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" The Millennium Ch‘allenge Account: Taking Govern‘ancé and Growth Seriously

v R. Glenn Hubbard
' Chanman Council of Economrc Adv1sers
before the conference:

: Makrng Sustamable Development Work: Governance, Finance, and Pubhc Private Cooperatlon .

Washlngton D.C.
7 July 12, 2002

/Thank you for the opportunity. to share my‘ thoughts with you today. I am particularly e

‘pleased that you chose to include a session focused on the Millennium Challenge Account
: (MCA) in a conference on sustalnable development Regardless of the particular definition of
sustainable development one chooses econormcs remams at the core. Thus it is 1mportant to
pay particular attentron to those 1tems that can foster sustamed economic growth or whose -

absence places economlc growth at I'lSk

As all of 'youare well aware;' on March 14, President Bush announced the creation ofa

B new program for delivering bilateral assistance from the United States to the least developed - ‘

_c‘ountries, the Millennium‘Challenge Account. The.President’s prOposal'envisions a 50 percerit

‘increase in official development as'sistance by Fiscal Year 2006, when the MCA is fully ﬁmd'ed

7 with its annual appropriation of $5 bllllOn The MCA in no way dlmmlshes our long-standing = - . |

~ commitments to humanitarian assrstance Instead, thrs new program represents an addrtronal
~ source of assistance focused on encouraglng and rewardmg sound pohcy dec1srons that support

economic ‘growth and reduce poverty.

This mornmg, I would llke to discuss the economrc logic underlymg the MCA and 1ts ‘
. role in contr1butmg to the underpmnmgs of sustained economrc growth and development In the

process T will prov1de an update on the d15cussrons mvolvmg the design of the MCA, and

descr1be the next steps that w1ll be crucral in makmg sure that the potentral of the MCA is fully

reahzed

3



‘Igniting the Engine of Growth

A longstanding question in development economics has been succinctly put by Nobel
Prize winner Robert Lucas who asked why 'capital does not seem to flow to the poorest
countries. After all in such countries, w1th 1nvestment and growth at very low levels, marg1nal :
returns to cap1tal accumulat1on would hkely be h1gh S0 capital should flow in from r1cher

_countnes Also, domestlc c1tlzens in those countries should save and allocate their sav1ng to ‘

- these same h1gh-return pI‘O]CCtS

- An important piece of the puzzle is that developing ﬁnancial capacity for"grovyth is rnore o
‘icomplicated in practice than in theory.. Clearlydeﬁnedﬂ_rlvllesvof laW; acconnting, and investor
protection are required to,vmake external ﬁnancing by ﬁrrns, investment, and growth possible.
These linkages are important; research by economists has identiﬁ_edlarge effects of ‘_"‘good"
governance”‘on the cost of capital, investment, and growth. L Simply trying to attract foreign |
capital via efforts at financial liberali_zation or aid that ignore this critical l1nk to building private-
sector financial capacity are unlikely to generate growth Put ’differently, building the |
infrastructure for capital markets improves both the response to 1nﬂows of capital and the :

~capacity for domestlcally generated growth h

Indeed over the past 15 years there has been an explosmn of research that is begrnnrng to
‘reach a consensus emerglng on the fundamental determlnants of economlc growth The
President’s MCA proposal focuses on these determinants Good growth outcomes are associated

9% 6y

with governments that adhere to three key principles — "ruling justly, 1nvest1ng in people,” and
pursuing “economic freedom.” Using the MCA to encOurage these three facets of sound policy
in the poorest economieswill ensure that aid is quickly followed by even larger private

investment that will do the most to lift rnillions out of poverty The role of the MCA will he“to =
SErve as a new type of special purpose vehicle within the b1lateral aid framework a spec1al |

purpose vehicle ded1cated to the eradication of poverty

! Seé for example, A. DemirgDc-Kunt and V. Maksimovic, “Law, Finance, and Firm Growth,’ > Journal of Finance
53 (1998) 2107-2137’ Charles P. Himmelberg, R Glenn Hubbard, and Inessa Love “Investor Protectlon o
Ownership, and the Cost of Capital,” Mimeograph, Columbia Umver51ty, 2002; and Rafael La Porta, Florencio

- Lopez-di-Silanes, Andrei Schleifer, and Robert W. Vishny, “Law and Finance,” Journal ofPoImcal Economy,106 .
(1998) 1113-1155. ,



Estabhshlng the Role of the MCA

Ex1st1ng b1lateral ofﬁc1a1 development ass1stance appropr1ately serves many purposes and'
is used to meet both pollt1ca1 and econom1c Ob_]CCtheS It is therefore not surpr1s1ng that
evaluations of development ass1stance based on a sole ObJeCthC are often cr1t1cal of aid
allocat1ons and programs. For »example, World Bank analysis concludes that aid is not optimally

allocated when measured against the single objective of poverty feduction.?” A reallocationof

: | resources could “morerthan double the number of people that could be sustainably lifted out of

absolute poverty. Such ﬁndmgs are one reason that observers are often frustrated with the results
of aid.

The MCA offers the opportunity to work more veffe_Ctively' toward poverty reduction.v
This raises the immediate question of how be.st to eliminate poverty The answer is at once.
simple and comp11cated F1rst the s1mple part Study after study has shown that poverty is
E ellmmated through econom1c growth _The old saw that a rising t1de lifts- all boats is exactly
' r1ght, it is not the case that economic growth simply favors the wealthy over the poor in an’
economy. The MCA will better addresspoverty_reduction .through‘_improved resour_ce allocation

while at the same time promoting an environment that is more "conducive-to growth.

: “Assessing Policies

_ Puttmg the MCA into‘pra_ctice first requires measuring the extent to which governments
are undertaking sound policies to ‘enhance- growth ' President Bush has identified the three key
areas of pol1cy to focus upon and since that time an mteragency tearn led by Secretary Powell -
, and Secretary O’Ne1ll has been hard at work exam1n1ng potentlal 1nd1cators to find those that
best measure the quality of these policies. Eventually, the goal s to build a set of 1nd1cators that ’
v would be used to detemnne ‘which countr1es have the best pract1ces and these countr1es w111

" benefit the most from MCA support

2 Paul Collier and Dav1d Dollar “Aid Allocatlon and Poverty Reduct1on” Development Research Group Worklng '

Paper World Bank, 1999. »
3 David Dollar and Aart Kraay, “Growth is Good for the Poor” World Bank Development Research Group

mimeograph, March 2001. Martin Ravallion and Shaohua Chen, “Distribution and-Poverty in Developmg and
Transition Economies: New Data on Spells During 1981-93.” World Bank Economic Review 11, May 1997. - '
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Although the work of the interagency team is ongoing, eXamples of the many potential

indicators from each of the three areas will help to clarify the concepts behmd the MCA. Under

“ruling Justly, among those be1ng considered are measures of c1v11 hbertles poht1ca1 r1ghts

enforceablhty of contracts, judicial 1ndependence corruptlon transparency and government

effectlveness World Bank researchers Kaufmann, Kraay, and Zoido- Lobaton (1999) have found

a pos1t1ve and significant link between these indicators of good govemance and economrc

development. - For example they ﬁnd that were a country to leap frog ahead (technrcally,

-advance by one standard deviation) in the quahty of its govemance vis-a-vis other countries, it

could expect'a threefold mcrease in per capita income.

11.00

Governance and Per Caplta Income ,
There is a robust positive relationship between good
governance and per capita income across the globe.

. _.»Co'ntrol of Corruption
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Source Kaufmann, Kraay, and Zoido- Lobat6n (2002) Aggregated indexes of governance versus log of per caplta
GDP at purchasing power parrty



v - With regard to “investing in people under cons1derat10n are measures that focus on . |
educatron and health, such as school completlon rates and public expendrtures on health care. -
‘The report of the World Health Organrzatron s Commrss1on on Macroeconomlcs and Health,
 chaired by my. Columbia colleague Jeff Sachs ﬁnds that each 10 percent increase in hfe
expectancy at b1rth is associated w1th an increase of at least 0.3 t0.0.4 percentage points in
~ economic growth rates. S1m1lar arguments could be used in support of indicators based on

S

educational enrollment or expenditures.

Fina'lly, ‘some-indi‘cators of the government’s commitment to “eco'nomic freedom™ being _
reviewed are measures of macroeconomic performance country credit ratings, support for open’
markets domestrcally and 1nternatronally, and the quahty of regulatory policies. Khan and
Senhadjr (2000), for example find that 1nﬂatron rates in excess of 10 percent per annum are
assoc1ated wrth lower growth rates in develop1ng economies.* According to their work, an
increase in the inflation rate from 3 percent to 30 percent wrll trim annual growth rates by 0.67 .
"_percentage pornts Similarly, other indicators under con51deratron for the category of “economic _‘

freedom” are also known to have s1gn1ﬁcant 1mpacts on growth

- Within each group, 1t is useful to develop criteria for selectrng mdrcators Among the
cr1ter1a be1ng considered is conﬁdence in the soundness of the indicator. Other th1ngs berng the '
vsame one would prefer 1nd1cators closely assoc1ated w1th economic growth and poverty |
‘ reductron Another 1mportant criterion is the transparency of the 1nd1cator Again, other aspects |

'be1ng the same, it'is preferable to employ indicators that are easy to understand and expla1n

Ensurmg the Success of the MCA

The Presrdent s MCA mrtratrve is a new approach to development ass1stance and I hope "
_that these examples give you some sense of the kinds of the many variables or 1nd1cators that the
interagency group is considering to measure a country’s performance. A key innovative
- element of the MCA is that it-will challenge countries to improve by revvarding them for good

, performance.‘ Making sure that the MCA remains focused on providing assistance to goOd

.4 Mohsin S Khan and Abdelhak S. Senhadji, “Threshold Effects in the Relatronshrp Between Inﬂatron and Growth,”
Internatronal Monetary Fund Workmg Paper WP/00/1 10, June 2000.,



- - performers and providing incentives for countries to improve their policies Will require a -
L mechanlsm that makes appropr1ate and careful use of the measure or measures derived from

i these indicators.

Although no final decisions have been made concernlng how the measures will be

- der1ved from the indicators, one p0351ble approach would comb1ne the Vanous 1nd1cators 1nto a |
single index.- In’ this example the questlon then naturally turns to how that index- will be used.

. ‘One can imagine two opposite ends of a spectrum that encompass the extent to which the-index
‘will determine el1g1b1l1ty and funding. Let me label the two poles Wlth terms that econom1sts
have become very enamored of, “rules” on the one end and “dlscretron on the other. A purely

._rule-based approach would use the 1ndex of country performance to determme eligibility for the

MCA. For example, the 20 countries with the h1ghest index value would receive fundmg with no R

exceptions; none of the 20 would be dropped from the list, and no additional. countries would be
~added: In contrast, a purely discretionary approach would use the index as but one input in the
eligibility decision, relying on additional informationsuch,as need and an assessment of the -

_ Commitment of the country’s leaders_hip to a reform program. -

In pract1ce ‘ensuring the success of the MCA will require an approach that mcorporates
‘ both rules and drscretlon A purely rules-based approach is 1mp0551ble given the inherent
| limitations in the 1nd1cators that Wlll be used to construct a. country’s index. First and foremost,
; t1me lags in the collection and processmg of the Vanables used to construct the index make it

: 1mposs1ble to rely only on the index. Some Var1ables l1kely to be used in the mdex w1ll lag by as B
N much as a-year or two the-actual funding declslon for the MCA. In the 1nter1m significant” |
changes could take place that would drastically’ change the amount of fund1ng that should be’
made available. : FOr example, a’kleptocratic tyrant might stage a successful coup to displaCe'a
'democratically elected'reglme that had a record of outstanding performance In such an instance, |
‘pr0V1dmg funding for such a country would V1olate President Bush’s pr1nc1ples for the MCA If
the “rules” required that fundlng had to be prov1ded the MCA would not survive the next budget-

‘ allocat1on cycle
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. A purely discretionary approach, however, is not practical either. First, cur‘rent aid

‘policies can be argued to be pure discretion (abstracting from Congressional restrictions, etc.) if

“.the MCA is to be anew approach it must move-away from complete discretion. Second the o

MCA is meant to encourage and reward good p011c1es the theme of this conference. The MCA

will only achieve this goal if pohcy dec151ons are as transparent as possible. Countr1es that are

found to be eligible for MCA fund1ng must know why, so that they can keep following good

: policies. Countnes that are found 1ne11g1ble must also know why they failed to obtain support SO

: they can have an 1ncent1ve to d1scontmue poor pollc1es and put good p011c1es in place. Under a:

purely d1scret1onary system 1t is impossible to convey to countries this 1nformat1on This m1ght

explaln in part the weak relatlonshlp between a1d and perforrnance

There is great Value in using clear and concrete cr1ter1a for selectlon of countries eligible -

) for the MCA. This mformatlon will prov1de a powerful opportumty for reform in poor countries '
: varound the world. " This is the ¢ challenge in the MCA to improve policies and receive MCA
" funds. W1thout “rules” it'is 1mp0551ble to prov1de reliable, transparent feedback to reward good
s performance and encourage future perforrnance Given the potent1al gaps and lags in the -
~ indicator data;, however, there is a role for d1scret10n W1thout “dlscretlon it would be o

' 1mp0551ble for the program to make the dlfﬁcult decisions that should take into account the most ‘ o 5

up- to-date information and trends toward ;1mprovement in a country.

Mapping the Road Ahead

The mteragency MCA team continues to Work on developrng the MCA method, about
Wh1ch I have Just spoken as well as pollcy and management structure that will gulde the MCA

- In forrnal1z1ng the MCA structure, d1scu551ons have taken place over the past months w1th as

many interested parties as possrble—the private sector nongovernmental organ1zatrons
academ1cs and current ofﬁc1al development a551stance donor and recipient nations. Most e

recently, d1scu551ons have started with Congress W1th a goal of producmg draft leglslat1on in the .

fall,

If the MCA is to achieve its laudable ObJCCthe of tnggenng growth by encourag1ng good o

‘governance it wrll be important to avoid any earmarkmg of funds that targets part1cular



'fcountriés, regioﬁs or sectors. Maximum' flexibility-is needed for maXimum results. Good
perforfnance in the poor nations ‘must be »reCoghized'regardless .of the region or country in wh1ch
it is achieved. - It must be possible foriMCA-fun.'(ris to be put to fheir best use rafher thén iﬁ the
trendiest development sector of the day. Under these c'or‘iditions, the MCA will represent an ‘
_exciting new approach to development asSistance that will substantially improve the lives of the .-

world’s poor.

B © Thank you, and I lqu forward to answering your que‘s‘ti‘on's.
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SUMMARY OUTPUT

Income_Region

Régression -Statistics

Multiple R
R Square

Adjusted R Square

0.457376817
0.209193553
0.174305033

Standard Error 308.6841355
Observations ‘ 72
ANOVA
df SS MS F Significance F

Regression 3 1714018.98 571339.66 5.996056991  0.001095007
Residual 68  6479440.895 95285.89552 '
Total 71 8193459.875 '

Coefficients  Standard Error t Stat P-value Lower 95% Upper 95%  Lower 95.0% Upper 95.0%
Intercept - 818.3333333.  126.0197706 6.493690072 1.1443E-08 = 566.8649445 1069.801722 566.8649445 1069.801722
Africa -458.5128205  135.3669482 -3.387184438 0.001177566 -728.6332009 -188.3924401 -728.6332009 -188.3924401
Latin America -102.3333333 . 186.9175264 -0.547478534 0.585842519 -475.3212303 270.6545636 -475.3212303 270.6545636
Asia & Pacific -245.4242424  142.1694751 0.088838252 -529.1188458 38.27036098

-1.726279444

-529.1188458  38.27036098

Income_Region

-
(53]



AEA-PEC(I)

SUMMARY OUTPUT

Regression Statistics |

0.048593941

Multiple R 0.623047905 -
R Square 0.388188691
Adjusted R Square 0.37745516
Standard Error 20.57916976
Observations 59
ANOVA ‘

: df SS MS F Significance F
"~ Regression 1 15316.37301 15316.37301 36.16597977 - 1.36534E-07
Residual 57  24139.62699 423.502228 -
Total 58 39456

Coefficients  Standard Error t Stat P-value Lower 95% — Upper 95% Lower 95.0% Upper 95.0%

Intercept 29.66090645 4.715876039 6.289585689 4.80487E-08 20.21752352 39.10428937 20.21752352 39.10428937
GNI per capita in dollars 0.008080384 6.013815741 1.36534E-07 .0.032413244

0.064774639 0.032413244 0.064774639

AEA-PEC(l)

%




WDI-PES(I)

SUMMARY OUTPUT

~Regression Statistics

Multiple R
R Square
Adjusted R Square

0.434649283
0.188919999
0.175172881

Standard Error 0.705382566
Observations 61
ANOVA :
df SS MS F * Significance F .

Regression 1 6.837789035 6.837789035 13.74251608 0.000464883
Residual 59  29.35630933 0.497564565 :
Total 60  36.19409836

Coefficients Standard Error t Stat P-value Lower 95% Upper 95% Lower 95.0% Upper 95.0%
Intercept 1.0256876535 . 0.154410581 6.643822785 1.08118E-08  0.716901351 1.334851719 0.716901351 1.334851719
GNI per capita in dollars-  0.001069827 ~ 0.000288589 3.707089975 0.00049236 0.001647294  0.00049236 -0.001647294

0.000464883

WDI-PES(I)

Lh



WDI-IMU(1)

" SUMMARY OUTPUT

Regression Statistics

Multiple R 0.386582605
R Square 0.14944611
Adjusted R Square 0.137295341
Standard Error 18.41213435
Observations 72
ANOVA

df SS MS F Significance F
Regression . 1 4169.549093 4169.549093 12.29931208 - 0.000795727
Residual ‘ . 70  23730.46839 339.0066914 :
Total ~ 71 - 27900.01749

Coefficients Standard Error t Stat P-value Lower 95% Upper 95% Lower 95.0% Upper 95.0%

Intercept 57.79717171  3.815318291. 15.1487156 8.69371E-24  50.18776554. 65.40657787 50.18776554 65.40657787
GNI per capita in dollars ~ 0.022558534  0.006432362 3.507037507 0.000795727 ~ 0.009729604 0.035387465 0.009729604 0.035387465

WDI-IMU(1)

2h



WDI-PEH(I)

SUMMARY OUTPUT

Regression Statistics

Multiple' R 0.279416814
R Square 0.078073756
Adjusted R Square 0.063203978
Standard Error 1.769488557
Observations 64
ANOVA

» df SS MS F Significance F
Regression 1 16.43978375 16.43978375 5.250499041  0.025350556
Residual 62  194.1275647 3.131089753 : ‘
Total 63  210.5673484

Coefficients Standard Error t Stat P-value . Lower 95% Upper 95% Lower 95.0% Upper 95.0%

Intercept - 1,756506815  0.391844839 4.482659055 3.24445E-05 0.973221008 2.539792622 0.973221008 2.539792622
GNI per capita in dollars 0.001588  0.000693027 2.291396745 0.00020266 0.00297334 0.00020266 0.00297334

0.025350556

'WDI-PEH(l)

kh
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