degree of substitutability. When we 
use country-specific effects in all country group regressions, but substitutability based 
on health expenditure, public employment has a positive and statistically significant 
effect on the unemployment rate (Table 3.5). However, when we use variables describ-
ing labor market institutions instead of country-specific effects, the impact of public 
employment on the unemployment rate also becomes insignificant in the country 
group regression based on high wage premium (Annex Table 3.2.1). In addition, 

TABLE 3.5

Three-Stage Least Squares Estimates of  Public Employment Impact on Unemploy-
ment and Private Employment According to the Size of Public Rent and the Degree 
of Substitutability of Public Production

High Wage  
Premium

High  
Corruption

High Public Goods 
Substitutability 

(Spending on defense)

High Public Goods 
Substitutability 

(Spending on health)

Unemployment rate
Public employment 0.464* 0.219** 0.334*** 0.321

(0.28) (0.10) (0.09) (0.35)
Productivity −2.480** −2.646*** −4.751*** −2.819*

(1.21) (0.94) (0.91) (1.62)
Fixed effect Yes Yes Yes Yes
Time effects Yes* Yes* Yes* Yes*
R-squared 0.935 0.94 0.967 0.924
Number of observations 83 54 48 60

Private employment
Public employment −1.451** –0.192 −1.125*** −1.882**

(0.69) (0.36) (0.30) (0.82)
Productivity 3.961 6.832* 10.1 1.27

(3.11) (3.63) (6.29) (4.11)
Fixed effect Yes Yes Yes Yes
Time effects Yes* Yes* Yes* Yes*
R-squared 0.935 0.868 0.43 0.947
Number of observations 80 53 45 56

Source: IMF staff calculations.
Note: Standard errors in parentheses.
*** p<0.01, ** p<0.05, * p<0.1
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estimated coefficients of public employment based on split samples, even if they are 
statistically significant, are not statistically different from the coefficients estimated 
based on the full sample. In contrast, the estimated impact of public employment on 
private employment is negative and statistically significant in the regressions based on 
split samples using both country-specific effects and variables for labor market institu-
tions. Moreover, the impact of public employment on private employment is much 
more negative with statistically significant differences from the coefficient estimated 
based on the full sample. This finding implies that public employment destroys more 
jobs in countries where public sector rents are higher relative to private sector rents 
and the public sector produces goods that are highly substitutable for private produc-
tion. These results differ from Behar and Mok’s (2013) work. Behar and Mok (2013) 
find that public employment fully crowds out private employment, although it does 
not have a statistically significant impact on the unemployment rate. Our results based 
on split samples suggest more the full crowding out of private employment and the 
positive impact of public employment on the unemployment rate. 

CONCLUSION
Policymakers often use public employment programs as a response to persistently 
high levels of unemployment. In the short term there might be some gains, but 
in the medium to long term, public employment may well increase unemploy-
ment. Public job creation could cause the destruction of private jobs by, for 
example, increasing labor taxes or exerting competitive pressure on private pro-
ducers’ output and wages in the labor market in general. 

We do not find any evidence that public employment reduces the unemploy-
ment rate in the medium to long term. If anything, we find some evidence that 
the creation of public sector jobs may increase the unemployment rate. However, 
this impact is not robust across different model specifications.

Our analysis provides support to the hypothesis that creation of public jobs in 
the medium to long term crowds out private sector jobs. More important, the 
negative impact of public employment on labor market outcomes is amplified 
when rents in the public sector (that is, wages and other nonwage benefits) are 
higher relative to the private sector and the government hires workers to produce 
goods that are substitutable for private sector goods, putting competitive pressure 
on private producers’ output. A large pool of well-paid public jobs creates biased 
incentives and attracts many people into the public sector, influencing their 
schooling decisions and eventually giving rise to a skills mismatch in the labor 
market. Our findings support the need for reforms to reduce the rents and the 
size of the public sector, which can improve labor market performance. 

Governments in sub-Saharan Africa urgently need to invest in strengthening 
statistics on their labor markets, most notably on unemployment. As noted in Leigh 
and Flores (2013), unemployment indicators and the estimated implied unemploy-
ment rates vary significantly in a number of countries in the region. This divergence 
highlights the severe weakness in unemployment data for the sub-Saharan Africa 
region. More broadly, monitoring the effectiveness of job-creation policies in 
sub-Saharan Africa would require high-quality labor market statistics.
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Our econometric results should be interpreted with caution. 
They do not provide an assessment of the optimal level or size of public 

employment in SMICs. To determine the optimal level of public employment for 
these countries, policymakers should take into account a number of other country-
specific features, such as exposure to international trade, the level of education of 
the population, the size of the country, and the degree of urbanization.23 However, 
to improve labor market outcomes in these countries, our results underscore the 
need for aligning public sector wages with those of the private sector, and for 
the public sector to provide complementary goods to the private sector.

Moreover, the results abstract from the fact that in the short term, some 
employment can be supported through some level of public intervention. In fact, 
some of these interventions, if well implemented, can enhance long-term employ-
ment. These policies are known as active labor market policies (ALMPs) and they 
include public works programs, for instance, temporary youth wage subsidies and 
other schemes to provide work experience and on-the-job training. As discussed 
in Annex 3.3, good ALMPs should be regarded as a bridge to long-term employ-
ment, and hence, aim to improve the employability of the labor force. ALMPs 
that are part of a package that tackles policy-induced distortions have had a sig-
nificant and durable effect on employment. More successful ALMPs were 
designed with private sector cooperation as market-conforming interventions to 
correct distortions and failures in the labor market. A key consideration is that 
ultimately the effectiveness of ALMPs depends on prevailing conditions in the 
labor market and complementary measures to promote private investment and 
enhance global competitiveness. However, they should be carefully designed to 
prevent abuse and create net employment, with spending in this area tightly con-
trolled given the fiscal cost of such schemes.

23 For more details see Hart, Shleifer, and Vishny (1997); Rodrik (1998); IMF (2013). 

Why Structural Unemployment Has Been Persistently High in Botswana 

Any discussion of the labor market in Botswana must recognize problems arising from 
the lack of timely and reliable data. Measures of unemployment are both irregular and 
infrequent—the most recent published estimates are for 2009/10; similarly, estimates 
of formal sector employment, plagued by poor survey response rates, are available 
only up to 2012 and omit small businesses, thus excluding a major driver of growth, 
economic diversification, and job creation. Any analysis must be tempered by recogni-
tion of these gaps. More generally, it reminds us that adequate investment in statistics 
is not a luxury for countries seeking to promote an inclusive growth agenda.1 In the 
absence of data, discussions of key policy issues such as poverty and unemployment, 
including assessments of the impact of government interventions, may be driven as 
much by misconception and unsupported assertions as informed analysis.

However, chronic unemployment is clearly a major developmental challenge for 
Botswana. The estimate for unemployment for 2009/10 is 17.8 percent of the active 

BOX 3.1
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labor force ages 12 and older, and is typical of the estimates since the mid-1990s. This 
figure increases significantly if the number of discouraged workers and extent of 
underemployment are taken into account. Table 3.1.1 summarizes the breakdown of 
aggregate unemployment by age group, level of education, location, and gender. In 
summary, unemployment is concentrated among the young and among those living 
outside urban areas, those with less education, and those who are female. 

Such a profile is broadly consistent with what might be expected, given Botswana’s 
development pattern. Notably, unemployment is lowest in the cities and towns, where 
a more dynamic market-based economy has been successfully established (in 
Gaborone, the capital city, unemployment was only 9.8 percent), and highest in the 
“urban villages,” which have largely moved away from the traditional rural lifestyle in 
which subsistence agriculture still absorbs available labor, but have not yet established 
major sources of job creation outside the public sector. 

Overall, the relative constancy of the unemployment rate over a sustained period 
indicates that job creation has been sufficient to match population growth; in turn, this 
has been crucial for the extent of poverty reduction since the mid-1980s. Nonetheless, 
an overall unemployment rate of 17.8 percent is clearly too high for a country with 
Botswana’s record of sustained growth, average income levels, and development aspi-
rations. A survey conducted by Afrobarometer in mid-2014 indicates that unemploy-
ment is regarded as the most pressing social problem facing the country, and the 
government has prioritized job creation, especially among the youth. This policy effort 
requires some understanding of the major structural impediments to job creation: 

Skills mismatch. The World Economic Forum’s annual Global Competitiveness Report 
regularly identifies inadequate education of the labor force as among the most chal-
lenging factors for doing business in Botswana. Within the country, it is also widely 
accepted that high levels of spending on education, which have translated into favor-
able rankings on intermediate indicators such as enrollment rates, have not been 
matched by outcomes. One sign of this is that the highest rates of unemployment are 
for those who have completed at least some secondary education, indicating that such 
qualifications, while elevating their holders’ expectations, have little value in the work-
place. Conversely, within the tertiary category, those with specific skills-related qualifi-
cations that are closely matched to job requirements (in the health and education 
sectors, for example) have the lowest unemployment rates. 

A particular concern surrounds the rate of unemployment for people with tertiary 
education, which is perceived to be rising rapidly; however, in the absence of reliable 
and up-to-date information, most of the evidence for this is anecdotal and, quite pos-
sibly, exaggerated. (Unemployed graduates tend to be very vocal about their plight.) 
A breakdown of unemployment by education level still clearly indicates that unemploy-
ment is lowest for those with tertiary education. However, the days when graduates 

TABLE 3.1.1

Unemployment in Botswana. 2009/10 (Percent)

Age  
(years) Education Location Gender

<20 37.0 None 11.7 Cities/Towns 13.1 Male 14.5
<30 27.4 Primary 16.4 Urban villages 23.4 Female 21.4
<40 15.3 Secondary 24.4 Rural 16.0
<50 10.1 Tertiary  6.9
<60  8.4
60+  2.5

Source: Statistics Botswana, Botswana Core Welfare Indicators Survey 2009/10.
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were in such short supply that they were rationed among potential employers are 
over, with a corresponding need to move beyond the belief, still widely held, that 
tertiary qualifications should be a passport to well-paid employment. 

Low productivity. Analysis elsewhere in this book indicates that Botswana is no 
exception to the problem of low productivity growth among small middle-income 
countries in Africa. Inadequate skills are clearly a major contributor to low productivity 
growth, while a poor work ethic is another of the major challenges regularly high-
lighted in the Global Competitiveness Report. Statutory minimum wages in Botswana 
do not appear high compared with, for example, neighboring South Africa. But there 
is little sign that this spurs employment creation.

However, the use of total factor productivity as an indicator—although data issues 
again mean that such measures must be used with caution—is a reminder that produc-
tivity is not purely the responsibility of workers, but the production structure as a whole, 
including management, investment decisions, and more broadly, external influences 
that can affect, positively or negatively, business operations. Here, the role of govern-
ment is crucial. Botswana may win plaudits for being ranked the least corrupt country in 
Africa; but this says little about basic issues of excessive bureaucracy and administrative 
inefficiency, which are regularly flagged in other assessments such as the Ease of Doing 
Business index from the World Bank. Moreover, potentially conflicting policy objectives, 
including demands for “citizen empowerment” that drive an increasingly restrictive 
approach to the use of foreign labor to supplement the local skills base, can be a further 
drag on productivity and competitiveness. Transport logistics, key for a land-locked 
country, are another area in which Botswana continues to lag behind its peers. 

High reservation wages. The issue of high reservation wages is relevant across a range 
of skill levels, indicated by an array of evidence. Unemployment has continued to remain 
concentrated among the youth rather than feeding over time into older cohorts, sug-
gesting that most of the initially unemployed eventually find jobs or become discour-
aged workers and drop out of the labor force. It is also notable that the largest number 
of work permits (26.7 percent as of September 2012) are for elementary occupations, 
predominantly in agriculture, where minimum wages, even if applied, are much lower 
than for other sectors. At the other end of the scale, evidence of high reservation wages 
among graduates is supported more by anecdotal evidence, including frequent com-
plaints that that they are not offered remuneration in line with their qualifications.

Government employment policies. Government accounts for by far the largest share of 
formal sector employment (39 percent in 2012; or 44 percent if parastatals are included), 
and for unskilled workers in particular there is a substantial premium compared with the 
minimum wage. However, limited recruitment in recent years has restricted the number 
of employment opportunities, while minimum wages necessarily follow government sal-
ary adjustments. Thus, social welfare policy interventions,2 under which payments may be 
sufficient to deter job-seeking among the less skilled while providing little in the way of 
skills transfer to improve employment prospects, may have a more significant impact on 
wider labor market outcomes. For those with more skills and experience, the wage pre-
mium is reversed, with the private sector offering more attractive remuneration.

This box was prepared by staff from Bank of Botswana.
1 At the time of writing, of the six African small middle-income countries, only Mauritius subscribes to the IMF’s 
Special Data Dissemination Standard, which includes labor market indicators as a key component.
2 The Ipelegeng (labor-intensive public works) program, for example, which, as of late 2012 covered about 52,000 
people, the equivalent to almost 16 percent of those in formal employment.
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Implementation of Active Labor Market Programs in Selected  
Small Middle-Income Countries in Sub-Saharan Africa

Botswana’s Road Maintenance Project (1999). This project was implemented to 
alleviate poverty through employment creation and enhance infrastructure develop-
ment. The program provided young people in rural areas with short-term employment 
in public works and technical training in road maintenance and repair.

Botswana’s and Namibia’s Sector-Specific Tax Incentives were implemented in 
part to enhance job creation. Since 2000, as part of their efforts to compete for capital 
and foreign direct investment in the region and also to alleviate poverty, these two 
SMICs used tax incentives to specific sectors to create job opportunities. However, the 
incentives did not address the underlying causes and weaknesses in the labor market 
and the broader economy that gave rise to high levels of structural unemployment. 
These programs have so far not been successful in creating a large number of jobs in a 
sustainable manner.

Namibia’s Targeted Intervention Program for Employment and Economic 
Growth (TIPEEG). In the fiscal year 2011/12 budget, the government of Namibia 
announced TIPEEG to support job creation and more diversified growth in the econo-
my. TIPEEG aimed to create permanent and temporary employment in selected eco-
nomic sectors and in the public sector, as well as in critical infrastructure needed for 
sustained growth. A number of issues prevented TIPEEG from creating as many jobs as 
initially estimated. One was the lack of skilled engineers to implement projects tar-
geted by TIPEEG. The initial program could also have built in a skills-development 
component so that workers could be employable after the program. TIPEEG led to a 
large fiscal expansion, and as noted in Chapter 2, in a pegged exchange rate regime 
fiscal expansion can often lead to a decline in official reserves to less than their appro-
priate or optimal levels, thereby creating external vulnerabilities for the economy.

Namibia’s Vocational Education and Training Levy. Taxation and incentives to 
companies were used to retain and train employees, with the levy covering the admin-
istrative costs of the National Training Fund, the training grants, and key priority grants. 
A 1 percent levy is imposed on the payroll of every employer with an annual payroll 
greater than 1 million Namibian dollars. Employers are then eligible to apply for train-
ing grants provided they comply with certain requirements, such as proportion of 
employee being trained; training linked to the business objectives of the company; 
training aligned with the labor market; training that provides skills for accelerated 
development, and competencies are developed during the training; training that pro-
vides avenues for promotion or employability; and training that provides access to 
opportunities and equity. At the time this chapter was prepared, the program was in 
its infancy, thus it is premature to assess its impact.

Mauritius’s public works program focuses on both improving a wide range of 
government services and providing work experience to young graduates through 
internships for up to three years. Nonetheless, relatively high wages in the public sec-
tor have raised reservation wages and lengthened job search. In the face of labor 
shortages, the country has had to import foreign labor because the unemployed are 
unwilling to take available private sector employment. In response, the government 
has attempted to lower entry level wages in the public sector.

BOX 3.2
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Mauritius’s wage subsidy program is part of a social contract with employers to 
deal with the market failures that often contribute to skills mismatches in the labor 
market. Half of the wages and training costs in private sector employment are borne 
by the government. As a result, long-term employment is offered to at least half of 
those hired under the program. Complementary measures include facilitation of the 
hiring of foreign workers to meet remaining skills shortages, improvements to the 
business climate based on close coordination with the private sector, and creation of 
mechanisms to involve private sector input in education content.

ANNEX 3.1. THEORETICAL MODEL
We consider a labor market with private and public jobs. Working-age population 
is normalized to 1, and N ≤ 1 denotes labor market participation. In the private 
sector, a representative firm produces output using labor as the only factor in the 
production function:

AF(Lp) = ALa
p/a, a ∈[0, 1], A > 0,

in which Lp denotes private employment. 
There are Lg jobs in the public sector, each producing a unit of a public good. 

All individuals have the same preferences, and an individual whose income is w 
has the following utility:

w + H(Lg), with H′(•) > 0, H″(•) < 0.

Unemployed workers have no income, and only derive utility from the public 
good. There is no job-to-job mobility. The unemployed workers (U = N − Lp − Lg) 
can search either for a public job or for a private job. In equilibrium, they must 
be indifferent between the two choices on the basis of rational expectations as to 
wages and employment prospects in the two sectors.

A trade union aims to maximize the total utility of the Np workers who belong 
to the private sector. Assume that the expected utility of an unemployed worker 
in the private sector has the following form:

 Zp = upH(Lg) + (1 − up)[wp + H(Lg)] = H(Lg) + (1 − up)wp, (3.1.1)

in which wp and up = (Np − Lp)/Np) are the wage and the unemployment rate in 
the private sector.

The objective of the trade union is

 Vp = Lp[wp + H(Lg)] + Max(Np − Lp, 0)Zp. (3.1.2)

The implications of this simple model are qualitatively similar to those of a 
model with explicit flows between employment and unemployment (Layard, 
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Nickell, and Jackman 1991). A standard right-to-manage Nash (1950) bargaining 
program with π ∈ [0,1] bargaining power of workers and disagreement payoffs 
Np Zp for the union and zero for the firm yields the following condition:
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This provides an interior solution with Lp < Np.
24 The Cobb-Douglas technol-

ogy implies that the unemployment rate is independent of the labor force size, 
and only depends on the wage markup µp in the private sector. By substituting 
equation (3.1.4) into equation (3.1.1) we have
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Thus, private sector unemployment is not directly influenced by public employ-
ment, which can affect aggregate unemployment by altering the allocation of Ng and 
Np workers to the two sectors. Hence, the private wage, wp = AF ′[Np(1 − up)], is also 
influenced by the size of the public sector through changes in Np.

In the public sector, the job-finding probability is Lg/Ng. Thus, the expected 
utility of a worker who looks for a job in the public sector is
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in which wg denotes the wage in the public sector. For simplicity, let the wage in 
the public sector be proportional to the private wage, wg = λwp, where λ > 0 mea-
sures the relative level of public sector wages with respect to private sector wages.25 

In equilibrium, unemployed workers must have the same expected utility in 
the private and public sectors: 

 Zp = Zg ≡ Z, (3.1.7)

which, combined with equations (3.1.1), (3.1.5), (3.1.6), and (3.1.7), yields

 N Lg p g= λµ . (3.1.8)

Hence, the number of workers in the public sector increases with the num-
ber of public jobs, and does so more strongly when λ is large (public wages are 

24 An efficient bargaining model as in MacDonald and Solow (1981) would have the same qualitative 
implications.
25 It could be shown that such proportionality can be rationalized by an explicit model of collective 
bargaining in the public sector.
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high relative to private wages). Using equations (3.1.5), (3.1.8), and the iden-
tity ugNg = Ng − Lg yields

λ(1 − ug) = 1 − up.

This result suggests that the unemployment rate is higher in the public sector 
than in the private sector if and only if λ > 1, that is, if wages are higher in the 
public sector. 

From equations (3.1.5) and (3.1.8) and the identity N = Np + Ng we have 

 
L N Lp

p
g= −

µ
λ . (3.1.9)

This suggests that private jobs are necessarily crowded out by public jobs, and 
the effect is stronger when λ is larger. We can derive an expression for the aggre-
gate unemployment rate using the identity U + Lp + Lg = N together with equa-
tions (3.1.5) and (3.1.9):
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Public sector expansion decreases the unemployment rate if and only if λ = wg /
wp < 1.

The results derived above take the participation rate as given. It is not difficult, 
however, to study the effects of public employment on participation. Let indi-
viduals enjoy different utility levels Z‒ when out of the labor market. The distribu-
tion of utility levels is denoted F (Z‒). Labor market participation is only attractive 
for individuals whose Z is such that utility out of the labor force, Z‒ + H(Lg), is 
lower than the Z level of utility defined in equation (3.1.7). Using equations 

(3.1.6) and (3.1.8) and the relationship w AF L AF N Lp p
p

g= ( )= −′ ′[ µ λ ], we 
can write the participation rate F [z − H(Lg)] of the unitary population as follows:
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This equation implies that the participation rate increases with public employ-
ment, which crowds out private jobs, increases marginal productivity and wages in 
the private sector, and therefore attracts workers into the labor market. According 
to equation (3.1.9), there are N Lp g/µ −λ  private jobs; hence, higher partici pation 
increases private employment and reduces the crowding-out effect of public jobs 
on the private sector. Accordingly, our basic model suggests that the response of 
participation to public employment tends to soften the crowding-out effect of the 
public sector. Public jobs, however, may influence participation through several 
other channels. They can affect the out-of-labor-market welfare Z‒ by producing 



©International Monetary Fund. Not for Redistribution 

 62 Long-Term Implications of Fiscal Policy for Labor Market Outcomes

goods valuable in that state, and they can also influence productivity in the private 
sector. 

For public employment we consider the case in which its level is chosen 
by a benevolent government to maximize the difference between a public 
good’s social value, H(Lg), and its cost, wgLg. For simplicity, suppose public 
employment is financed on a lump-sum basis. Then, public labor demand is 
given by the following condition, H′(Lg) = wg. Also for simplicity, let par-
ticipation be exogenous (N = 1), and suppose public wages are negotiated 
by a representative trade union and the government.26 Then, the objective 
function of the public sector trade union is similar to the private sector one 
above:
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With the γ ∈ [0, 1] relative bargaining power of public sector workers, wages 
are set by the Nash program as follows:
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in which β = Lg H ′(Lg)/H (Lg). Equation (3.1.13), together with equation (3.1.4) 
and the arbitrage condition in equation (3.1.7), implies the following:
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Thus, relative wages in the two sectors are determined by wage markups, 
which in turn depend on labor demand elasticity and bargaining power parame-
ters. According to Ehrenberg and Schwarz (1986), labor demand elasticity is 
empirically similar for public and private jobs. Trade union density, however, is 
usually higher in the public sector. Thus, employees may enjoy higher rents in the 
public than in the private sector. 

Because the public wage is equal to marginal productivity in the private sector, 
equations (3.1.9), (3.1.13), and (3.1.14) yield the following:

 
′ ′( )= −H L AF Lg

p
gλ λ[ 1

µ
] . (3.1.15)

26 Holmlund (1993) makes similar assumptions in a model focused on distortionary taxation effects.
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Equation (3.1.15) shows that the government creates public jobs up to the 
point at which the marginal utility of the public good is equal to its marginal 
social cost. As the marginal cost of the public good increases with the ratio λ = 
wg /wp, a high wage in the public sector induces the government to create fewer 
public jobs.

ANNEX 3.2. RESULTS OF THREE-STAGE  
LEAST SQUARES ESTIMATIONS WITH  
LABOR MARKET INSTITUTIONS

High Wage
Premium

High
Corruption

High Public Goods
Substitutability

(Spending on
defense)

High Public Goods
Substitutability

(Spending on health)

Unemployment rate
Public employment 0.314 0.169* 0.268*** 0.253

(0.28) (0.10) (0.09) (0.35)
Productivity –2.484** –2.642*** –4.671*** –2.789*

(1.21) (0.94) (0.91) (1.62)
Cooperation in labor-employer relations 2.351** 3.197*** 2.087*** 5.612***

(1.04) (1.00) (0.57) (0.69)
Flexibility of wage determination –2.588*** –1.255* –3.000*** 3.173

(0.98) (0.68) (0.41) (3.34)
Rigidity of employment 0.0432** –0.0271 -0.025 –0.132

(0.02) (0.02) (0.03) (0.11)
Hiring and firing practices 2.902*** 0.353 0.858 –9.298***

(1.00) (0.76) (0.98) (1.61)
Redundancy costs 3.70E-05 0.0828*** 0.209*** 0.147***

(0.02) (0.02) (0.01) (0.05)
Time effects Yes* Yes* Yes* Yes*
p-value of the interaction coefficient1 0.687 0.733 0.713 0.83
R-squared 0.935 0.94 0.968 0.924
Number of observations 83 54 48 60

Private employment
Public employment –2.009*** –0.0615 –1.125*** –2.694***

(0.48) (0.36) (0.30) (0.81)
Productivity 9.85 6.168* 10.1 1.588

(9.00) (3.62) (6.29) (4.11)
Cooperation in labor-employer relations 8.06*** –16.56*** –5.381 6.203***

(2.81) (3.77) (4.16) (1.61)
Flexibility of wage determination –6.369* 25.67*** –3.413 38.95***

(3.36) (2.57) (2.85) (7.72)
Rigidity of employment 0.00184 0.0231 0.243 –1.127***

(0.11) (0.09) (0.17) (0.25)
Hiring and firing practices 6.294* –1.8 14.03*** –18.98***

(3.63) (2.87) (4.03) (3.70)
Redundancy costs 0.0834* 0.0789 0.134** –0.523***

(0.05) (0.06) (0.06) (0.12)
Time effects Yes* Yes* Yes* Yes*
p-value of the interaction coefficient1 0.004*** 0.003*** 0.000*** 0.000***
R-squared 0.345 0.867 0.43 0.946
Number of observations 80 53 45 56

Note: Standard errors in parentheses.
1 This is the p-value from a test that the interaction coefficient on higher rent in the public sector and higher 

substitutability of public prudaction in a full-sample specifications is equal to zero.
*** p<0.01, ** p<0.05, * p<0.1

ANNEX TABLE 3.2.1

Three-Stage Least Squares Estimates of Public Employment Impact on Unemploy-
ment and Private Employment Based on the Size of Public Rents and the 
Substitutability of Public Production, with Labor Market Institutions instead of 
Country-Specific Effects
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ANNEX 3.3. ACTIVE LABOR MARKET  
POLICIES (ALMPS) IN SUB-SAHARAN  
AFRICA—CROSS-COUNTRY EXPERIENCE27

With many countries in the region facing challenges in boosting job creation, the 
issue of public intervention in the labor market—either through public works or 
through wage subsidies—is gaining prominence. This annex summarizes the state 
of play of active labor market policies (ALMPs), particularly on subsidized employ-
ment, in SMICs in sub-Saharan Africa. The findings suggest that, although these 
programs could be part of the broader policy agenda for supporting more inclusive 
growth, and provide an important safety net for the unemployed, in many cases 
they tend to be costly and generally do not have a sustained impact on job creation. 
For the impact of subsidized employment to be significant and durable, ALMPs 
need to be part of a package that tackles policy-induced distortions. A key consid-
eration is that ultimately the effectiveness of ALMPs depends on prevailing condi-
tions in the labor market and on complementary measures to promote private 
investment and enhance global competitiveness. ALMPs are more likely to succeed 
if they are designed together with the private sector as market-conforming inter-
ventions to correct distortions and failures in the labor market.

ALMPs have been introduced in many developing countries to raise employ-
ment levels. With objectives ranging from consumption smoothing to poverty 
reduction and sustainable economic development, they aim to help the unem-
ployed find productive employment by improving the matching of labor demand 
and supply. ALMPs can be classified into two main categories according to the 
activities they use to increase employment opportunities:

• Enhancing the employability of labor supply. Employers usually consider 
unskilled and inexperienced job seekers to be risky investments, in part 
because of the high fixed costs of training. Markets are imperfect in trans-
mitting information to employers on the capacity of potential employees, 
and the education system, as well as parents and students, may not have 
information about the skills that will be required on graduation (resulting 
in the so-called skills mismatch). Therefore, when unemployment is concen-
trated among the unskilled and inexperienced, market-conforming inter-
ventions may be required to emphasize the role of relevant training in 
increasing employment opportunities. Policies in this category include 
education reform (including stronger consultations with employers on their 
needs and emphasis on job placement during tertiary education), voca-
tional or entrepreneurial training schemes (that could also be offered at 
subsidized rates to those offered employment), job search assistance, and 
access to financing for self-employment.

• Stimulating labor demand. ALMPs to boost labor demand through subsi-
dized employment programs can be implemented in either the public or 

27 Prepared by La-Bhus Fah Jirasavetakul and Lamin Leigh. 
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private sector. The market failures may reflect temporary shocks that depress 
labor demand below its trend. Intervention may be useful to the extent that 
there is a loss of skills during unemployment and that retraining newly hired 
workers, even with experience, may be costly. Moreover, the social costs to 
support those who are unemployed may be higher than the costs to subsi-
dize their employment. Because of the high costs of implementation and the 
transitory nature of the shocks they respond to (such as natural disasters, 
conflicts, macroeconomic crises, or seasonal fluctuations in employment28), 
such programs are usually used only temporarily. ALMPs may also be used 
to deal with structural unemployment. However, these efforts are unlikely 
to be successful unless the labor and product market distortions that limit 
labor demand are tackled in parallel. International experience suggests that 
there is no excess labor supply in a business-friendly environment and with 
macroeconomic policies that sustain global competitiveness. In addition to 
actions to unlock private investment and exports, ALMPs that aim to 
stimulate labor demand should mostly be combined with measures to 
enhance the employability of labor. The interventions should target the 
inexperienced or long-term unemployed, and focus on skills development, 
which would improve employability upon expiration of the program. In 
other words, ALMPs with the objective of increasing long-term employ-
ment should be regarded as a bridge to employment, and thus temporary.

To address high unemployment, particularly among the youth, ALMPs in 
sub-Saharan Africa often take the form of subsidized employment programs, 
which combine enhancing the employability of labor with stimulating labor 
demand.29 Unemployment in sub-Saharan Africa, particularly for youth, is 
partly due to the lack of skills and experience. First, subsidized employment 
programs can create short-term employment opportunities for the unemployed 
and inexperienced workers. Second, these jobs are temporary and aim to offer 
training, which allows workers participating in these programs to gain relevant 
skills needed for them to obtain permanent employment in the labor market. 
Third, from a political economy perspective these subsidized employment pro-
grams have the added benefit of ensuring that the government is perceived to be 
doing something to address the situation. These subsidized employment pro-
grams include the following:

• Public employment programs provide the working population with not only 
short-term employment and a source of income but also experience and 
possibly training that could facilitate their absorption into the labor market. 
Public employment programs usually create job opportunities by expanding 
labor-intensive production through government-funded projects in sectors 
such as infrastructure, the environment, and social sectors (del Ninno, 
Subbarao, and Milazzo 2009). As a result, they can also promote public 
services. For example, employment opportunities in various countries are 

28 Labor-intensive public works in Botswana were historically associated with drought relief.
29 Examples of these subsidized employment programs in sub-Saharan Africa are presented in Box 3.2.
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created for road maintenance projects (for example, in Botswana), micro-
enterprises, and home-based care.

• Wage subsidies offer firms incentives to employ more workers by, for 
instance, directly subsidizing the cost of labor or providing tax credits (for 
example, in Botswana and Mauritius). Their objective is to expand employ-
ment and output by lowering employers’ costs of employment without 
affecting workers’ take-home wages. Wage subsidies can affect the composi-
tion of the labor force as a result of their targeting scheme. Their direct 
effect on overall unemployment, however, depends on the elasticity of sub-
stitution of factor inputs (Heintz and Bowles 1996). In addition, wage 
subsidies could affect overall employment through long-term changes in 
profitability and labor productivity, which induce greater investment. This 
is known as the scale effect of wage subsidies (Lewis 2001). 

• Generous tax incentives to specific sectors are offered in some of the SMICs 
in sub-Saharan Africa as an unorthodox ALMP measure to boost job 
creation, especially in natural-resource-rich countries. However, such 
sector-specific tax incentives are often implemented without thorough 
analysis of the fundamental causes of high structural unemployment. 
Depending on the sector, these causes could include a lack of appropriate 
skills, bottlenecks with logistics and infrastructure, obstacles to technol-
ogy transfer, poorly designed regulation with costly compliance, and 
macroeconomic policies that fail to promote global competitiveness. 
Attempts to promote employment creation through generous tax incen-
tives not only leave the underlying problems unaddressed, but may also 
reduce the incentives for the government to work with the private sector 
to address them. Thus, they could undermine the sustainability of 
employment creation. In addition, reducing the effective cost of capital 
through tax incentives will limit the current bias of tax incentives toward 
capital-intensive sectors in many MICs. “Picking winners” and other 
ALMPs may be costly and therefore difficult to scale up if distortions and 
market failures that limit investment and production are not also 
addressed. Consequently, ALMPs do not necessarily deliver a sustained 
impact on job creation, and may create further distortions in the labor 
market. Instead, emphasis should be put on measures that would boost 
competitiveness and economy-wide productivity to enhance job creation 
through investment and globally competitive production.

Country Experiences

What does experience in sub-Saharan Africa and other regions suggest about the 
types of ALMPs that work? Although there are no silver bullets, experience thus 
far seems to suggest that ALMPs must be implemented with great care to avoid 
undesirable results such as crowding out private sector employment, labor market 
distortions, and misallocation of public resources. In particular, if inappropriately 
designed, public employment programs and wage subsidies would not lead to a 
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net increase in permanent employment, and often are costly to the budget. 
Specifically, the following issues need to be borne in mind when looking at 
ALMP measures: 

• First, if wages are set at an inappropriate level, subsidized employment in the 
public sector can crowd out private employment by increasing average 
wages and encouraging queuing for subsidized jobs. The queuing to enter 
subsidized sectors has been evident in some SMICs, such as Botswana, 
Mauritius, and Namibia. More flexibility in the wage-setting mechanism, 
supported by well-designed and targeted active labor market measures as in 
Mauritius, can, in some specific circumstances, support employment by 
better aligning wages with productivity levels at the firm level. 

• Second, workers targeted by the program may be substituted for other 
workers because the targeted workers have relatively cheaper labor costs 
(Aislabie 1980). Concerns have been rising in some SMICs about the 
adverse substitution effects of the employment tax incentive due to limited 
worker protection. Without proper monitoring, this effect would create 
dual or segmented labor markets and result in the replacement of existing 
workers who may have been subsidized workers in an earlier period. This 
would lead to effects that are similar to those of the so-called insider- outsider 
phenomenon. The stronger substitution effects would lead to a lower 
impact in reducing overall unemployment. 

• Furthermore, skills obtained from such a program, if any, may not be suf-
ficient or relevant to make employment in the private sector more produc-
tive. As a result, job creation may not be generated on a sustainable basis, 
especially in countries where lack of skills and experience is an important 
cause of unemployment among low-skilled youth (for example, Mauritius 
and Namibia).30 This suggests that effective coordination between the public 
and private sectors is needed to identify the skills required in the labor mar-
ket, for instance, through internship programs between the government and 
various industries that are currently being piloted in Botswana. It also sug-
gests that programs should focus on subsidizing employment in the private 
rather than the public sector.

• Moreover, subsidized employment programs are financed either by repriori-
tizing the budget or by increasing revenues through general taxation. The 
negative effects of these financing options might offset the positive impact 
of subsidized employment programs, particularly if the impact is not dura-
ble and the cost is too prohibitive to allow the scaling up that would be 
required to solve the unemployment problem.31 This fallacy of composition 
could be aggravated when there is a youth bulge entering the labor market.

30 This is a point that was also noted in the 2014 annual meetings by the African Development Bank.
31 In addition, ALMPs could have a significant impact on growth and productivity through debt financ-
ing. The recent work on policies that could lift up potential growth in MICs shows a concave relation-
ship between debt and total factor productivity (see Chapter 4 of this book and IMF [2014]). One way 
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• Finally, a nontraditional ALMP that is now increasingly used in SMICs is 
targeted tax incentives to sectors in which the employment multipliers are 
deemed to be high. This policy creates further distortions in the labor mar-
ket, and is costly and nontransparent because the tax expenditures are not 
evident. Paradoxically, job creation can be boosted in many SMICs by reduc-
ing tax incentives provided to capital and redistributing these benefits by 
lowering income tax rates. The increased effective cost of capital would 
constrain the current bias toward capital-intensive sectors (without increasing 
tax burdens), and thus make labor less costly in relative terms. Nonetheless, 
some caution is warranted because there could be a potential employment 
loss, particularly when capital and labor are strong complements.

Assessing ALMP Measures in IMF Surveillance of SMICs

In general, there is a need to be pragmatic and results-oriented when looking at 
ALMP measures in the context of country work on SMICs. Assessments of 
ALMPs need to take into account the prevailing conditions in the labor market 
(including labor market institutions) and the distortions, as well as policy and 
market failures, that limit private investment for globally competitive production. 
Specifically,

• ALMPs, by themselves, are not a panacea for addressing the persistently 
high level of unemployment in many SMICs, especially when the unem-
ployment challenge is largely structural rather than cyclical.32 In addition, 
significant time is often required to design and implement such a program, 
which makes it even more difficult to act countercyclically during a down-
turn (in some countries, such as Botswana, the downturn is seasonal, for 
example, due to drought, and the government has a set protocol in place). 
Furthermore, public works programs will likely not have a permanent 
impact on job creation in the presence of broader distortions in the labor 
market, including rigid labor laws. Thus, they need to be implemented in 
an environment of more flexible wage bargaining mechanisms and low costs 
of hiring and firing. Policies should aim to protect employment and not 
jobs.

to interpret the concave relationship between debt and growth is as follows: At the initial stage, issuance 
of government debt contributes to the development of financial markets, which positively affects pro-
ductivity growth. However, a high level of government debt starts to crowd out private investment and 
pushes long-term interest rates up, which has negative implications for productivity.
32Despite being more relevant to MICs (because of the main objective of reducing unemployment 
through formal job creation), ALMPs could also be tailored to some of the frontier markets in sub-
Saharan Africa, where informality and underemployment—rather than unemployment—are the main 
issues. In this case, ALMPs should focus on interventions to increase productivity in the informal 
sectors in the long term, such as entrepreneurial skill development and business training. In addition, 
ALMPs in sub-Saharan African frontier markets could be supported by policies to enhance the busi-
ness environment, including the development of product-market networks and regulations. 
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• Public works programs also need to include a skills-development compo-
nent to give workers the chance to acquire skills that will be marketable 
upon completion of the public works projects. More generally, a durable 
pickup in job creation that reduces mass unemployment seems unattain-
able without major labor and product market reforms, including smarter 
regulations that have low compliance costs. Reducing the skills deficiencies 
of the unemployed is a gradual process that takes time to yield fruit in many 
countries in sub-Saharan Africa. Deep reforms to the education and voca-
tional training systems will be required with strong inputs from private 
employers. Within any given distribution of skills, the ability of individuals 
to find jobs depends, in part, on the structure of the labor and product 
markets. Ultimately, structural policies are needed to raise potential growth 
and make it more labor intensive.

• In the short term, some employment can be supported by ALMP measures. 
These policies include temporary youth wage subsidies, transport subsidies 
for job seekers, and schemes to provide work experience and on-the-job 
training. However, the schemes should be carefully designed to prevent 
abuse and create net employment, with spending in this area tightly con-
trolled given the fiscal cost of such schemes. Temporary public works pro-
grams could also provide an important safety net for the unemployed, 
would be self-selecting if wages are kept low, and would not permanently 
increase the public wage bill. 

• In many SMICs, however, the recent increase in public sector employment 
is not a cost-effective or efficient way to increase employment. Public sector 
employment increases tend to generate a host of other distortions in the 
labor market that, on balance, destroy jobs (as demonstrated in this chap-
ter). They could also crowd out critical social spending and put upward 
pressure on wages in the economy, thereby limiting the impact on aggregate 
employment. Another aspect of ALMPs is how they can handle the gender 
aspects of unemployment. For more details on ALMPs and gender-biased 
unemployment, see Dejardin (1996).

• Overall, the high unemployment rate in many SMICs in sub-Saharan Africa 
is driven by public sector wage policies, which distort labor market outcomes 
(Leigh and Flores 2013) and impede a business-friendly climate. 
Macroeconomic policies may also need to be adapted to support global com-
petitiveness. In many SMICs, government hiring practices and wage awards 
for public servants have typically inflated wage expectations and placed a 
premium on graduates with degrees that fail to provide the skills in demand 
in the private sector. They also sometimes lead to high reservation wages and 
extended job search periods. Too often, this situation exacerbates the misalign-
ment of labor productivity and real wages, further depressing overall employ-
ment and generating more pressure for inappropriate expansion of public 
sector employment.
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CHAPTER 4

Increasing Productivity Growth 
in Small Middle-Income Countries 

Lamin Leigh, ara Stepanyan, La-BhuS Fah JiraSavetakuL, 
andrew JoneLiS, aShwin moheeput, aidar aBdychev, 
FriSka paruLian, martin petri, and aLBert touna mama 

As indicated in Chapter 1, prudent macroeconomic management and improved 
institutional settings in many of the small middle-income countries (SMICs) in 
sub-Saharan Africa resulted in impressive economic performance in the past few 
decades.1 

However, in many of the SMICs, as in middle-income countries in other 
regions, trend growth rates are slowing, reflecting the reduced contribution of 
total factor productivity (TFP). Per capita real GDP growth for most of these 
countries has fallen short of the range of the 3–4 percent average needed to avoid 
the so-called middle-income trap (Figures 4.1, 4.2, and 4.3).2,3

The growth moderation in many SMICs in sub-Saharan Africa reflects the 
slowdown in the contribution of TFP to growth, which has reduced their poten-
tial to graduate from middle-income status into high-income status (Figure 4.2, 
and Aiyar and others 2013).4 Thus, it is critical that SMICs in sub-Saharan Africa 
reinvigorate policies to boost TFP growth.

1 The following SMICs are included in the analysis in this chapter: Botswana, Cabo Verde, Lesotho, 
Mauritius, Namibia, Seychelles, and Swaziland.
2 For more detail, see Felipe (2012), who examines a definition of and conditions for avoiding the 
middle-income trap. Using cross-country data for 124 countries during the period 1950–2010, the 
paper finds that a middle-income country has to attain an average annual growth rate of per capita 
income of at least 3.5–4 percent to transit to the next income status, in at most 28 years for lower-
middle-income countries and 14 years for upper-middle-income countries.
3 As shown in Figure 1.5 of Chapter 1, per capita real GDP growth in the SMICs accelerated to about 
5 percent during the mid-1980s before slowing and stabilizing around 3 percent for the past 20 years. 
Meanwhile, emerging market economies experienced a growth slowdown during the late 1980s, 
recovered thereafter (except for the period of the Asian financial crisis), and achieved per capita real 
GDP growth of about 6 percent for the past 10 years.
4 The growth moderation could also reflect, in part, the ongoing global debate about secular stagnation 
pointed out by a few studies (see, for example, Summers 2014; Teulings and Baldwin 2014).
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This chapter focuses on identifying policy reforms that would increase 
productivity growth—a key driver of long-term growth prospects.5 The 
chapter explores policy options that could boost productivity growth in 
SMICs in sub-Saharan Africa by analyzing the role of productivity in the 
growth dynamics of these countries using a cross-country study. The chapter 
contributes to the existing growth literature in two ways: First, it looks not 
only at the level of education but at its quality and the gap between skills 
supply and demand. It does so by introducing the skills-mismatch index as 
an indicator explaining TFP growth. Second, the chapter looks at the impact 
on productivity growth of macro-stability-friendly forms of financial inclu-
sion.6 The main estimation challenges involve endogeneity, cross-country 
heterogeneity among the TFP determinants, and limited data availability. As 
a result, we use several econometric techniques in an attempt to account for 
the endogeneity and heterogeneity problems as well as to provide robustness 
to our estimates. 

Our analysis suggests that structural reforms are needed to foster TFP growth 
and to accelerate convergence to higher income levels. In particular, boosting 
productivity growth would require reforms in the financial sector; reducing 
regulatory barriers to firms; improving the quality of public spending, most nota-
bly on secondary and tertiary education to reduce the skills mismatch; alleviating 
infrastructure bottlenecks; deepening capital markets; and investing in research 

5 Although the chapter does not formally test the role of exchange rate regimes, the stylized facts sug-
gest that exchange rate regimes do not play a discernible role in the evolution of growth, which is 
broadly consistent with the literature stating that by and large the exchange rate regime by itself does 
not determine economic outcomes (see, for example, Stotsky and others 2012).
6 The earlier literature focuses more on theoretical models and empirical tests in low-income countries 
and advanced economies.

Figure 4.1  GDP per Capita Growth and the Middle-Income Trap  
(Percent, average of last five years)

Source: IMF, Regional Economic Outlook: Sub-Saharan Africa (various reports).
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Figure 4.2 Growth Development of Small Middle-Income Countries in Sub-Saharan Africa
Source: IMF, World Economic Outlook database.
1 As a new entrant into the small middle-income country (SMIC) group, Lesotho’s relatively strong 
growth pattern in recent years probably reflects a base effect that other more established SMICs have 
also experienced. In addition, strong performance in the diamond and textiles sectors, which benefited 
from external environment and preferential trade treatment, also helped. Over time, one would expect 
the convergence process to set in, which will likely lead to the growth slowdown pattern seen in the 
other SMICs.
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and development and new technologies. In addition, we find that the extent to 
which the government can close the infrastructure gap by borrowing is limited, 
because after a certain threshold, government debt’s marginal impact on produc-
tivity growth becomes negative.

The chapter also touches on political economy considerations in the imple-
mentation of structural reforms (Box 4.1). Implementing structural reform is not 
an easy task in any country. Up-front economic and political costs that are usu-
ally incurred in the early stages of implementing difficult reforms—including 
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Figure 4.3  Growth Decomposition of SMICs in Sub-Saharan Africa  
(Annual Percent)

Sources: Penn World Tables; and IMF staff calculations.
Note: TFP = total factor productivity.
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lower growth, the redistribution of income, frictional unemployment,7 and the 
erosion of oligopoly rents—mean that a strong constituency of stakeholders usu-
ally favors the status quo since they stand to lose from reforms. 

The rest of the chapter is organized as follows: First, the chapter provides a litera-
ture review of the determinants of TFP growth and subsequently discusses stylized 
facts. The empirical analysis is then presented. Finally, the chapter discusses the 
conclusions and the policy implications for SMICs and future areas of research.

LITERATURE REVIEW: DETERMINANTS OF 
TOTAL FACTOR PRODUCTIVITY 
This section reviews the main determinants of TFP from the relevant literature. 
TFP contributes to economic growth by improving resource allocation, innova-
tion, and productivity of each of the factor inputs, providing an opportunity to 

7 Frictional unemployment occurs when workers leave their jobs to find better ones. It is usually 
thought of as a voluntary exit, but can also occur as a result of a layoff or termination with cause. The 
time, effort, and expense it takes to find new jobs is known as friction.

Political Economy and Structural Reforms  
in Small Middle-Income Countries

Structural reform is not an easy task in any country, and its success is often influenced 
by political economy constraints. Creative solutions must be found to overcome these 
obstacles. In some cases a competitive social and political bargain in which no major 
stakeholder in the economy has veto power and each interest group has an incentive 
to come to the table for mutually beneficial solutions can be a mechanism for generat-
ing consensus around a package of mutually reinforcing reforms. Mauritius has been a 
model of such compromises, where a potentially divisive ethnic mix gave birth to suc-
cessive coalition governments and generous social benefits for all. This approach has 
been successful, with the country embarking on successive waves of structural reforms. 
Why have other SMICs not been able to replicate this social and political bargain 
mechanism to speed up the implementation of productivity-enhancing reforms? Are 
the impediments related to capacity constraints? Or does the dualistic nature of these 
SMIC economies (highly unequal societies with poverty rates reminiscent of large 
emerging markets—see Figure 4.1.1) make it difficult to generate consensus for imple-
menting such productivity-enhancing structural reforms? In some cases, the desire to 
promote more public investment clashes with social aspirations that lean toward more 
public services or income redistribution, especially in highly unequal societies with 
poverty rates close to those of low-income countries (for example, Lesotho and 
Swaziland). Chapter 6 of this book provides a fuller treatment of the political economy 
aspects of reform in SMICs.

BOX 4.1
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grow more efficiently and sustainably in the long term. Although the concept of 
TFP is important for enhancing growth sustainability, measurement of TFP 
remains subject to debate.8 As a result, a growth decomposition and TFP-related 
information should be analyzed with caution. Conceptually, TFP is the growth 
residual that cannot be accounted for by observed increases in factor inputs and 
a formulated production function (Solow 1957). Practically, it could be anything 
that is unobserved—including not only technological change but also measure-
ment errors and a misspecified production function (Abramovitz 1956; Felipe 
1999; Hulten 2001). Nonetheless, most economists agree on the importance of 
TFP for long-term output growth (see, for example, Krugman 1994; Easterly and 
Levine 2001). 

Based on the existing theoretical and empirical literature, a number of deter-
minants have an impact on TFP’s contribution to growth. These determinants 
can be categorized into several conceptual variables as follows:

Macroeconomic variables. A number of macroeconomic factors could play a role 
in determining TFP and its growth because they may influence both input use 
and allocative efficiency. The two macroeconomic variables often discussed in the 
literature are inflation and size of government. The relationship between inflation 
and productivity growth is found to be negative in a number of cross-country 
empirical studies (see, for example, Fischer 1993; De Gregorio 1993; Ghosh and 
Phillips 1998; Loko and Diouf 2009; Espinoza 2012; Barro 2013). Although the 
role of government is potentially an important factor in growth performance, the 
relationship between these two variables remains ambiguous. Empirical studies 
adopt various measures of the role of government, ranging from the size of 
the budget and provision of public services to prudent macroeconomic policies. 
The size of the public sector can both foster and hinder productivity growth 
(Ranis 1989). Provision of basic public goods and economic infrastructure would 
enhance overall productivity (Ghali 1999). However, a number of studies point 
to the negative effect of government spending on economic growth, owing to 
government inefficiencies and low quality of public spending (see, for instance, 
Barro 1991; Sala-i-Martin, Doppelhofer, and Miller 2004; Loko and Diouf 2009; 
Danquah, Moral-Benito, and Outtara 2013).9 

Openness and technology creation and transfer. Openness to the world economy 
is another important factor explaining TFP growth. Trade openness increases 
international contacts and can be a source of learning because technology is often 
embodied in goods (Lewis 1979; Grossman and Helpman 1993; Sachs and 
Warner 1995; Sala-i-Martin, Doppelhofer, and Miller 2004; Dollar and Kraay 
2004). Foreign direct investment (FDI) is also a key channel for the transfer of 
advanced technology and research and development (R&D) knowledge from 

8 See Mahadevan (2003) for a detailed review of TFP critiques.
9 Based on similar cross-country literature, Akinlo (2005) investigates the importance of these macro-
economic determinants of TFP, particularly within the sub-Saharan Africa region during 1980–2002. 
Specifically, Akinlo (2005) finds that external debt and inflation negatively contribute to TFP 
whereas human capital, trade orientation, and financial development are positively related to TFP. 
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industrial to developing countries. In addition, Loko and Diouf (2009) empha-
size that the level of FDI reflects the macroeconomic environment of a country. 

Quality of labor input and efficient allocation. An increase in the human capital 
base can have a positive impact on TFP growth by facilitating structural change 
and technological improvement (Romer 1990; Barro 2001). In addition, human 
capital can help absorb positive externalities from international trade and FDI 
(Loko and Diouf 2009). The gaps between the supply of and demand for skills 
could account for a decline in TFP growth, especially in low-income countries 
that make use of technology developed by advanced economies (Acemoglu and 
Zilibotti 2001). 

Female labor force participation. Higher labor force participation, particularly 
among women, may increase TFP growth if technological progress and the female 
labor force are complementary (Weil and Galor 2000; Madsen and Ang 2013). 
However, some of these studies show that the impact of increased female labor 
force participation on productivity growth is likely to be concave and decline over 
time (McGuckin and van Ark 2005).

Sectoral composition and structural change. Many studies address the importance 
of structural change, captured by sectoral production or sectoral employment, in 
determining TFP growth. A transition from concentration in less productive to 
more productive sectors would positively affect aggregate productivity growth 
(Lewis 1954; Ranis and Fei 1961). Although most of the literature finds a posi-
tive relationship between structural change and TFP growth at the cross-country 
level (see, for example, Poirson 2000; Jaumotte and Spatafora 2007; Loko and 
Diouf 2009), some specific country studies show ambiguous results owing to the 
preconditions of market institutions, openness, and labor market mobility 
(Lu 2002). A less diversified economy could portend risk and vulnerability, 
which may, in turn, undermine TFP growth. 

Monetary and financial development. The positive impact of financial sector 
development on productivity has been well documented (see, for instance, 
Roubini and Sala-i-Martin 1992; King and Levine 1993; Aghion, Howitt, and 
Mayer-Foulkes 2005). The main intuition is that financial markets enhance pro-
ductivity through efficient capital reallocation and that financial development 
also brings in technological innovation. Financial sector development could also 
attract investment, and thus capital deepening, which could, in turn, affect pro-
ductivity.

Institutional and regulatory factors. Although reverse causation is possible, many 
recent papers have shown that institutional factors can enhance productivity growth 
by ensuring resource reallocation efficiency and encouraging a good economic envi-
ronment for investment (for example, Hall and Jones 1999; Acemoglu, Johnson, 
and Robinson 2004; Glaeser and others 2004; Acemoglu and Johnson 2003; 
Easterly 2006). In addition, political instability is often regarded as another institu-
tional factor undermining productivity growth because it inhibits investment in 
innovation and creates market distortions that are likely to lower productive effi-
ciency (for example, Edwards 1998; Nachega and Fontaine 2006; Aisen and Veiga 
2013). Furthermore, business restrictions, such as on size, licensing, and state 
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ownership, could result in misallocation of resources at the firm level, which would, 
in turn, lower aggregate TFP (Hsieh and Klenow 2009).10

Table 4.1 presents a summary of the key influential factors from the literature 
and the variables that are used in the qualitative and quantitative analyses of this 
chapter.

STYLIZED FACTS 
TFP has played a prominent role in growth episodes in many SMICs. In earlier 
decades, in a relatively supportive global economic environment, SMICs gener-
ally used capital deepening in the form of infrastructure investment programs and 
FDI to bolster productivity and thus growth (Table 4.2). However, in more 
recent years, in the face of a less favorable external environment, the growth 
momentum in many SMICs waned because structural reforms that might sustain 
TFP growth—such as a business-friendly environment—were not fully in place.11 
This limitation was compounded by weak regulatory systems, which often 
impinged on their institutional setup and prevented their TFP from rising fur-
ther, although this issue is being addressed in many SMICs.12

10 The inclusion of institutional factors in the empirical analysis here was largely driven by data availabil-
ity in the form of reliable time series. Both broad and narrow institutions can affect economy-wide pro-
ductivity in different ways; however, a fuller treatment of this aspect is beyond the scope of this chapter.
11 Similar to this chapter, many studies use business survey indicators as proxies for business-friendly 
environments. Therefore, it is important to note that the link between the two variables could be weak 
under some conditions. For example, no regulation—which leads to higher scores on the indicators—
may not always be best for business (Berg and Cazes 2007). In addition, a one unit increase in these 
indicators is likely to have a different meaning depending on the category in which a country cur-
rently falls (that is, there are nonlinear marginal effects).
12 As an additional boost to TFP, structural transformation and creating an enabling environment to 
move from low-return sectors to high-return sectors (see Table 4.2.1 in Box 4.2) and consistently 
experimenting and innovating by implementing new ideas are also important ingredients for raising 
potential growth in an environment characterized by structural impediments (see Box 4.2).

TABLE 4.1

Summary of Total Factor Productivity (TFP) Determinants and Variables 

TFP Determinants from the Literature Variables

Macroeconomic conditions Inflation, government debt, public employment
Openness, and technology creation  
 and transfer

Trade, foreign direct investment, research and development,  
 infrastructure

Quality of labor inputs and efficient  
 allocation

Years of schooling, skills mismatch

Female labor force participation Female labor force participation rate
Sectoral composition and structural change Sector shares of output, economic diversification
Monetary and financial development Credit, market capitalization
Institution and regulatory factors Labor and business regulation indices, doing business  

 indicators, income inequality 

Source: Authors.
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TABLE 4.2

Structural Impediments to Productivity Enhancement in SMICs

Macroeconomic Environment Labor Market Financial Sector Public Sector Environment

Resource-Rich Middle-Income Countries
Botswana Lack of economic diversification High reservation wage and skills 

mismatch
High concentration of bank 

loans to households
Effectiveness of tax system; qual-

ity of public spending
Namibia Lack of economic diversification Lack of skills High concentration of bank 

loans to households, in  
particular mortgages

Quality of public spending (not 
getting value for money) and 
large public sector

Non-Resource-Rich and Non-Island Middle-Income Countries
Lesotho Lack of economic diversification High and persistent structural 

unemployment; HIV prevalence 
among labor force

Small and inefficient, high lend-
ing rates; large risk premiums

Large and ineffective public  
sector distorts labor market 
incentives and creates unfavor-
able business environment

Droughts; soil 
degradation

Swaziland Lack of economic diversifica-
tion; depressed capital 
accumulation; uncompeti-
tive business environment

Large expansion with no clear evi-
dence of high fiscal multiplier

Non-Resource-Rich and Island Middle-Income Countries
Cabo Verde Lack of economic diversifica-

tion; reliance on imports for 
food, fuel, manufacturing 
items, and capital goods

Low labor market efficiency owing 
to restrictive labor market  
regulations and shortage of 
technical skills

Predominantly bank-based, high 
concentration (four system-
atic banks account for more 
than 80 percent); sizable 
exposure to the real sector

Large public investment in infra-
structure financed by borrowing, 
leading to deteriorating fiscal 
balance and high public debt

Mauritius Although economy is relatively 
diversified, there is still reli-
ance on European markets 
for trade and tourism

Structural labor market problems, 
including youth unemployment

Environmental 
degradation 
and weather-
related disasters

Seychelles Lack of economic diversifica-
tion; reliance on imports for 
food, fuel, manufacturing 
items, and capital goods

Structural problems including  
shortage of adequate skills and 
expertise; complex procedures for 
hiring qualified foreign workers

Lack of financial deepening Inefficient public investment; 
presence of large parastatals 
operating in quasi-monopoly 
environments

Environmental 
degradation 
and weather-
related disasters

Source: IMF staff compilation.
Note: MIC = middle-income country;  SMIC = small middle-income country.
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Structural Transformation in Mauritius and Namibia

The reallocation of economic activity from low- to high-productivity activities lies at the heart 
of the rapidly growing work on structural transformation. An alternative view is that drivers 
of growth cause both growth and structural change to move simultaneously. The period 
1995–2010 was characterized by high growth in a significant number of countries in sub-
Saharan Africa, most of which have experienced some degree of structural transformation, 
albeit at different speeds. Although the share of agriculture in GDP in small middle-income 
countries (SMICs) in sub-Saharan Africa has fallen somewhat, employment has not moved 
from agriculture into industry or services. This contrasts with Asian economies that have 
registered strong growth over the years (Table 4.2.1). An empirical study by Dabla-Norris and 
others (2013) suggests that product and labor market reforms, openness to trade, and access 
to finance are factors that explain the variation in sectoral shares across countries.

Mauritius. Mauritius is often cited as a successful structural transformation story in the 
region. Several factors underpin that success, including a diverse and competitive politi-
cal system supportive of economic reforms, and better sequencing of reforms, particu-
larly investment in appropriate education and training, which enhanced the economy’s 
absorptive capacity and buttressed the authorities’ resolve to create new sectors to drive 
growth. In addition, flexibility in acquiring necessary skills in the labor market, attracting 
foreign direct investment (the double taxation treaty with India), and the coherence of 
micro and macro policies also contributed to Mauritius’s transformation. However, the 
country also faces some challenges, including public sector administration and efficiency 
of public services. The authorities plan to accelerate the transformation of the island into 
a cyberstate while leveraging various opportunities offered by the vast potential of 
ocean-based sectors. This transformation hinges on the country’s ability to continuously 
enhance its competitiveness and improve the efficiency of public services. 

TABLE 4.2.1

Change in Output, Employment Shares, and GDP per Capita, 1990–2011

Output Shares Employment Shares
Average GDP 

per Capita1Agriculture Industry Services Agriculture Industry Services

Asian Countries
Bangladesh –0.5 0.5 0.0 –0.3 0.4 –0.1 3.6
Cambodia, 1998–2010 –1.8 0.7 1.0 –1.5 0.8 0.8 5.6
Vietnam –0.7 0.8 –0.1 –1.2 0.5 0.6 5.5
Indonesia, 1993–2011 –0.2 –0.1 0.3 –0.9 0.3 0.6 3.2
India –0.7  0.0 0.7 –0.7 0.4 0.3 4.8

SSA MICs, 1995–2010 unless indicated otherwise
Botswana –0.5 –0.1 0.1 0.9 –0.4 –0.1 3.0
Cabo Verde –0.4 –0.2 0.1 –0.2 –0.1 0.2 7.2
Lesotho –0.3 0.4 –0.1 … … … 2.7
Mauritius, 2000–10 –0.3 –0.2 0.1 –0.3 –0.3 0.3 3.4
Namibia –0.4  0.0 0.1 –0.2 0.2 0.1 2.3
Seychelles, 2004–10 –0.4 –0.1 0.0 … … … 2.9
Swaziland –0.1 –0.1 0.2 … … … 1.1

Sources:  Haver Analytics; World Bank, World development Indicators; and IMF staff calculations.
Note: … = not available; MICs = middle-income countries; SSA = sub-Saharan Africa.
1 Purchasing power parity, 2005 constant U.S. dollars.

BOX 4.2
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During the years of high historical growth, while FDI inflows and infrastruc-
ture investments were crucial for enhancing productivity growth, high regulatory 
burdens on firms hampered productivity growth (IMF 2015). 

• Years of significant FDI inflows (including indirect inflows such as import 
duties) helped most of the SMICs accumulate productive capital and bolster 
TFP growth. The correlation between FDI and TFP growth has been posi-
tive in most SMICs (IMF 2015). 

• The SMICs managed to address their infrastructure gaps by ensuring suffi-
cient coverage of basic infrastructure services such as electricity, water, and 
telecommunications networks, which constituted the bedrock of productiv-
ity growth (IMF 2015). 

• However, the confluence of a less favorable external environment and regu-
latory barriers to private sector development negatively affected productiv-
ity growth in many SMICs. The structural constraints include regulatory 
burdens that inhibit private sector development, restrictive labor market 
regulations (for example, restrictions on employing foreign labor), and high 
financial access costs.

EMPIRICAL ANALYSIS
Methodology 

This section assesses empirically the relationship between macroeconomic, struc-
tural, and institutional variables and TFP growth in SMICs. In addition to the 
standard factors and channels identified in the literature, this chapter also looks 
at two relatively less explored areas. First, it goes beyond the level of education 
and looks at its quality, because in many SMICs, although the literacy rates are 
high and governments spend a significant portion of budgetary resources on 

Namibia. The relatively young nation of Namibia has been successful in achieving 
political and macroeconomic stability, which has helped improve the living standards 
of the population. The country is also actively enhancing the diversification process, 
and its focus on business-oriented infrastructure and support has contributed to a 
rise in manufacturing activity. However, Namibia’s exports rely heavily on mining. 
Namibia embarked on an export diversification strategy through several initiatives, 
including the creation of export processing zones and the establishment of small and 
medium enterprise development programs. In addition, the Namibian authorities are 
also exploring the development of commodity-based value chains to enhance 
growth and economic diversification. However, Namibia still faces a skills shortage in 
its economy. Futhermore, difficulties in obtaining working permits are a challenge for 
the private sector. These factors, combined with the socioeconomic challenges of a 
dual economy, create difficulties in opening the labor market further to pave the way 
for the high skills that are needed to boost economy-wide productivity and thus 
potential growth.
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education, a lack of relevant skills has contributed to persistently high unemploy-
ment. Second, the chapter looks at the relationship between stability-friendly 
forms of financial inclusion and TFP growth.

We use several panel data techniques to identify determinants of TFP growth 
and estimate their impact. These techniques can complement each other because 
each has different practical advantages and limitations (Annex 4.1). The following 
methods are used: 

• Dynamic panel estimation. This method allows the lag-dependent variable to 
affect the dependent variable and controls for endogeneity (Arellano and 
Bond 1991; Blundell and Bond 1998).13  Given that it is conducted at the 
country and year levels, the dynamic panel estimates are expected to provide 
short-term cross-country evidence. Although this method has been widely 
used in recent cross-country empirical analyses, it does not allow for hetero-
geneous effects of the TFP determinants across countries.

• Cointegration for heterogeneous panels. This approach enables us to identify 
and estimate the long-term relationship between TFP growth and its endog-
enous determinants.14 In addition, it allows for heterogeneity among coun-
tries in the panel and adjusts for potential endogeneity and cross-sectional 
dependence. However, the cointegration analysis is relatively more data 
intensive. This drawback, together with limited data availability for middle-
income countries, restricts the number of explanatory variables that can be 
included in each specification.

• Binary response model (panel probit analysis). The panel probit analysis 
measures the extensive margin effects to provide a broader understand-
ing of the structural policy factors that contribute to positive TFP. That 
is, the outcome of interest is a binary response variable for TFP (1 if 
TFP contributes positively to growth, and 0 otherwise). Because the 
approach is relatively simple, it allows us to explore the roles of other 
variables, whose data availability is limited, on productivity growth in 
the medium term.15 These variables include the regulatory environment 
in the product and labor markets and the size of the financial sector. In 
addition, this approach provides estimates of the country-specific pre-
dictive probabilities for TFP contribution to growth, based on various 
model specifications. 

13 To avoid the problem of overidentification, the instrument set was restricted by (1) creating one 
instrument for each variable and lag distance (collapsing instrument set) and (2) restricting the num-
ber of components from the principal component analysis on the instrument set. By doing so, all the 
dynamic panel regression analyses pass the over-identification tests (that is, the Hansen P-values are 
strictly less than 1).
14 For more detail see Pedroni (2000, 2004). In the cointegration analysis we used routines that were 
kindly provided by Peter Pedroni.
15 Our panel probit estimates should reflect the medium-term effects of the TFP determinants because 
they are estimated using five-year data averages.
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Data Issues

Our data set comes from five primary sources: the Penn World Tables (PWT), the 
IMF’s World Economic Outlook (WEO), the World Bank’s World Development 
Indicators, the Economic Freedom of the World Project, and the Barro-Lee data-
base (2013). Our data set covers 33 upper-middle-income countries for the 
period 1980–2010 (Annex 4.2). For TFP, we used the human-capital-augmented 
TFP data calculated by the latest PWT for 30 of the countries in our panel data. 
The sample size was driven by the chapter’s focus on MICs and the availability of 
data across this group. We derived TFP for Cabo Verde, Seychelles, and Swaziland 
with the latest available country data using a growth-accounting tool from the 
World Bank’s Economic Policy and Debt Department. TFP derived this way 
closely matches TFP from the PWT for other countries in our panel data. We 
constructed a skills-mismatch index, following the methodology of Estevão and 
Tsounta (2011) (Annex 4.1).16

For many of the SMICs in our study, data availability and quality of those statistics 
are issues. For example, at the time this chapter was prepared, Swaziland had not 
published national accounts data in a number of years, so the data used to calculate 
TFP came from data published in the World Development Indicators database.

Empirical Results

The results across different methods depict a broadly consistent picture. Our 
analysis confirms the findings in the literature that traditional variables such as 
trade openness and macroeconomic stability have a significant and positive 
impact on productivity growth (Table 4.3). In addition, the skills-mismatch index 
has a statistically significant negative impact on productivity growth in both the 
short and long terms. Another important factor is government debt, which has a 
concave relationship with TFP growth: at low levels, debt has a positive impact 
on TFP growth, but at high levels its impact on TFP growth becomes negative. 
Our estimates suggest that in the long term, the threshold of public-debt-to-GDP 
ratio at which its marginal impact on TFP becomes zero is 32–55 percent,17 
whereas in the short term the threshold is 80 percent. 

However, these results should be interpreted with great caution because there 
are also some differences compared with the literature. These differences arise not 
only from different time periods and countries of interest, but also from the dif-
ferent methodologies adopted to deal with endogeneity and reverse-causality 
problems. The interpretation and estimates of the thresholds for the public-debt-
to-GDP ratio in our study are different from those of Reinhart and Rogoff (2010) 
and Herndon, Ash, and Pollin (2013), who estimate a 90 percent threshold of 
government debt to GDP. Possible explanations for the different results are as 

16 The skills-mismatch index measures the difference between the skills demand and supply for each 
country. Labor supply is approximated by educational attainment of the labor force, while labor 
demand is proxied by sectoral employment shares and educational attainment anticipated to be 
required for working in each of the sectors (see more detail in Annex 4.1).
17 The threshold increases to 55 percent when we control for market capitalization.
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TABLE 4.3

Summary of the Empirical Results

Dynamic Panel 
(Short term)

Cointegration 
(Long term) Panel Probit

Government-debt-to-GDP ratio (–) or Concave* (–) or Concave* (+)/(–) or Concave*
Trade-to-GDP ratio (+) (+)*
FDI-to-GDP ratio (+) (+)/(–)*
Credit-to-GDP ratio (+)/(–)1* (+)
Share of agricultural sector in GDP (–)*
Share of manufacturing sector in GDP (+)*
Female labor force participation (+)/(–) (+)/(–)2*
Inflation (+)/(–) (–) * (–)*
Years of education (+) (+)*
Skills3 mismatch (–)* (–)* (–)*
Credit market regulation index (+) (+)*
Labor market regulation index (+)*
Goods market efficiency index (+)/(–)
SMEs with credit line (+)*

Source: IMF staff calculations.
Note: FDI = foreign direct investment; SMEs = small and medium enterprises.
(+)/(–) indicates ambiguous results; * indicates statistical significance at the 10 percent level.
1This probably reflects the high number of countries in our sample that have experienced financial crisis.
2The impact of female participation becomes positive after controlling for the share of agriculture in GDP.
3The credit and labor market regulation indices range from 0 to 7. A high value implies a less-restrictive regulatory system and/or 
a more competitive market.

follows: First, our study includes only MICs during the years 1980 through 2010, 
and controls for other heterogeneous structural characteristics across countries. 
Second, our interpretation of the estimates is based on the concept of marginal 
returns to government debt on TFP’s contribution to economic growth, whereas 
the earlier literature estimates the direct impact of government debt on GDP 
growth and a country’s vulnerability to a financial crisis. Third, it is important to 
emphasize that the literature has come to no consensus on a specific public debt 
threshold that triggers an adverse impact on economic growth. Country hetero-
geneity plays an important role in explaining variations in empirical results, and 
hence results from a cross-country study implying a common debt threshold may 
be misleading (Eberhardt and Presbitero 2015).

We also find some ambiguous results on other coefficient estimates that seem 
counterintuitive and inconsistent with the findings in other studies. Particularly, 
in some of our specifications we find a negative relationship between TFP and 
female participation in the labor force. Other results include a negative sign for 
the estimated coefficients for the credit-to-GDP ratio and tertiary education. 
Subsequent sections try to provide some explanation for these findings.

System Generalized Method of Moments (GMM) 

The dynamic panel estimation results suggest that skills mismatch and govern-
ment debt have statistically significant short-term effects on TFP growth.18 The 

18 This model includes four SMICs in sub-Saharan Africa: Botswana, Cabo Verde, Mauritius, and Namibia.
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selected results are presented in Table 4.4. TFP growth declines (in a statistically 
significant way) as the level of skills mismatches increases. For every 10 point 
increase in the skills-mismatch index, TFP growth declines by about 0.03 per-
centage points.19 The relationship between government debt and TFP appears to 
be concave.20 This result implies that a higher level of government debt reduces 
TFP growth, and the negative impact increases with the level of debt. In addition, 
this relationship suggests that some initial government debt may improve TFP 
growth. However, its positive impact on TFP growth, when significant, declines 
with the level of debt. These results are robust even after controlling for variables 

19 See Annex 4.1 for more detail on the skill-mismatch index.
20 Although the relationship between TFP growth and government debt is negative and concave, the 
coefficient estimates on government debt are not statistically significant for some specifications 
(Table 4.4, Columns 1-A and 1-B). In the last two specifications, the coefficient estimates on govern-
ment debt become negative for the linear term, and insignificant for the square terms. This outcome 
could be because too many variables are added to the specification, while the number of panel obser-
vations (countries) is reduced substantially.

TABLE 4.4

Dynamic Panel Result (System GMM)

(1-A) (1-B) (2-A) (2-B) (3-A) (3-B)

Lagged TFP 0.131 –0.165 0.139
(0.091) (0.234) (0.452)

Government-debt-to-GDP ratio (DBT) 0.031 0.004 0.222* 0.254* –0.441* –0.364*
(0.070) (0.059) (0.120) (0.132) (0.238) (0.185)

DBT2/100 –0.041 –0.026 –0.141* –0.155** 0.320 0.248
(0.036) (0.030) (0.068) (0.068) (0.215) (0.185)

Trade-to-GDP ratio 0.010 0.004 0.097 0.106 –0.018 –0.009
(0.034) (0.021) (0.088) (0.084) (0.059) (0.042)

FDI-to-GDP ratio 0.110 0.033 0.037 0.130 0.201 0.235
(0.168) (0.099) (0.242) (0.256) (0.261) (0.187)

Female labor force participation –0.390 –0.327 –0.155 –0.391 –0.318 –0.231
(0.239) (0.204) (0.598) (0.596) (0.221) (0.181)

Inflation 0.079 0.047 –0.028 –0.056 0.621 0.506
(0.059) (0.047) (0.060) (0.065) (0.421) (0.319)

Years of education 1.599 0.416 0.384 –0.268
(2.745) (2.914) (1.492) (0.743)

Skills mismatch –0.279* –0.304** –1.715 –1.079
(0.152) (0.135) (2.567) (1.649)

Credit market regulation index 2.696 2.390
(2.230) (2.680)

Goods market efficiency index –0.993 0.639
(4.635) (4.569)

Constant 13.686 13.094 –13.495 0.938 –5.572 6.809
(9.097) (7.956) (18.461) (20.017) (68.703) (56.218)

N 434 433 265 265 73 73
Countries 30 30 23 23 19 19

Note: FDI = foreign direct investment; TFP = total factor productivity. One-step generalized method of moments (GMM) 
estimation method. Standard errors in parentheses.
* p<0.1,  ** p<0.05,  *** p<0.01
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for infrastructure development.21 Based on the results, the level of government 
debt at which the positive returns to government debt will decline to zero is 
80 percent. That is, if the specifications are correct, additional government debt 
has a positive impact on TFP growth, but this positive effect declines as the debt 
level increase, and will become negative when the debt is greater than 80 per-
cent of GDP.22

The impact of the economic freedom and efficiency indicators on TFP growth 
is ambiguous.23 Better credit market regulation seems to be positively correlated 
with TFP growth, but it is not statistically significant (Table 4.4, Columns 3-A 
and 3-B). The effects of goods market efficiency on TFP growth are ambiguous 
and are not robust to changes in model specification and the inclusion of a lagged 
dependent variable. Other variables included in the model specifications have 
economically plausible signs but are statistically insignificant. 

Cointegration Analysis 

Cointegration analysis confirms the importance of skills mismatch for productivity 
growth and the concave relationship between government debt and TFP growth.24

• The results suggest that skills mismatch has a statistically significant and 
negative impact on TFP growth in the long term, which underscores the 
importance of the quality of education (Table 4.5). An increase in the index 
by 10 points reduces long-term TFP growth by about 0.2 percentage point. 
This result is robust to the different model specifications. 

• The results also suggest that at a lower debt-to-GDP ratio the impact of 
government debt on TFP growth is positive, possibly reflecting the positive 
impact of public borrowing to finance capital spending and other public 
goods. However, when debt exceeds 32 percent of GDP the long-term mar-
ginal impact of government debt on TFP growth becomes negative. Also, 
the debt threshold increases to 55 percent of GDP when we control for 
market capitalization.25

• An alternative interpretation of the concavity could be given through the 
impact of government debt on the financial sector. At the initial stage, issu-
ance of government debt contributes to the development of the financial 
market, which positively affects productivity growth. However, a high level 

21 The results of the regressions with telephone lines as an additional explanatory variable are not 
shown here.
22 The 90 percent confidence interval of the debt-to-GDP threshold is [40.3, 86.4].
23 The model includes only three SMICs in sub-Saharan Africa (Botswana, Mauritius, and Namibia).
24 The presence of cointegration is tested by Pedroni’s seven statistics. The results for all specifications 
reject the no cointegration hypothesis with four out of seven statistics, including the group mean 
augmented Dickey-Fuller test. A consistent set of explanatory variables cannot be applied across the 
three methodologies because of limited data availability (the selected econometric approaches require 
more data points and we cannot afford to lose more degrees of freedom). In particular, the panel 
cointegration approach requires more time series relative to probit or system GMM methods.
25 Market capitalization refers to the total value of listed companies’ outstanding shares.
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of government debt starts to crowd out private investment and pushes up 
long-term interest rates, which has negative implications for productivity. 
These results broadly confirm the thrust of the findings of the system GMM 
analysis. The estimated threshold of the debt-to-GDP ratio obtained in the 
cointegration analysis is lower than the one obtained in the dynamic GMM 
analysis because it represents a long-term relationship, whereas dynamic 
GMM estimates are short-term effects.

Consistent with other studies, we find that macroeconomic stability, a small agri-
cultural sector, and trade openness are conducive to TFP growth. The results sug-
gest that high inflation and a large agricultural sector reduce TFP growth, while 
high FDI and large foreign trade relative to GDP support TFP growth.26 An 
increase in the FDI-to-GDP ratio of 1 percentage point increases TFP growth by 
about 0.1 to 0.6 percentage point in the long term. However, when we include the 
share of foreign trade in GDP with FDI, the impact of FDI becomes negative.27 

26 The large coefficient estimates on inflation potentially reflect the impacts of inflation on additional 
macroeconomic variables that influence TFP growth. Another possible explanation is that the impact 
of inflation may not actually be linear as specified in the model.
27 The FDI coefficient is not robust given that the sign changes in other specifications as well, probably 
reflecting the change in the sample caused by the availability of data.

TABLE 4.5

Cointegration Analysis Results

(I) (II) (III) (IV) (V) (VI)

Skill mismatch –1.92*** –1.87*** –1.30*** –1.62*** –0.14***
0.017 0.019 0.015 1.59E-12 1.23E-03

Inflation –3.32*** –4.23*** –7.99 *** 0.09
0.247 0.234 0.360 0.074

Female labor force participation –1.89*** 0.64*** –3.08*** –0.84 *** –0.3 –2.31***
0.413 0.096 0.178 2.63E-12 0.60 0.278

FDI-to-GDP ratio 0.34*** 0.59*** –2.56*** 0.11** –0.15*** –0.02**
0.073 0.033 0.378 0.044 0.01 0.008

Credit-to-GDP ratio 0.09*** –0.44*** –1.06 *** –0.07***
0.018 0.025 9.30E-13 0.015

Trade-to-GDP ratio 1.44***
0.066

Debt 1.41*** 0.24***
1.54E-12 0.02

Debt2/100 –2.17*** –0.22***
1.62E-12 0.01

MKT 0.01***
0.00

Years of education 6.45***
1.706

TED –1.01***
0.094

Share of agricultural sector in GDP –0.99***
0.265

Note: FDI = foreign direct investment; MKT = market capitalization; TED = tertiary education. Estimated using the panel group 
mean fully modified ordinary least squares (FMOLS) method.
* p<0.1,  ** p<0.05,  *** p<0.01
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Also, reducing the relative size of the agricultural sector would improve long-term 
TFP growth. The analysis reveals some ambiguous results as well. In particular, we 
find a negative relationship between female participation in the labor force and 
TFP growth.28 However, when we control for the share of the agricultural sector in 
GDP, the impact of female participation turns positive in this specification. This 
finding suggests that the negative coefficient in the first specification could reflect 
the fact that in many of the sample countries women are more involved in the 
low-productivity agricultural sector. Another interesting result is that the impact 
of the credit-to-GDP ratio is negative in some specifications. Some of the countries 
in our sample, including Latin American and Asian countries, experienced credit 
expansions followed by financial crises, which could be driving this result. This 
finding may also highlight the negative long-term effects of financial crises on TFP 
growth, which generally make recovery from a financial crisis drawn out and 
harder. In contrast to the findings in the literature, the coefficient on tertiary edu-
cation turns out to be negative when we include it together with years of schooling. 
This result might reflect the quality and efficiency of tertiary education in the 
countries in the sample.

Panel Probit Analysis

The panel probit results broadly support the findings in the system GMM and 
panel cointegration long-term analyses. In particular, a higher skills-mismatch 
index decreases the chance that TFP will increase growth (Table 4.6). In line 
with the previous empirical analysis, higher inflation decreases the probability 
that TFP contributes to growth. A 1 percentage point increase in inflation 
reduces the probability by about 2 percent that TFP will contribute to growth. 
We also find that the link between the probability of TFP contributing to 
growth and government debt is concave, although the coefficients are not 
always statistically significant. 

The results suggest that less strict regulations in credit and labor markets and 
higher access to finance by small and medium enterprises (SMEs) increase the 
likelihood that TFP will add to growth. Less strict labor market regulations 
boost the chance that TFP will contribute to growth significantly (Table 4.6). 
Lowering the index of labor regulations by 1 point is associated with a 34 percent 
increase in the probability of positive TFP contribution to growth. The credit 
market variables are found to be significant with less strict credit regulations and 
a higher percentage of SMEs with credit lines increasing the likelihood of TFP 
increasing growth. 

The predictive probabilities for TFP in SMICs suggest that most of the countries 
have achieved macro-stability, but their structural reforms are lagging. The predictive 
estimates based on the first model specification, which uses mostly macroeconomic 
variables, are largely similar for our SMICs, showing higher chances that TFP will 
make a positive contribution to growth (Table 4.7). This outcome suggests that these 

28 It is important to note that, because of data availability limitations, a different set of countries is 
included in each of the specifications. This may be another source of mixed results.
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TABLE 4.6

Panel Probit Analysis, Total Factor Productivity

(1) (2) (3) (4) (5)

Inflation –0.0183** –0.0222* –0.0265*** –0.0315 –0.0300***
(0.00858) (0.012) (0.00746) (0.154) (0.0111)

Government-debt-to-GDP ratio (DBT) –0.00522 –0.00249 0.0630** 0.0820* 0.0151
(0.00897) (0.00812) (0.0293) (0.0474) (0.033)

DBT²/100 0.000745 –0.000225 –0.0323 –0.0476 0.00377
(0.00455) (0.00417) (0.0239) (0.0339) (0.0293)

Share of manufacturing sector in GDP 0.0381* 0.0133
(0.0199) (0.0364)

Trade-to-GDP ratio –0.0176
(0.0422)

Credit-to-GDP ratio 0.00016
(0.00435)

Labor market regulation index 0.344*
(0.181)

Skills mismatch –0.0511** –0.0308*
(0.021) (0.017)

Credit market regulation index 0.570*** 0.166
(0.164) (0.237)

SMEs with credit line 0.0332**
(0.0162)

Constant 0.729** 0.0668 –2.119 –8.784 –0.815
(0.349) (0.457) (1.418) (0) (2.566)

Observations 112 107 49 22 53
Number of countries 33 32 20 22 20

Note: FDI = foreign direct investment; SMEs = small and medium enterprises. Standard errors in parentheses.
* p<0.1,  ** p<0.05,  *** p<0.01

TABLE 4.7

Predictive Probabilities (Percent)

(1) (2) (3) (4) (5)

Botswana 69.1 57.5 11.8 13.8 35.3
Cabo Verde 63.3 62.0
Lesotho 63.9 63.8 93.7
Mauritius 64.5 68.0 71.3 86.6 65.9
Namibia 69.3 63.4 11.3 12.8 34.6
Seychelles 48.2 29.0
Swaziland 69.4 92.0

countries have generally managed to achieve macro-stability, which has contributed 
to their good economic performance and historically strong growth. However, the 
estimated predictive probabilities based on the last three specifications, which 
include structural variables such as regulatory burden on firms and skills mismatch 
in the labor market, reduce the probability that TFP will contribute to GDP growth 
significantly for all the SMICs in sub-Saharan Africa except Mauritius. This outcome 
highlights the need for structural reforms to unlock productivity growth in many of 
the SMICs and explains the favorable outcomes in Mauritius relative to some other 
SMICs in sub-Saharan Africa. 
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CONCLUSION
This chapter looks at factors that could boost total factor productivity and thus 
potential growth in SMICs in sub-Saharan Africa. Estimating the relationship 
between TFP and its determinants is a complicated exercise because of endogene-
ity and cross-country heterogeneity among these economic variables. These con-
cerns, together with data availability limitations, provide the motivation for using 
several econometric techniques that attempt to address endogeneity and hetero-
geneity problems and provide robustness to our estimates. Our empirical results 
confirm the existing literature that macroeconomic stability and trade openness 
are conducive to productivity growth. However, they are not sufficient. SMICs 
need to rationalize their expenditures to further increase their efficiency, most 
notably expenditures on education to minimize the skills mismatch in the labor 
market, and reduce the regulatory burden on firms. Some evidence also suggests 
that improved access to finance for SMEs might be beneficial for growth.

Our case studies suggest that SMICs have room to make the structural transfor-
mations necessary to raise their potential growth. Overall, Mauritius fared better 
than other SMICs in this area (Annex 4.3). Several factors underpin the success in 
Mauritius: (1) a diverse and competitive governing system supportive of reforms 
and (2) better sequencing of reforms, particularly investment in appropriate educa-
tion and training, which enhanced the economy’s absorptive capacity and but-
tressed the authorities’ resolve to create new sectors. In addition, policy innovation 
and the flexibility in acquiring necessary skills in the globally competitive labor 
market, attracting FDI, and coherence in many aspects of micro and macro policies 
contributed to the relative success of Mauritius’s economic transformation. 

This chapter by no means exhausts the factors that could boost potential 
growth in SMICs, thus begging the question, what other factors could boost 
potential growth in SMICs?

• How can SMICs overcome political economy constraints to reforms? In 
many SMICs the speed of implementation of structural reforms has been 
hampered by various political economy constraints. Chapter 6 provides a 
fuller treatment of the tools that could be used to overcome political econ-
omy constraints, drawing on cross-country experiences of MICs that have 
graduated to high-income status.

• How can SMICs leverage global supply chains to boost their potential growth? 
Global supply chains offer opportunities for developing countries to benefit 
from trade integration, and are at the heart of the East Asian success story. This 
is a possible area of future research that is beyond the scope of this book.

ANNEX 4.1. METHODOLOGIES FOR MODELING 
TOTAL FACTOR PRODUCTIVITY
This chapter uses three methodologies to empirically assess the factors that deter-
mine TFP in SMICs and thus their potential growth.
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The underlying model for the three estimations is as follows:

y yi t i, = + + + +( )−γ βi,t i,t t i,tx u e1 θ

in which yi,t is TFP obtained from the growth decomposition exercise; xi,t is a vec-
tor of time-varying country-specific characteristics (including structural policy 
factors and other factors influencing TFP); θt is time effects; ut is time-invariant 
country fixed effects (both observed and unobserved); and ei,t is the unobserved 
error term, which is time varying.

Dynamic Panel Estimation: Dynamic-Panel Generalized 
Method of Moments (Difference and System GMM)29

Pros:

• The dynamic-panel GMM allows the lag-dependent variable (yi,t–1) to affect 
the dependent variable.

• This estimation method can control for the endogeneity issues arising from 
both the time-varying and time-invariant unobservables.

Cons and assumptions required:

• The coefficient estimates are consistent only when N → ∞, and requires T ≥ 3.

• The model requires an additional assumption on the error terms, which 
depends on the selected instrumental variables.30

• The estimation requires the included variables to be stationary.

Note that when data are persistent (which is likely in our case), system GMM 
has been shown to outperform difference GMM (Blundell and Bond 1998; 
Bond, Hoeffler, and Temple  2001) because system GMM additionally uses cross-
country variations to identify the effects of interest.

Panel Cointegration Analysis

We test for the presence of cointegration using Pedroni’s seven statistics: 
(1)  pooled variance ration statistic (nonparametric), (2) pooled rho-statistic 
(semi-parametric), (3) pooled t-statistic (semi-parametric), (4) pooled t-statistic 
(parametric), (5) group mean rho-statistic (semi-parametric), (6) group mean 
t-statistic (semi-parametric), and (7) group mean t-statistic (parametric). 

Cointegration tests use the following specification:

yi,t  = ai + βiXi,t + ei,t

in which yi,t is TFP obtained from the growth decomposition exercise; Xi,t is a 
vector of time-varying country-specific characteristics (including structural policy 

29 See Arellano and Bond (1991), and Blundell and Bond (1998).
30 See Roodman (2009) for the criteria of the instrumental variables used.
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factors and other factors influencing TFP); and ei,t is the unobserved error term, 
which is time-varying.

Individual cointegration ordinary least squares (OLS) regressions are estimated 
for each country, and depending on the type of test, pooled or group mean tests 
are computed based on the estimated residuals. Then appropriate adjustment 
terms are used to turn the statistics into standard normal distributions (the adjust-
ment terms differ depending on the type of test and the number of regressors).31

Group Mean Fully Modified Ordinary Least Squares (FMOLS)

FMOLS estimates the same regression as OLS for each country individually and 
uses the estimated residuals to compute country-specific long-term covariance 
matrices. This long-term covariance matrix is used to compute country-specific 
adjustment terms to adjust individual FMOLS estimates and t-statistics for 
country-specific serial correlation dynamics and endogeneity. Group mean 
FMOLS estimators and t-statistics are calculated based on country-specific 
adjusted FMOLS estimates and t-statistics (Pedroni 2000). 

Pros:

• The estimations are more suitable to nonstationary data and allow for unit-
root regressor processes.

• Allows both heterogeneous dynamics and heterogeneous cointegration vectors.

• Allows heterogeneous cointegrating slopes with straightforward interpretation.

• FMOLS provides estimates (only) for the long-term dynamics.

• Good small sample size and power properties.

• Accounts for serial correlation dynamics and endogeneity.

Cons and assumptions required:

• FMOLS estimator is computationally complex.

• FMOLS estimators depend on the assumption of exact unit roots for all the 
regressors.

• Compared with the dynamic panel method, the cointegration approach 
does not explicitly address the problems of simultaneity and causality.

Binary or Multinomial Response Model:  
Probit/Logit Estimation

The following specification is used:

Ii,t  = f(Xi,t, ui, ei,t)

in which Ii,t  is an index indicating whether the TFP contribution is positive or 
negative (that is, 1{Yi,t ≥ 0}), or whether TFP falls within a specific range; Xi,t is a 
vector of time-varying country-specific characteristics (including structural policy 

31 For more detail see Pedroni (2004).
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factors and other factors influencing TFP); ui is time-invariant country fixed 
effects (both observed and unobserved); and ei,t is the unobserved error term, 
which is time-varying.

Pros:

• The probit/logit estimations allow for nonlinear effects of the explanatory 
variables.

• An index variable can mitigate the problem of measurement errors in the 
TFP contribution.

Cons and assumptions required:

• The dependent variable contains less information (because we convert a 
continuous dependent variable into a discrete dependent variable).

• The choice of thresholds in the multinomial response model can be arbitrary.

• The estimations are more complicated when there is an endogenous regres-
sor or a lagged dependent variable.

In addition to the empirical methodologies, the chapter also looks at sectoral shift 
analysis (World Bank 2008). This approach uses ideas of structural transformation 
in economies and a shift to dynamic sectors that often lead to a boost in TFP. 

Pros:

• The sectoral shift analysis identifies how each sector contributes to total 
productivity growth.

• This is a decomposition exercise and is not subject to any econometric 
assumptions.

Cons:

• The analysis requires information on sectoral productivity and employment.

• It may not fully answer our questions of interest. The policies related to this 
would be labor force reallocation and labor market flexibility (not how 
public sector size affects the TFP contribution).

Construction of the Skills Mismatch Index (SMI)

As discussed in Leigh and Flores (2013), skills mismatch could be one of the reasons 
for high structural unemployment in many of the SMICs in sub-Saharan Africa. For 
our analysis, we constructed a skills mismatch index, following Estevão and Tsounta 
(2011), to determine whether changes in TFP could be captured by country differ-
ences in matching supply and demand for skills. The skills mismatch index is calcu-
lated by taking the difference between the skills demand and supply for each country 
in the sample. Following Estevão and Tsounta (2011), the skills mismatch index for 
each country i at time t is constructed using the following equation:

Skills �Mismatch�Index S Mit
j

ijt ijt− = −
=

∑
1

3
2( )
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in which j is the skill level; Sijt is the percentage of the population with skill level j 
at time t in country i (skill level supply), and Mijt is the percentage of employees 
with skill level j at time t in country i (skill level demand).

• Skill level supply. World Bank educational attainment data are used as a 
proxy for skill level supply using primary education as low skilled, secondary 
education as semiskilled, and college and tertiary education as high skilled.

• Skill level demand. Skill level demand is approximated by the percentage of 
employees in three listed sectors: mining and construction (to proxy low-
skilled workers), manufacturing (for semiskilled workers), and government 
and financial services (for high-skilled workers).32

ANNEX 4.2. COUNTRIES INCLUDED IN THE ANALYSIS

ANNEX TABLE 4.2.1

Countries Included in the Regressions

Argentina Gabon Panama
Botswana Hungary Peru
Brazil Iran Romania
Bulgaria Jamaica Serbia
Cabo Verde Jordan Seychelles
China Kazakhstan South Africa
Colombia Lesotho Swaziland
Costa Rica Malaysia Thailand
Dominican Republic Mauritius Tunisia
Ecuador Mexico Turkey
Fiji Namibia Venezuela

ANNEX 4.3. MAURITIUS: A CASE STUDY OF 
CROWDING-IN PRIVATE INVESTMENT33

In Mauritius, rather than a crowding-out effect as experienced in other SMICs, 
state intervention has, in general, demonstrated a positive effect for additional 
private investment and job creation. This outcome occurred mainly because the 
purpose of state intervention was specific and focused. The government inter-
vened in the provision of basic goods and services that were not profitable for the 
private sector. Thus, provision of rice and flour was ensured through the creation 
of the State Trading Corporation. The government also helped fill in the gaps that 
were especially pronounced in the financial services sector. Thus, the State Bank 
of Mauritius Ltd, the State Insurance Company of Mauritius Ltd, the Mauritius 
Housing Company Ltd, and the Development Bank of Mauritius (DBM) Ltd 

32 Although the Estevão and Tsounta (2011) method of estimating skills supply based on educational 
attainment is reasonably robust, the measures of skill demand and skill intensity do have some weak-
nesses, including treating the mining sector as low skilled in the skill-intensity spectrum when most 
of the mining sector employees in SMICs are at least medium to high skilled.
33 This annex was prepared by the contributors from Mauritius.
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were created; these institutions also ensured financial inclusion. By investing in 
strategic sectors, notably Air Mauritius Ltd and Mauritius Telecom, the state led 
the way by generating the base demand and building capacity for others to follow, 
which, in turn, helped diversify the economy. In the longer term, these interven-
tions helped strengthen regional integration and boost trade. Therefore, instead 
of crowding out private investment, Mauritius provides a good case study of state 
intervention that has had a crowding-in effect in a number of key economic sec-
tors, as discussed below. 

State Intervention in the Financial Sector 

A retrospective view of the financial sector reveals that in the 1960s this sector was 
very weak. The government created the DBM in the 1960s, with a focus on dis-
bursing loans to the micro, small, and medium enterprises (MSMEs) to advance 
the industrial, agricultural, and economic development of the country.  In the 
early 1970s, the State Bank and the State Insurance Company opened their doors, 
providing a further boost to the sector. State intervention, aligned with market-
conforming measures, acted as a catalyst to development. These actions not only 
prevented development of a monopolistic financial market, but also helped create 
a wide market base that, in turn, attracted more financial institutions, including 
foreign companies, to Mauritius. Currently, there are 21 banks, including HSBC, 
Barclays, Deutsch Bank, and Standard Chartered, and the financial sector is one 
of the most promising sectors with regard to growth potential, contributing 
10.3 percent to GDP and directly employing some 13,000. In addition, several 
local financial institutions have grown stronger and more competitive and have 
even opened up branches outside Mauritius. For instance, the State Bank has 
operations in Madagascar and India.

State intervention in the financial sector also filled in the gaps that the private 
sector found unprofitable and promoted inclusiveness, which, in turn, helped 
crowd in private investment. Without the DBM, it would have been extremely 
difficult for MSMEs to seek finance from the private sector. In fact, in 2013, the 
number of small production units operating in Mauritius and Rodrigues was 
estimated to be 125,500. These units invested 1.67 billion Mauritian rupees (Rs), 
and employed about 283,000 people, while value added came to more than Rs 82 
billion, representing 62 percent of gross output. Likewise, the Mauritius Housing 
Company (initially created in 1963) was incorporated as a state-owned public 
company in 1989 to facilitate access to housing finance to the low- and middle-
income groups. With the introduction of new schemes and products during the 
2000s, the housing sector experienced a significant boost. According to the hous-
ing census, the housing stock grew by 20 percent between 2000 and 2011, and 
today home ownership in Mauritius is about 90 percent. 

One of the main reasons that these state institutions continue crowding in 
private investment is that they continually reinvented themselves, thus enhancing 
their own performance and keeping up with increasingly demanding conditions. 
The DBM, for example, became a public company in 1989, and in the future it 
intends to take up a strategic partner. This is an important move to remain 
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 competitive and continue crowding in investment. The State Insurance 
Corporation of Mauritius was revamped and incorporated as a public company 
in 1988. The State Bank of Mauritius was listed on the Stock Exchange of 
Mauritius in 1995, and today it is the second-largest listed company. 

State Intervention in the Tourism Sector in Mauritius

At the time of independence in 1968, the tourism sector was almost nonexistent. 
One of the major factors that boosted growth within the tourism sector was 
public investment in the national carrier, Air Mauritius. The company, initially 
set up in 1967 with a government stake of less than 30 percent, experienced a 
major overhaul in 1995 when it was listed on the Stock Exchange of Mauritius, 
with the government holding a nearly 50 percent share. Air Mauritius began 
flight operations in 1972 with a six-seater aircraft; it has now increased its fleet 
size to 12 aircraft serving 26 destinations and employing more than 2,000 peo-
ple. In addition, Air Mauritius has codeshare agreements with Air France, 
Emirates, Malaysian Airlines, South African Airways, and Virgin Australia. The 
arrangements have contributed considerably to increasing seat capacity. The 
tourism sector flourished alongside the aviation company, as shown in Annex 
Figure 4.3.1, constantly crowding in private investment and creating direct 
employment in this sector.

Since 2009, total room capacity has consistently risen, along with seat capac-
ity and tourist arrivals, such that in 2013 the tourism sector made up 7.8 percent 
of GDP. At end-December 2013, this sector directly employed more than 28,000 
people, and 107 hotels were operating in Mauritius with total room capacity of 
12,376. In addition, a number of private investors have set up luxury hotels in 
Mauritius, including international groups such as Hilton and Oberoi.

However, the tourism sector in the country is now experiencing excess capac-
ity. Thus, an overhaul is needed in the aviation sector to maintain its momentum. 
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In 2014, Air Mauritius signed a tentative deal to buy four A350-900 planes from 
Airbus and lease two to battle competition from Middle East rivals.

State Intervention in the Telecommunications Sector 

Overseas Telecommunication Services and Mauritius Telecommunication Services 
were set up in 1985 to provide international and national communication service, 
respectively. In 1992, these two companies merged to become Mauritius Telecom, 
which was the primary public provider of voice, mobile, Internet, and data com-
munication services in Mauritius. In 2000, Mauritius Telecom entered into a 
strategic partnership with Orange (formerly France Telecom). The public sector 
had a 59 percent ownership stake, with a view to strengthening and securing its 
market share. It has since enjoyed a phenomenal rate of development and is now 
one of the top companies in the country, with investment outside Mauritius in 
Vanuatu and generating revenue of Rs 8.4 billion in 2013.

Mauritius Telecom has played a crucial role in the development of the infor-
mation and communication technology (ICT) sector as an important pillar of the 
economy. The ICT sector comprises manufacturing activities, telecommunica-
tions services, wholesale and retail trade, and other activities such as call centers, 
software development, website development and hosting, multimedia, informa-
tion technology consulting, and disaster recovery. In 2013, the number of large 
establishments (that is, those employing 10 or more persons) operating in the 
ICT sector increased to 138. These businesses employed more than 14,000 peo-
ple, and the share of employment in the ICT sector in total employment stood at 
4.6 percent in 2013. In 2013, value added by the ICT sector was greater than 
Rs 20 billion, contributing 6.3 percent to GDP. 

In addition to Mauritius Telecoms several other operators, such as Mahanagar 
Telephone Mauritius Limited, Emtel, and Bharat Telecom, are present in Mauritius. 
Each operator uses a different technology to provide Internet access. In 2013, the 
number of Internet service providers increased to 13. 

Conclusion

The public sector has played a large role in crowding in private investment, 
bringing in FDI and hence creating employment. In the early stages of develop-
ment, the government intervened to fill in the gaps and to provide a leading 
role by investing in crucial sectors to kick-start the country’s development. For 
instance, in the aviation and telecommunications sectors state involvement 
helped meet the huge initial fixed costs and create the market. As these sectors 
took off and demand increased, the government acted as a facilitator and a 
promoter, and in doing so induced more private investment and even attracted 
FDI rather than crowding out investment. However, to continue crowding in 
investment, public sector institutions need to keep up with new challenges and 
review their functions and objectives and revamp them at each turning point to 
ensure that the goods or services they generate are market driven and export 
oriented.
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ANNEX 4.4. CASE STUDY OF NAMIBIA: PROMOTING 
INCLUSIVE GROWTH AND EMPLOYMENT34

Despite the initial success after independence in reducing inequality, Namibia 
still has one of the highest levels of income inequality in the world. Although 
growth over the past two decades has been inclusive, it has become less so over 
time. To increase the inclusiveness of growth, it is recommended that a thorough 
review of the targeting of public transfers and social programs be conducted to 
assess the extent to which they are reaching their intended beneficiaries. Given the 
importance of labor income as the main source of income for the great majority 
of Namibians, the issue of inclusive growth cannot be analyzed independently of 
the labor market, where unemployment remains high.

Since independence Namibia has managed to significantly reduce poverty and 
income inequality. Nevertheless, inequality in Namibia remains among the highest 
in the world (Annex Figure 4.4.135), and the rate at which inequality has declined 
has slowed: whereas the Gini coefficient declined from 0.70 in 1993/94 to 0.60 in 
2003/04, it has declined only marginally since 2003/04, to 0.59 in 2009/10.

Given that labor income is the main source of household income, the issue of 
income inequality is related to the other main challenge in Namibia, that is, the 

34 This case study is a summary of “Promoting Inclusive Growth and Employment in Namibia,” pre-
pared by Rodrigo Garcia-Verdu, Antonio David, and Floris Fernanzo Fleermuys, which appeared as 
Appendix V in the 2012 IMF Staff Report of the Article IV Consultation for Namibia. 
35 The countries included in Figure 4.4.1 have some of the highest levels of income inequality accord-
ing to the World Bank estimates included in the World Development Indicators 2013. There are no 
regional averages available for estimates of the Gini coefficient because the income and expenditure 
surveys on which they are based are typically not collected frequently enough.
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high and persistent unemployment rate. According to the latest National Income 
and Expenditure Survey, which corresponds to 2009 and 2010, labor income 
constituted, on average, 72.3 percent of total income in Namibia, with 49.2 per-
cent corresponding to wages and salaries and 23.1 percent to income from sub-
sistence farming. According to the same survey, the unemployment rate remains 
high at 34 percent.

Thus, like many SMICs, one of the key challenges for the Namibian economy 
is how to sustain high growth while decreasing inequality and unemployment. 
This case study summarizes part of the work that the IMF country team has done 
on the related issues of income inequality, unemployment, and inclusive growth. 
In particular, it focuses on the issue of the incidence of growth in Namibia and 
how inclusive growth has been over the past two decades. It applies the same 
methodology used in Chapter 2 of the IMF’s October 2011 Regional Economic 
Outlook: Sub-Saharan Africa (REO). In particular, the growth incidence curves 
for real consumption per capita are estimated and compared for the sample peri-
ods 1993/94–2003/04 and 2003/04–2009/10.

The results suggest that, compared with other sub-Saharan African countries 
analyzed in the REO, Namibia has performed relatively well as measured by the 
inclusiveness of growth. As shown in IMF (2013) Namibia registered positive 
growth in real consumption per capita for all segments of the population over the 
11-year period from 1993 to 2004. Growth was inclusive in both absolute and 
relative terms during the initial period (1993/04–2003/04), since households in 
the lower per capita income deciles registered higher growth rates than house-
holds in the middle and upper deciles. This finding is consistent with the signifi-
cant decline in the Gini coefficient registered over this period. This positive out-
come likely reflects the impact of post-independence social policies that targeted 
those segments of the population that had been excluded under the previous 
regime.

Despite Namibia’s favorable inclusive growth pattern in the early stage follow-
ing independence, from 2003/04 to 2009/10 growth became much more neutral 
in its incidence across per capita income deciles. Even when growth benefited all 
households it did not benefit the poorest as much as in the earlier period. Thus, 
growth became less inclusive in a relative sense. This is consistent with the fact 
that the Gini coefficient declined only marginally in Namibia.36 The deceleration 
in the mean and median growth rates of real consumption per capita is noticeable 
in the figure, since in the second period the whole growth incidence curve shifts 
downward. 

This change in the incidence of growth has possibly been the result of weaker 
targeting or leakage of social programs, and of the expansion of expenditure not 
targeted to the poor, both of which have resulted in government expenditure 
becoming less progressive. Although testing this hypothesis requires using disag-
gregated data on income by source (labor earnings, rental income, pensions, social 

36 It should be noted, though, that the Gini coefficient corresponds to income, while the growth inci-
dence curve corresponds to consumption per capita.
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transfers, and the like), the fact that further reductions in inequality are proving 
to be more difficult should be a source of concern given that the level of inequal-
ity in Namibia is still among the highest in the world.

For Namibia to return to the inclusive growth pattern registered during the 
first decade following independence, a rationalization and reallocation of govern-
ment expenditures (including tax expenditures) should be undertaken to increase 
their progressiveness. Namibia’s public expenditures as a share of GDP are among 
the highest among upper-middle-income countries. It is possible to reallocate 
public expenditures in a way that keeps total spending constant while increasing 
its progressiveness: based on a thorough analysis of the incidence of public expen-
ditures, social programs and public transfers that do not reach or benefit their 
intended beneficiaries should be corrected or eliminated. Potential pockets of 
inefficiencies should also be identified and eliminated.

The second crucial element for increasing the inclusiveness of growth in 
Namibia is improving the performance of the labor market. As mentioned before, 
labor is the main source of income in Namibia, and unemployment has remained 
very high. The results of the recent work by Leigh and Flores (2013) show that 
the high level of unemployment in many SMICs, including Namibia, is attribut-
able to structural rather than cyclical factors. In particular, their work shows that 
structural factors, including rapid wage growth above productivity increases, the 
existing skills mismatch, and wage policies in the public sector, can account for 
most of the high level of unemployment in the region. Namibia‘s Targeted 
Intervention Initiative for Employment and Economic Growth needs to be 
complemented with policies to address these structural factors.
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CHAPTER 5

Financial Inclusion and Stability in 
Africa’s Middle-Income Countries

Yibin Mu and JennY Lin

The financial sector continues to deepen and broaden in many small middle-
income countries (SMICs) in sub-Saharan Africa, with global regulatory reform 
providing input for national regulatory settings. Although the level of financial 
deepening is broadly on par with many developing countries, financial inclusion 
tends to lag behind in many SMICs in sub-Saharan Africa, especially when com-
pared with emerging markets.

Financial stability has been central to the IMF’s work during the past few 
decades. In more recent years, issues related to financial inclusion or access to 
finance have increasingly gained prominence in the global discussion of financial sec-
tor issues. Financial stability and financial inclusion are often considered to have 
conflicting goals, just as fighting inflation and maximizing growth are viewed to 
be at odds in a central bank’s objective function. For example, financial stability 
focuses on asset quality. This means that credit institutions (including banks) 
need to be more selective about to whom they lend and provide financial services. 
In contrast, financial inclusion focuses on increasing quantity, such as size of 
assets and the number of customers (as a percentage of the population). This 
objective often means that credit institutions should lower their standards for 
lending and reduce the minimum balance requirement or fees associated with 
opening or maintaining a bank account. Natural issues to examine, therefore, are 
the interaction between financial inclusion and financial stability in MICs in sub-
Saharan Africa1 and which types of financial inclusion enhance financial stability.

The current global regulatory reforms will likely encourage banks’ funding 
structures to shift toward greater holdings of equity and deposits, which raises the 
issue of whether a shift in funding structure will affect financial stability in MICs 
in sub-Saharan Africa.

In this chapter, we address each of the above issues by exploring the following 
questions: How has the financial landscape evolved in MICs in sub-Saharan 
Africa in recent years? How does financial stability and inclusion in MICs in sub-
Saharan Africa compare with that in emerging markets? How do shifts in finan-
cial inclusion and the funding structures of financial institutions affect financial 

1 They include Botswana, Cabo Verde, Ghana, Lesotho, Mauritius, Namibia, Senegal, Seychelles, 
South Africa, Swaziland, and Zambia, which helps provide a larger sample size for the analysis.
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stability? And what forms of government intervention to enhance financial inclu-
sion are likely to be most effective in preserving financial stability?

Our findings suggest that financial stability and financial inclusion for house-
holds in MICs in sub-Saharan Africa are broadly comparable to a group of emerg-
ing markets although financial inclusion for small and medium enterprises 
(SMEs) lags behind that in emerging markets;2 aspects of financial inclusion that 
focus on expanding SMEs’ access to finance and individuals’ access to savings 
accounts enhance financial stability, whereas financial inclusion that focuses 
purely on expanding the percentage of individuals with credit undermines finan-
cial stability; and a more equity- and deposits-based funding structure enhances 
financial stability. Moreover, special programs to enhance financial inclusion 
could work if they are well designed and market conforming. Addressing the 
supply-side and demand-side constraints to lowering financial intermediation 
costs and better pooling risks is a more sustainable basis upon which to enhance 
financial inclusion in a stability- and growth-friendly manner.

LITERATURE REVIEW
The nexus between financial inclusion and stability remains largely unexplored. 
Much work has been done in the literature on financial sector stability, and a 
growing body of work is focusing on financial access as well. The literature review 
below provides a sense of the limited work available on the interaction between 
financial stability and access.

The literature on financial stability is vast and diverse, with most of it focused 
on measures and indicators for financial stability. Demirgüç-Kunt and Detragiache 
(1998), Kaminsky (1998), and Bordo and Schwartz (2000), among others, pio-
neered early warning indicators on macro-financial stability based on risk spreads 
and market liquidity. The primary financial stability indicators cover a few key 
banking areas: capital adequacy, asset quality, management effectiveness, earnings, 
liquidity, and sensitivity to market risks.

Work has also been done to look at predictors of banking crises. Demirgüç-
Kunt and Detragiache (1997) use a multivariate logit estimation to identify 
determinants of banking crises in a panel of developing and industrial countries. 
They find that weak macroeconomic environments with low growth, high infla-
tion, high real interest rates, explicit deposit insurance schemes, and weak law 
enforcement were particularly vulnerable to economy-wide banking crises. 
Demirgüç-Kunt and Detragiache (2005) survey the body of work on crisis pre-
diction and identify two main methodologies underlying the cross-country 
empirical work in this field—the signals approach and the multivariate probabil-
ity model. 

Other strands of the literature on financial stability have looked at the central 
bank’s role in financial sector stability (Nier 2009) and bank competition and 

2 The definition of SMEs is the same across all countries given that the chapter uses the World Bank 
Enterprise Survey definition.
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stability (Berger, Klapper, and Turk-Ariss 2009).3 Other work includes financial lib-
eralization and crisis (Caprio and Summers 1993), external shocks and crisis 
(Eichengreen and Rose 1998), bank ownership and structure as related to crisis (La 
Porta, Lopez-de-Silanes, and Shleifer 2002), and the role of institutions and the 
political system in causing and preventing crises (Beck, Demirgüç-Kunt, and Levine 
2006).

The literature on financial access focuses on the effects of individual access on 
income inequality, poverty, and GDP growth. The Global Financial Index 
(Findex) surveys on “how adults in 148 economies save, borrow, make payments, 
and manage risk” finds that high cost, physical distance, and lack of proper docu-
mentation are the most common barriers to household access to finance (World 
Bank 2012; Demirgüç-Kunt and Klapper 2012). Demirgüç-Kunt, Beck, and 
Honohan (2008) illustrate that financial access is quite limited around the world 
and identify barriers that may be preventing small firms and poor households 
from using financial services. Based on this research, the authors derive principles 
for effective government policy on broadening access. Beck, Demirgüç-Kunt, and 
Maksimovic (2003) explore the effects of firm-level financial access and find that 
financial constraints are strongest for small firms, and weakening these constraints 
disproportionately benefits smaller firms. 

The literature is, however, limited on the interactions between financial stabil-
ity and access. Beck and de la Torre (2006) suggest the concept of an access pos-
sibilities frontier, which is defined as the maximum share of potential clients that 
can be served by financial institutions prudently. Hannig and Jansen (2010) 
acknowledge that financial inclusion poses reputational and quality risks, but find 
that low-income savers and borrowers maintained “solid financial behaviour” 
through crises periods and that the presence of “vulnerable clients” in the financial 
system has negligible risks. They show various correlations such as a positive rela-
tionship between per capita GDP and inclusion, but stop short of establishing a 
causal quantitative relationship. Similarly, Khan (2011) provides a correlation 
showing the positive relationship between financial inclusion, as indicated by com-
mercial bank branches per 100,000 adults and deposits per 1,000 adults, and 
development as measured by World Bank development levels (high income, low 

3 Under the traditional “competition-fragility” view, more bank competition erodes market power, 
decreases profit margins, and results in reduced franchise value that encourages bank risk taking. 
Under the alternative “competition-stability” view, more market power in the loan market may result 
in greater bank risk because the higher interest rates charged to loan customers make it more difficult 
to repay loans and exacerbate moral hazard and adverse selection problems. But even if market power 
in the loan market results in riskier loan portfolios, the overall risks of banks need not increase if banks 
protect their franchise values by increasing their equity capital or engaging in other risk-mitigating 
techniques. Berger, Klapper, and Turk-Ariss (2009) test these theories by regressing measures of loan 
risk, bank risk, and bank equity capital on several measures of market power, as well as indicators of 
the business environment, using data for 8,235 banks in 23 developed nations. The results suggest 
that, consistent with the traditional “competition-fragility” view, banks with a greater degree of market 
power also have less overall risk exposure. The data also provide some support for one element of the 
“competition-stability” view—that market power increases loan portfolio risk. Berger, Klapper, and 
Turk-Ariss (2009) show that this risk may be offset in part by higher equity capital ratios.
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income, and so forth). This relationship, however, does not provide a causal link 
or direction of causation. Aduda and Kalunda (2012) explore financial inclusion 
and stability with reference to Kenya and postulate that it is very probable that 
banking performance, and the likelihood of crises, may depend on the structure 
and degree of development of the financial system, which is one of the focal points 
of financial inclusion. However, that paper performs no quantitative analysis.

This chapter addresses a different question and provides quantitative evidence 
of the impact of financial inclusion and funding structure shifts on financial sta-
bility. Rather than focusing on a qualitative or descriptive assessment based on 
correlations, we attempt to establish quantitatively whether a causal link exists 
between financial inclusion, funding structure, and financial stability. We also 
look at which types of financial inclusion are stability friendly at the bank level. 

DATA
The data set includes bank-level data for 227 banks in sub-Saharan Africa for the 
period 1998–2013. Eleven MICs in sub-Saharan Africa are covered: Botswana, 
Cabo Verde, Ghana, Lesotho, Mauritius, Namibia, Senegal, Seychelles, South 
Africa, Swaziland, and Zambia. Country-level financial-stability and access data 
for a group of emerging market countries are also included for 2011 for bench-
marking purposes. The emerging markets included in our sample are Argentina, 
Brazil, Chile, China, Colombia, Hungary, India, Indonesia, Republic of Korea, 
Malaysia, Mexico, Peru, Philippines, Poland, Romania, Russian Federation, 
Thailand, Turkey, and Ukraine. The selection criteria for the emerging markets 
are based on the peer group of South Africa (IMF 2013b). 

Our data sources include bank-level financial data from Bankscope; macroeco-
nomic indicator data from the World Bank Indicators and Bloomberg, L.P.; and 
financial access data from the World Bank’s World Development Indicators and 
Enterprise Survey and the IMF Financial Access Survey.

ANALYTICAL FRAMEWORK
The framework centers around two econometric models of the determinants of finan-
cial stability. The first is a baseline probit model with the probability of bank distress 
being the dependent variable. The second is a standard ordinary least squares estima-
tion with percentage deviation from bank insolvency4 as the dependent variable.

Baseline Probit Model

This section explores the effects of financial access on financial stability, particularly 
whether individual or SME financial access affects distress probability differently. 
Traditional measures of bank distress in the literature include the book-to-price ratio, 
analysts’ ratings, and the Z-score. We focus on the Z-score measure of bank distress 

4 Bank insolvency is measured by the Z-score; the 10th percentile of the Z-score is used as the cut-off 
for insolvency. Other cut-offs were tested for robustness.



©International Monetary Fund. Not for Redistribution 

 Mu and Lin 111

because it has become the most frequently used indicator, in addition to having 
greater data availability. The Z-score measure of bank stability equals the return on 
assets (ROA) plus the capital adequacy ratio of each bank divided by the banks’ 
standard deviation of ROA. It proxies the risk of bank insolvency because it is the 
inverse of the probability that losses exceed equity, that is, a higher Z-score implies 
lower risk of insolvency (see Box 5.1 for details of its derivation).

The traditional factors affecting bank distress can be categorized by (1) fund-
ing structure (for example, Herfindahl funding diversity index, loans to customer 
deposits, short-term funding to assets, equity to assets, term deposits to assets), 
(2) profitability and asset quality (return on average assets, return on average 
equity, loan loss provisions to gross loans, net interest margin), (3) size (total 
assets, asset growth), and (4) macroeconomic factors (for example, inflation, out-
put growth). Thus, in attempting to provide answers to our research question, we 
must control for the effects of these other factors.

We proceed by first estimating a probit model of probability of financial 
distress:

 P{Distressijt | Xijt−1,Wjt } = F(Xijt−1 βij + Wjt βj) (5.1)

BOX 5.1

Derivation of Z-Score

A bank’s probability of distress is defined as the probability that it defaults, that is, that 
its consolidated profit is less than its consolidated equity: 
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in which P{} is the probability that bank i from country j will be in distress at 
time t, conditional on bank-specific and country-level characteristics Xijt−1 and 
Wjt. P{} is based on the Z-score and is a decreasing function of the Z-score given 
that higher levels of Z imply lower probabilities of distress. F() is the standard 
normal distribution function that transforms a linear combination of the 
explanatory variables into the [0,1] interval. The estimations use lagged bank-
level explanatory variables to reduce endogeneity concerns and report robust 
standard errors.

Distressijt is measured by bank-level Z-scores, with a commonly used thresh-
old at the 10th percentile of Z-scores within the sample, which is equivalent to 
being above the 10th  percentile in probability of default (Box 5.2). Bank-
specific lagged explanatory variables, Xijt−1, are used primarily to reduce endoge-
neity concerns and report robust standard errors, but also to control for bank-
level characteristics (size, for instance) that may make an individual bank 
 particularly sensitive or insensitive to country-wide macroeconomic conditions. 
Finally, country-specific explanatory variables, Wjt, must also be included to 
control for macroeconomic conditions that can obviously affect a given bank’s 
default probability.

Baseline Logarithmic Model

We look at the relationship in levels and ensure that our probit results are not 
sensitive to the choice of the binary cutoff threshold by examining the impact of 
the explanatory variables on the percentage change in Z-score, that is, ln(Z-score). 
We estimate a standard linear regression of bank-level explanatory variables, Xijt−1, 
and macro-level stability variables, Wjt, on ln(Z-score):

 ln(Z-score) = F(Xijt−1 βij + Wjt βj). (5.2)

To include observations corresponding to negative values of the Z-score, which 
cannot be log-transformed, we adjust additively relative to the minimum Z-score. 

BOX 5.2

Derivation of Z-Score Threshold in Binary Estimation

Since the Z-score is inversely related to p(distress), if we look at the case when 
p(distress) > p10(distress)—the 10th percentile of default probabilities—then we have 
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exploring the case of a 10th percentile threshold on distress probability is equivalent to 
exploring the case when Z < p10(Z), that is, Z < 2.435.
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This technique uses ln(Z-score + min(Z-score) + 1) to keep all observations under 
the previous binary dependent variable estimation in this analysis as well. All 
other explanatory variables are kept the same. The estimation again uses lagged 
bank-level explanatory variables to reduce endogeneity concerns and report 
robust standard errors.

Variables 
Probit. P{Z<10th percentile} is a binary dependent variable representing the prob-
ability that a bank’s Z-score is below the 10th percentile of Z-scores of regional 
banks, putting it at risk of default relative to other banks in the sample. Because 
the Z-score represents the adequacy of a bank’s capital to cover potential equity 
losses and thus is directly and inversely related to the probability of default, 
higher values of the Z-score correspond to greater solvency. Thus, positive coef-
ficients on explanatory variables would indicate a negative contribution of that 
variable to bank-level instability (distress or insolvency). The 10th percentile is 
chosen as a measure in line with the convention in the related literature (IMF 
2013a); other nearby cutoffs had very similar results for robustness.

ln(Z-score). The measure ln(Z-score) is a continuous dependent variable repre-
senting the percentage increase relative to the lowest bank Z-score present in the 
sample. Under this dependent variable, positive coefficients of explanatory vari-
ables correspond to greater solvency and a decreased probability of bank default. 
This variable is secondary in our analysis because the true relationship between 
explanatory variables and bank stability is likely piece-wise linear. Thus, beyond 
a certain point of high Z-scores, observed explanatory variables may have increas-
ingly weak marginal impacts on stability, and unobserved variables may carry 
more weight. This can appear in an estimate as a weakening of the causal link 
between independent variables (summarized in Table 5.1) and stability.

TABLE 5.1

Independent Variables

Bank-Level Variables, Xijt Country-Level Variables, Wjt

Funding structure 
Herfindahl index of funding diversity
Loans-to-customer-deposits ratio
Short-term-funding-to-assets ratio 
Equity-to-assets ratio
Term-deposits-to-assets ratio

Profitability and asset quality
Return on average assets
Return on average equity
Loan loss provisions to gross loans
Net interest margin

Size
Total assets 
Asset growth

Access and financial inclusion
Adults saving to total adults 
Adults borrowing to adults 
Percent of small and medium enterprises identifying access 
to finance as a major constraint 
Percent of small firms with a credit line

Macro and financial variables
GDP per capita
GDP growth
GDP growth–bank size interaction
Interest rate spread
Inflation, GDP deflator
Banking regulatory quality and disclosure
Volatility of stock price index, 360-day standard deviation
Human development indicator
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EMPIRICAL FINDINGS
Tables 5.2 and 5.3 present the key results of the estimates. All estimates distin-
guish between household financial savings versus borrowing as indicators for 
household financial access. Table 5.2 gives the probit estimation results using the 
SME Access Constraint as self-reported by SMEs within each country in 
the World Bank Enterprise Survey. Table 5.3 gives probit results using the per-
centage of small firms with a credit line among total small firms as the measure 
of SME financial access. Our analysis also provides marginal effects on the respec-
tive probit estimations. We provide estimation results using ln(Z-score) as the 
dependent variable as a robustness check on whether our results are sensitive to 
the thresholds chosen for our probit analysis. However, this has limited utility 
because marginal differences in Z-score for already very high Z-score levels are 
unlikely to be significantly affected by changes in explanatory variables.

The probit estimation results under either measure of SME access are broadly 
similar. Under the SME Access Constraint as reported in the World Bank 
Enterprise Survey, individual bank size, term deposits to assets, equity to assets, 
country legal index, and both individual access and SME access variables are 

TABLE 5.2

Marginal Effects: Adult Saving versus SME Access Constraint

(1) (2) (3)
P(z < 10th percentile) dy/dx dy/dx dy/dx

Ln(Herfindahl index) 0.00000* 0.00000* 0.00000*
Ln(ratio of loans to customer deposits) 0.00063*** 0.00076*** 0.00063***
Ln(ratio of equity to assets) –1.38650*** –1.55519*** –1.40164***
Ln(ratio of term deposits to assets) –0.0001 –0.00008 –0.00013**
Ln(return on equity) –0.18761* –0.03969 –0.19978**
Adults saving (percent) –0.26690** –0.26299** –0.27211**
Adults borrowing (percent) 0.40460** 0.39869** 0.44858**
SME Access Constraint 0.02655** 0.02601** 0.03713*

Note: SME = small and medium enterprise.
* p<0.10, ** p<0.05, *** p<0.01

TABLE 5.3

Individual Access versus SME Access

(1) (2) (3) (4)
ln(Z-score) β/(se) β/(se) β/(se) β/(se)

Ln(ratio of loans to customer deposits) –0.00025 –0.00025 –0.00001 –0.00003
Ln(ratio of equity to assets) 0.70761** 0.70787** 0.63757** 0.46658*
Ln(ratio of term deposits to assets) 0.00055*** 0.00055*** 0.00031** 0.00031**
Ln(return on equity) 0.33063** 0.33023** 0.28048*** 0.10772
Adults saving (percent) 0.07722*** 0.07735*** 0.04165** 0.04127**
Adults negative saving (percent) –0.04223* –0.04237* –0.06211** –0.06245**
SME Access Constraint (percent) –0.05992*** –0.06000***
Small firm credit (percent) 0.01814** 0.01873**

Note: SME = small and medium enterprise.
* p<0.10, ** p<0.05, *** p<0.01
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significant determinants of bank-level financial stability. The signs of these coef-
ficients give a sense of their contribution to financial stability. Note that in the 
probit analysis (Table 5.3), our dependent variable is a measure of the likelihood 
of bank distress, that is, the inverse of financial stability. The proportion of assets 
that are term deposits increases financial stability significantly.

Our results give the directional impact of each explanatory variable on bank 
distress, and the statistical significance. Negative coefficients indicate that the 
variable is associated with greater bank stability whereas positive coefficients indi-
cate that the variable is associated with greater bank distress. In general, we find 
that a higher equity-to-assets ratio, term-deposits-to-assets ratio, and percentage 
of adults saving lead to an increase in financial stability. We also find that higher 
ratios of loans to customer deposits, percentage of adults borrowing, and percent-
age of SMEs facing financial access constraints and less diverse funding sources 
lead to increased probability of banking sector distress.

The lagged equity-to-assets ratio and ROE are used in the main empirical analy-
sis to address potential endogeneity issues. However, our analysis also provides 
robustness checks to test the validity of our findings by taking out the equity-to-
equity assets ratio and ROE. All previous results are substantively unaffected.

Note that the signs of the probit estimation coefficients give the direction of 
the effects, but the coefficients themselves do not give a sense of the magnitude 
of the effect because the coefficient magnitudes are in units of standard errors. For 
a sense of true magnitude, we separately calculate the average marginal effects for 
the explanatory variables to obtain the discrete change in the probability of bank 
distress, averaging across the sample values of the other predictor variables. For 
example, to calculate the average predicted probability of distress for a given per-
centage of adults saving, the predicted probability was calculated for each 
bank-year, using the value of that bank’s explanatory variables for that year, and 
the average was taken across all these predicted probabilities. 

The marginal effect on the households saving percentage tells us that the 
derivative of the mean expected probability of bank distress with respect to adults 
saving is −0.267. This result suggests that if we had four banks and increased the 
percentage of adults saving by 1  percent, one bank would switch from being 
likely to default to being unlikely to default. The 0.02655 coefficient on SME 
Access Constraint suggests that if we had 38 banks and lowered the SME Access 
Constraint by 1 percent, one bank would switch from being likely to default to 
being unlikely to default. The 0.4046 coefficient on percentage of adults borrow-
ing suggests that, of just 2.5 high-default-probability banks, one would become 
more solvent and unlikely to default if adult borrowing decreased by 1 percent. 

The analysis using the percentage of small firms with a credit line as a measure 
of SME financial access shows the same directional effects on all variables, but the 
magnitudes of the effects differ. Here, the marginal effect of the households saving 
percentage and small firm credit line percentage on the probability of bank distress 
are both equal to −0.039. This suggests that if we had 26 banks and either 
increased the percentage of adults saving or increased the percentage of small firms 
with a credit line by 1 percent, one bank would switch from being likely to default 
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to being unlikely to default. The 0.046 coefficient on adults borrowing suggests 
that, of the 21 high-default-probability banks, one would become more solvent 
and unlikely to default if adult borrowing decreased by 1 percent. The −0.0376 
coefficient on percentage of small firms with a credit line suggests that a 1 percent 
increase in the percentage of small firms with a credit line leads to a 0.038 percent 
decrease in probability of distress. Our analysis also shows the results obtained 
using the dependent variable ln(Z-score), renormalized so that negative Z-score 
observations are also reflected. The first two columns of Table 5.3 represent the 
estimation using the SME Access Constraint of firm-level financial access, while 
the last two columns use the percentage of small firms with a credit line measure. 
The interpretation of these coefficients support the probit estimation results in 
both the directional effect and the magnitude effect of variables.

We find that a 1 percentage point increase in the percentage of households saving 
increases the Z-score, and thus improves bank-level stability by 0.0772 percent. A 1 per-
cent increase in adults borrowing reduces the Z-score by 0.0422  percent, and a 
1 percent increase in the SME Access Constraint is associated with a 0.0599 percent 
reduction in the Z-score measure of stability. Using the small firms with a credit line 
measure of SME financial access, we find consistent results. A 1 percent increase 
in  the percentage of adults saving is associated with a 0.0416 percent increase in 
Z-score-measured bank stability; a 1 percent increase in small firms with a credit line 
leads to a 0.018 percent increase in the Z-score; and a 1 percent increase in the per-
centage of adults borrowing leads to a 0.0621 percent decrease in stability. As 
expected, and consistent with the probit analysis, term deposits to assets, equity to 
assets, and return on average equity all have positive and significant causal effects on 
bank stability, whereas banks’ total asset growth has a negative impact on stability.

MAIN FINDINGS AND POLICY IMPLICATIONS
The results of the empirical analysis in this chapter suggest the following broad 
findings for selected MICs in sub-Saharan Africa. 

First, the financial services provided in MICs in sub-Saharan Africa improved 
in the past few decades, as reflected in the increasing share of the stock of private 
credit to GDP and deposits as a ratio of GDP. Furthermore, banks’ ROE has 
stabilized closer to the level of a group of emerging markets, reflecting a more 
mature financial sector in MICs in sub-Saharan Africa. 

Second, in many MICs in sub-Saharan Africa, one reason for the low level of 
financial inclusion is SMEs’ lack of access to finance. Our study shows that SME 
access to finance has a positive and significant impact on financial stability. 
Financial usage can have stabilizing effects on the financial sector by helping to 
increase financial sector depth. If borrowing tends to be used for investment or to 
finance purchases of assets that generate returns, the financial sector and the 
economy in general will benefit. Thus, financial inclusion focusing on enhancing 
SME access to finance tends to enhance financial stability, as observed by policy-
makers (Annex 5.1). Both the Mauritius and Namibia country case studies show 
that promoting SME access to finance would enhance financial stability and 
benefit financial sector development (Annexes 5.2 and 5.3 and Box 5.3). 
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BOX 5.3

Mauritius: Promoting Small and Medium Enterprise Development

Recognizing the challenges that lay ahead because the country was recording below-
average growth rates, the government of Mauritius presented its 2012 budget entitled 
“Growth for the greater good” in November 2011. This budget tried to steer the country 
safely through the global economic crisis. Among other actions, it (1) provided the 
basis for taking the country a stride closer to full democratization of the economy, 
(2) recognized the need to facilitate the rising trend of women seeking employment 
and to break the vicious cycle of youth unemployment, and (3) went to the roots of 
poverty to deal with its painful manifestations. 

The government explicitly paid tribute to the micro and small and medium enter-
prise (SME) sector, which makes an exceptional contribution to the economy. SMEs 
produce about 37 percent of GDP, that is, some US$4 billion worth of output. They 
employ and provide a living to 250,000 men and women. And this is where the culture 
of entrepreneurship takes root, grows, and democratizes the economy. The SME 
scheme under the 2012 budget addresses both access to and cost of finance. It both 
covers new operations and benefits existing clients at renewal. In addition, it covers 
both investment and working capital for SMEs.

Implementation of this scheme was channeled through the domestic banking sec-
tor, and the government proposed that the banking sector would extend credit facili-
ties to SMEs amounting to 3 billion Mauritian rupees (Rs) (about US$100 million) over 
the next three years (from 2012 to 2014) at 3 percentage points above the prevailing 
key repo rate (which was 8.5 percent per year and is the central bank’s policy interest 
rate). This measure addressed the prohibitively high cost of credit faced by the SME 
sector, which was stifling the drive of entrepreneurs and was threatening the growth, 
profitability, and competitiveness of the sector.

The main features of the scheme were the following: (1) new overdrafts and bank loans 
as well as renewal of existing facilities were made at an interest rate of 11.5 percent, (2) all 
processing costs and related charges were waived, (3) the Equity Fund provided a guaran-
tee instrument to offer risk cover amounting to 35 percent of every loan and overdraft, 
and (4) banks were allowed to deduct SME bad debts from taxes without going to court.

New loans to SMEs at the Development Bank of Mauritius were also capped at the 
repo rate plus 3 percent, that is, 8.5 percent. To further support SMEs as well as other 
borrowers, the government abolished the inscription fee leviable on registered loans and 
removed the registration duty on loans not exceeding 1 million rupees. In this respect, 
the government removed the micro constraints facing this sector to carry out business.

This scheme was spearheaded by the central bank and implemented in December 2011, 
that is, one month after its announcement. Coordination between the government and the 
central bank was the cornerstone for the success of the scheme. The bank provided the 
framework through which finance could be extended on favorable terms and conditions 
through 14 participating commercial banks and closely monitored the scheme.

Over the period December 2011 to February 2014, funds of nearly Rs 3.0 billion had 
been approved and the amount outstanding under this facility stood at Rs 1.3 billion. 
More than 2,300 applications were received during this period, with a success ratio of 
about 94.5 percent.

Contributed by Jitendra Bissessur from Mauritius.
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Third, relatively poor households do not have access to bank accounts for 
various reasons, such as the minimum balance requirement, fees for opening 
an account or maintaining a bank account with a low balance,5 or low presence 
of financial institutions in lower-income communities. Therefore, financial 
inclusion focusing on improving households’ access to bank accounts will 
likely enhance financial stability. Specifically, policy measures such as reducing 
or eliminating the minimum balance requirement or fees for opening or main-
taining bank accounts with lower balances, as done in Namibia, should 
enhance financial inclusion. Alternatively, using new technologies such as 
e-banking or mobile banking (particularly aimed at the poor) would facilitate 
the population’s access to finance. Examples of new technologies that facilitate 
financial inclusion include mobile banking in Mauritius and e-money in 
Namibia. 

Moreover, financial inclusion that lowers lending standards, thus encouraging 
low-quality creditors to take out unaffordable loans or mortgages, can be desta-
bilizing. In the short term, these policies may mechanically increase financial 
inclusion, but in the long term, they will likely jeopardize financial stability, 
which will ultimately undermine financial inclusion. In concurrence with this 
finding, policymakers in SMICs generally hold the belief that programs to 
increase access to credit through public sector institutions have so far generally 
been costly with little sustainable impact. 

Finally, the primary components of global regulatory reform will likely steer 
banks’ funding structures further toward deposits and equity with less reliance on 
short-term wholesale funding. This funding structure will likely have a positive 
impact on financial stability.

CONCLUSION 
The key policy messages from this chapter are as follows: 

First, policies promoting SME sector development should, overall, enhance 
financial stability. Second, reforms that facilitate households’ access to savings 
accounts will also likely promote financial stability. However, mechanically 
expanding the number of households with credit may lead to overindebtedness 
and thus pose risks to financial stability. In a number of countries, the authorities 
tend to overpromote loans to households in pursuit of greater financial inclusion, 
which is not sustainable and eventually leads to an increase in the number of 
debt-distressed households in the economy. 

However, our results and messages should be interpreted with some caution. 
There is no one-size-fits-all approach to striking an appropriate balance between 
financial inclusion and financial stability. Policies that enhance financial inclusion 
while preserving financial stability have to be tailored to country-specific 

5 Evidenced by the fact that banks are showing significant increases in non-interest income in several 
of the SMIC countries.
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circumstances, which also highlights the need for country-specific research in this 
rapidly expanding area. 

ANNEX 5.1. POLICYMAKERS’ VIEWS
At the margin of the 2014 Spring Meetings of the IMF and the World Bank, the 
African Department of the IMF organized a peer-learning-oriented seminar for 
SMICs in the region. Countries welcomed the opportunity to discuss financial 
stability and financial inclusion—and possible tensions between the two goals. 
Participants felt that financial inclusion is essential for economic transformation 
and inclusive growth, and it should therefore be part and parcel of a country’s 
development strategy. Key takeaways from the seminar are as follows:

Policy questions. The seminar participants asked how best to promote financial 
inclusion in a “stability-friendly” manner. Questions were raised about the key 
constraints to financial inclusion from both the supply side and the demand side, 
as well from the standpoint of public policy and the regulatory system. With 
many SMICs now beginning to support financial inclusion through special pro-
grams, there was a fundamental discussion about whether there are indeed market 
failures. Although the majority saw a need for intervention, many sought insights 
into the potential threats to financial stability that could come from ill-designed 
programs. Even where policies are justified and well designed, exit strategies 
remain an important concern.

Country experiences and policy recommendations. Policymakers argued that pub-
lic policy must take into account the trade-offs and complementarities between 
financial development goals and the management of systemic risk. Several spe-
cific recommendations emerged: 

Financial sector strategies should not only include central banks and other 
financial sector stakeholders, but should also be coordinated with ministries of 
finance and a wider group of stakeholders, such as telecommunications regulators 
(mobile banking) and central banks from similar countries (to tap into their 
experience and avoid reinvention of the wheel). Namibia is one example where 
the involvement of many stakeholders has started reaping rewards.

SMICs’ small market size and capacity constraints make it hard to increase 
competition through new entrants, giving additional weight to adequate over-
sight of fees and charges. However, small markets imply high intermediation 
costs, and any regulation of fees and charges needs to take that fact into account. 
Ministers and governors noted that SMIC banking systems tend to be “concen-
trated but saturated,” and ultimately only sufficient financial deepening would 
bring much-needed competition. 

Although special programs to enhance financial inclusion could work if well 
designed, the majority view was that programs to increase access to credit through 
public sector institutions have so far generally been costly with little sustained 
impact. 

More cross-border collaborative regulation is needed to guard against money 
laundering and illicit flows that could arise from special programs designed to 
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enhance financial inclusion. Some stressed the role of cross-border cooperation 
and of pan-African institutions in understanding their operations and how best 
to supervise them. 

Technology, most notably mobile phone banking, is a clear example of the 
potential for success of well-targeted policy programs to ease supply constraints. 
Financial literacy and education could be one tool to help address the demand-
side constraints to financial inclusion, including in avoiding Ponzi schemes.

ANNEX 5.2. MAURITIUS: HOW FINANCIAL 
INCLUSION POLICIES HAVE SUPPORTED 
DEVELOPMENT6

Financial inclusion is not only an important developmental goal but is itself a key 
enabler of development. Financial inclusion policies work on both demand- and 
supply-side factors. On the demand side, financial exclusion results from lack of 
information and low financial literacy; on the supply side, financial inclusion is 
constrained by the lack of institutions geared toward meeting the specific finan-
cial needs of the population. Improved financial inclusion generates new business 
activities such that the private sector increasingly innovates in the financial arena. 
Reduced inequality resulting from financial inclusion is likely to foster social and 
political stability, which could further enhance financial stability.

Financial inclusion is not only about access to finance, but also about access 
to financial products and services that can better protect the financially excluded 
group and facilitate SME business transactions, putting new tools at their dis-
posal for them to save, invest, and grow. Although concerns about the potential 
impact of financial inclusion on financial stability are valid, the message from the 
growing literature and country experiences is clear: there are more synergies 
between financial inclusion and financial stability than conflicts, and both are 
essential prerequisites of a well-functioning financial system. With regard to 
policy goals, more synergy between financial inclusion and financial stability is 
increasingly desirable although more thought needs to go into policy design, in 
particular, in complementing market initiatives.

The economic success of Mauritius has resulted from, among other factors, 
financial inclusion policies, starting even before independence, and the creation 
of essential institutions in the country over the years. Financial inclusion policies 
in Mauritius have been progressively adapted to changing economic and market 
conditions.

Significant Contributions to Financial Inclusion 
from Institutions

• The Development Bank of Mauritius Ltd (DBM) was originally established 
in 1936 as the Mauritius Agricultural Bank. Agriculture was the country’s 
main economic sector, and the bank’s purpose was to provide medium- and 

6 This annex was prepared by the country contributors from Mauritius.



©International Monetary Fund. Not for Redistribution 

 Mu and Lin 121

long-term finance for agriculture to potential farmers and entrepreneurs 
who had no access to finance. During the industrialization phase, the bank 
enlarged its spectrum of activities by granting credit for industrial purposes 
and creating several industrial zones. It was instrumental in the expansion 
of manufacturing enterprises. In 1988, a new focus on SMEs was imparted 
to the DBM. Over the years, the DBM has implemented several programs 
to meet the development needs of the country. However, the DBM model 
has lost its effectiveness and the institution is currently being reformed.

• The Mauritius Housing Company Ltd (MHC) has had an impressive track 
record in increasing house ownership in Mauritius and inculcating a savings 
culture among the low-income population. Established in 1963, MHC took 
over the housing loan business from the Mauritius Agricultural Bank. To 
encourage saving for the construction of homes, MHC introduced the 
Exceptional Savings Scheme in 1972, which was replaced by the Plan 
Epargne Logement (PEL) in 1988. The PEL savings scheme remains popu-
lar among all income groups. As of 2009, the Junior PEL Saver Scheme was 
offered to those under age 18 as a long-term saving product. As part of its 
social responsibility undertakings, MHC has been offering government-
sponsored loans to lower-income groups since 1986. After five decades of 
operation, MHC has become a total solution provider in respect of housing 
finance requirements.

• The government also created the State Insurance Company of Mauritius and 
the State Bank of Mauritius to provide an alternative to the existing insur-
ance companies and banks of the time and infuse some competition into the 
market. These two companies have made banking and financial services 
more accessible. 

• Post-Office Savings accounts increased outreach when automated teller 
machines did not exist or were not as widespread as they are today and the 
number of bank branches was limited.

• The National Pension Fund and National Savings Fund were created to help 
the population better manage its life-cycle income. This concept is not well 
understood, but through these mandated contributions, the working popu-
lation has gained a better grasp of the need to save for retirement. These 
schemes prove to be of even greater use to those with low incomes since they 
generally cannot afford private pension schemes.

These institutions have improved financial inclusion in the country and posi-
tively affected the development of the country and the lessons from the case are 
relevant for other SMICs in sub-Saharan Africa. 

Supportive Policies to Improve Financial Inclusion

Over the years, policies supporting financial inclusion were introduced through 
various budgets to encourage the population to save and invest. For instance, 
interest paid on home loans and life insurance premiums were tax deductible. But 
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policies need to be continuously reviewed since their features have to be adapted 
to changing circumstances, and inefficiencies that emerge in the course of their 
application must be removed. For example, the tax deduction for interest paid on 
home loans led to speculative activities such as the purchase of second and third 
houses, and the interest paid on the house loans was used for tax exemptions. 
Today, loan interest on only the first house is tax deductible. Insurance agents 
were using the deductibility of life insurance premiums as a marketing mecha-
nism rather than educating customers on the benefits of life insurance products. 
Life insurance premiums are no longer deductible and insurance agents now take 
more care in offering insurance better suited to cover their clients. The important 
point about financial inclusion policies is that people begin to gain experience in 
using financial products. Without such experience, demand is often absent. 
Subsidizing financial inclusion in the initial years then gradually removing subsi-
dies in later years could be pro-growth and pro-development and thus have long-
term benefits that outweigh short-term costs.

Formalizing the Informal Sector

Financial inclusion helps formalize the informal sector and reduce the extent of 
shadow banking. It thus provides an improved framework for monitoring and 
supervision of financial transactions and, in turn, shields the customer from mal-
practice and the financial system from unwarranted shocks. Hannig and Jansen 
(2010) argue that the potential costs of financial inclusion are compensated for by 
important dynamic benefits that enhance financial stability over time through a 
deeper and more diversified financial system. In this context, it is interesting to 
note the learning curve impact of using financial products on the financially 
excluded such that several welfare gains can be reaped, in particular, with the mul-
tiplier effect on financial literacy and the financial intermediation process. 
Nonbank financial intermediaries are able to thrive despite the overwhelming 
presence of banks in the financial landscape because nonbank financial intermedi-
aries add to product differentiation in the market and are able to develop their own 
niche markets. Promoting financial inclusion offers much scope for empowering 
the financially excluded as well as for the development of new financial service 
delivery and business models. The Bank of Mauritius in August 2014 endorsed a 
supportive approach to credit unions coming under its purview to professionalize 
them and help them better take advantage of existing risk management tools. 

Role of the Central Bank

Since its establishment, the Bank of Mauritius (BoM) has been instrumental in the 
progress of financial inclusion in the country. Along with its traditional role as the 
country’s central bank, the BoM has run tailor-made programs to improve financial 
inclusion; these programs have also contributed to improving the financial interme-
diation process. In 1995, the BoM made available a special line of credit of 500 mil-
lion Mauritian rupees to approved leasing companies at a preferential interest rate 
of 8 percent per year in support of the development of leasing companies. To 
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smooth out the impact of reforms in the sugar sector, particularly on small planters, 
the BoM provides a special line of credit to banks for onlending to the Mauritius 
Sugar Syndicate. These schemes promote financial inclusion by making credit avail-
able to those who would have been left out owing to the market’s shortcomings. In 
such circumstances, the central bank has to step in to mitigate the shock to the 
economy or act as a market maker. However, these exceptional measures are meant 
to be temporary to avoid market distortions and suboptimal outcomes. 

In 2012 the BoM set up the Task Force on Unfair Terms and Conditions in 
Banking Contracts to examine the reasonableness of bank charges and banking 
contracts. In 2015 the task force came up with 100 recommendations, including 
the provision of a simple standard summary of loan contracts, the abolition of 19 
different charges, and the promotion of charge-free basic banking services. The 
findings of the report clearly indicate the dangers of the development of banking 
cartels in small countries and certain other areas of market malfunction that need 
to be addressed by the regulator. The role of the central bank, however, has to 
remain contained within the territory of market-conforming policies. The central 
bank should focus on facilitating, promoting, and securing financial inclusion. 
The financial inclusion agenda ahead is large and the central bank cannot address 
all of the issues alone. The central bank will need to partner with several stakehold-
ers in the economy to effectively and efficiently improve financial inclusion.

Technological Advances

Technological advances today make financial inclusion policies less costly and sim-
pler to implement. Mobile phones, for example, have radically changed banking in 
many parts of Africa. Farmers located in remote areas are able to make money 
transfers, get market information, and better manage their trading through mobile 
phones. The fact that these transactions can be registered means that a transactions 
history can be built for the user that can, in turn, be used to develop the user’s risk 
profile, thereby breaking the asymmetry of information in credit markets and 
improving credit allocation. In the absence of collateral, which the financially 
excluded generally do not have, the transactions history can be a basis for decisions 
on loans. Mobile banking is helping resolve the problem of outreach in remote parts 
of sub-Saharan Africa. Consequently, a number of market failures in the credit 
market are addressed by extending the payment and safe-keeping services of the 
financial provider. Innovative financial inclusion tools have positive externalities on 
the financial intermediation process and thus on the financial system.

Moving Forward on Financial Inclusion

In contrast to financial inclusion policies in the past, when financial inclusion 
objectives were being imposed on market operators or institutions were being cre-
ated for the purpose, the new approach to financial inclusion in Mauritius is to 
enlist the market as an important ally. Policymakers contribute more to correcting 
market failures and building sustainable models for delivering financial services to 
the poor. Recent experience suggests that the financially excluded group offers 
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viable business opportunities that creative entrepreneurs can tap. Some of the inno-
vations have, indeed, come from the market without much policymaker involve-
ment. Now regulators need to complete the market by putting in place the requisite 
framework and safeguards to protect customers from potential misuse or abuse.

We have found in Mauritius that financial inclusion supports financial inter-
mediation and stimulates economic growth as well as social and market develop-
ment. In small island states, financial inclusion also helps counter oligopolistic 
tendencies in financial markets and trade in general. Financial inclusion can thus 
be considered an essential policy tool in overcoming the flaws in market structure 
and in promoting social and economic development of otherwise excluded seg-
ments of the population.

ANNEX 5.3. FINANCIAL INCLUSION AND FINANCIAL 
STABILITY IN NAMIBIA7

Many countries around the globe have either adopted and implemented financial 
inclusion policies or have been engaging in efforts geared toward the promotion 
of financial inclusion. Financial inclusion gained prominence in the early 2000s 
because of the findings that it would assist in reducing poverty (World Bank 
2012). Namibia recently decided to pursue the financial inclusion agenda seri-
ously and vigorously as part of the country’s overall financial and economic 
development strategy. In particular, Namibia envisages that financial inclusion 
will address the socioeconomic challenges facing the country, including the high 
level of financial exclusion (31 percent), high poverty rate (28.7 percent), and 
high unemployment (27.4 percent). 

In August 2012, the Namibia Financial Sector Strategy (NFSS) 2011–2021 
was launched as a long-term (10-year) development strategy for the financial sec-
tor. Financial inclusion remains one of the key reform areas and goals of this 
development strategy. The financial inclusion agenda was developed through a 
concerted effort after extensive consultation with relevant stakeholders. The 
agenda outlines the goals and an action plan for implementation during the 
period 2011–21. A governance structure is also in place to guide and monitor the 
implementation process. This structure comprises a Financial Inclusion Council 
chaired by the prime minister, an Advisory Body to the Council chaired by the 
governor of the Bank of Namibia, and a Secretariat at the Bank of Namibia.

Namibia’s Financial Inclusion Goals

Namibia’s financial inclusion agenda is premised on two overarching goals: 

• To reduce the lack of access to financial services and products to 26 percent of 
economically active Namibians from the initial baseline of 51.7 percent in 20078 

7 Prepared by Emma Haiyambo, Deputy Director: Financial Sector Development, Bank of Namibia.
8 As of 2011, the proportion of Namibians without financial access had been reduced to 31 percent.
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• To create effective institutions that can provide sufficient support to SMEs 
to increase their access to finance and enable them to grow. 

The achievement of these two goals can contribute significantly to employ-
ment creation and economic development in the country. Some specific activities 
and projects have been identified and implemented, while others are in the pro-
cess of being developed. 

Achievements to Date in Implementation of the 
Financial Inclusion Agenda

Since the launch of the NFSS some notable progress has been made, including 
the following. 

The introduction of a basic bank account by the banking industry and the setting 
of standards for cash deposit fees by the regulator in consultation with the industry 
was an important step. The basic bank account is intended for individuals earning 
2,000 Namibian dollars (N$) (about US$173) per month or less, with no monthly 
fees charged by banks on these accounts. The standards target low-income earners 
and small businesses by eliminating cash deposit fees charged by banking institu-
tions. As of July 31, 2013, no cash deposit fees are charged for the first N$2,000 
deposited per month on all savings and investment accounts held by individuals. The 
same applies for the first N$10,000 deposited per month by all businesses with an 
annual turnover of N$1 million or less since October 31, 2013. The intention was 
to eliminate all cash deposit fees by March 2015. Both of these initiatives are aimed 
at increasing access to financial services and products for the low-income population 
and thereby facilitating the participation of more people in the financial sector. 

In addition, a directive has been issued to guide the issuers and users of elec-
tronic money (e-money). A number of e-money issuers have already entered the 
market. This financial service should help mitigate the unavailability of brick-
and-mortar bank branches, especially in the remote rural areas of the country. For 
example, with the introduction of e-money services, working people residing in 
urban areas (including low-income people) are able to transfer money to their 
relatives in rural areas, though the availability of agents in rural areas that can cash 
or use the funds in that same format is still a challenge. 

In addition, an SME Bank was created in 2012 to help address the problem of 
SMEs’ access to finance. The full impact of the bank’s operations has yet to be 
determined, given that it only became operational in 2013. Nevertheless, the 
SME Bank is expected to help address the numerous challenges that hamper 
SMEs’ access to finance (such as lack of collateral required by most lending insti-
tutions) and hence facilitate financial inclusion.

The reforms have also paved the way for promulgation of credit bureau regula-
tions. These regulations, which were finalized and gazetted in 2014, compel lend-
ing institutions to provide credit performance information to registered credit 
bureaus. The regulations are expected to create a platform that will make such 
information accessible by credit providers to enable them to better assess the 
creditworthiness of potential borrowers. 
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Other projects are ongoing and some are at an advanced stage. These include 
a review of the 1997 SME policy and the SME financing strategy for Namibia. 
The SME financing strategy includes an investigation into the viability of setting 
up a credit guarantee scheme for the country as well as a venture capital fund and 
an appropriate training and mentoring program for SMEs. Once implemented, 
these facilities are expected to complement other efforts aimed at addressing SME 
access to finance. 

Balancing the Goals of Financial Inclusion  
and Financial Stability

Striking the balance between financial inclusion and financial stability is particu-
larly important in Namibia. Regulators, including those in Namibia, have tradi-
tionally focused their efforts on ensuring stable and sound financial systems, and 
this role has been amplified since the global financial crisis. At the same time, 
Namibia suffers from one of the most uneven distributions of income in the 
world, as measured by a Gini coefficient of 0.60. In this regard, the country con-
tinues to struggle with fighting poverty and raising the economic welfare of its 
citizens, where the poor are among the unbanked and often have no access to 
financial services. The question then is whether and how financial inclusion will 
affect financial stability. The nature of financial inclusion is such that it may pose 
risks to the financial system that may ultimately lead to financial instability, espe-
cially in the following situations:

• An attempt to increase the number of borrowers results in a reduction in 
lending standards 

• Unsustainable levels of credit are extended by credit providers 

• Credit is allocated to the private sector for unproductive purposes.9 

Namibia continues the delicate balancing act between financial inclusion and 
financial stability. Financial inclusion should not come at the expense of financial 
stability. In this regard, an effective financial regulatory framework can play an 
important role in ensuring the stability of the financial system by mitigating some 
of the risks that financial inclusion may pose. Namibia has thus put in place a 
number of regulatory measures to ensure financial stability, such as those requir-
ing banking institutions to conduct regular stress testing of the impact of possible 
shocks on performance. In addition, the country has been producing financial 
stability reports since 2008, which have progressively grown from an analysis 
focused on financial soundness indicators to a more comprehensive and holistic 
approach to financial stability. Along with these financial soundness indicators, 
the 2014 report also includes an assessment of additional systemic risks to the 
financial sector, covering the activities of both banks and nonbank financial 
intermediaries. 

9 In Namibia, the allocation of credit to the SME sector is encouraged and is viewed as productive 
because it normally leads to increased economic activity, employment creation, and income generation.
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Other Elements Necessary to Ensure the Balance between 
Financial Inclusion and Financial Stability

A regulatory mechanism that ensures that financial inclusion leads to financial 
stability would include regulation biased toward financial integrity, financial lit-
eracy, and consumer protection (Chiwira, Tadu, and Muyambiri 2013). These 
three elements form an integral part of the financial inclusion agenda for 
Namibia. The remainder of this annex provides an account of the progress made 
in ensuring these three elements in Namibia.

Financial Integrity
Although financial inclusion is important, it is also important to note that with 
financial inclusion efforts, access is sought for a wider customer base, which cre-
ates new or expands existing markets and possibly creates new service providers. 
As a result new risks to the stability of the financial system are created, which 
requires supervision to ensure that access is made possible without compromising 
financial stability. 

In Namibia, it is acknowledged that the facilitation of access to financial 
services could also be affected by the anti-money-laundering measures intro-
duced in recent years. Following this realization of the inherent conflict 
between financial integrity and access to finance and that it could affect access 
to financial services, Namibia repealed the Financial Intelligence Act, 2007 (Act 
No. 3 of 2007) by enacting the Financial Intelligence Act, 2012 (Act No. 13 of 
2012) in December 2012. The old act required accountable institutions such as 
banks to obtain and verify some mandatory information from their clients 
before either establishing a business relationship with a prospective client or 
continuing a business relationship with an existing client, irrespective of the 
level of risk inherent in such a relationship. This indiscriminatory approach was 
considered not to be conducive to the promotion of financial inclusion. The 
new act promotes a risk-based approach requiring enhanced customer due dili-
gence on identified high-risk clients, products, and services, while allowing 
simplified customer due diligence measures for low-risk clients. Consideration 
was thus given to reducing requirements for low-risk customers (who in most 
cases are low-income customers) so that access to finance is made possible with-
out compromising the stability of the financial system. The intention is to 
guard against the inherent conflict between financial integrity and financial 
access and ensure a good balance.

Financial Literacy
Recognizing that a low level of financial literacy may hamper financial inclusion, 
the NFSS 2011–2021 envisages increasing the country’s financial literacy rate. A 
lack of awareness of different types of financial products and poor knowledge of 
how products work can be barriers to financial inclusion because of a lack of 
confidence on the part of potential users who may shy away from taking up the 
products on offer. Financial stability can also be threatened as consumers deal 
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with unfamiliar products with a possibility of defaulting on loans. Financial lit-
eracy thus empowers consumers to make informed decisions about products and 
services and also protects them from being exploited by predatory lending and 
unfair marketing practices. 

With the above background in mind, Namibia launched a program called 
the Financial Literacy Initiative in 2012 and has a financial literacy strategy in 
place. The strategy was developed by stakeholders from the public, private, and 
civil society sectors and thus has the buy-in of all relevant stakeholders. The 
country has further established a dedicated unit under the ministry of finance 
that coordinates implementation of the strategy (that is, financial literacy 
activities and campaigns). So far, the financial literacy baseline survey con-
ducted in 2013 yielded an average financial literacy rate of 42.8 percent of 
adults age 16 and older, which is considered very low, but is useful as a bench-
mark for measuring progress. 

Consumer Protection
Consumer protection is an integral part of Namibia’s financial inclusion agen-
da. In this regard, the country through the NFSS envisages creating a compre-
hensive consumer protection legal framework that would ensure transparency 
and disclosure. It will also help create a platform for consumer complaints and 
redress mechanisms. 

Although the comprehensive consumer protection framework for Namibia is still 
being worked on, the country (through the central bank) has put in place Consumer 
Protection Guidelines for lodging customer complaints against practices of banking 
institutions. The guidelines complement the Bankers Association of Namibia’s Code 
of Banking Practice, which is aimed at fair relations between consumers and banking 
institutions. The code and the guidelines for lodging complaints were jointly 
launched in 2013. Furthermore, the nonbank financial regulator also has consumer 
protection guidelines in place that clients of nonbank financial institutions follow to 
lodge complaints against the practices of these institutions. 

Conclusion

Namibia has made notable progress in its implementation of the financial inclu-
sion agenda, as evidenced by the creation of the enabling environment through 
proper regulations as well as the institutional setup to support the financial inclu-
sion agenda. Despite the good progress made so far, challenges remain, and the 
journey to a financially inclusive society is still long and bumpy.
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CHAPTER 6

Political Economy of Reform

Ali MAnsoor

Thus far, this book has discussed the macroeconomic vulnerability faced by 
small middle-income countries (SMICs) in sub-Saharan Africa, assessed how 
labor market outcomes can be improved by reforms that contain spending and 
crowd in private initiative, looked at structural policies and institutional frame-
works that could boost productivity growth in these SMICs, and provided 
suggestions about financial inclusion policies that are friendly to stability and 
growth. This chap ter suggests a process to assist reformers in making progress 
in these areas and on complementary reforms in the social sector. 

The Development Assistance Committee of the Organisation for Economic 
Co-operation and Development has defined political economy analysis as being “con-
cerned with the interaction of political and economic processes in a society: the distri-
bution of power and wealth between different groups and individuals, and the pro-
cesses that create, sustain and transform these relationships over time” (DFID 2009, 4). 
In this chapter, we look more narrowly at the question of how to implement reforms 
that are desirable from a technical point of view, but that face some political resistance. 

This is of concern to many ministers of finance and other policymakers who 
sometimes find it hard to act on sound technical advice on the premise that the 
advisors “just do not get it.” Most policymakers feel that they are different—that 
their difficulties are unique, their population less patient, their constraints more 
binding, and their stakes of failure higher. 

In view of this, it is hard to prescribe a list of actions required to address political 
concerns and reluctance in the implementation of reform. Nonetheless, reformers 
may keep some general issues in mind to help address these concerns, such as 

• How can advice to policymakers be tailored to facilitate acceptance at the 
political level? 

• How contentious or complex is the reform?
• Who are the important players and stakeholders? 
• How can reformers build coalitions, communicate, compensate, bundle 

reforms, and find appropriate “second-best” solutions?

With thanks to Bertrand Belle and Andrew Jonelis for their extensive contributions and to Ana 
Semedo, Andrea Richter-Hume, Carla Cruz, Elizabeth Charles, Emma Haiyambo, Erwin Niamhwaka, 
Jittendra Bissesur, Marshall Mills, Matthew Wright, Prakash Hurry, Rachna Ramsurn, Sen Narrainen, 
Sephooko Motelle, Tau Puseletso, and Thupayagale Pako for their insights and country perspectives.
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This chapter draws on these ideas to suggest how technocrats could be more 
sensitive to the political and administrative realities and constraints in proposing 
the reforms discussed in Chapters 2 to 5. The political economy opposition to 
reform belongs to one of two broad categories:

• Insufficient knowledge, either because the costs and benefits are not clear or 
information on ways to implement the reform is lacking

• Reluctance to implement the reform because of unwillingness to bear the 
costs.

This chapter draws on the political economy literature and successful experi-
ences around the world to suggest some of the pathways available to reformers in 
SMICs in sub-Saharan Africa. These avenues could generate more traction for the 
reforms outlined in the previous chapters and that are required to graduate to 
advanced economy status. It then covers considerations for implementing 
reforms, such as channels for reforms, maintaining an appetite for reform, and 
peer support. Such an approach may be important because “given country-
specific realities, best-practices thinking—which works backward from a desired 
end state—is at best moderately helpful in identifying feasible next steps” 
(Levy 2010, 1). Instead, progress may require reformers to look at how others 
have found their own second-best solutions and adapt these to the circumstances 
of the country.

The chapter does not directly consider how to approach reform in the face of 
outright unwillingness to bear costs because this attitude is very contextual and 
would need to be addressed on a case-by-case basis. It focuses instead on address-
ing knowledge gaps that will enhance the toolkit that reformers have at their 
disposal to tackle interest groups who block reforms because they want to avoid 
the costs that may be misperceived by policymakers and other stakeholders. 

However, this chapter’s proposals for more peer exchange and peer learning 
would also offer insights into how to deal with interest groups that are blocking 
reform because they are unwilling to pay the costs. Peer exchange may offer ideas 
on how to identify blocking interest groups and how to compensate them or 
overcome their opposition by mobilizing a countervailing coalition.

SETTING THE STAGE FOR ADDRESSING  
POLITICAL ECONOMY ISSUES 
How to Approach Political Economy

The political economy approach to the implementation of economic reforms 
involves understanding the interaction between the political sphere and the eco-
nomic system. Much of political economy analysis rests on country specificity at 
a given point of its history. No guide to political economy can ever determine a 
set list of issues that need to be considered because the issues are dynamic. 
Instead, the analysis must have at its disposal a toolkit that can be used by reform-
ers to enhance the likelihood of success. Such a kit includes observational and 
analytical skills to define the key issues in the country on the topic at hand. Over 



©International Monetary Fund. Not for Redistribution 

 Mansoor 133

time some of these issues will wane in importance, but others will emerge. Thus, 
understanding a country’s political economy and carrying out the required 
reforms is as much an art as it is a science. Accordingly, there may be merit in 
reformers exchanging experiences and ideas on a regular basis to help them master 
the art. 

Carrying out economic reforms requires political will. However, political will 
is endogenous to the system, and commitment to reform does not necessarily 
have to come from the very top. Political will generated by the actions of reform-
ers within the system may also be a good source of momentum for policy change. 
Senior government officials could demonstrate dedication and devotion to sus-
taining reforms through outreach efforts that cause the public to contemplate 
reform programs favorably. Public support, once generated, can boost enthusiasm 
in political circles. An effective outreach program may help depoliticize the pro-
cess and illustrate the practical benefits to the population at large. Support from 
the public for reforms makes it easier for politicians to move forward (that is, to 
muster political will).

The experience of successful countries (see Chapter 1), suggests that planning 
can help focus the various stakeholders and address the political economy of 
reform. Many of these countries also practiced some form of industrial planning, 
which is a somewhat independent issue from that of the political economy of 
reform. Chapter 4 considers the economic case for government intervention to 
address bottlenecks or leverage externalities and the potential costs and benefits 
of industrial policy for SMICs. 

Review of Factors Important for Success

Experience suggests how successful reform momentum can be generated and 
sustained. African ministers have noted that successful reform is facilitated by 
“committed leadership, coherent strategies, and long-term planning frameworks, 
as well as robust institutions and accountable governance structures. They sup-
ported the deepening of South-South cooperation, the building of political coali-
tions, and enhanced public-private dialogue to ensure policy consistency and 
coherence in the interest of industrialization.”1 

Along the same lines, at its December 2013 meeting, China’s Central Economic 
Work Conference called on all local governments and government departments to 
set up an organization to specialize in pushing for reform in identified areas (IMF 
2014).

Minns (2001) suggests that the Republic of Korea’s economic “miracle” was 
based on the state’s ability to implement a strongly developmental policy, that is, 
reforms that yielded sustainable and equitable growth over a long period of eco-
nomic and social transformation to become an advanced economy. Cho (2001) 
complements this supposition by explaining that Korean economic development 
is owed mainly to the Korean government’s and people’s efforts to make the best 

1  Gene Leon, Senior IMF Resident Representative, Abuja, Nigeria, Memorandum for Files April 12, 
2014, reporting on an AU-UNECA conference in Nigeria.
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use of the internal and external changes in the economic environment. Huff 
(1995, 1) similarly argues that the Singapore model of economic development 
relied on “extensive government intervention and planning, though not a rigid 
central plan.” 

In Taiwan Province of China, according to Lau (2002), government planning 
and intervention were crucial for success. Key elements included reliance on pri-
vate enterprise focused on export-oriented industrialization together with land 
reform that raised agricultural productivity and freed resources for industry. 
Rodrik (1995, 2) suggests “that in the early 1960s and thereafter the Korean and 
Taiwanese governments managed to engineer a significant increase in the private 
return to capital. They did so not only by removing a number of impediments to 
investment and establishing a sound investment climate, but more importantly 
by alleviating a coordination failure which had blocked economic take-off. The 
latter required a range of strategic interventions—including investment subsidies, 
administrative guidance and the use of public enterprise—which went consider-
ably beyond those discussed in the standard account. That government interven-
tion could play such a productive role was conditioned in turn by a set of advan-
tageous initial conditions: namely, a favorable human capital endowment and 
relatively equal distribution of income and wealth.” 

Adelman (1999, 57) also points to the heterodox approach of Korea with “an 
activist government—mobilising private entrepreneurs, the bureaucracy and 
the general public—that pushed its plan for economic growth and gave con-
tinual detailed attention to economic matters.” Adelman (1999, 58) highlights 
that at the outset of the reforms President Park “sacked 10 percent of the top 
bureaucracy and sent the rest to two-week retraining courses that stressed both 
management techniques and commitment.” To achieve export-led industrializa-
tion, “the Ministry of Commerce established ever rising export targets and 
monitored the performance of individual firms” (Adelman 1999, 62) The 
president also kept close track of export performance, and at monthly meetings 
he honored those who did best. The planning process involved coordination 
and accountability for outcomes. The deputy prime minister chaired meetings 
with all ministers to ensure that the targets developed were owned by those with 
the mandate. Accountability came from monthly meetings to verify progress 
and deal with bottlenecks and issues, and a press conference informed the 
public of progress. 

Lee (2013) summarizes that in countries that were successful in catching up, 
policymakers “were in fact always asking themselves, ‘what’s next?’” This suggests 
that, as dramatically demonstrated by President Park’s actions in firing and 
retraining his top civil servants, high value added could come from building the 
capacity of key public officials to reflect on this question. 

A particular version of the “what’s next” approach is to be prepared for shocks 
that may offer an opportunity to start comprehensive reforms. By definition, 
shocks happen quickly and are unannounced. Hence, one of the key requirements 
for reformers during a period of relative calm is to find out where the main chal-
lenges lie, that is, where to implement reforms once the opportunity presents 
itself. A growth diagnostic, as explained in detail by Hausmann, Rodrik, and 
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Velasco (2005), suggests that growth may be unleashed by relaxing a limited 
number of country-specific constraints that have an impact on some or all of the 
channels through which growth can be unlocked. Knowing which of these con-
straints should be relaxed and how to do it will be required to unleash growth. 

However, the success of these countries also rested on good integration 
between planning and budgeting along with strong monitoring and accountabil-
ity mechanisms. In this regard, it is noteworthy that Singapore had no formal 
planning process outside the budget framework. The ministry of finance inte-
grated long-term planning goals into its allocation of resources. Over time, 
accountability arose from the use of program budgeting. Korea had a more formal 
planning process separate from the budget, but eventually the planning and bud-
get functions were integrated into one ministry, and after being separated for 
some time, again reintegrated.

The planning function must have authority to prevent short-term needs from 
crowding out the financial and human resources or policy space required to 
achieve long-term objectives. This prerequisite means that the planning function 
needs to have the authority of the president, prime minister, or minister of 
finance. There is a trade-off, however, between the authority that the president or 
prime minister would provide and the time they have to resolve technical differ-
ences of opinion or trade-offs over the use of scarce political capital. This diffi-
culty is why arrangements in which the minister of finance has the authority to 
arbitrate may work better. This arrangement is even more important because the 
minister has the direct means, through the budget, to allocate resources to sup-
port long-term objectives. Accountability can be secured by the president or 
prime minister chairing quarterly meetings to review objectives and implementa-
tion progress. 

However, the process must be underpinned by strong commitment and a good 
understanding of technical issues and trade-offs by a core of committed public 
officials. A process to encourage and energize middle to upper management in the 
public sector may be the area that most needs nurturing in countries that wish to 
move from middle-income to advanced economy status. 

IMPLEMENTING REFORM
As discussed in the previous chapters, a number of areas remain in which SMICs 
now need to reform. Some of these reforms could potentially be implemented 
fairly quickly. For example, Cabo Verde and Namibia need to bolster their 
reserves, as detailed in Chapter 2. Reforms to the financial sector may also be 
relatively straightforward to implement. As detailed in Chapter 5 these reforms 
are technical, politically less contentious, and, like reserves accumulation, are 
within the remit of the central bank—all traits that make it easier to navigate the 
political economy landscape. Other reforms may be more challenging from 
the political economy perspective and require more time and preparation. Labor 
market reform and its role in increasing total factor productivity are discussed in 
Chapter 4. The required reforms are likely to be contentious. A skills mismatch 
is one of the reasons for a drop in total factor productivity in SMICs, but the lag 
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time is long between reform in areas such as education and retraining and the 
benefits in the form of higher wages and more employment. In the short term a 
more open labor market with more foreign labor may be politically difficult to 
achieve in the face of unemployment, underemployment, and low wages that 
reflect inadequate skills.

First and foremost, the key to successful reform implementation is reaching 
a clear consensus among stakeholders on what reforms are needed, why they 
are needed, and what the reforms are expected to achieve once implemented 
(Box 6.1). In Mauritius in 2006, the government attempted to implement a 

Considerations for Overcoming the Political Economy Constraint

When is the time ripe? Take advantage of windows of opportunity for 
structural reform 

In any country, the urgency of structural reforms, and the weaknesses and unsustain-
ability of the status quo, only become fully apparent during periods of poor economic 
performance. Arguments by conservatives in the elite for maintaining the status quo 
are neutralized by circumstances, and governments are presented with a unique 
opportunity to implement difficult reforms—virtually risk free—since the likelihood of 
the new outcome being an improvement over current circumstances is high.

Where to start: The importance of quick wins

Reforms that are easy to implement and that will facilitate further change are key 
in a period of extended reform. By demonstrating the benefits of reform, quick 
wins can activate new constituencies in favor of change and generate reform 
momentum. 

Where to continue: The importance of comprehensive reform

Quick wins are not a substitute for more comprehensive reform. Clear communication 
about the ultimate goals of the reform package is, therefore, important to overcome 
political economy constraints. These reforms, which usually start appearing a year or 
two after the initial shock, can benefit from the guidance of peer countries that have 
been through similar reforms. Those countries will have first-hand experience of the 
political challenges and strategies for offsetting them. 

How to build consensus: A social bargain for structural reform in SMICs

A social bargain can be a mechanism for generating consensus around a package of 
mutually reinforcing reforms. In particular, when there is mistrust, a social bargain simi-
lar to the 2012 “Pact for Mexico” may make it easier for all parties to make concessions 
and agree on monitorable steps each has to take, and thus help overcome resistance to 
reform. Although reform may bring short-term costs for all parties involved, the prom-
ise of higher future pay-offs can pave the way for implementation (Johnson 2013).

BOX 6.1
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property tax in rural areas without full consensus of the population. The gov-
ernment had underestimated the importance that had been placed on the tax 
by those who were not even liable to pay the tax, and in the ensuing backlash 
the government decided to annul the tax.

Additionally, acknowledging that reforms are highly likely to make a group of 
people worse off in the short term—creating a group of “losers”—is important. 
Reform will only be possible if this group can be placated or compensated, or a 
powerful coalition built capable of overriding their objections. 

Considering the fact that SMICs are well developed compared with many of 
their sub-Saharan African neighbors—they are, after all, looking at small tweaks 
to allow them to break through the glass ceiling to advanced economy status—it 
is not entirely surprising that solutions without losers are hard to find. After all, 
one would expect each of these countries to be relatively close to a Pareto-efficient 
equilibrium. However, a Pareto-efficient equilibrium may be far from the effi-
ciency frontier if many players have “inherited rights” that are incompatible with 
a more open and globally competitive economy. If the losers will be permanent 
losers and face large losses, compensation may not be operationally feasible or 
politically acceptable. Fortunately, in many cases, losers eventually reap the 
rewards of reform. For example, workers who have to accept working longer 
before retirement end up contributing more toward their pensions, and hence 
eventually receive a higher pension. This type of outcome is why it may be pos-
sible and necessary to find mechanisms to compensate those who would be worse 
off, at least in the short term, from reform. For example, during the early stages 
of Botswana’s development the cattle owners were a politically strong group that 
had to be placated before the introduction of new policies. 

The compensation should be aimed at negating the outcome that the losers 
are most likely to complain about to prevent the losers from mounting a cam-
paign against the reform that could generate a public relations backlash. Public 
support reduces the costs of reforming, thereby raising the probability that 
political leaders will back the reform.

The nature of the compensation depends on the timescale of the reforms and 
the clout of the losers. The longer the time frame before the losers will obtain 
benefits, the greater will be the compensation required. Likewise, the greater the 
political clout, the greater the compensation required (for example, cutting the 
public sector workforce by 10 percent will require greater compensation mecha-
nisms than introducing exchange bureaus to compete with banks in the foreign 
exchange market). 

Compensation can be in the form of “golden handshakes” for reductions in 
the public sector workforce, partial state guarantees for increasing the credit 
extended to SMEs, or subsidizing retraining and initial job placement for overall 
labor market reforms. Seychelles used the principle of the golden handshake to 
help it reduce its payroll by more than 10 percent during the 2008 reforms.

The movement for reform can operate under three sets of circumstances. 
When opportunities for reform arise either in response to shocks or in anticipa-
tion of an emergency, public officials who have been preparing reforms will be 
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ready to act as was the case in India in 1991 (Dutt 2003; Mukherji 2010) and 
Mauritius in 2006 (Box 6.2). When reforms need to be undertaken in periods of 
stability, mobilizing public officials and arming them with ideas and information 
on the internal calculus of the costs and benefits of reform could tip the calculus 
in favor of change (Drazen 2000). 

Providing officials with information is most likely to work when there is genu-
ine lack of knowledge of costs and benefits. Better analytical capacity and knowl-
edge of experiences in other countries could shift the dynamic in favor of reform. 
However, complementary action may be required when it is not a lack of knowl-
edge of costs and benefits that holds up reform but an unwillingness of interest 
groups to pay the up-front price for reform. This usually leads to a “war of attri-
tion,” where those best able to absorb the cost of inaction eventually push the cost 
of reform to others. Even in those situations, however, peer learning may generate 
ideas and lessons that allow the reformers to adapt solutions to the circumstances 
and achieve reform earlier and with a fairer distribution of costs.

Three main issues must be kept in mind when implementing reforms in the 
SMICs:

• The appetite for reform tends to be low because these countries are not 
doing too badly (annual growth of 2–3 percent).

• If unable to implement reforms, the second-best option is to be ready with 
a road map of what reforms are needed for when the opportunity does arise.

• Opting for the status quo is unlikely to be sustainable in the long term as 
the costs of inaction mount. As the price for staying put goes up, the 

Major Reforms in Mauritius in 1982 and 2006

Mauritius underwent two major reform episodes. In 1982, the fixed exchange rate 
regime and the collapse of sugar prices resulted in a balance of payments crisis. An IMF 
program with a World Bank structural adjustment loan ushered in reforms that set 
Mauritius on the path of sustained export-oriented industrialization and full employ-
ment (Gulhati and Nallari 1990).

The second episode was launched with the 2006 budget when the Minister of 
Finance explained that an era of dependence on sugar and textile preferences had 
come to an end. A comprehensive reform program was announced to make the econ-
omy globally competitive and more diversified.

In the 1982 reforms, senior officials had no clear proposal for what would be required 
to address the challenges, and the World Bank and IMF teams played a significant role 
in defining the agenda. In contrast, in 2006, the reforms were home grown and ready 
because there had been extensive discussions around Vision 2020 on the challenges 
facing the country and the reforms required. This technocrats’ preparedness for what 
needed to be done facilitated the formulation and implementation of a wide-ranging 
set of reforms. Moreover, public acceptance of the reforms was aided by the public 
outreach around Vision 2020.

BOX 6.2
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opportunities for reform will open up at some point even if it is in the 
medium term. This can be seen in the experience of many African coun-
tries that resisted a more flexible exchange rate system in the 1970s and 
1980s but were eventually pushed by the rising costs to move to more flex-
ible approaches.

Reforms Following a Shock

Given that these countries are faring relatively well, the opportunities to push 
through reforms are harder to find. The situation is akin to what has happened in 
Europe recently. For the past decade or two the reforms required in Europe were 
clear to most observers, and some reforms were even implemented, such as labor 
market reform in Germany. However, political economy constraints made it dif-
ficult to implement most required reforms in most countries. The crisis following 
the Great Recession finally led to action on a broad front across Europe. Reforms 
were facilitated once the opportunity arose because it was relatively clear what 
technical solutions were required. 

Therefore, as discussed earlier in the chapter, reformers should be prepared to 
push reforms forward when a difficult situation arises following an extended 
period in which the status quo has prevailed. In general, the SMICs have respond-
ed to external shocks or crises induced by poor policies. As discussed in Chapter 
3, Botswana reviewed the performance and institutional arrangements in the 
public sector to deal with fallout from the Great Recession. Mauritius reacted to 
the loss of the sugar preferences with the European Union and the loss of textile 
preferences under the Multi-Fibre Agreement with a comprehensive reform pro-
gram aimed at making the country globally competitive. In Swaziland, the various 
legislative and institutional reforms undertaken after shocks similar to those 
experienced by its Southern African Customs Union neighbors since 2010 have 
not shown a significant impact on growth so far. Seychelles responded to an 
external debt and balance of payments crisis in 2008 with reforms that reoriented 
the role of the state in the economy.

Reforms Ahead of an Emergency

Cabo Verde, Mauritius, and Seychelles faced challenging times following inde-
pendence, with many observers arguing that these countries would not be viable. 
Cabo Verde was “declared ‘unviable’ after independence in 1975 by the then U.S. 
Secretary of State, and thereafter by some international financial institutions” 
(ADB 2012, 1), and the 1977 Nobel laureate in economics James Meade saw no 
future for Mauritius, a sentiment echoed by V. S. Naipaul (1976) in The 
Overcrowded Barracoon.

In all three countries, the political leaders were attuned to institutional and 
policy frameworks that would exploit and develop comparative advantage. It is 
remarkable that despite an interventionist approach in a one-party setting, over 
the period following independence in 1975 until democracy was instituted in 
1990, Cabo Verde adopted a pragmatic approach that built the foundation for 
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success. With the advent of democracy, development widened from a focus on 
building human capital and infrastructure to freeing up individual initiative to 
develop and diversify the economy.2 Pitcher (2012) attributes the reforms in Cabo 
Verde to negotiations between the political parties and compromises with their 
bases of support.

Similarly, there are only a few cases in which the political leadership would 
continue to reject reform despite an untenable macro-fiscal framework. Such a 
scenario, where the force of circumstances forces reform, can be considered a 
special case of “reforms following a shock.” The main difference is that the timing 
of a shock is unpredictable whereas the tipping point for system breakdown is 
usually within sight. Accordingly, the same prescriptions as for a true shock apply 
but with more urgency. Technocrats need to accelerate the development of 
politically acceptable reforms that the political leadership will eventually be forced 
to undertake. 

In this approach, a quick way of developing a critical mass of reforms would 
be to work with peers and development partners to better understand the techni-
cal challenges, the solutions adopted in other countries, and the political econo-
my of reforms that worked and failed elsewhere.

Reforms in Times of Stability

The MICs that successfully graduated to advanced economy status demonstrate 
that, although hard, it is possible to implement reform in times of stability. Despite 
the difficulties in maintaining momentum for continuous reform, room for opti-
mism remains. Initiatives such as the World Bank’s Ease of Doing Business Report, 
which ranks countries, has catalyzed the improvement of the business climate in a 
number of countries as each attempts to attract foreign direct investment through 
better rankings. 

Despite each country’s unique characteristics, the sharing of experiences 
among SMICs will show that challenges are common. Each of the SMICs will 
have at least one area in which they have managed to push through reform better 
than their colleagues—whether it be improving labor market policies, boosting 
financial inclusion, or building up reserves using appropriate fiscal policy. 

Knowing which constraints are binding in blocking growth and how to relax 
those constraints is a constituent part of effective policymaking. Reforms will 
need to ensure low-cost delivery of public goods, good governance, and sound 
public infrastructure. Key elements include a good legal system and competent 
and honest public officials, which will result in low-cost contracting, predictable 
transaction costs, and fairness and certainty in application of laws and enforce-
ment of taxation. 

Putting in place reforms that attack these constraints is more likely when 
public officials are accountable and institutions operate transparently within a 
rules-based framework. At the same time, putting the required institutions in 

2  For details see ADB (2012). 
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place may often disturb rents that are available from a less open system that 
relies more on discretion. The political economy of reform becomes important 
in this area.

Numerous empirical studies have highlighted the link between political 
variables and economic outcomes. Although these studies offer strong evi-
dence of correlation, they do not explain causality, and provide little insight 
into the mechanisms by which political processes influence growth. The main 
contention is that growth is strongly influenced by the nature of interactions 
between holders of state power (political and military elites) and potential 
investors. 

Reformers in each country will need to understand the incentives and con-
straints facing different actors, as well as their capacity to respond to incentives. 
Key questions that require answers are (1) why do the holders of political power 
engage in predation, rent seeking, and patronage instead of nurturing growth; 
and (2) what might encourage more productive co-operation between politicians 
and investors that would unlock productivity along all the dimensions listed 
above?

To implement prodevelopment policies, it is necessary to analyze the decision-
making processes of governing elites, influential interest-controlling groups and 
agents in civil society, the private sector, and government bureaucracy. These 
decision processes may result from the pursuit of economic interests and the 
restraint of formal institutions. They are also dependent on the informal social 
rules that govern behavior, define the social hierarchy, perpetuate embedded 
power structures, and generate reciprocal social obligations, often shaped and 
perpetuated by historical, cultural, and ethnic influences.

Given that governance reform is driven to a great extent by local political 
forces, civil society groups have an extremely important role to play. These orga-
nizations can canvass public opinion and exert pressure to overcome entrenched 
interests. In addition, they can also act as overseers by ensuring that policy 
reforms are properly executed.3 A strong civil society is vital to monitor imple-
mentation, campaign for transparency and accountability, and expose malprac-
tice. Modernization of the judicial system is critical because effective rule of law 
and ensuing sanctions against malpractice are necessary to uphold reforms, par-
ticularly given developments in technology, capital flows, tax planning, and oth-
ers. An independent media as watchdogs can only be catalytic to reform pro-
cesses. 

To bind these processes together and provide momentum for policymakers to 
formulate and implement appropriate responses, the crucial ingredient is a core 
of professional, credible, and knowledgeable public officials. These public officials 
would ideally be the middle to upper management whom politicians consult and 
rely on for advice and action. This interaction was one of the positive externalities 

3  In the history of advanced economies, very often change came from pressure from key segments of 
the population that tipped the balance in favor of liberals in the political elite who were arguing for 
reform against conservatives who wanted to preserve the status quo.
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from the work of the Joint Vienna Institute with officials from Eastern Europe 
and the former Soviet Union. 

MAINTAINING AN APPETITE FOR REFORM
From the perspective of game theory, the ability to share experiences among 
SMIC peers serves to provide greater information on both expected payoffs and 
perceived probabilities of success. It may also provide ideas on tactics and strate-
gies that can unlock reforms by either appropriately compensating losers or 
mobilizing a sufficiently powerful coalition to overcome those against change. 
Although a step-by-step solution for each country cannot be provided, reformers 
can address the political economy issues outlined here to ensure that their coun-
tries graduate to advanced economy status.

Outsiders like the IMF and other development partners may be able to 
support reformers’ efforts by helping build the confidence, knowledge, and 
credibility of committed public officials (Annexes 6.1, 6.2, 6.3, and 6.4). As 
previously alluded to, SMICs in sub-Saharan Africa have similar difficulties and 
similar issues, but some have made more progress in particular areas of reform 
than others. Peer-to-peer learning can, therefore, serve as a catalyst for the 
knowledge that can help unlock reforms. This function is particularly impor-
tant since authorities are better able to relate to other practitioners than to staff 
from international financial institutions or to consultants—especially as their 
economies grow more complex as they pursue economic diversification. As an 
example, Ahmad and Brosio (2015) note that the 2007 tax and transfer reforms 
in Mexico were an excellent example of South-South learning from experiences. 
The 2007 Mexican reforms were predicated on a hold-harmless condition, 
building on the Chinese example, that ensured that no state would lose reve-
nues, and additional revenues were shared on an incremental basis. Additionally, 
the transfer system was revamped. This was a case of learning from the inter-
national community of practice—or horizontal scaling, as small-scale experi-
mentation was not possible. 

In fact, part of the effort may be to provide reformers with the tools to under-
take a political economy analysis of the reforms they wish to promote. Rodrik 
(2008) argues that appropriate institutions for developing countries are often 
“second-best” institutions—those that take into account context-specific market 
and government failures that cannot be removed in short order. Devising sec-
ond-best policies will often involve adapting solutions that have worked in other 
contexts to the specifics of the country for there to be a reasonable chance of 
implementation. This may be why successful reformers, including in SMICs in 
sub-Saharan Africa, have generally adopted heterodox solutions that secure buy-
in from key stakeholders.4 Reformers need to thoroughly understand the politi-
cal and institutional power networks, vested interests, formal and informal 

4  Subramanian and Roy (2001) demonstrate this in the case of Mauritius.
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operat ing rules, and how to approach compensation of losers. Effective sup-
porting communication is essential for success. For example, the 2006 reforms 
in Mauritius would probably have been reversed without a communications 
campaign driven by the former ministers from Ireland, Mexico, and New 
Zealand who had spearheaded similar reforms in their countries. 

The reform process could, therefore, be facilitated by stronger and more 
systematic peer learning, drawing on the experience of Eastern Europe. Two key 
components from Eastern Europe were commitments to a policy agenda (the 
acquis communautaire, which was defined by the European Union) and capac-
ity development of a cohort of policymakers through the Joint Vienna Institute. 

The challenge will be for the SMICs in sub-Saharan Africa to develop a simi-
lar approach without the benefit of an externally provided “acquis.” This tactic 
could involve governments committing to a small number of critical reforms at a 
given time that would be delivered by a dedicated team. This team would be 
accountable for outcomes within an agreed-upon deadline (as in the “acquis”) and 
would benefit from strong peer-learning support through an appropriate regional 
anchor to replicate the Joint Vienna Institute’s role. One possibility is the 
Regional Multidisciplinary Centre of Excellence that has been set up by the gov-
ernment of Mauritius to promote peer learning.

“If it ain’t broke, don’t fix it.” This principle or argument can be (and has been) 
used to neutralize any appetite for reform. But another relevant cliché is “a picture 
paints a thousand words.” Solid data that demonstrate trends can build confi-
dence and spur sentiment for further improvement. Therein lies the basis of the 
next point in the political economy of reforms—the need for key performance 
indicators. 

Reforms meant to lift countries from middle-income to advanced economy 
status need to be wide ranging and require strong coordination across government 
ministries and departments. Each agency would need to define the outcomes that 
need to be achieved for areas under their mandate over a 10-year period. These 
outcomes can be updated annually as part of the budget exercise. Trends can be 
used to maintain the appetite for reform, and the key performance indicators can 
be used as part of the social contract between government and the electorate. In 
return for continuous improvement in conditions captured by tangible indica-
tors, the authorities would be given trust and leeway for implementation of 
reforms. Coupled with a tolerance for the “teething” period for new reforms, a 
government can make great strides. A good illustration is Seychelles, where, 
despite a month-on-month inflation spike of more than 25 percent upon imple-
mentation of monetary reforms in 2008, the population exhibited patience, and 
shortly thereafter prices stabilized. Since 2009, the exchange rate has been stable 
and inflation has remained in the low single digits (about 3 percent annually 
between 2010 and 2013).

Operational three-year rolling plans could be integrated into a program-based 
budget. A minimum standards approach to targeting can be a useful device for 
focusing energies and organizing coordination.
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In this regard, some of the measures that could act as pointers for reflecting on 
the appropriate interventions and policy reforms are listed in Annex 6.3. 

PEER LEARNING AND PEER SUPPORT 
We have addressed political economy, why it is important, its role in reform, 
and how to overcome the bulk of the hurdles it presents. We are now looking 
at ways to use political economy to spur reform. Let us address ways to conjure 
up support.

As mentioned earlier in the book, SMICs face many similar challenges in their 
quest for graduation to advanced economy status. Nonetheless, the reforms are 
aimed at improving an already pleasant situation in comparison with their neigh-
bors, which suggests significant downside risk for the authorities. A forum in 
which the reformers from various SMICs could discuss their particular areas of 
reform may help. 

It is highly likely that one country’s current bottleneck was another’s bottle-
neck in the past—presenting the opportunity to discuss possible solutions and 
common areas often overlooked. Consequently, it is highly likely that a group 
of SMICs holds the collective wisdom and experience to solve one another’s 
problems. Moreover, even if the group has no experience with a particular 
reform, the collective experience can be the basis for generating solutions that 
no country reformer on his or her own would have devised (Box 6.3). This 
may be particularly important if we consider the approach of Fukuyama 
(2013, 16), who argues that the “quality of governance is ultimately a function 
of the interaction of capacity and autonomy.” Peer learning can directly con-
tribute to building capacity and may eventually generate the social consensus 
to improve autonomy.

Thus, being able to show how similar constraints in neighboring SMICs were 
overcome, along with a commitment to take advice during the initial implemen-
tation period, will allay some of the concerns of the authorities and increase the 
likelihood that reforms will be implemented. Another set of stakeholders that can 
play a key role in providing an independent opinion and that can demonstrate 
the feasibility and credibility of the reforms are specialized multilateral organiza-
tions. Box 6.3 elaborates on how such a process might be put in place.

Action by the IMF and other development partners might help change the risk 
perceptions of key interest groups, thus leading them to take a chance on reform. 
Moreover, in areas in which public officials feel they lack certain skills or knowl-
edge, institutions such as the IMF and other partners could provide assistance 
(areas of IMF assistance and the level of success are shown in Annex 6.2, which 
discusses the case of Mauritius). 

Such mechanisms currently exist for areas such as balance of payments 
accounting, through the use of the African Regional Technical Assistance Centers 
and the Africa Training Institute. However, the void being alluded to here is more 
subtle. It is one in which peers can share policy concerns and develop plans to use 
the forces of political economy to spur required reforms.
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This peer-learning program could be coordinated by the participating coun-
tries (probably on a rotating basis) with a suitable regional institution acting as 
the secretariat in partnership with the Africa Training Institute, the African 
Regional Technical Assistance Centers, the Regional Multidisciplinary Centre of 
Excellence, and other development partner institutions.

A formal congregation of a small group of SMICs would provide the right 
environment for generating knowledge together. Thinking through issues togeth-
er will make use of the collective wisdom of the reformers and reduce the time to 
work toward a solution that is technically correct, administratively feasible, and 
politically supportable. 

A similar initiative was developed in Eastern Europe, where external partners 
helped develop the acquis for a group of like-minded countries that were willing 
to go for bold reform. 

A tentative plan on the possible mechanics of such an initiative is described in 
Annex 6.1.

Pointers on Peer Support

A starting point could be to ask interested policymakers to identify a small number of 
reforms that they consider important and that they will ensure get implemented within 
a short period, say, three years. This would be the equivalent of the acquis. 

A dedicated team for each reform would be appointed by the country authorities; 
the team leader would anchor the process. The team leader need not be a specialist in 
the technical area but would be a good task manager who would be accountable for 
delivery in an agreed-upon time frame.

Once a reform is implemented, the team leader would be assigned to move on to 
another reform. Although at any given time a country may be ensuring full success of 
only, say, three reforms, this process sets the stage for cumulative progress. Over 10 
years, the country would have enacted 10 to 30 key reforms required to sustain move-
ment toward high-income status. 

Moreover, success would create momentum for change by building credibility for the 
reformers and generating more political capital. Over time the number of teams work-
ing on reforms could be gradually increased, further contributing to momentum.

The IMF, in collaboration with other development partners, could provide support to 
the teams to ensure they meet their delivery targets. This support would come through 
a combination of traditional capacity development and a new systematic peer learning 
program that could be operated by the Africa Training Institute. Such support would be 
facilitated if the SMIC reformers collectively put forward requests via the steering com-
mittee of the Africa Training Institute, on which they all have a seat.

The peer learning platform would be open to all countries interested in changing the 
reform dynamic in their country. They would have to commit to deliver a small number 
of specific reforms within a given time frame and appoint an accountable team for 
doing so. 

Further thoughts on this process are outlined in Annex 6.1.

BOX 6.3
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ROLE OF THE IMF
According to surveys carried out for the 2011 Triennial Surveillance Review, 
about 75  percent of country officials thought that IMF policy advice enabled 
them to generate policy debate at least to some extent in their country, and 65 
percent acknowledged that IMF advice led to a policy change. A majority of 
country officials emphasized the need for more tailored policy advice.

The IMF carries out its mandate to foster macroeconomic stability and 
thereby facilitate prosperity by promoting the adoption of sound policies and 
international cooperation. Key to achieving such traction is the relationship 
between IMF staff and member country authorities, together with the quality of 
the advice and members’ confidence in it. The concept of peer support would 
further facilitate the absorption of technical assistance and improve efficiency of 
reform implementation.

In cases in which advice is demand driven, the authorities’ decision to seek the 
IMF’s advice might also signal their trust in the IMF and could provide the 
opportunity for the institution to influence policy formulation at an earlier stage. 
This concept is covered in greater detail in Annex 6.2. 

CONCLUSION
Sustained reforms required to advance from middle-income to advanced  economy 
status will occur when enough key decision makers become convinced that 
change is required and will help achieve their objectives. 

Three main aspects must be kept in mind when implementing reforms in the 
SMICs in sub-Saharan Africa:

• The appetite for reform tends to be low because the countries are growing, 
albeit slowly (3 percent per year on average from 2009 to 2012).

• If unable to implement reforms, the second-best option is to be ready with 
a road map of what reforms are needed for the time when the opportunity 
does arise.

• Opting to make no reforms is not sustainable in the long term.

Hence, in an effort to implement the reforms needed to graduate, a mecha-
nism to convince the political authorities of the credibility of the proposed 
reforms as well as their necessity is required. Peer learning and support can go a 
long way toward achieving this goal. Once the political economy is swayed in the 
direction of support, successful implementation of reforms is highly likely, pro-
vided the proposed solutions are technically correct and administratively feasible. 
If reformers in the SMICs organize themselves for this, they should be able to 
count on the support of development partners, including the IMF. 

Generating belief among SMICs that continued reform is not only desirable 
but possible can be achieved with the IMF’s assistance. This publication can plant 
the first seeds for such a process. 
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ANNEX 6.1. MECHANICS OF  
PEER-TO-PEER LEARNING
The following elements could help relax the political economy constraints by 
helping SMICs in sub-Saharan Africa put in place a cohort of reformers who 
would reinforce and encourage each other’s efforts: 

Setting the stage for peer learning by putting a dedicated team in place

• A dedicated team is needed in each country with the credibility and capac-
ity to formulate, sell, and implement required reforms. Some stability in the 
technical team is required. 

• It is the limited availability of persons of the right caliber to form such a 
team in each SMIC in sub-Saharan Africa that would restrict the number of 
major reforms tackled at any time. The real challenge would be to form this 
team and in particular to find a person who believes in the reforms to drive 
this team and face the associated institutional and other opposition. In this 
context, it will be more important to identify someone with drive and com-
mitment rather than simply assigning the task to the staff with formal 
institutional responsibility for strategic planning or policy development.

• The core team would ensure cross-sectoral coordination but implementa-
tion will rest with the relevant ministries and departments that have the 
mandate for implementing measures required to deliver the agreed-upon 
reform. The core team may, therefore, need to be reinforced by one repre-
sentative from each relevant agency. This sort of team composition would 
assist the relevant organizations with monitoring progress and addressing 
bottlenecks.

Peer learning to support the team

• At the outset of the exercise, the capacity of the selected team will need to 
be built, not only on the process of formulating reform but also on how to 
go about marketing it. For this purpose, cross-country experience has much 
to offer for peer learning and peer support. Each SMIC in sub-Saharan 
Africa could identify areas for which its team will take the lead in the peer 
activities, with appropriate backstopping and support from the IMF and 
other development partners. 

• A good understanding of the reforms required could involve the following:

• Opportunities to build the capacity of the country anchors through interac-
tions with peers and development partners as well as formal capacity-
building support. Anchor capacity building would be followed by an 
evaluation of the specific capacity development needs that can then be 
targeted for the anchor team as well as those who would be implementing 
the reforms in relevant ministries and departments.
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• An appreciation of the political economy of reform that guides the sequenc-
ing and the nature of reforms proposed 

• A process for peer learning and support that allows country anchors to inter-
act with others who face the same issues or have addressed them in the 
past. Peer support would enable country anchors to develop ideas and 
sustain belief in the possibility of reform while enhancing their credibility 
in their own country.

• A mechanism for development partners to support the process in each country 
and to support the peer activities. 

• A social contract similar to the acquis communautaire that relates progress 
with reforms to additional and predictable support, particularly for capac-
ity building and assistance to tap existing financial resources such as the 
European Development Fund and trust funds.

• A mechanism for review of progress made and to focus the attention of 
national authorities on the efforts of the country anchor teams. The 
annual Article IV consultations are the only institutionalized instrument 
for such a review and could be a natural fulcrum for these efforts. 
Moreover, such an arrangement would increase the traction from the 
Article IV consultations, increase the payoff for the authorities, and 
facilitate the work of the IMF. These annual discussions with the IMF 
could be reinforced and complemented by the country strategy discus-
sions that each development partner pursues (for example, the African 
Development Bank’s and European Union’s Country Strategy Paper, the 
United Nations Development Programme’s Country Program, and the 
World Bank’s Country Partnership Framework). 

The objective of the peer-learning initiative would be to enhance the capacity 
for undertaking evidence-based policy reforms necessary for economic and social 
transformation (or emerging out of fragility toward growth and transformation) 
by purposively selected and willing SMICs in sub-Saharan Africa. 

Three main questions would drive and shape the focus of this capacity-
development process: First, what policy reform measures are the willing coun-
tries ready to undertake? Second, who are the people within the multilateral 
development agencies and in the private sectors of these countries who are 
expected to work and implement these reform measures? Third, what capacity-
development support related to mobility, knowledge, training, and peer learning 
for these officials and professionals could be provided to ensure that the policy 
reform measures are implemented? Answers to these questions provided by the 
selected countries would constitute the guiding principles and constituent ele-
ments of the capacity-development programs for the various countries over a 
long-term horizon of about five to ten years. 

More in-depth work would then be required through Article IV consultations 
and focused capacity-building efforts to promote reflection on the ideas and build 
belief in both the necessity and possibility of effecting the required changes. This 
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is a long-term process, but as can be seen from Eastern Europe, once launched it 
can lead to very rapid transformation.

ANNEX 6.2. MACROECONOMIC AND  
STRUCTURAL REFORMS IN MAURITIUS:  
A CASE OF INTENSITY AND DURATION
Since independence in 1968, Mauritius has had a rich experience with macroeco-
nomic and structural reforms, in both their intensity and their duration. Despite 
the lack of a planned approach to reforms, most of them were timely and well 
sequenced (Narrainen 2013). 

Four main triggers of reform can be identified during the period 1968 onward, 
specifically the need to accomplish the following:

• Change the development strategy, as in the early 1970s and in 2006. 

• Ride out crisis situations, as during the structural adjustment years (1979–
86) and the Great Recession of 2009 and the ensuing euro crisis. 

• Adapt to external influences, in particular trade liberalization, globalization, 
Reaganomics, and Thatcherism. 

• Address social and sustainability issues. 

The Need to Change Development Strategies

Mauritius has changed its development strategy twice since independence and in 
the process implemented a series of crucial reforms. A first wave of reforms was 
implemented in the 1970s. Mauritius realized quickly that the import-substitu-
tion industrialization strategy adopted soon after independence in 1968 would 
not deliver on the country’s development goals, which were to diversify from a 
mono-crop sugar economy, create jobs to face down the problem of high and 
rising unemployment, and raise annual per capita income, which was then about 
US$200, while the Gini coefficient was about 0.50.

Mauritius thus developed a new growth model that has become known as a 
heterodox mix of highly protective policies to support its import-substitution 
strategy and liberal approaches to boost exports. The export processing zone, set 
up in the early 1970s, and the development of a tourism industry were at the 
center of that new model. 

The heterodox model has underpinned economic growth and development in 
Mauritius for more than three decades. It succeeded in making exports the driver 
of economic growth, which has averaged about 5 percent annually for the past 
four decades, propelling Mauritius into the ranks of upper-middle-income 
 countries. However, the heterodox strategy was heavily dependent on preferential 
access to markets under the Multi-Fibre Arrangement that was active from 1974 
to 2005. It also depended heavily on the Sugar Protocol set up in 1975 that 
 provided countries that were members of the African, Caribbean, and Pacific 
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Group of States with guaranteed access to the European Union market for fixed 
quantities of sugar at preferential prices.

Faced with the dismantling of the Multi-Fibre Arrangement in 2005 and the 
replacement of the Sugar Protocol with a nonreciprocal duty and quota-free pref-
erential trade system, the preference-centric heterodox model was fast becoming 
obsolete. The model that was cracking at the seams under the pressures of global 
free trade and globalization started to crack at the center with the programmed 
dismantling of trade preferences. Piecemeal repairs would have been of no use. 
Mauritius therefore shifted to an entirely new paradigm centered on global com-
petitiveness. 

This shift was accomplished by means of an impressively large number of 
simultaneous bold and fundamental reforms, some 40 in all, that were announced 
in the 2006/2007 budget. The main aims of this big-bang approach were to 
accomplish the following: 

• Secure a world-class doing business environment 

• Open up the economy further to foreign capital, talent, expertise, and ideas

• Step up the perennial endeavor to diversify the economy

• Strengthen macroeconomic fundamentals, in particular, consolidate public 
finances and reengineer tax policy 

• Ensure more flexibility, fluidity, and security in the labor market 

• Empower workers, entrepreneurs, the youth, and men and women to suc-
ceed in the transition to global competitiveness.

Riding Out Crisis Situations

Mauritius has weathered a number of crises since independence, but the most 
challenging one, which brought the economy to its knees, happened in the 1970s 
and early 1980s. Mauritius had to draw down its foreign currency reserves, end-
ing up with only two weeks of import cover. The unemployment rate rose as high 
as 20 percent, and the country was running high budget and balance of payments 
deficits. The economy was in a precarious state. 

Mauritius turned to the Bretton Woods Institutions for assistance. The IMF 
prescribed a structural adjustment program, focused mainly on macroeconomic 
reforms, which were implemented over the period 1979 to 1986. 

Adapting to External Influences

In between the launching of the heterodox model in the 1970s and the globally 
competitive model in 2006, Mauritius implemented a series of ad hoc reforms to 
adapt the economy to new trends and developments at the global level. Some of 
these developments included the influence of Thatcherism and Reaganomics, 
trade liberalization, and globalization.

Adapting to external influences, Mauritius gradually transformed itself from a 
country that relied on state planning to one that promoted open markets, free 
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competition, and private entrepreneurship. It adopted a more open and heartfelt 
welcome to foreign direct investment. 

Mauritius also gradually and fundamentally changed its macroeconomic 
policies to focus on greater price stability, freeing the financial markets and the 
rupee from the distortions of credit and exchange control (Lange 2003; Frankel 
2012). 

The western influence also drove the government to revisit its role, and it 
began to favor policies that would trim its size, cut down on intervention, and 
dispense with excessive regulation. 

Addressing Social and Sustainability Issues 

Along with economic reforms Mauritius has also been implementing new policies 
to ensure inclusiveness and sustainability. The most prominent social reforms 
were in the field of education, but there have also been some bold attempts to 
improve the social security and pension systems, moving from a universal to a 
targeted approach. Reforms have been more challenging in the social than in the 
economic sectors, resulting in cases of major toning down and even total policy 
reversals. 

Annex Table 6.2.1 gives a chronology of some of the most prominent reforms 
implemented from 1970 to 2014.

Outcomes of the Reforms

The reforms that were implemented in the early 1970s to support the heterodox 
mix model, carry out the Structural Adjustment Program, and adapt to external 
influences paved the way to what is hailed by some analysts as the Mauritian 
Miracle. The main achievements of Mauritius between 1970 and 2006, which 
were the result of comprehensive and sometimes bold reforms, can be summa-
rized as follows:

• An average annual GDP growth rate of 5.5 percent for the period 1970 to 
2005

• A resilient economy with no recessions since 1980 despite being buffeted by 
a number of severe external shocks 

• Successful diversification from a sugar mono-crop to a multisector economy 

• Unemployment slashed from a high of 20 percent to a low of 2.5 percent 
before rising again

• Government finances taken from a precarious to a sustainable state 

• Extreme poverty reduced to a negligible level (overall, there is virtually no 
poverty based on the $1.25 a day and $2.00 a day thresholds) 

• Per capita income rose more than 25-fold to US$5,300 by 2005 

• A significant improvement in the Gini coefficient, which fell to 0.38 in 
2006 from 0.50 in the early 1970s. 
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ANNEX TABLE 6.2.1

A Chronology of Reforms in Mauritius

Year Reforms

1970s 
and 
1980s

Reforms to support the heterodox model
• Liberalizing the export sector 
• Setting up the export processing zone 

Reforms under the IMF structural adjustment program
• Slashing maximum income tax rate from 75 percent to 35 percent
• Introducing a sales tax 
• Liberalizing the exchange rate 
• Significantly devaluing the exchange rate 
• Raising the interest rate 
• Reducing food subsidies 
• Removing price controls on a number of products 
• Lowering barriers to imports 

1990s Reforms to consolidate social development
• Extending free education from primary to secondary and tertiary levels
• Liberalizing the financial markets 
• Liberalizing the exchange rate 
• Liberalizing interest rates
• Removing credit controls on banks
• Reforming tax policy and tax administration 
• Replacing the sales tax with the value-added tax
• Introducing the Pay As You Earn system
• Introducing the Current Payment System 
• Reforming the role of government
• Privatization
•  Government role gradually shifting from dirigiste and interventionist to that of a facilitator
• Reforming trade
•  Starting a phased reduction in import tariffs bringing the maximum tariff rate from 

617 percent to 80 percent 
• Cutting the number of tariff rates from 69 to 9 

2000s Reforming tax policy and administration 
• Setting up the Mauritius Revenue Authority 
• Significantly simplifying the tax return to make it one of the simplest in the world 
• Implementing policies to make Mauritius a duty-free island
• Zero import duty on all inputs
• Slashing the maximum income tax rate from 35 percent to a 15 percent flat rate
• Removing almost all tax expenditures from the tax system 
• Setting up the Monetary Policy Committee
• Enhancing central bank independence

Reforming the pension system
• Extending the retirement age from 60 to 65 years
• Moving from defined contribution to defined benefits 

Reforming the doing business environment
• Applying the silent agreement principle
• Replacing bureaucracy with self-adherence to guidelines
•  Cutting delays to start new activities to 3 working days from at least 46 days by reforming 

approval processes for licenses and permits
• Making it easier for foreigners to obtain occupation permits 
•  Making it easier for a foreign investor or self-employed worker to secure residence permits 

for spouse and children 
•  Issuing occupation permits in three working days in line with the silent agreement principle
•  Creating a level playing field for all businesses
•  Rationalizing all investment schemes by abolishing some 20 incentive schemes 
•  Significantly reducing tax expenditures for both businesses and individuals
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Labor market reforms
•  Setting up a National Wage Council to replace the tripartite mechanism to ensure that the 

level of wages and compensation are linked to productivity and to capacity to pay 
•  Shifting the policy approach from protecting jobs to protecting workers

Social reforms 
•  Introducing statutory corporate social responsibility
•  Introducing free transport for students and the elderly 
•  Extending schooling beyond nine years
•  Introducing the Social Register of Mauritius database

The reforms implemented since 2006 have firmly established Mauritius as an 
upper-middle-income country, preparing it to face intensifying global competi-
tion. Following the 2006 reforms, Mauritius climbed from 31st place to join the 
top 20 in the World Bank Ease of Doing Business Survey. It received more foreign 
direct investment in the five years following the 2006 reforms than during the 
preceding four decades put together. Economic growth was invigorated in high 
value-added sectors (for example, information and communication technology 
and finance). The economy showed remarkable resilience to the global financial 
crisis that erupted in 2008 and the ensuing global recession and euro area crisis. 
The reforms had created the fiscal space and financial robustness necessary to 
cushion the impact of these global events. 

The resilience of the economy is borne out by Moody’s one-notch upgrading 
of the country’s rating to Baa1 in 2012. Mauritius now ranks eighth among the 
most liberalized economies in the world, according to the Fraser Institute. 

The reforms have also delivered noticeable improvement in social develop-
ment. Mauritius has consistently moved up from a low to a high human devel-
opment country. In 2013 it scored 77.1 percent on the Human Development 
Index of the United Nations Development Programme (UNDP), compared 
with about 66 percent in the 1970s. Mauritius is thus getting closer to the 
rank of very high human development countries, which starts with a score of 
80 percent. 

Inspired by the overall success of its past reforms, Mauritius is now working 
on another wave of fundamental policy changes with the aim of achieving 
advanced economy status before 2025 in a manner that ensures inclusiveness and 
sustainability. 

The Political Economy of Reforms in Mauritius

Several features of the Mauritian economy and society must be considered when 
assessing the political economy of reforms. The following four dominate:

• A multi-ethnic population

• A deeply entrenched tradition of democracy 

• A significant overlap in the ideologies of the main political parties

• The existence of a wide network of interest groups.
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A Multi-Ethnic Population 
Mauritius has a multi-ethnic population in which the different communities also 
belong predominantly to different social strata, making stratification synonymous 
with ethnicity. Therefore, some reforms can easily be perceived as favoring one 
ethnic group at the expense of others. When such is the case, policy reforms must 
be accommodative and carefully designed to strike the right balance. Sometimes 
the political and social risks are so big that some reforms, regardless of being 
deemed necessary, are not implemented. 

A Deeply Entrenched Tradition of Democracy
Mauritius has a deeply entrenched tradition of democracy with rather short 
political cycles—elections are held every five years and very often even sooner. 
Freedom of speech, press, and assembly allows opinion leaders and interest groups 
to air their concerns and views on public policy and lay out their positions. This 
democratic setting tends to favor reforms that can deliver quick wins rather than 
those that cause short-term pain before delivering long-term gains. 

Overlap in Ideology of Political Parties
Most political parties in Mauritius operate at the center left, resulting in a con-
spicuous overlap of ideologies. This overlap should make political consensus on 
major reforms easier to achieve. However, formidable political opposition to crucial 
policy changes can be engendered by the political game of which party is benefiting 
most from the reforms, or whether a party can capitalize on unpopular reforms to 
undermine its rival. These rivalries have happened in the past on the issues of food 
subsidies, targeting of government transfers, and tax on interest income. 

A Wide Network of Interest Groups: Voice and Partnerships
Both the private sector and civil society encompass wide networks of interest 
groups. This situation can be both an advantage and a disadvantage for imple-
menting reforms. A great many of these groups try to influence public policy. 
Actually, because of a strong and effective social partnership among government, 
civil society, and the private sector that is based on constant dialogue, interest 
groups are encouraged to express their views and opinions on public policy. This 
arrangement also allows the government to communicate its expectations of its 
social partners. In recent years, that platform for dialogue has increasingly 
involved development partners as well, such as the European Union, the United 
Nations Development Programme, and UNICEF among others, especially in 
areas in which they are directly supporting public policies and reforms. 

Many of the interest groups have a political bent and can therefore wield strong 
influence on election outcomes. Reforms can be a challenge if such interest groups 
find reasons to oppose them, even though the changes may be for the greater good. 

The Mauritian Experience: 11 Lessons 

The four features of Mauritian society described above explain why political reform 
in Mauritius can be complicated. Nonetheless, Mauritius has rich experience with 
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reforms in a rather unique political economy context. Following are 11 main lessons 
to be learned from the Mauritian experience.

First, reforms are more readily accepted if they are the only way out of a crisis 
situation. The experience from the reforms of the structural adjustment years 
bears this out. 

Second, reforms are generally better received if past experience shows that the 
pains are actually only short term and the gains indeed long term. Following an 
impressively positive experience from the reforms of the structural adjustment 
program, it was easier for the government to implement a series of reforms, 
albeit on an ad hoc basis with little direct impact on day-to-day life, over the 
period 1986 to 2005. These reforms successfully consolidated the transition to a 
more liberalized economy giving a greater role to the markets in the allocation of 
resources. 

Third, an appropriate communications strategy about the importance of 
reform is crucial to success. Some of the reforms announced in 2006 met with 
strong opposition from the population merely because they were not well under-
stood: the costs of the reforms were obvious but the benefits were not. A couple 
of the reforms had to be reversed, and a couple more had to be moderated to win 
acceptance. 

Fourth, reforms must be applied in the right dosage. Too many reforms simul-
taneously can raise an overwhelming and widespread feeling of discontent in the 
population that is difficult to contain unless some of the most unpopular ones are 
abandoned or revisited. 

Fifth, communicating the costs of forgoing reforms can be as important as 
airing the benefits of reforms. 

Sixth, all reforms must be well thought out and supported by rigorous research 
and analysis. Changes that are miscalculated and not well focused on the issues 
being addressed can seriously damage the credibility of policies, as well as create 
a permanent attitude of mistrust that would make future reforms more difficult. 

Seventh, success has many fathers; failure is an orphan. Government should be 
united around the reforms to avoid encouraging resistance to change and under-
mining the popular acceptance that is crucial to success. Political conditions as 
well as the policy regime must be ripe for reform.

Eighth, the most challenging reforms to implement are those that take away a 
privilege that is perceived to be a right. For example, not paying property tax is 
perceived to be a right by the rural population. The imposition of a tax on prop-
erty in the rural areas in 2006 turned out to be one of the most difficult to imple-
ment. The issue was very sensitive politically and was eventually reversed. 

Ninth, the experience with the imposition of a property tax in the rural areas 
also taught us that even if a reform has an insignificant impact on personal bud-
gets or well-being, it will be resisted if the population sees it as a harbinger of 
deeper and more burdensome policy changes. 

Tenth, although some reforms must be adequately and properly communicated, 
some of them, especially if there is wide consensus among the political parties, can be 
implemented silently. Silent reforms can avoid the short-term pains that prevent 
reforms from having enormous long-term benefits for the population and the country. 



©International Monetary Fund. Not for Redistribution 

 156 Political Economy of Reform

Eleventh, the IMF and other development partners played a crucial role in 
building the capacity and resolve of the technocrats to formulate and implement 
reforms. This included analytical work as a prelude to reform, capacity building 
and technical assistance, as well as financial support to facilitate implementation.

ANNEX 6.3. KEY PERFORMANCE INDICATORS
For illustrative purposes the following indicators could be a starting point for the 
challenges to be met and the monitorable targets to track cumulative annual 
progress in reaching the goals.

• Housing 

• Proportion of young couples who should own their home 

• Proportion of poor families who live in housing of minimum specified 
square footage

• Proportion of poor families who have access to running water in their 
homes

• Proportion of poor families who have access to a sewerage system

• Minimum standards to be adhered to in building construction

• Public transport

• Proportion of population that has access to public transport within a 
specified distance 

• Frequency of vehicles (waiting time kept below specified amount)

• Ratio of travel time by public transport relative to private cars

• Cost of public transport as a specified share of minimum wage

• Water

• Percentage of population with access to safe running water

• Number of hours of daily supply

• Electricity

• Costs of supply within a specified percentage of average cost for com-
parator countries

• Blackouts limited to specified number of hours weekly

• Percentage of population with access to the grid

• Education

• Percentage of cohort that attends tertiary education, secondary school, 
primary school, and preschool

• Achievement standards relative to the Program for International Student 
Assessment or national standards
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• Health

• Specified level of immunization coverage

• Waiting times for emergency and for routine operations

• Waiting times for visits

• Ratios of nurses and doctors to population and variations in regional 
distribution kept within minimums

• Share of spending on preventive, basic primary care versus hospitals

• Improvement in under-five mortality and life expectancy

• Pensions

• Proportion of population with a pension that provides replacement 
income at a specified ratio

• Contributory system that is sustainable

• Unemployment insurance and disability

• Proportion of workers covered

• Unemployment

• Percentage of long-term unemployment, youth unemployment, and 
female unemployment

ANNEX 6.4. POLITICAL ECONOMY OF  
REFORM: THE CASE OF LESOTHO
Lesotho has recently undertaken a number of reforms to improve its position in 
the World Bank’s Ease of Doing Business Report. When the reforms were 
launched in 2013, the authorities felt that going for “quick wins” would build 
momentum, which has proven to be correct as the reforms continue into 2015. 
The reforms have been drawn from the National Strategic Plan and the Financial 
Sector Development Strategy, which form the backbone of the country’s plans.

The government set up an Investment Climate Reform Forum comprising staff 
of the relevant ministries as well as the private sector and civil society. The forum 
has been subdivided into smaller task teams using the nomenclature of the Ease of 
Doing Business Indicators. For example, there are three task teams: the Getting 
Credit and Insolvency Reform task team; the Starting a Business, Protecting 
Investors, and Resident and Work Permits Reform task team; and the Trade and 
Investment Policy Reform task team. This partnership between users and admin-
istrators facilitates implementation of the reforms since the private sector is aware 
of the incoming improvements beforehand, and their involvement during the 
design phase ensures that solutions will address their concerns. The authorities 
ensure that the reforms are implemented swiftly. Progress is monitored regularly by 
a special Cabinet Cluster constituted of relevant ministers. The Cabinet Cluster is 
chaired by the deputy prime minister. This arrangement has facilitated rapid 
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progress in various areas of reform. Political will has not been lacking for improve-
ment of the Ease of Doing Business rankings since the gains from the reforms 
have been extensively appreciated by the population. In addition to the 
Investment Climate Reform Forum, one other factor believed to have been 
responsible for political acceptance is outreach, which is believed to have helped 
“depoliticize” the reform process. Planned outreach strategies for future reforms 
are anticipated to facilitate the implementation of improvements in other areas 
(some of which have been outlined in this book). 

Nonetheless, Lesotho feels that other steps might help build confidence and 
catalyze the introduction of reforms. These steps include the formalization of a peer 
support group for small middle-income countries in Africa. Formalization of such 
a structure would ensure sustainable collaboration between the countries based on 
one another’s experiences in implementation of reforms. A further step could be the 
establishment of exchange visits or short-term attachments to allow technicians to 
incorporate the contexts of member states when using these countries as inspiration 
or role models in a certain sector (that is, understanding context may shed light on 
administrative methods and sequencing, among other issues). 

Having peers on hand to offer support and guidance might nudge politicians 
to take the leap and implement reforms, and the technicians will be reassured by 
the availability of assistance from peers who have implemented similar reforms. 
Additionally, a forum to share reform experiences might create some competition 
between the countries and help maintain an appetite for reform and new ideas. 
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