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The following symbols have been used throughout this volume:
...

to indicate that data are not available;

-

to indicate that the figure is zero or less than half the final digit shown, or
that the item does not exist;
between years or months (e.g.,

1998-99 or

January-June) to indicate the

years or months covered, including the beginning and ending years or months;
between years (e.g.,

1998/99)

to indicate a fiscal (financial) year.

"Billion" means a thousand million.
Minor discrepancies between constituent figures and totals are due to rounding.
The term "country;' as used in this paper, does not in all cases refer to a territo
rial entity that is a state as understood by international law and practice; the term
also covers some territorial entities that are not states, but for which statistical
data are maintained and provided internationally on a separate and independent
basis.
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Preface

In the spring of

1999,

the International Monetary Fund's Research Depart

ment convened a Conference on Key Issues in Reform of the International
Monetary and Financial System. The conference was held at IMF headquarters
in Washington, D.C., on May

28 and 29, 1999.

The timing of the conference was no accident. Relative calm was returning to
the world's financial markets after the succession of crises that had shaken them
and caused severe output losses in many emerging market economies. This
seemed an appropriate time to engage, not so much in yet another examination
of the specific causes of the crises, as in an appraisal of the policy responses and
a broader evaluation of the implications for what, by then, had come to be la
beled the "architecture of the international monetary and financial system:· We
also felt that it was important not to lose the momentum for reform that the
crises had created. To that end, the conference was designed, first, to broaden the
debate on international financial architecture to more general issues on interna
tional and financial reform and, second, to give an opportunity to experts out
side the usual official policy forums to contribute critically to issues central to
the debate on strengthening the international financial architecture.
The conference was organized by Alexander Swoboda of the Graduate Insti
tute of International Studies in Geneva, currently serving as Senior Policy Advi
sor in the Research Department, in collaboration with Peter Kenen of Princeton
University. A large number of individuals played an important role in making
the conference possible and in bringing this volume to completion. When I first
proposed that the Research Department convene a conference on international
monetary and financial reform, I received the immediate and enthusiastic sup
port of the then-Managing Director of the IMF, Michel Camdessus, who gave
the keynote address, and of the IMF's First Deputy Managing Director, Stanley
Fischer, who concluded the conference.
MICHAEL MUSSA

Economic Counsellor and Director,
Research Department
International Monetary Fund
vii
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1

Overview
Peter B. Kenen and Alexander K. Swoboda

Interest in reforming the international monetary and financial system, like re
cent capital flows to emerging markets, tends to come in waves. It surges with
crises and ebbs when calm returns, even temporarily. Interest in reform has
thus surged in recent years, stimulated by the succession of crises that began
with the European exchange rate mechanism (ERM) crisis of 1992-93 and
continued with the "tequila" crisis of 1994-95 and, in the span of less than two
years, the Asian, Russian, Long-Term Capital Management (LTCM), and
Brazilian crises.
Although the specific proposals that are being considered to strengthen the

architecture of the international financial system-the current buzzword for
reform-reflect concerns arising from the particular characteristics of the re
cent crises, the fundamental issues are not new. This is not surprising, because
the goals of the system remain the same: to foster trade in goods and assets,
promote prosperity and growth, achieve an equitable distribution of income
and wealth, and ensure the stability of the system itself. The main questions
that need to be answered also remain the same: how to share the burden of ad
justment, what is the desirable speed of adjustment and hence the appropriate
scale of financing, what anchor can best serve the system as a whole and also
individual countries, to mention just a few.
These enduring issues, however, arise in new guises as circumstances
change. Thus, the current agenda for reform has been strongly influenced by
the revolution in telecommunications and information systems that has facil
itated financial market integration and by the widespread liberalization of fi
nancial markets. As a result of these developments, markets for goods, services,
and assets have become even more unified, and developing countries have
been drawn increasingly into globalized markets. Furthermore, private capital
flows have come to play a dominant role in financing the current account im3
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balances of advanced economies, and an ever-increasing role in financing
and sometimes even causing-the current account imbalances of developing
countries.
It was for the purpose of examining the institutional and policy responses
required by these new circumstances that the Research Department of the In
ternational Monetary Fund convened the Conference on Key Issues in Reform
of the International Monetary and Financial System. This volume provides a
record of that conference, which was held at IMF headquarters in Washington
on May 28-29, 1999. The conference had two purposes. First, it sought to
broaden the debate on the international financial architecture by examining
the effects of international financial integration on the nature and size of
shocks to which countries are exposed, the implications for the balance be
tween adjustment and financing and for exchange rate arrangements, and the
consequences for the roles of the private and official sectors, including the role
of the IMF. Second, it sought to broaden participation in the debate by solic
iting the views of experts outside the usual policy forums, including experts
from academia and the private sector. To achieve these two objectives, pan
elists participating in each session of the conference were invited to comment
broadly on the subject of the session instead of directing their comments nar
rowly to the paper for that session.
The first day of the conference focused on the problem of mitigating insta
bility in a world with highly mobile capital. The second day focused on the role
of the IMF.
Instability has had several manifestations in the 1990s. First, the exchange
rates of major currencies, notably those linking the dollar, the yen, the
deutsche mark, and, more recendy, the euro, have exhibited both short-run
volatility and large medium-term movements. Although these phenomena
have been with us for many years, they have attracted particular attention in
the past few years. The introduction of the euro and of concomitant changes
in the assignment of responsibility for European exchange rate policy have led
some experts to warn that there may be more volatility in transatlantic ex
change rates. In both Europe and Japan, moreover, concerns have been raised
about the effects of exchange rate changes on prospects for sustained eco
nomic growth. In addition, changes in key-currency exchange rates have had
significant effects on other countries, notably emerging market and develop
ing countries, complicating the policy choices facing those countries. Second,
capital flows to emerging market economies have been particularly volatile.
Surges of capital inflows have been followed abruptly by equally large capital
outflows. Inflows and outflows alike have posed problems for the conduct of
exchange rate policy and for the maintenance of domestic financial stability.
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Volatile exchange rates and capital flows are not new, and the crises of the
1990s bear many similarities to previous crises, including the debt crisis of the
1980s. Nevertheless, there are important differences: the much larger role of
the private sector and, within that category, the increasing diversity of both is
suers and holders of claims on emerging market and developing economies;
more widespread and virulent contagion; the weaknesses of domestic financial
systems in many capital-importing countries, which has made them especially
vulnerable to liquidity crises; and the use of large-scale official financial assis
tance to crisis-stricken countries, which, despite the size, has not prevented
large and abrupt current account adjustments and very large output losses.
These developments raise a number of key issues for the design and func
tioning of the international monetary and financial system. Five of them deserve
mention here, in their own right and because of their role in the conference.
First, questions have been raised about the functioning of the exchange rate
regime for key currencies-the dollar, the yen, and the euro. The exchange
rates linking these currencies will continue to exhibit considerable volatility
and large medium-term movements, barring a major policy initiative aimed at
stabilizing them. Such an initiative is unlikely in the near future and, for that
matter, may be undesirable, although some steps might be taken to limit ex
treme exchange rate misalignments. These matters were discussed at the first
session of the conference, which began with the presentation of a paper by
Benoit Creure and Jean Pisani-Ferry on the exchange rate regime among
major currencies (see Chapter 3).
Second, questions have been raised about the reasons for the boom-bust
nature of capital flows to emerging market and developing economies, because
an understanding of the reasons is essential for crisis prevention. Much em
phasis has been put on policy failures and structural weaknesses, especially in
the financial systems of those economies affected, and weaknesses undoubt
edly played an important role in recent crises. But other reasons have also been
adduced, including systemic reasons. Borrowers and lenders may have been
influenced by inappropriate incentives-the problem of moral hazard comes
up-or misled by inadequate information, and they may have been swept up
by perverse market dynamics.
Third, there is a need to reexamine policy responses to the instability of
capital flows. What does it imply for the choice of exchange rate regimes by
capital-importing countries? What does it imply for the prudential regulation
of financial institutions in both capital-importing and capital-exporting
countries? Is there a case for limiting capital inflows or, in extreme cases, lim
iting capital outflows? In recent years, many experts have come around to the
view that, when faced with volatile capital flows, countries will move increas-
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ingly toward the ends of the spectrum of exchange rate regimes-pure float
ing exchange rates at one end or hard pegs, exemplified by currency boards,
at the other end. Some even predict-and advocate-resorting to formal
"dollarization." But these "corner solutions" may not meet the needs of
medium-sized open economies that, for various reasons, do not want to
adopt a hard peg but do not have the institutions required to support a well
functioning float.
It is widely agreed that emerging market and developing countries must
strengthen their financial systems and improve the prudential regulation of
their financial institutions. That process will take time, however, and addi
tional steps may be needed in the interim to cope with volatile capital flows.
Views on this issue range widely-from belief in the sufficiency of market dis
cipline, reinforced by fuller disclosure of economic and financial data, to be
lief in the need for tight regulation of capital account transactions. These two
extreme views have the virtue of logical consistency but suffer from a decided
lack of political realism. Yet less extreme measures, such as "market-friendly"
restrictions on capital inflows, remain controversial.
When crises occur, moreover, there is a need to strike an appropriate bal
ance between fmancing and adjustment, a need underscored by recent
episodes in which, despite unprecedented official financing, there was
abrupt and massive current account adjustment. Much emphasis has also
been placed on the need to strike an appropriate balance between official fi
nancing and private sector financing. This fourth issue is indeed a central
one in the current debate on involving the private sector in crisis prevention
and resolution.

All of these interrelated issues were discussed during the first day of the
conference, and the discussion was informed by three challenging papers.
Members of the IMF Research Department, Michael Mussa, Alexander Swo
boda, Jeromin Zettelmeyer, and Olivier Jeanne, provided a paper on moderat
ing fluctuations in capital flows to emerging market economies (Chapter 4).
Guillermo Calvo and Carmen Reinhart presented a paper on the balance be
tween adjustment and financing, which also examined the benefits and costs
of the corner solutions for exchange rate policy-floating rates at the one end
and currency boards or dollarization at the other (Chapter 5). Barry Eichen
green presented a paper on involving the private sector in crisis prevention
and resolution, which triggered a lively discussion involving, among others,
private sector participants in the conference (Chapter 6).
A fifth issue was discussed on the second day of the conference. It concerns
the evolving role of the IMF in the international financial and monetary sys
tem-its role as a provider of financial assistance and its role as a provider of
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policy advice. The IMF's activities during the Asian crisis have been the sub
ject of heated debate.
Critics of the large financial packages assembled under the aegis of the
IMF believe that the packages contribute to moral hazard by encouraging ex
pectations on the part of governments of emerging market countries-that
they will be "bailed out" even if they pursue faulty policies-and expectations
on the part of private investors-that they will be the indirect beneficiaries of
large-scale official financing and can therefore lend or invest with impunity
in emerging market countries. Other critics believe that the frequent provi
sion of large-scale financing has undermined the credibility of official warn
ings that the private sector will also be expected to contribute financially to
crisis resolution.
Critics of the IMF's policy advice raise two issues. Some believe that the
IMF attached too many policy conditions to its financial assistance, thus over
burdening the governments of crisis-stricken countries and making it difficult
for them to take "ownership" of the IMF's advice. Others believe that the IMF
attached the wrong conditions to its financial assistance, requiring the gov
ernments of crisis-stricken countries to tighten their fiscal and monetary poli
cies at times when those countries were facing sharp reductions in output and
rising rates of unemployment.
Whatever the merits of these assertions viewed in retrospect, the more ur
gent and relevant task is to derive lessons for the future-lessons regarding the
appropriate scale of the IMF's financial assistance and the content and scope
of its policy advice. The papers prepared for the second day of the conference
threw these issues into high relief. Takatoshi Ito presented a paper collating the
principal criticisms of the IMF's advice and asking why the advice did not al
ways have the desired effect on capiital flows and exchange rates during the
Asian crisis (Chapter 7). David Lipton presented a paper on the financial role
of the IMF in which he urged the IMF to reinstate strict access limits when
providing ordinary balance of payments financing but also proposed the cre
ation of a new trust fund to serve as a lender of last resort in the event of a sys
temic crisis (Chapter 8).
In their report to the Koln Summit, the finance ministers of the Group of
Seven (G-7) countries seemed to suggest that they have completed their work
on the reform of the international fmancial system. Rather than promising to
submit a further report in a year, they said that they would report again "as
necessary." They did make new recommendations, but they left the imple
mentation to others, including the lMF. It is far too soon to assess the ade
quacy of the reforms adopted thus far and other reforms may be implemented
in the future. The papers and discussion at the conference, however, suggest

©International Monetary Fund. Not for Redistribution

8

Peter B. Kenen and Alexander K. Swoboda

that a number of key issues remain unresolved and that further debate-fol
lowed by action-will be necessary. It is therefore essential that the recent
abatement of international financial turbulence not slacken efforts in address
ing the unresolved issues. Crises will occur again, and the next ones will have
unexpected dimensions-all the more reason to deal decisively with the prob
lems that can be anticipated and to strengthen the capacity of the system to
cope with problems that are bound to surprise us.
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International Financial and
Monetary Stability: A
Global Public Good
Michel Camdessus

As one of the fundamental purposes of the IMF is: "To promote international
monetary cooperation through a permanent institution that provides the ma
chinery for consultation and collaboration on international monetary prob
lems," l believe that it is particularly appropriate that the IMF should sponsor
this conference, with its extremely wide range of participants from around the
world.
Let me start with the proposition that the international monetary and fi
nancial system may be seen as a global public good. It is essentially the same
system for everyone. If it works well, all countries have the opportunity to
benefit; if it works badly, all are likely to suffer. Hence, all have an interest in
reforms that will improve the system for the global public benefit. And, as is
so frequently true for public goods, not many people care for, and even fewer
are prepared to pay for, its improvement even if many comment about it. But
let us set aside such jaundiced comments and let me touch on three issues
that reflect on what the international monetary system as a public good
might suggest.
The first key area where we have important issues concerning international
public goods lies at the very heart of the internatjonal monetary system and of
the IMF's responsibilities. There is no world money controlled by a world
monetary authority that performs the essential functions of medium of ex
change, store of value, and w1it of account at the global level. Rather, the
monies of the largest industrial countries-most importantly the

U.S. dollar,

the euro, and the Japanese yen-do double duty as the monies for their re
spective countries and as the monies used by most other countries for con
ducting their international trade and financiaJ transactions.
Inevitably, there is an important public goods aspect to monetary policy
at the national level-there is only one monetary policy that affects every9
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one. When nonresidents use a national money, as is extensively the case for
the world's major" national monies, national monetary policies acquire as
pects of global public goods. Exchange rates always, to some extent, involve
issues of international public goods because an exchange rate is the relative
price of two national monies and is affected by the corresponding national
monetary policies. This international public goods aspect rises to global sig
nificance for exchange rates among the world's major currencies because use
of these currencies is global and movements in their exchange rates have
widespread effects.
Quite understandably, the monetary policies of the major currency coun
tries (including the euro area) are directed at domestic economic objectives,
which may be broadly described as promoting domestic economic and finan
cial stability. Reasonable stability of the domestic price level is increasingly rec
ognized as the most basic objective of monetary policy. Given this objective,
monetary policy also typically seeks to support maximum sustainable growth
and to promote general stability in financial markets. The behavior of ex
change rates may sometimes influence the monetary policies of the major cur
rency areas, but usually only to the extent that exchange rates affect the more
basic objectives of monetary policy.
From the global perspective, this domestic orientation of monetary policies
in the major currency areas is generally desirable. As experience has unfortu
nately taught us on several occasions, economic and financial instability in the
dominant economies of the world is bad for them and for the rest of the world
as well. Thus, economic policies that promote domestic economic and finan
cial stability in the largest economic areas of the world are not only desirable,
they are essential for economic stability and prosperity elsewhere.
That said, it may still be asked whether it might be desirable for economic
policies in the largest currency areas to pay somewhat more attention to their
international consequences, particularly in the area of promoting greater ex
change rate stability. My answer, I suspect, will not entirely surprise you. I am,
after all, the Managing Director of the International Monetary Fund. I have a
job to do. I try to do it with enthusiasm.
Beyond that, I believe that recent experience suggests-rather pointedly
that somewhat more attention can be paid to international consequences and
specifically to exchange rates in the management of economic policies in the
largest economies with beneficial results for these economies as well as for the
rest of the world. In early 1995, the U.S. dollar plunged below 80 yen and
below 1.35 deutsche mark. This sharp weakening of the dollar tended to un
dermine recovery in the weak Japanese economy and, arguably, was a factor in
the slowing of growth in Europe. Also, the instability of the dollar/yen ex-

©International Monetary Fund. Not for Redistribution

International Financial and Monetary Stability: A Global Public Good

11

change rate that began in early 1995 contributed to the problems that led up
to the Asian crisis.
Consistent with advice given by the IMF, in 1995, official actions did seek
to forestall and reverse the excessive weakness of the dollar. In the late winter
and spring, official interest rates were cut in both continental Europe and
Japan, and rates were cut further in Japan during the summer. Coordinated
intervention by Japan and the United States was used to send signals to the
market. These official actions were, in my judgment, both successful and im
portant in helping to reverse the dollar's unwarranted weakness. They pro
vide an example that shows the potential usefulness of official efforts to coun
teract excessive and unwarranted movements of exchange rates among the
major currencies.
In September and October 1998, in the wake of Russia's default and the
near failure of the hedge fund, Long-Term Capital Management, a liquidity
crisis gripped a wide range of fmancial markets. The markets most affected
were the second-tier markets for lower-rated and unrated credits of both in
dustrial and developing country issuers. Indeed, yields on the highest-rated
U.S. treasury and German government bonds fell sharply, while spreads
widened dramatically and new issue activity dried up for virtually all emerg
ing market issuers. Although adverse effects on the U.S. economy were not
apparent, recognizing the danger posed by this crisis, the U.S. Federal Reserve
Board took the lead among major currency area central banks in easing mon
etary conditions. In this instance, forward-looking monetary policy action, in
the United States, the euro area, and Japan, which took account of conditions
in global financial markets beyond those of immediate domestic concern,
clearly helped to forestall important risks of a deeper global economic down
turn and, correspondingly, has helped to create the more favorable prospects
for global growth that we see today.
We must not, of course, overplay our hand. When domestic considera
tions relevant for monetary policy in the major countries run counter to ex
ternal considerations, it will often be a mistake, domestically and interna
tionally, to give much weight to external considerations. With respect to
efforts to limit exchange rate instability, it must be recognized that some
times substantial movements of major currency exchange rates are econom
ically appropriate and can be helpful from a macroeconomic policy perspec
tive. For example, the relatively strong U.S. dollar at present is consistent
with the strong cyclical position of the U.S. economy and is helping to fore
stall possible inflationary pressures in the United States and is usefully de
flecting some of the rapid demand growth in the United States to countries
with large margins of slack.
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Moreover, even when exchange rates may seem to have moved too far, it is
not always wise to adjust macroeconomic policies even marginally to try to af
fect exchange rates. For example, when the yen fell to 145 to the U.S. dollar in
mid-1998, many would have thought that this was a bit too far, especially in
terms of the pressures placed on some Asian emerging market economies. But,
in view of the economic conditions prevailing in Japan and in the United
States, neither a tightening of Japanese monetary policy nor an easing of U.S.
monetary policy appeared appropriate in any effort to resist further deprecia
tion of the yen. On the other hand, (sterilized) official intervention could have
been used more actively and on a coordinated basis to send a signal that mar
kets were taking the exchange value of the yen too low.
As regards intervention, we know from as far back as the Jurgensen (1983)
report that this is not a very powerful tool for influencing markets, especially
when it is not supported by other policies. However, markets do not always get
exchange rates right. Under the influence of bandwagon effects, manias, pan
ics, and other anomalies, markets sometimes take exchange rates a consider
able distance away from levels consistent with economic fundamentals in cir
cumstances where this is detrimental to global economic performance. With
due modesty about our ability to diagnose such developments and appropri
ate caution in implementing countervailing policies, I believe that the official
sector can and should press further to resist unwarranted movements in major
currency exchange rates. The successes that have been achieved in the rela
tively limited actions undertaken in recent years surely suggest that further ef
forts, within reason, would produce international public goods. Excessive
ambition for the success of such efforts would be a mistake, but too much
timidity is a mistake as well.
A second vital area of IMF responsibilities where international public
goods are at issue is in assisting countries facing difficulties with their external
payments. The purposes of the IMP's activities in this area are clearly defined
in its Articles of Agreement, and I like very much the paragraph of Article 1,
which enjoins us: "To give confidence to members by making the general re
sources of the Fund temporarily available to them under adequate safeguards,
thus providing them with the opportunity to correct maladjustments in their
balance of payments without resorting to measures destructive of national or
international prosperity."
The objective of"giving confidence to members" applies not only in times
of difficulty. More generally, because open policies toward international trade
bring public goods benefits to the global economy, it is desirable to persuade
members to adopt such policies by offering some assurance of assistance in the
event that they encounter external payments difficulties. I would assert that
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this argument applies as well to open and prudent policies toward interna
tional capital movements, and that it

s
i

high time for the IMP's Articles of

Agreement to be amended to reflect this.
The constraint that use of the IMP's general resources should be "tempo
rary;' subject to "adequate safeguards;' and used to "correct maladjustments"
without resorting to "destructive measures" reflects the policy of the interna
tional community to be prepared to provide interest-bearing loans, but not
grants, to assist countries that are themselves acting constructively, from an in
ternational as well as a domestic perspective, to address their own problems.
Thus, promotion of the global public good, not merely the correction of dis
equilibrium in the assisted country, is the clear purpose of the IMP's financial
assistance.
I should add that these constraints on how and when the IMP provides as
sistance to its members show the prescient concern of the framers of the Arti
cles for what is now referred to as the problem of "moral hazard" potentially
arising from international financial support. Because the IMF provides loans
with firm expectations of repayment, it is not absorbing losses that should be
borne by members or their creditors and is thus not contributing directly to
problems of moral hazard. Furthermore, through the safeguards built into the
IMP's conditionality, members receiving IMF assistance are pressed to reform
their policies not only to correct current problems but also to reduce the risk
of future payments difficulties. Such reforms, including particularly the finan
cial sector reforms that have been central to many recent IMF programs, work
to correct problems of moral hazard that tend to be generated by national eco
nomic policies. With these reforms, and the continuing efforts to improve the
architecture of the international monetary system and involve constructively
the private sector in both lessening the risks and ameliorating the effects of fi
nancial crises, I am convinced that the problem of moral hazard can be ade
quately contained, though of course it cannot be completely eliminated.
Indeed, with its new facility, the Contingent Credit Line (CCL), the IMP has
a new tool to promote desirable reforms for countries that are not yet in diffi
culty but fear contagion. The additional incentive for reform comes from lim
iting access to this, essentially precautionary, facility to countries that are
judged to already have a sound framework of economic policies, a new ap
proach that provides a reward in advance for good policies, rather than assis
tance conditional on reform when bad things are already happening.
For the IMP's traditional approach of conditional support for members in
difficulty, a good deal of controversy has recently arisen about the size of fi
nancial support packages and about their conditionality. Some argue that, to
better contain possible moral hazard, support packages should have been
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much smaller, and conditionality should have been tougher. Others, who focus
on the very large costs of recent crises, argue the contrary, for larger support
packages with easier conditionality. I believe that, if traditional lMF programs
are to serve best their intended function to promote the global public good by
reducing the likelihood of and damage from external payments crises, then
both adequate financing and firm conditionality are required. And I am de
lighted to affirm that this has been the firmly held line of the IMP's Executive
Board all through this demanding time.
On the scale of some recent support packages, I would emphasize that the
IMF has not been alone; important additional support has come from the
World Bank, the Asian Development Bank, the Inter-American Development
Bank, and bilaterally from national governments and central banks. Clearly,
in these cases, the responsible judgment of the international community was
that financial support beyond the substantial amounts provided by the IMF
was necessary and appropriate. Recent initiatives to increase support, notably
that of the Japanese government for several Asian countries, confirm this
judgment.
On conditionality, initial economic assumptions in several recent programs
proved to be substantially too optimistic, and it was appropriate to exploit the
flexibility of program revisions to better adapt economic policies to unfore
seen circumstances, in some cases leading from a prescribed initial tightening
to a subsequent substantial easing of fiscal policies. For monetary policies, ini
tial tightenings were, in my view, not only the right policies, but the absolutely
essential policies to resist what were already excessive exchange rate deprecia
tions with threatening domestic and international implications.
More generally, I believe that it is a grave mistake to think that there is an
easy way out when a country and its government have lost the confidence of
financial markets. Countries that tried for an easy way out, that backed away
from their programs, have not fared well. Those that have pressed vigorously
ahead are beginning to see the fruits of their efforts even earlier than expected.
Going forward, the main worry s
i not that too rapid reform may impair re
covery, but rather that recovery may blunt the impetus for reform. To gener
ate the greatest possible global public good out of the difficulties of the past
two years, it is essential to keep the reform process moving forward. I was
happy when recently visiting Asia to see that this is a view firmly held by the
authorities.
A third area where provision of international public goods is an impor
tant concern for IMF activities may not seem so immediately relevant to the
main issues discussed at this conference. Nonetheless, I believe it is crucial if
the benefits of reform of the international monetary and financial system are
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to be truly global. I refer to efforts by the international community to
assist its poorest members, which increasingly are becoming marginalized
and are not sharing fully in the benefits of global economic and financial
integration.
This concern is partly symmetric: better integration of the poorest coun
tries into the international system will produce public goods benefits for
other countries through increased trade and expanded opportunities for in
vestment. However, the public goods issue is broader than the potential for
symmetric benefits. At the national level, we all recognize the public respon
sibility to assist the less fortunate to become more productive members of our
societies. A similar ethic applied at the global level suggests that the public
good requires meaningful efforts to reduce disparities of income, resources,
.and opportunities that are substantially greater than typically exist within our
national societies. In the face of widening divergences between the richest and
the poorest countries, and with generally declining amounts of assistance
forthcoming from the richer countries, it seems clear that more needs to be
done to redeem this aspect of the international public good.
At the IMF, we are working on several fronts, in cooperation with others.
This includes the provision of policy advice through our deepening process of
surveillance, an extensive program of technical assistance and training to help
develop skills in our areas of expertise, and concessional financial assistance to
eligible members through the Enhanced Structural Adjustment Facility (now
called the Poverty Reduction and Growth Facility [PRGF]). In addition, a va
riety of proposals have been made to strengthen the Heavily Indebted Poor
Country (HIPC) Initiative for providing debt relief to the world's poorest and
relatively most heavily indebted countries. We are working closely with the
World Bank to refine a set of principles that would provide a basis for moving
forward with this initiative. The G-7 summit in Koln marks an important step
in this process.
However, policy advice, technical assistance, new concessional financing,
and debt relief, although crucial, will not alone provide many of these coun
tries with the ability to grow their way out of poverty. In addition, our policies
on aid and debt relief need to be better coordinated with and supported by
policies on trade and investment. Ample evidence from the experience of
countries that have successfully moved up the development ladder demon
strates the importance of trade linkages and of direct investment flows in fos
tering sustainable economic growth. It is for this reason that I have argued for
across-the-board, duty-free access to advanced country markets for the least
developed countries as a way of promoting growth and reducing poverty in
these countries. Elimination of misguided protectionist policies that also im-
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pair growth in the poorest countries should also be undertaken, although not
as a prerequisite for action by the advanced countries.

An increasiiJ.gly open system of world trade and an increasingly and pru
dently liberalized system of world finance are the two great global public
goods that have been produced by the international community in the post
war era. The effort to reform the system is fundamentally the effort to sustain
and enhance these public goods.
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The Euro, Yen, and Dollar:
Making the Case Against
Benign Neglect
Benoit Creure and Jean Pisani-Ferri

International discussions on the damage done by exchange rate instability and
possible cures started with the demise of the Bretton Woods regime and have
remained on the agenda, more or less continuously, for the past 25 years. From
time to time, they have been followed by action to deal with specific situations,
such as the dollar appreciation in 1985 and the yen appreciation in 1995, or by
more durable �ommitments, as in the case of the Plaza and Louvre accords of
1985 and 1987. There is a widespread consensus, however, that arrangements
aimed at stabilizing major currencies have not fulfilled the expectations of the
1980s, and that governments should not waste scarce resources on activism in
foreign exchange markets.
Two recent series of events, however, have led us to reconsider the pros and
cons of arrangements that could help moderate exchange rate fluctuations be
tween the dollar, the euro, and the yen. The first was the succession of ex
change crises in emerging economies, which some observers have traced back
to the effect of the strong dollar on currencies that were formally or informally
pegged to the U.S. currency. The second was the creation of the euro, whose
impact on the international monetary system has given rise to considerable
speculation as well as some proposals for reforming international monetary
arrangements.
In this chapter, we take a new look at the issue of exchange rate stabiliza
tion and put forward some modest proposals for improving upon existing
arrangements. The first section is devoted to assessing the evidence: it exam
ines the consequences of the euro, the costs of exchange rate instability, and
•The authors are grateful to Alan Blinder, Virginie Coudert, Ricardo Hausmann, Pierre Jaillet,

Peter Kenen, Ronald McKinnon, Richard Portes, Horst Siebert, and Alexander Swoboda for de
tailed remarks and comments.

19

©International Monetary Fund. Not for Redistribution

20

Benoit Creure and Jean Pisani-Ferry

the lessons that can be drawn from previous attempts at stabilizing exchange
rates. We conclude that the euro could lead to some additional instability, es
pecially in the early period after its introduction; that excessive exchange rate
fluctuations entail significant costs, both for the countries directly involved
and for the rest of the world; and also that any attempt to mitigate instability
can no longer rely on the Plaza-Louvre scheme , which has a mixed record and
no longer corresponds to the present state of the world economy.
In the second section we explore some avenues for exchange rate coopera
tion. We first look at policy coordination after the euro: the case for it, the ob
stacles it may be facing, and possible principles around which it could be or
ganized. We then turn to the monitoring of foreign exchange markets in the
context of highly developed financial markets. Finally, we outline the imple
mentation of a possible arrangement within the framework of the new cur
rency regime initiated by the introduction of the euro.

The Evidence
International Monetary Stability After the Euro
There are three reasons why some additional exchange rate instability was to
be expected from the introduction of the euro: because a multicurrency sys
tem could be inherently Jess stable than a hegemonic one (the hegemonic sta
bility argument); because the advent of a new currency would give rise to
shocks to the demand for and the supply of international currencies (the port
folio shift argument); and because the euro area will be a more closed, and
thus a more inward-looking, economy than its constituent member states (the
openness argument). A significant body of research has been devoted to dis
cussing these elements and to assessing the impact of the euro on exchange
markets. We briefly discuss the fmdings and weigh whether they lead to firm
conclusions we can build on.
Before entering this discussion, it is worth clarifying what we mean by ex
change rate instability. The more readily available approaches focus either on
the ex ante, short-run volatility (as measured by the implicit volatility derived
from option prices) or on the ex post volatility (of which historical volatility
is the most usual measure). In this respect, the volatility of the euro in the first
months following its introduction was low in comparison with that of its con
stituent currencies. However, research tends to suggest that the welfare cost of
moderate short-run fluctuations of the exchange rate is limited, if only be
cause they can be hedged. What matters are abrupt changes that can disrupt
financial markets because of the loss they imply on unhedged positions, and
significant departures from equilibrium exchange rates over longer horizons,
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which are generally not hedged against and may distort the allocation of re
sources. This is what we mean by exchange rate instability.
The

hegemonic stability argument basically holds that only monetary hege

mony is able to provide the public good of international monetary stability. A
two-currency system would thus be inherently less stable, as illustrated by the
comparison between the interwar episode and the stability that followed
World War II. Because the euro would challenge the international role of the
dollar, this could be a significant cause of instability.
The hegemonic stability argument needs to be assessed carefully. Its basic
weakness is that it overlooks the fact that monetary arrangements need to cor
respond, to some extent, with the structure of the real economy if they are to
contribute to international stability. Despite its brilliant economic perfor
mance, the U.S. economy is bound to represent a declining share of the world
economy in the long run, and it is questionable whether a system in which a
country representing one-fifth of world GDP is the sole provider of interna
tional money is a sound basis for international stability. Europe and the
United States represent roughly equal shares in the world economy and, to
gether with Japan as it regains its economic strength, should remain the dom
inant players. A monetary arrangement that reflects this reality should provide
a more solid basis for world trade and growth, provided that the major play
ers cooperate and share the burden of leadership. 1
It is true, however, that the creation of a unified, highly liquid, European fi
nancial market will increase the substitutability between European and U.S.
assets and thereby provide an international alternative to the holding of dollar
assets for international investors. This could increase the potential for large
scale portfolio reallocations in response to shocks (Artus, 1999). In Portes and
Rey ( 1998), this view is supported by empirical evidence that the introduction
of the euro could lower transaction costs and increase liquidity.
Whether a two- or three-currency regime would result in additional ex
change rate instability thus depends on the nature of shocks affecting the
world economy. Because liquidity and substitutability between currencies
would increase, financial shocks could be accommodated without large ex
change rate fluctuations. However, the building up of unsustainable foreign

1The history of European monetary integration underscores our point. As the currency crises
of 1992-93 illustrated, the ERM's inherent weak point was that a permanent German monetary
hegemony could not be sustained without the perspective of a more symmetric arrangement: after
countries like Britain, Italy, and France had converged on the German inflation level, they were
too large to continue acquiescing to the policy of the German central bank, especially when fac
i a more stable system
ing asymmetric shocks. Hence, Economic and Monetary Union (EMU) s
than the ERM.
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positions would result in more pronounced exchange rate changes than in a
one-currency regime, because official and private asset holders would be of
fered an alternative to the accumulation of dollar balances. Furthermore, this
new regime cannot be expected to be put into place without trial and error,
and the transition to it will probably involve some exchange rate volatility.
The course of events since January 1 , 1999, has apparently refuted the main
conjecture of the portfolio shift argument-that there would be a tendency for
the euro to appreciate. This is certainly a spectacular rebuttal of the most out
spoken versions of the argument (Bergsten, 1997), but with two important
qualifications. First, it is far too early to conclude on the issue because prelim
inary evidence suggests that portfolio diversification into the euro has barely
begun. (For example, most Asian central banks are willing, in principle, to re
balance their reserves, but they have yet to start the process, and the Hong
Kong Monetary Authority, which did so, has since reversed its position.) In
deed, careful analysts had suggested that the diversification process could be
spread out over several years. Second, analysts had already speculated that
portfolio shift effects would affect the supply of euros as well as the demand
(Benassy-Quere, Mojon, and Schor, 1998; Portes and Rey, 1998). Here again,
early evidence tends to show that supply shifts have been taking place, espe
cially in the international bonds market, where euro-denominated securities
represented 44 percent of total issues in January-April 1999, roughly the same
share as the dollar (46 percent), compared with 35 percent for the euro and 48
percent for the dollar on average in 1998. It would thus be premature to dis
miss the argument. One could even be tempted to conclude from the experi
ence of the past few months that, while exchange rate predictions based on a
one-sided view of the issue have been dashed, the evidence, so far, reinforces
the view that unsynchronized shocks to the demand for and the supply of
euros could create a significant potential for instability.
The openness argument has a permanent character. It holds that because the
euro area's openness rate (measured by the ratio of trade in goods and services
to GDP) is about 14 percent, compared with some 25 percent for large mem
ber states like Germany or France, the European Central Bank (ECB) will care
less about the exchange rate. A more elaborate version of that argument, based
on three-country models, combines a size/openness effect with the automatic
coordination effect provided by European monetary unification. This litera
ture has apparently come up with contradictory results, since some scholars
(Martin, 1997) conclude that the euro will lower exchange rate volatility while
others (Benassy-Quere, Mojon, and Pisani-Ferry, 1997) argue that it will in
crease it. Furthermore, some papers (Benassy-Quere, Mojon, and Pisani-Ferry,
1997) argue that the exchange rate impact of demand shocks will increase and
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offer the opposite

(1998) provide a synthesis and conclude that

there should be a modest addition to the response of the exchange rate to de
mand shocks affecting the euro area and the United States asymmetrically,
while asymmetric supply shocks should result in lower volatility.2 However,
most of these results originate in models with optimizing policymakers, and
the increase in volatility they predict should therefore be regarded as welfare
improving. As EMU removes intra-European externalities that previously
constrained national central banks to pay excessive attention to the exchange
rate vis-a-vis the dollar, the greater volatility produced by EMU may be
deemed to reflect an increase in the freedom to pursue optimal policies and
should thus be welcomed.
In summing up, we find reasons to expect some instability of the euro ex
change rate vis-a-vis non-European currencies in comparison with that of its
constituent currencies in the past. Although additional volatility could remain
modest in the long run and, at least part of it, should not be resisted, we are
more worried about the next few years, as several factors of instability will in
teract: the policy learning process in Europe and its perception by market par
ticipants; international adjustment to a new multicurrency regime; and shocks
to the demand for and the supply of euros arising from portfolio rebalancing
effects on the asset and the liability sides of private and official sectors. Fur
thermore, these factors enter into play in a rather disturbed monetary envi
ronment, where the U.S. current account imbalance represents a threat to the
stability of the dollar, the yen suffers from deeply rooted domestic weaknesses,
and many emerging market currencies are just starting to recover from excep
tionally severe crises.
Pitfalls of Instability
Assessing the potential costs from exchange rate instability involves making a
judgment on the performance of exchange markets and the economic conse
quences of currency misalignments. We have no intention of expanding on the
already rich literature of the lessons from

25 years of floating exchange rates.

Our reading of this literature is that the instability of floating exchange rates is
well documented, and that while moderate currency fluctuations can be ac
commodated without major difficulties, the economic costs of misalignments
are significant, especially for owners of physical and human capital who can-

2Creel and Sterdyniak (1998) demonstrate that these results hold except if the interest rate elas
ticity of demand is low and the price elasticity of intra-area trade is higher than the price elastic
ity of trade with the rest of the world. ln the latter case, all results are reversed.
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not hedge against the consequences of large currency fluctuations (see, for ex
ample, Obstfeld,

1995). What we would like to stress is that excessive exchange

rate instability between the major currencies would be especially harmful after
the introduction of the euro, for two reasons.
First, exchange rates between major currencies have the character of public
goods for the world economy. Bilateral trade among the euro area, the United
States, and Japan is a relatively minor fraction of world trade, but since trade
with these three blocs represents a significant fraction of total exports for a large
number of countries, wide fluctuations of the dollar-euro and dollar-yen ex
change rates can have a destabilizing impact on third countries. This effect was
apparent in

1997, when the appreciation of the dollar contributed to the collapse
1998

ofAsian currencies, which maintained links to the dollar, and again in June

when interventions took place to support the yen to avoid a new spiral of depre
ciation in Asia and a devaluation of the renminbi.
One might argue that this is just another illustration of Milton Friedman's
famous "eat's tail" argument: rather than fixing the euro-dollar exchange rate,
the appropriate response would be for third countries to float their currencies
or at least to adopt a basket peg in which the dollar and the euro are weighted
according to their relcttive shares in the country's trade. However desirable
they may be, it is uncertain that emerging countries and countries in transi
tion will, in fact, adopt such alternative strategies. In the Asian case, the preva
lence of unilateral pegs to the dollar prior to the

1997-98

crisis was not justi

fied on trade-shares grounds. Instead, these pegs were a de facto device for
implicitly coordinating exchange rate policies. The shortcoming of the theo
retically superior "band-basket-crawl" solution advocated by WiUiamson

(1999) and endorsed by Dornbusch and Park (1999), was that it implied some
kind of explicitly coordinated decision by Asian countries. Furthermore, as ex
emplified by the countries with currency boards, authorities may prefer to peg
to a specific currency because the transparency, and thereby the credibility, of
the currency board are enhanced by the choice of a single anchor currency.
Europe and the United States therefore have reasons to care about external
effects of fluctuations in the euro-dollar exchange rate. While the significance
of this externality might decrease as a consequence of the extension of
floating-rate regimes following the currency crises of

1997-98, it would cer

tainly be premature to disregard it altogether.
The second reason why exchange rates instability among the major curren
cies would be harmful arises from domestic considerations. We see reasons
why exchange rate misalignments could be a cause of concern for both the
United States and Europe. The United States remains sensitive to excessive
fluctuations in the exchange rate, as misalignments generally trigger conflicts
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between domestic interest groups and ultimately fuel protectionist pressures.
Furthermore, higher substitutabilitybetween dollar and euro assets, combined
with the permanent need to finance the U.S. current account deficit, should
increase the potential for abrupt portfolio shifts and thereby make U.S. debt
issuers and policymakers more sensitive to exchange rate developments (see
above).
Europeans may become less sensitive to the dollar exchange rate than they
were before the euro, but wide exchange rate variations would probably give
rise to domestic conflicts there also as all governments are not equally respon
sive to the demands of the traded-goods sector. There is also a risk that mis
alignments would cause difficulties in the management of EMU because they
would trigger different reactions in the participating countries. Some govern
ments might insist on making use of the exchange rate policy instruments
provided by the Maastricht Treaty, while others might resist because, in their
view, the use of these instruments would threaten the independence of the
ECB. With only partially tested economic policy institutions, a misalignment
might give rise to a dispute over the constitution of EMU. The euro area may
acquire a U.S.-style indifference to small exchange rate fluctuations, but it has
good reasons to avoid being caught in a currency misalignment trap during its
early years.
In summing up, there could be some kind of convergence in the U.S. and
European attitudes vis-a-vis exchange rate fluctuations in the coming years.
Europe's indifference to limited fluctuations could increase, as would U.S. sen
sitivity to large fluctuations.
What Have We Learned from the Post-Bretton Woods Era?
Exchange rate coordination in the post-Bretton Woods era has been a process
of trial and error. The consensus on exchange rate management has evolved
only under the pressure of events, when uncoordinated economic policies re
sulted in severe exchange rate misalignments and triggered domestic tensions
or, on the contrary, when attempts at exchange rate stabilization resulted in
dead ends.3 In the process, the coordination instruments that were refined
along the way have remained in the international policy toolbox.
This trial-and-error process is best illustrated by the well-known policy
shift of the mid-1980s, when the appreciation of the dollar eventually became
unbearable. The first Reagan administration had stuck to a laissez-faire policy
on foreign exchange markets. By February 1985, the dollar had soared so high

3See Dominguez and

frankel ( 1993, Chapter 1 ) for a historyofforeign exchange intervention.
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and the U.S. trade deficit had grown so large as by-products of fiscal expan
sion, that the United States decided to bring the exchange rate down and, in
the process, recognized the virtue of international coordination. Although the
initial reversal of the dollar was not policy-induced, a policy change was engi
neered by Treasury Secretary Baker and embodied in the Plaza Agreement of
September 22, 1985, when Group of Five ministers and governors agreed to
talk the dollar down further and to "cooperate more closely when to do so
would be helpful;' meaning coordinated interventions on foreign exchange
markets. This represented a marked shift from the prevailing skepticism about
the effectiveness of intervention, which still had been apparent in the Jur
gensen (1983) report commissioned by the heads of state and government at
the Versailles Summit in 1982.
Foreign exchange intervention was complemented in May 1986 by an
agreement at the Tokyo Summit to reinforce economic policy cooperation. Fi
nance ministers were given the goal of working together more closely and
more frequently and were asked to review their economic objectives and fore
casts collectively. To this purpose, a list of indicators was drawn "with a par
ticular view to examining their mutual compatibility" (Group of Seven, 1986).
These indicators included GNP growth rates, inflation rates, interest rates, un
employment rates, fiscal deficit ratios, current account and trade balances,
monetary growth rates, reserves, and exchange rates too. The toolbox of coor
dination was then ready, and it was formalized as the surveillance section in
the G-7 meetings. It has not been much improved upon since then.
By the end of 1986, the reversal of the dollar had been completed and the
United States and Japan agreed to stabilize the dollar-yen rate around current
levels. This was formalized in a multilateral frameworkby the first LouvreAccord
of February 21-22, 1987, which secretly established a narrow intervention grid
for the G-7 currencies. The agreement worked reasonably well for some time, in
sofar as bilateral rates were contained in much narrower margins than in the pre
ceding years. Central banks intervened repeatedly, for instance, in January 1988
to support the dollar or in September 1989 to stop the dollar rally. However, sub
sequent episodes revealed a progressive erosion ofthe international commitment
to the Louvre mechanisms. From 1990 onward, German interest rates had to rise
in the wake of unification while the U.S. Federal Reserve was easing its monetary
policy to counteract declining activity. Tihe resultant widening of the interest rate
differential between the United States and Europe triggered an appreciation of
the deutsche mark and other ERM currencies, without giving rise to G-7 reac
tions. Similarly, the G-7 did not try to halt the depreciation of the yen in 1990. By
1993, the Louvre Accord was virtually dead, because all major players had de
cided to give domestic objectives priority over internationally agreed targets.
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It is still debatable whether the most elaborate attempt ever made to stabi
lize major currencies was technically a failure. The fluctuations of the dollar
since 1987 have been sizable against the deutsche mark (roughly ±20 percent,
between 1.37 and 1.98 deutsche mark per dollar) and very large against the
yen (±45 percent, between 84 and 159 yen per dollar). It may be argued that
the diverging trends of the mark and the yen imply that the Louvre System
was not flexible enough to accommodate them. But the parity grid could have
been adjusted to accommodate changes in equilibrium exchange rates. In
stead, the attention of central bankers and politicians turned progressively
away from international cooperation to focus on domestic issues, as illus
trated on the European side by the inte rest rate rises ofthe early 1990s, which
revealed a deliberate preference for regional stability in the perspective of
monetary union.4
Following these events, the consensus within the G-7 in recent years has
evolved from "high-frequency'' activism to "low-frequency" action, with ad
hoc interventions in cases of extreme misalignments only. More attention has
also been given to the volatility of exchange rates than to their levels. As an ex
ample, the yen was allowed to soar toward unprecedented levels before an "or
derly reversal" signal was eventually delivered in spring 1995, followed by con
certed intervention on August 15. There was no other coordinated
intervention until the bi lateral U.S.-Japan intervention on June 17, 1998 to
support the yen, after the Japanese currency had depreciated 70 percent to a
level of 145 yen per dollar. The G-7 did not even verbally intervene to smooth
the yen purchases on October 6-8, 1998, by hedge funds and Japanese in
vestors, which pushed the yen from 134 up to 115 yen per dollar in a three-day
period. The underlying philosophy was made explicit by the European Coun
cil when it was asked to interpret Article 109.2 of the Maastricht Treaty (Arti
cle 1 1 1.2 of the new Amsterdam Treaty) operationally. This article authorizes
the issuance of so-called "general orientations of exchange rate policy." The
European Council (1997) stated that such a possibility should be exercised
only in case of"major misalignments or excessive volatility."
We draw two conclusions from these episodes. First, fine-tuning exchange
rates is neither feasible nor desirable, if only because the exchange rate is an
important instrument for market-driven macroeconomic adjustment. The
rise and fall ofthe U.S. current account deficit in the 1980s demonstrated that

4ft is fair to recognize, however, that the blame cannot entirely be cast on insufficient efforts to
adjust policies. Political shocks (such as German unification or the invasion of Kuwait) and stub

born economic facts (such as the resilience of the Japanese current account surplus in spite of a

strong yen) played an important role.
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a flexible exchange rate could play a significant role in the adjustment process
(Kenen, 1991 ), and the sharp depreciation of the yen in the second half of the
1990s illustrated the need for flexibility in coping with severe domestic
shocks.5 Second, the Plaza-Louvre regime was based on shaky foundations,
since policy coordination was meant to derive from the commitment to ex
change rate stability. This is too demanding for large, relatively dosed
economies because it is politically impossible to maintain a constituency for
external stability.
There is, therefore, no room for another Bretton Woods system in today's
economic and political environment. We believe for the same reasons that tar
get zones, which have often been advocated as an intermediate regime (see
Williamson, 1998; or Bergsten and Henning, 1996) are not a practical alterna
tive. Target zones consist of ( 1 ) fluctuation ranges of about ±10 percent
around real equilibrium exchange rates;

(2) public announcement of the tar

get zones; (3) constant reappraisal of their appropriateness to accommodate
inflation differentials and structural change; and (4) a commitment to defend
the zones through concerted intervention in the markets, changes in domestic
economic policies, or both.
Target zones may be valuable for emerging economies as a complement to
some kind of real exchange rate peg. However, the experience of large
economies, namely the Louvre Accord and the European Monetary System,
has revealed a fundamental dilemma. On the one hand, intervention mar
gins need to be narrow in order to make full effective use of stabilizing spec
ulation-that is, to trigger Krugman's {1991) honeymoon effect whenever
exchange rates stray far from their central rates. On the other hand, large
asymmetric shocks or market tensions may still occur, and it is then politi
cally costly either to change one's own central rate or to defend it (not men
tioning the cost of defending the exchange rate of other participants). Sus
taining narrow margins thus requires a strong and permanent political
commitment, both domestically and internationally. To survive, target zones
need relatively wide bands and can then be described as mere variants of
floating exchange rates, with preannounced midpoints aimed at coordinat
ing market expectations. While the European ERM operated successfully
from 1993 until end-1998, it can be argued that its effectiveness owed less to
its technical virtues than to the political commitment of governments and
central banks to European monetary union. Indeed, the devaluation of the
Spanish peseta in 1995 proved that even economically sensible central rates

S'fhe parallel rise of the Japanese surplus proved that this role must not be overstated.
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and a ±15 percent fluctuation band could not be defended against market
pressure in the absence of commitment from other participants.
Changes in the Environment
The above arguments cast doubt on the effectiveness of arrangements based
on numerical targets for exchange rates, such as target zones. In addition,
changes in both the international consensus on monetary policy and the func
tioning of foreign exchange markets reinforce skepticism vis-a-vis such
arrangements.
Target zone systems usually rely on the assumption that monetary policy
bears primary responsibility for making the domestic adjustments required to
defend the bands. The corresponding implicit instrument assignment, how
ever, is questionable, since it does not align with the recommendations arising
from most models of real exchange rate determination. Nor does it address the
indeterminacy of the overall monetary stance of the zone-the so-called ( n-1)
problem. Furthermore, a new consensus recently emerged in all of the major
economies in favor of an independent, single-objective monetary policy that
puts the priority on internal price stability. This is especially true in Europe,
where the statute enshrined in the European Union (EU) Treaty gives the ECB
the overriding objective of maintaining domestic price stability. The bank has
repeatedly indicated that the exchange rate would be given only a marginal
weight in the conduct of monetary policy, and insofar as it affects domestic
price stability. Moreover, Article 111.2 of the EU Treaty on general orienta
tions for exchange rate policy states that "these general orientations shall be
without prejudice for the primary objective of the European system of central
banks to maintain price stability;' and Article 105 gives the ECB the sole re
sponsibility for conducting foreign exchange intervention. Taken jointly, these
two articles give the ECB a de facto veto on an activist exchange rate policy.
While implementation differs, the same price stability objective has been as
signed to the Bank of England, and the new culture of transparency that char
acterizes the U.K. monetary constitution could hardly accommodate obfus
cating the strategy by adopting an additional external objective. Finally, while
carefully avoiding public statements on exchange rate policy, the U.S. Federal
Reserve Board has always been reluctant to base its decisions on external con
siderations, and after its unsuccessful experience of exchange rate manage
ment, the Bank of Japan is now focusing on domestic monetary developments,
intervention being the responsibility of the government.
Thus, the role of instruments has changed, and monetary policy can be
used in an international coordination framework if, and only if, external ob
jectives are coherent with the domestic monetary strategy. Put simply, the ECB

©International Monetary Fund. Not for Redistribution

30

Benoit Creure and Jean Pisani-Ferry

would be prepared to raise interest rates to counteract a depreciation of the
euro if this were perceived as a threat to monetary stability, but the central
bank would probably not be willing to lower rates in the case of an apprecia
tion of the exchange rate associated with fiscal expansion. This suggests that
the burden of any kind of ex ante coordination would now have to be borne
primarily by fiscal policies.
The second change arises from structural transformations in foreign ex
change markets. Most commonly held views on exchange rate management
rest on the experience of the 1980s and the early 1990s. It is increasingly rec
ognized, however, that foreign exchange markets have changed since then as a
result of three trends: deepening, concentration, and the development of new
instruments.
· Deepening can readily be obser ved . The turnover in global foreign ex
change markets, including derivatives, roughly tripled between 1989 and
1998, reaching $1.5 trillion a day (Figure 1),6 while world exports in
creased by only 80 percent in nominal terms over the same period . Be
sides, the introduction of the euro created an integrated market for bonds
and monetaryinstruments comparable in size with the U.S. market giving
scope for further development of transactions (as witnessed by the explo
sion of intra-European, cross-border transactions in bonds and bank
loans in the first months of 1999).
•

Concentration among markets and within markets has been taking place.
London and New York now account for 50 percent of global turnover
compared to 42 percent in 1989, and the combined market share of the
top 1 0 dealers has risen from 44 percent to 50 percent in London and from
48 percent to 5 1 percent in New York.

• New instruments have developed as the share of the spot market in total
transactions has shrunk to 40 percent from 59 percent 10 years ago, with
the development of the forward and derivatives markets.
Concentration, turnover, and the development of new instruments are im
portant because larger markets enable agents to diversify risk better (Martin
and Rey, 1999), thus contributing to macroeconomic stability. At the same time,
these tendencies also increase the risk of destabilizing movements, especially as
market transparency has not made significant progress-the institutional
6All figures are taken from the latest report ofthe Bank for International Settlements (l999a).
Trading on foreign exchange markets has decreased somewhat as of January I, 1999 due to the
suppression of most European cross rates and the narrowness of the euro/yen spot market rela

tive to the former mark/yen.
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Figure 1. Foreign Exchange Market Turnover
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structure of the spot market for major currencies is still different from that of
equity or futures markets, characterized by a more fragmented dealership and
the absence of disclosure of transactions. The order flow is not observed and
common-knowledge information is limited to the final dearing price, thus con
veying less information than in other markets about the structure of supply and
demand (Lyons, forthcoming), while information about macroeconomic "fun
damentals," although easily available, is of little help in the short run because of
the poor fit of empirical exchange rate models at this horizon.
The characteristic of this market is that because of transaction costs, infor
mation can easily remain trapped in some segment of the market until it is re
vealed by some participant, triggering a large number of operations. The in
crease in the number of participants and in the size of transactions, therefore,
raises the probability of sudden portfolio shifts, which may or may not be re
lated to macroeconomic news and which may result in large exchange rate
swings (Davanne, 1999).
The previously mentioned episode of October 6-8, 1998 is an illustration
of such swings. Highly leveraged hedge funds and investment houses had built
up large short positions in yen in previous months in an effort to take advan
tage of the low Japanese interest rates (the so-called yen carry trades). As stated
by the Bank for International Settlements (BIS) (1999b),
In early October, market participants seem to have reconsidered their expectations

regarding yen/dollar movements in the short term. The sudden change of views on

the yen/dollar rate may have induced investors to close their yen carry trade posi
tions, thereby pushing the dollar down further. A massive unwinding of these posi

tions may have contributed to the intensity of the yen/dollar movements on 7 and
8 October 1998.
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Figure 2. Probability Distributions of the Yen Against the Dollar
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Figure 2, which is taken from the BIS report, illustrates the shift in sentiment
toward a stronger yen on October 7 and 8. While this information was present
to some extent in the market and particularly in option prices (from which the
density functions in Figure 2 were extracted), it was probably not available im
mediately to every trader, not to mention policyma.kers.
This bears important consequences for exchange rate analysis and manage
ment. First, views on exchange rate determination are changing. It has always
been recognized that floating exchange rates can, in some instances, depart last
ingly from macroeconomic fundamentals, even though they revert to their
equilibrium in the long rw1.7 There is now a growing feeling among scholars
that Milton Friedman's seminal view that". . . instability of exchange rates is a
symptom of instability in the underlying economic structure" no longer holds,
at least in the short term, and that macroeconomics matters little in under
standing high frequency behavior of the exchange rate (Flood and Rose, 1998).
Recent research on exchange rates has thus evolved along two complementary
lines: representative agent models of exchange rate determination now include
explicit intertemporal optimizing behavior

as

in Obstfeld and Rogoff (1995),

and growing attention is being paid to microstructure issues such as the het
erogeneity of expectations, the link between prices and order flows, the impact

7Tbe overvaluation of the doUar in the mid-1980s is widely considered as an example of such a
departure, which was driven by the rational herd behavior of individual market participants.
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of nonpublicly shared information, and, generally speaking, the way informa
tion is aggregated by the market (Lyons, forthcoming). Both lines of research
should be built into new approaches toward exchange rate management.
Second, it can be inferred from these developments that intervention can
still be effective, but requires reliance on increased amounts of reserves and
careful preparation, and has to be supplemented by public statements. It can
no longer be used as a routine technique of exchange rate management, and
should primarily be seen as a way of conveying information to market partic
ipants and, in so doing, coordinating their expectations. Recent research
(Dominguez, 1998) suggests that overt intervention has been more effective
than secret intervention in reducing exchange rate volatility. In short, the em
phasis has moved from traditional balancing to the signaling channel of for
eign exchange intervention.

A Two-Handed Approach to Cooperation
There are two lessons from the previous section. First, something ought to be
done to avoid excessive exchange rate instability, and second, schemes like the
Plaza-Louvre suffer from significant shortcomings-they overestimate the na
tional policymakers' willingness to deviate from domestic objectives for the sake
of exchange rate stability; they underestimate changes that have taken place vir
tually everywhere in the monetary policy doctrine; and they rely on an (implicit)
model of exchange rate determination that does not hold anymore.
Those who are not content with a Panglossian view should thus offer alter
native approaches. Our belief is that a renewed international arrangement
should dissociate the two objectives that target zone schemes closely associate
policy coordination and exchange rate surveillance. There is still a case for coor
dinating the policy responses of the major players to common shocks, and it
would contribute to stabilizing exchange rates, but commitments toward coor
dination should not be formulated as deriving from an exchange rate objective.
There is also a case for monitoring foreign exchange market developments, but
not for targeting specific values for nominal exchange rates.
In this section, we explore an arrangement for cooperation that would be
based on a two-handed approach: (1) a renewed commitment to ex ante co
ordination that would put the emphasis on responding to macroeconomic
shocks in a cooperative way rather than on stabilizing exchange rates per se,
and (2) a monitoring of foreign exchange developments that would put the
emphasis on avoiding excessive fluctuations by providing information to mar
ket participants that would trigger stabilizing speculation. Finally, we discuss
issues of implementation.
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The Case for Coordination
In most models of exchange rate determination, uncertainty regarding the
future course of monetary and fiscal policy can be a significant cause of in
stability. Empirically, this has been illustrated in several instances in which
markets formed divergent expectations about the reactions of U.S., Euro
pean, or Japanese policymakers, or of all three to common shocks. The most
recent example of such behavior was the reaction to the Russian shock in the
summer of 1998. Within a few weeks, the currencies of the future euro zone
appreciated by more than 1 0 percent against the U.S. dollar, as markets ex
pected the U.S. Federal Reserve to react aggressively to the slowdown in
growth and the emergence of financial distress, while European central
banks were expected to keep interest rates on hold (Figure 3). Eventually, Eu
ropean central banks and the ECB signaled a willingness to support growth
in the euro area and engineered two cuts in interest rates on December 3,
1998, and April S, 1999. This contributed to a reversal of the depreciation of
the U.S. dollar vis-a-vis the euro, and in early spring 1999, the euro-dollar
exchange rate was back to its summer 1998 level. It can be argued that the
appreciation and the depreciation of the euro vis-a-vis the dollar did not re-

Figure 3. Forward Interest Rates in 1998
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sult in any major disturbance, which is true. However, these exchange rate
movements generated some unnecessary shakiness in a period when the
euro had to build up its credibility. It would have been preferable to have
avoided them by letting the markets know that the reactions to the crisis
would eventually be symmetric.
This episode illustrates that reducing policy uncertainty would help pre
vent exchange rate instability. In principle, this could be done either through
discretionary coorclination within the G-7 or by adopting policy rules. The
difficulty is that discretionary coordination is problematic for Europe, whereas
predetermined rules have little appeal for the United States.
For Europe, the problem with coordination starts at home; achieving an
appropriate policy mix requires coordination and dialogue between 1 1 gov
ernments and the independent central bank. This is not a problem of prin
ciple. Although some member states initially feared that policy coordination
would conflict with the independence of the ECB, the requirements of fiscal
discipline, or both, it is no longer the subject of significant disputes. On the
contrary, it has been convincingly argued that developing an economic pil
lar alongside the monetary one could, in fact, protect the independence of
the central bank (von Hagen, 1999). But economic policy coordination is an
entirely new kind of model for Europe, which has thus far relied on legisla
tive harmonization (for the single European market), policy delegation (for
example, with the common agricultural policy and regional policies), and
convergence toward the best performer or toward specified performance in
dicators (especially in the run-up to monetary union), but has no experience
in coordinating decisions between independent policy players.
The Euro-1 1 was created on the model of the G-7 as an informal forum
to facilitate mutual economic assessment and to foster informal policy dia
logue between the ministers and with the central bank. Meetings are held
about once a month, and attended by ministers of finance from the euro area
and, on most occasions, the ECB.8 This new institution has made a promis
ing start, and it has certainly been instrumental in building a consensus on
the need to respond to the financial crisis through a tight budget/supportive
monetary policy mix. The Euro-1 1 has the potential to develop further, and
suggestions have already been made for making it more effective.

8The difference between the Council orf the Ministers of the Economy and Finances
(ECOFIN) and the Euro-1 1 is not just one ofmembership. It is also a difference of purpose, as
the more formal ECOFIN fulfils the legislative function of the council, while the Euro- 1 1 de
votes itself to macroeconomic policymaking and structural issues that are specifically related to
the single currency.
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Whatever the merits and the potential of the Euro-11, there are, neverthe
less, well-known limits to what informal discussions can deliver, especially
with a large number of participants. This also hampers European coordina
tion with the United States and Japan. In spite of the euro area's increased in
tegration, only the President of the ECB is, in his field, able to speak for the
zone; neither the Commission nor the President of the Euro-11 alone has the
authority to speak for the member states on fiscal or structural policies.
This is why rules-based coordination has a distinctive appeal for Europe.
Recent thinking on economic policy has put significant emphasis on the con
cepts of transparency and predictability. In the EMU context, policy trans
parency and predictability would be instrumental in improving coordination
because of the large number of independent players and the diversity of na
tional institutions and procedures (Muet and Pisani-Ferry, 1999).
The Stability and Growth Pact, which sets numerical ceilings for public
deficits and requires governments to issue medium-term public finance pro
grams annually, already provides some information on fiscal policy objectives,
but more could be done. It would be advisable for governments and the cen
tral bank to agree on some broad principles for the use of policy instruments,
which would help determine what the respective roles of fiscal and monetary
policy are in responding to a particular shock. The ECB should make further
progress in defining a well-formulated and transparent policy strategy that
would make its reactions more predictable. And governments should make
use of the medium-term public finance programs, prepared in the context of
the Stability and Growth Pact, to improve the predictability of fiscal policies.
These steps would require all players to forsake some of their discretionary
leeway; for example, the ECB would have to make its inflation target narrower
and publish its inflation forecasts. It would also have to clarify the purpose of
having an additional monetary target. Moreover, governments would have to
set for themselves rules of conduct for fiscal policy. For example, it has been
proposed that governments adopt medium-term public spending objectives
that do not change with output fluctuations and specify aggregate tax policy
rules, if they choose not to allow automatic stabilizers to play their role with
out restriction. Other rules could be considered. But only the adoption of pre
determined principles for fiscal and monetary policy could cut information
and negotiation costs to an acceptable level.
The situation in the United States is significantly different, because the U.S.
Federal Reserve has deliberately and successfully adopted a discretionary ap
proach to monetary policy and the U.S. Congress is not willing to set rules that
would constrain its fiscal policy decisions. While what Frederic Mishkin
( 1999) calls the "just do it" approach to monetary policy has been criticized for
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its lack of transparency and the excessive personalization it implies, the U.S.
Federal Reserve has not signaled any intention of forsaking an approach that
has proved successful. Moreover, European countries can adopt a rules-based
approach to fiscal policy because they have parliamentary systems in which
the budget prepared by the government has a reasonable chance of being
adopted by the legislature, whereas, in the United States, the authority on

fis

cal policy is divided between the executive branch and the congress.9 There
fore, while a rules-based approach to macroeconomic policy is consistent with
Europe's domestic institutions and policymaking procedures, the same hardly
applies to the United States, and the basic problem with transatlantic cooper
ation is how to ensure that significantly different domestic institutions do not
hamper coordination.
From a game-theory standpoint, the logical outcome of such a combina
tion should be a Stackelberg leadership equilibrium in which the United States
plays the leader and Europe the follower-European policy players would fol
low predetermined policy rules and the United States would optimize, taking
into account the likely European reaction. Although standard models show
that such an equilibrium would already improve upon a situation with no co
operation, it would hardly be acceptable either economically or politically for
the following reasons:

• As previously argued, relative GDP weights are not such that a hegemonic
stability model can be advocated on economic grounds.
· The United States might make policy changes to which Europe could not
respond within its rules-based framework without enduring excessive in
flation, unemployment, or a large exchange rate swing.

• The

rationale for G-7 coordination does not stem solely from exchange

rate concerns. As the

1997-98 crisis in emerging market countries demon

strated, major industrial countries share responsibility for delivering an
appropriate global policy mix for the world economy.
· For European leaders (and especially the French), EMU was meant to result

in a more assertive Europe, more able to speak "with one voice" on world
economic and financial issues. Although Europe has in fact been a follower
n
i several instances, it still has the ambition to act as a global player.
•

U.S. policymakers have made it equally clear that they want Europe to play
its part

in elaborating collective responses to world economic and financial

turbulence and in sharing the corresponding burden (Truman,

1999).

9"fhis point was made to us by Peter Kenen.
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The question thus is how to find a middle way between a discretionary
model, which does not appeal to Europe, and a rules-based model, which
does not align with the U.S. philosophy. Our opinion is that such a middle
way should be based on joint endorsement by the United States, Japan, and
Europe of what could be called a core set of broad macroeconomic policy
principles.
The basis for such convergence already exists, since G-7 members have
gone a long way toward developing a common economic policy philosophy.
While in the early years of Ronald Reagan and Franc;:ois Mitterrand, focusing

on exchange rates was an elegant way to avoid highlighting policy divergence,

this is no longer the case. No one challenges the objective of price stability or
the need to avoid accumulating unsustainable public debt anymore. There is,
therefore, a foundation we can build on.
The next step could be to develop commonly agreed principles for decid
ing on the respective responses of fiscal and monetary policy to shocks. As pre
viously emphasized in the case of the

1998

shock, uncertainty about the re

spective roles of monetary and fiscal policy when the economy has been hit by
a shock can significantly aggravate exchange rate instability. It is thus difficult
to find convincing reasons why the United States and Europe should adopt an
opposite policy mix to respond to a common demand shock. Recognizing that
the burden of responding to such shocks should, in principle, fall on monetary
policy, rather than on fiscal policy, would already help to reduce uncertainty.
As the price and quantity impacts of demand shocks are positively correlated,
such an assignment of roles would not contravene the central banks' mandate
to aim toward price stability. It would also improve the transparency of poli
cymaking within

G-7

members, and would help to stabilize the world econ

omy, since major policy players would adhere to commonly defined policy
principles. In a way, this approach could be regarded as a weak version of
McKinnon's

(1 984) global monetary rule.

Adopting common assignment principles would not challenge the auton
omy of national policy institutions either, since implementation could take
different routes, depending on the domestic institutions. In some countries,
such as the United Kingdom, the government has already set forth principles
for monetary and fiscal policy (including an explicit inflation targeting strat
egy), and our approach would agree with its basic philosophy perfectly. France
has moved in the same direction; its latest medium-term public finance pro
gram includes some explicit fiscal policy principles. More generally, it can be
argued that developing such principles is precisely what is needed for Europe
to increase internal policy transparency and to facilitate intra-European coor
dination, as well as the dialogue between the governments and the ECB. And
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the United States would certainly not object to clarifying the instrument as
signment philosophy it has been following consistently for years now, as long
as it does not imply adherence to a rigid rule. Some degree of subsidiarity in
implementing common principles could thus be appropriate to accommodate
different national institutions and approaches. The only condition is that both
monetary and fiscal policy remain valid instruments of economic policy,
which would not be the case, for example, if either Europe or the United States
were to adopt the dogma of a balanced budget.
The real difficulty is the case of]apan, since standard assignment principles
are of no use in a country caught in a liquidity trap. However, situations like
that of Japan's should, in our view, be dealt with through explicit or implicit
escape clauses, because even the most sophisticated contingency rules cannot
envisage situations that appear every half-century. More generally, there
certainly be instances when national governments

will

will wish to depart from

prearmounced targets or principles. Our view is that they ought to be allowed
to do so, but that their departure from previously agreed principles or rules
should be used as an opportunity to make their choice more transparent.
Another possible objection is that defining the appropriate response to
common shocks can be relatively easy, but that this may be much more diffi
cult for asymmetric shocks. From a European perspective, demand shocks that
hit European countries in a symmetric way (but affect the United States and
Europe asymmetrically) would also be best dealt with through monetary pol
icy, and the same applies to the United States (or Japan). But this would nec
essarily imply some degree of volatility in exchange rates, since monetary pol
icy reactions would amplify the exchange rate effect of shocks. We cannot
decide in advance whether or not this would be an acceptable consequence
while there is no reason why exchange rate adjustment should not be allowed
to play its part in stabilization, large-scale fluctuations might not be desirable.
In such cases, however, the consequence would not be that monetary policy is
given the role of counteracting fluctuations-as it would be under the implicit
Plaza-Louvre assignment-but rather that fiscal policy enters into play. Poli
cymakers should be aware that the logical consequence of having a preference
for exchange rate stability is that the policy mix would have to be altered if it
generates excessive fluctuations.
Thus, developing common principles for macroeconomic policy would not
make discretionary coordination useless, but it would help focus discussions.
It has long been known that obstacles to coordination frequently arise from
disagreements about the true model of the economy (Frankel and Rockett,

1988).

By limiting the scope for ad hoc coordination and providing some

guidance on basic policy linkages, our proposal would reduce the transaction
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costs inherent in the discretionary approach and correct the tendency to let

monetary policy bear the burden of exchange rate stabilization.
Monitoring Foreign Exchange Markets
The changing nature of foreign exchange markets points to an increased need
for monitoring, especially after the launch of a new currency changed the
landmarks of market participants. Such monitoring should not interfere with
the market but should be aimed at improving the way information is
processed and, when necessary, at providing new information to market par
ticipants. It should be a useful complement to exchange rate assessment at the
macroeconomic level so as to fulfill two objectives: lin1iting market-induced
volatility and preventing microeconomic phenomena from amplifying move
ments in exchange rates driven by fundamentals.
There is no need here for radical reform. The discussion on the new architec
ture of the international financial and monetary system has already produced ro
bust recommendations aimed at improving the functioning of financial markets
along two major lines: increased transparency requirements for governments, as

well as public and private market participants; and a sound prudential frame
work and supervision of financial institutions (Interim Committee, 1999) .
These recommendations should fully apply to foreign exchange markets.

The issue of transparency especially deserves a detailed discussion in light of
the idiosyncrasies of the foreign exchange markets. As mentioned above, there
is little information available in the market because order flows are not dis
closed and information about fundamentals is usually unhelpful in the short
run. Market participants do not have access to data that may help explain the
timing and magnitude of portfolio shifts, such as outstanding foreign asset po
sitions, expectations on international returns and corresponding correlations,
and the overall risk exposure of fmancial institutions. As an example, the ex
tent to which a major hedge fund relied on yen carry trades may be illustrated
by the fall in its net asset value in early October 1998 (Figure 4). Conversely,
given the existence of destabilizing mechanisms such as those described above,
information on net foreign exchange positions, even at an aggregate level, may
provide an indication of the probability of such exchange rate shifts.

These data are known at the individual level, at least in tlle case of interna
tional banks with modern risk management systems. They are treated as pri
vate information and are not reported to other participants, but there

s
i

no

reason why corresponding statistics should not be made available. More work
should be done on how such information can be reported to central banks or
market regulators, aggregated, and disclosed to the markets, as is already tile
case for international bank loans and credit risk.
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Figure 4. Yen Carry Trade and the Yen/Dollar Exchange Rate in 1998
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Work of this sort has already been undertaken by the central banks of the
Group ofTen countries and should lead to the provision of additional data to
the market, under the aegis of the newly created Financial Stability Forum. Ag
gregate information on foreign exchange positions and expectations on asset
returns would be released to the markets as early as possible on a regular basis.
When appropriate, the chairman of the Financial Stability Forum should also
be able to signal confidentially to the G-7 the existence of abnormal risk ex
posure on certain segments of the markets so that ministers and governors can
issue the appropriate warnings to the market. Recent episodes of liquidity
shortages or accumulating open positions on global markets suggest that pro
viding information to the market cannot be left to the market alone, and that
statistical knowledge has the character of a public good, whose provision
should be the responsibility of public authorities (Davanne, 1999) . The direct
usefulness of such data should not be overstated, but we believe it could help
reduce the likelihood of abrupt price movements such as the October 1998
episode, or at least smooth such movements.
This "micro" approach is an obvious complement to the previously out
lined "macro" approach toward ex ante coordination. At the intersection be-

©International Monetary Fund. Not for Redistribution

42

Benoit Creure and Jean Pisani-Ferry

tween the two approaches is the need to distinguish, on an empirical basis, be
tween exchange rate movements that are due to present or future macroeco
nomic events and those that appear to be unrelated to fundamentals, and
which may be explained either by herd behavior or by microlevel phenomena
of the type described above.
Would it also be useful to provide some guidance to national and suprana
tional authorities, as well as to market participants, regarding the appropriate
ness of current exchange rate levels? It has long been claimed, on the basis of
Meese and Rogoff's ( 1983) celebrated paper, that empirical research on ex
change rates was doomed. This is probably true in the short run (Flood and
Rose, 1998), but there is now a sizable body of empirical research yielding rea
sonably robust models of medium-run exchange rate determination, either
building on the Williamson ( 1994) fundamental equilibrium exchange rate
concept or using larger sets of explanatory variables. These estimates are
known to be rather imprecise because of the difficulty in defining medium
term current account targets and computing output gaps, and because of their
sensitiveness to point estimates of income and price elasticities. They have the
merit, however, of providing a rational {as opposed to political) basis for dis
cussion on exchange rates, and they still make it possible to issue warnings in
case of large exchange rate movements. At any rate, such estimates would be
valuable for structuring G-7 discussions on exchange rate developments and
for providing some guidance on market assessment.
As part of its surveillance exercise, th·e IMF could thus be asked to build on
its long-standing experience of exchange rate assessment (IMF, 1998) and ex
amine, on a regular basis, whether prevailing market exchange rates and the
implied current account positions are broadly consistent with medium-term
fundamentals. This analysis would take mnto account the equilibrium exchange
rates and the departures from these equilibrium rates that can be explained by
current and expected macroeconomic policies. As a first step, this information
could be supplied confidentially to G-7 countries and would enable ministers
and governors to identify the buildup of exchange rate misalignments and, as
it is already the case, to issue appropriate signals to the markets through their
statements, through coordinated intervention, or both. After a trial period, the
IMF could then begin to make these analyses public. Another solution would
be for the IMF to publish the main "building blocks" underlying its assessment
(including output gaps, current account targets, and trade elasticities), with
out committing to specific values for equilibrium exchange rates.
Whether or not these concrete steps would contribute to limiting exchange
rate instability is obviously a matter for discussion. Our view is that they
would represent a significant improvement upon the existing coordination
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and surveillance practice, which has evolved under the pressure of events with
out giving rise to a clear redefmition of its purpose and modus operandi.
Rather than continue relying on an implicit soft target zone model, which has
lost its credibility, we consider that the G-7 would gain from implementing an
apparently less ambitious, but more precisely defined and transparent ap
proach. This, in turn, could contribute to stabilizing exchange rate expecta
tions and help prevent misalignments.
Practical Implementation
Implementing the framework outlined in this chapter does not require radical
institutional change. It can be embodied in the traditional G-7 surveillance exer
cise and rely on the technical expertise· and advice of existing bodies such as the
IMF and the BIS. Practical implementation could involve the following steps.

Implementing effective arrangements for coordination within Europe and for
the representation of the euro area at the G-7. In our opinion, transforming the
G-7 into a G-3 as envisaged by some scholars would result in paralysis of the
institution, at least in the current state of political integration, since the repre
sentative of the euro area would be bound to express preagreed views, without
being able to participate in substantive discussions, negotiations that could re
sult in any kind of commitment, or both. Thus, representation of the euro area
has to combine ministers from major individual member states (Germany,
France, and Italy jointly account for 70 percent of the euro area's GDP) with
representation of the area as a whole. A first step in this direction is the pro
posal made by G-7 finance ministers in June 1999 that the first section of the
G-7 talks, which focuses on the world economic situation and exchange rate
issues, would be attended by the finance minister currently holding the chair
of the Euro-11 group and the ECB president.

Agreeing within the G-7 on common principles for the respective responses of
monetary andfiscal policy to a given shock. Such principles should take account
of the particular features of domestic policymaking institutions. They should
not include the exchange rate as an autonomous policy tool, nor should they
be derived from numerical exchange rate targets, but they should take account
of the impact of a given set of policies on the exchange rate. The principles
should not contradict central banks' primary objective of domestic price sta
bility, but, rather, imply that the natural policy mix would have to be altered if
it is likely to generate excessive exchange rate fluctuations. They should be
backed up by an effort toward greater transparency of policy objectives and
medium-term forecasts on the part of governments and central banks. Lastly,
they should not be defined as a set of binding rules but rather as a way of cut
ting transaction costs and providing more structure in policy discussions.
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Asking the IMF to assess, on a regular basis, the appropriateness ofexchange
rates among major currencies. Such an exercise should be backed up by sensi
tivity analyses and discussed by the IMF as a part of the existing surveillance
process. This should enable the G-7 to identify exchange rate misalignments at
an earlier stage. These estimates, or at least their main building blocks, could
be released to the public after a trial period.
The Financial Stability Forum shoutd be asked to organize collection and re
porting ofinformation on foreign exchange markets with the aim ofidentifying
excessive risk exposure. Aggregate information on positions and return expec
tations would be released to the markets on a regular basis. When appropriate,
the chairman of the Financial Stability Forum should also be able to warn the
G-7 confidentially of the existence of abnormal risk exposure on certain seg
ments on the markets so that ministers and governors can issue appropriate
warnings to the market.
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Comments
Let Exchange Rates Float
Alan S. Blinder

When I agreed to discuss this paper, I thought I was signing on to rebut argu
ments for greater fixity among major exchange rates, such as target zones. But
when the draft arrived, I found instead an intelligently argued paper taking
eminently reasonable positions-including "doubt on the effectiveness of
arrangements based on numerical targets for exchange rates, such as target
zones." I will, therefore, say no more about target zones. Instead, I would Like
to take some time to question the premise that greater constancy in nominal
exchange rates is something desirable per se, wholly apart from any practical
difficulties in achieving it. Then I will turn my attention to the authors' major
concerns and policy recommendations.
To begin with, we all know that real exchange rates should adjust for a
number of classical reasons, such as the following.
•

Differential productivity growth. If, for example, trend productivity growth
in Japan exceeds that in the United States, as has been true for most of the
postwar period, then the yen should exhibit an upward trend vis-a-vis the
dollar-as indeed it has. But, while the process of international conver
gence toward equal productivity levels across nations has gone a long way,
it bas not stopped. And that means that productivity growth should con
tinue to be faster, on average, in the laggard countries than in the United
States, which maintains a productivity lead over the other G-7 countries.•
For that reason alone, a fixed yen-dollar or even euro-dollar exchange rate
should not be viewed as any sort of long-run norm. Indeed, the forward
exchange rates implicit in current long-term interest rates are forecasting
a much higher yen five and ten years from now.

•

Terms-of-trade shocks. Real exchange rates also must change from time to
time to accommodate terms-of-trade shocks. Gyrations in the relative
price of energy are only the most prominent of such shocks, not the only

1Baumol (1986} first called attention to the convergence process among major countries. There
is by now an extensive literature. For more recent data, see Maddison (1998}.
47
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ones. Large relative price changes among tradable goods may be less im
portant within the G-7 than they are in the world as a whole, but they do
occur. Canada's sensitivity to various commodity prices is perhaps the
most obvious example; and the Canadians have long understood that it is
a good reason to float. But the fortunes of other rich nations-such as
Norway, Finland, and Australia, to name just three-are also closely tied
to various commodity prices. Real exchange rate flexibility is vital to such
countries.
To these two classical reasons for real exchange rate flexibility, I would like
to add a third, "Keynesian" reason:
•

Asynchronous business cycles. Currently, for example, the business cycles in
the United States, Europe, and Japan are dramatically out of phase, with
the United States at or near a cyclical peak, Japan (we hope) at a cyclical
trough, and Europe somewhere in between the two. Under such circum
stances, a cyclically high dollar and a cyclically low yen serve a valuable
macroeconomic purpose-they shift aggregate demand away from the
United States, which has too much, and toward Europe and Japan, which
have too little. Fixed exchange rates would block that vital channel of in
ternational macroeconomic adjustment.

These three elements also provide reasons why

nominal exchange rates

should be flexible-unless national price levels assume the entire burden of
adjustment, which is neither likely nor desirable. In addition, of course, nom
inal exchange rates should adjust to reflect differences in inflation rates across
countries. It is true that inflation is now extremely low everywhere in the G-7,
but it is, nonetheless, negative in Japan, about
closer to

2.5

1 percent in the euro area, and

percent in the United States.2 Such differences call for changes in

nominal exchange rates.
I conclude, therefore, that it is far from obvious that movements in nomi
nal exchange rates among the three major currencies are something to be
avoided. Having said that, I do sympathize with the authors' two main con
cerns: that floating exchange rates have displayed both excessive (high
frequency) volatility and major (low-frequency) misalignments.
Excessive volatility is, of course, in the eye of the beholder. A true believer
in the wisdom of markets will assure you that every daily exchange rate move
ment is justified-and it

will be hard to prove him wrong. Nonetheless, my

2Tbese are (approximate) consumer price index inflation rates. Wholesale inflation rates are
lower.
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impression is the same as Creure and Pisani-Ferry's. It sure looks as if much of
the high-frequency volatility in foreign exchange markets is disconnected
from fundamentals.
But is that a big problem? I think not. At least within the three major cur
rencies, it is relatively easy to hedge foreign exchange risk efficiently with for
ward contracts, futures, and derivatives.

G-7 governments surely have more

pressing problems to worry about.
Nonetheless, most of the modest and sensible institutional changes that
Creure and Pisani-Ferry propose-including greater transparency, more in
formation on positions, better supervision and monitoring, and so on-are
far more likely to do good than harm. I have, therefore, no problem support
ing them.3 But I doubt that adopting these proposals would reduce short-term
volatility in foreign exchange markets very much. As everyone at this confer
ence knows, exchange rates these days are essentially asset-market (not goods
market) prices; so we must expect the dollar, yen, and euro to behave more like
IBM stock than like IBM computers. I tend to agree with the authors that the
world would be a better place if exchange rates moved more like IBM stock
than like Yahoo! stock. But I do not think we know how to accomplish that ob
jective. Nor do I think it is terribly important.
Major currency misalignments are a more serious matter for policymakers,
since they can lead to serious misallocations ofresources-and they cannot be
hedged very well. The same preliminary question arises again here, however.
Do such misalignments actually occur? In particular, are there really cases
when the authorities know better than the markets where exchange rates
"should be"? True believers will again say no. The most extreme misalignment
we have seen came in

1984

and early

1985, when the dollar soared to absurd

heights. Yet many supporters of Reaganomics at the time claimed that the
world was merely witnessing the rational market reaction to "morning in
America." In this debate, I once again ally myself with Creure and Pisani-Ferry.
Major misalignments do occur, it seems to me, even if we cannot define them
any better than the U.S. Supreme Court could define pornography-you know
it when you see it.
But what can or should governments do to ameliorate such problems? The
authors suggest that better international policy coordination would help min
i probably
imize misalignments. That is fine, and cross-national coordination s

a good thing for the world. But

I would enter two major caveats.

>J do take s
i sue with one change-the idea that the TMF should compute and publicly announce
"equilibrium" exchange rates. This s
i liable to cause big problems for countries that fix their ex
change rates.
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First, no matter how much we internationalists praise cooperation and
goodwill, national economic policies will sometimes be "inconsistent" in a
world of sovereign states. Two prominent fiscal examples were Reaganomics in
the early 1980s, which sent the dollar soaring, and German reunification after
1990, which nearly destroyed the ERM. When major fiscal tremors like that
occur, shouldn't exchange rates absorb part of the shock?
Second, there are times when national policies should be "inconsistent" in
this sense. Reaganomics may have lacked any persuasive economic rationale, but
there were good reasons for German reunification to increase the fiscal deficit
in Germany relative to those in France, Britain, and Italy. Other examples occur
whenever business cycles are out of phase. As I noted earlier, it is macroeco
nomically appropriate for the dollar to rise relative to the yen at present.
These two caveats severely limit what international policy coordination can
be expected to accomplish. Still, I am not religiously devoted to pure floating.
Dirty or managed floats with occasional interventions (especially to fight
major misalignments) are fine with me. And I think such interventions some
times-certainly not always-work. They will not work, of course, if central
banks intervene with puny amounts of money against market forces that are
strongly arrayed on the other side. But when market sentiment is amorphous,
and especially when markets take the view that a currency is strongly over- or
undervalued, forceful central bank intervention has some hope of pushing
markets in the desired direction. The interventions that boosted the dollar in
the spring of 1995 are a prominent recent example.
I want to close by mentioning what the authors call the «public good" aspect
of G-3 currency rates-the fact that third countries, many of them poor, have a
stake in the dollar-yen or dollar-euro exchange rate. Creure and Pisani-Ferry use
the fact that movements in, say, the dollar-yen exchange rate can hurt poor
countries to argue for greater exchange rate stability within the G-3.
I draw a different conclusion-emerging market countries should not peg
their currencies to the dollar and rich countries (presumably via the IMF)
should discourage them from doing so. An emerging market country that pegs
its currency to the dollar is engaging in a risky financial practice that can, for
example, make its exports uncompetitive on world markets if the dollar rises
sharply. That, of course, is precisely what happened in Southeast Asia in the
years leading up to the 1997 crises.
Pegged rates also tend to produce what I call "the fixed exchange rate bub
ble," which works in the following manner: thinking that a dollar is just an
other name for, say, 25 baht or 2,500 rupiah, banks and businesses in emerg
ing markets borrow dollars at low interest rates in international markets and
then lend (or invest) in local currency at far higher interest rates. This so-
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called (and badly misnamed) "carry trade" produces a nice profit as long as the
peg holds, but produces disaster when the exchange rate crumbles. During the
1990s, we saw the bursting of the fixed exchange rate bubble devastate one
country after another-in Mexico, in Southeast Asia, in Russia, and so on.
There is a simple solution-let the exchange rates float.4
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Comments
Foreign Exchange Origins of Japan's
Liquidity Trap
Ronald McKinnon

Excessive exchange rate fluctuations among the major currencies is the central
concern of the paper by Benoit Creure and Jean Pisani-Ferry. Much of the moti

vation for the European Monetary Union was to eliminate, once and for all, such
fluctuations among continental European currencies. And Cceure and Pisani
Ferry discuss, in a comprehensive and even-handed way, the case for containing
fluctuations among the remaining major currencies-the dollar, the euro, and
the yen-whether taking a rules-based approach favored by the continental Eu
ropeans, or taking the more discretionary approach favored by the United States.
Since the Plaza-Louvre accords of the mid-1980s, the G-7 countries have
occasionally taken concerted action, and quite successful action when it was
concerted (Catte, Galli, and Rebechini, 1992; Dominguez and Frankel, 1993),
to stop major cyclical "wrong-way" fluctuations in the dollar's

real exchange

rate against the yen or continental European currencies. Ironing out cyclical
fluctuations in real exchange rates is all well and good, and this Plaza-Louvre
type international cooperation would be best to continue in the future.
However, there has existed-and still exists-a major, and largely unrecog
nized, lacuna in these international accords-the upward drift of the dollar value
ofthe yen in

nominal terms since the early 1970s. The great nominal appreciation

of the yen, and more importantly, the fear that it will continue, has created rela
tive deflation in Japan and, eventually in the late 1990s, an externally imposed liq
uidity trap for Japanese nominal interest rates. But instead of being a multicoun
try problem warranting concerted G-7 intervention in the Plaza-Louvre
tradition, as reviewed by Cceure and Pisani-Ferry, this upward drift in the yen is
mainly a more narrow bilateral problem between Japan and the United States.

Japan's Dilemma
The inability to diagnose why Japan has fallen into an unremitting economic
slump, where private investment and consumption languish despite massive
52
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government fiscal stimuli, has become the great failure of modern macroeco
nomics. Because there is no consensus on what to do, Japanese political lead
ers, and senior officials in the ministry of finance, Bank of Japan, and else
where, can hardly be faulted for their failure to take "resolute action" to end
the slump. Even Paul Krugman ( 1999) is depressed. With the economy already
swimming in excess liquidity and nominal interest rates close to zero, he can
not convince Japanese officials to greatly expand today's monetary base. Per
haps the officials are right to be skeptical.
Is there an alternative way to quash the deflationary expectations now grip
ping the economy? The trick is to credibly stabilize the future price level (in
people's minds)

without further

massive increases in the current monetary

base-increases that would have to be sharply reversed if the deflationary psy
chology was successfullybroken and nominal interest rates rose to normal lev
els. The appropriate way to anchor the future Japanese price level for tradable
goods and services (as approximated by the wholesale price index [WPI]) is by
a joint commitment by the U.S. and Japanese governments to stabilize the dol
lar value of the yen in the long run, that is, 10, 20, or 30 years hence.
Why is establishing a long-term benchmark for the nominal yen-dollar ex
change rate by both governments necessary for anchoring Japan's price level in
the future? Because pressure from the United States to appreciate the yen from
¥360 to the dollar in 1971 to just ¥80 in 1995 is the historical origin of Japan's
deflationary psychology today.1 Although, in 1999, the yen has come down to
"just" ¥120 to the dollar, close to its current purchasing power parity (PPP)
rate, the unbalanced political-economic interaction between the two countries
instills fear that U.S. mercantile pressure will return, and that the yen will be
higher (and the Japanese price level will be lower) in the decades to come.
Not until 1978, however, was the expectation of an ever-higher yen suffi
ciently strong to drive Japanese nominal (but not real) interest rates persis
tently below those in the United States (Figure 1). This was not a problem for
the Japanese

as

long as U.S. nominal interest rates remained high because of

inflationary expectations. But when the U.S. Federal Reserve convincingly sta
bilized the U.S. price level by the mid-1990s and U.S. interest rates came down,
Japanese interest rates were driven toward zero. Thus has the liquidity trap in
Japan been

externally imposed-as an

incidental, rather than deliberate, out

come of U.S. policies.
The long history of this mercantile interaction between the two countries,
and the United States' concern to get the yen up, has been analyzed elsewhere

'McKinnon and Ohno ( 1997).
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Figure

1. Yen/Dollar Exchange Rate and Long-Term Interest Rates
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(McKinnon and Ohno, 1997 and 2000). Taking this long-term expectation as
given, I focus here on Japan's current monetary dilemma. The Bank of Japan
cannot use the ordinary instruments of monetary policy to reflate the econ
omy. NomiJlal interest rates on yen assets cannot be reduced below zero, nor
can the present "equilibrium" value of the yen be significantly depreciated in
the face of Japan's large trade surplus. Let us discuss each in turn.

Liquidity Trap and the Domestic Bond Market
In its most general sense, a "liquidity trap" is a situation where the central bank
can expand the monetary base indefinitely without affecting any important
prices in the economy, or relaxing some significant liquidity constraint, that
would increase aggregate demand. Since 1995, the Bank of Japan has been ex
panding the monetary base faster than nominal GNP. But, at the same time,
commercia.l bank credit has risen much more slowly-and in 1998-99 fell in
absolute terms (Figure 2).
From the perspective of the domestic financial markets, Keynes (1936)
identified a low-interest-rate trap where nominal interest rates are bounded
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from below by zero. As long as individuals may hold non-interest-bearing cash
balances, and commercial banks may hold excess reserves at zero interest with
the central bank, then open-market interest rates cannot be forced below zero.
After 1995, the interbank overnight call rate among Japanese commercial
banks was about 0.5 percent, and Figure 3 shows that this has fallen to effec
tively zero in 1999. Figure 3 also shows that the more volatile three-month cer
tificate of deposit (CD) rate has fallen to 0.1 percent in 1999. Household pur
chases of safe deposit boxes for surplus cash are booming, and excess reserves
of commercial banks are building up.
How does this affect Japan's seemingly unending banking crisis? When
nominal interest rates are compressed toward zero, lending margins for pri
vate commercial banks to good credit risks become unprofitable. The prime
loan rate in Tokyo and Osaka has been forced down to just 1.5 percent. The
reluctance of commercial banks to lend at low interest spreads further
dampens aggregate demand, and banks' low profits on new lending make
them unable to recapitalize themselves. Indeed, low profitability in commer
cial lending has led a desperate government to nationalize much of the flow
of financial intermediation-public trust funds based on the huge postal
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Figure 3. Japanese Short-Term Interest Rates
(In percent)

1.5 .1.4
---,
1.3
1.2
3-Month CD
1.1
'
1.0
.. ,
0.9
�!\.,'
0.8
I
0.7
0.6
0.5 fii,o"""'IV"liMuiVJ'ti'I�V
0.4
0.3
0.2
0.1

I

0

1/1/97

6/19/97

5/12/97

5/25/98

10/1 1/98

4/28/99

Source: Bank of England.

saving system and the central bank itself are now lending directly to private
trade and industry.
Even so, because of the deflationary psychology gripping the economy,
which anticipates ongoing declines in wholesale prices and land values, "real"
rates of interest remain too high to stimulate aggregate demand. Indeed, real
interest rates-suitably risk adjusted-in Japan cannot be very different from
those prevailing in the much more buoyant U.S. economy without provoking
massive capital flight.
In the Great Depression, Keynes (1 936) was more concerned with why

long-term nominal interest rates might be stuck significantly above zero
even though short rates were nearly zero, and there appeared to be excess liq
uidity. In June 1999, the volatile interest rate on benchmark 1 0-year Japanese
government bonds (JGBs) was just 1.6 percent-while longer-term rates re
mained about 2 percent. But properly risk adjusted, Japanese long rates are
still close to "zero." As nominal interest rates on long-term bonds become low,
their market prices become extremely sensitive to tiny changes in open-mar
ket interest rates. Because of this price volatility, the perceived riskiness of
holding them rises. In addition, Keynes also believed that, at very low interest
rates bounded from below by zero, people expect that bond prices are more
likely to fall than rise, that is, that interest rates will rise in the future. (In
Japan, the open-market risk premium on JGBs has been somewhat sup
pressed when huge government trust funds have been the dominant buyers of
new issues. See Figure 4.)
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Figure 4.
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The upshot of this reluctance to hold long-term bonds is twofold: a sub
stantial risk premium gets built into long-term interest rates and what Keynes
dubbed the "speculative demand for money" becomes indefinitely high. Any
new injections of base money by the central bank are simply absorbed by this
speculative demand with little or no effect on short- or long-term interest
rates: the so-called liqui<lity trap.

Liquidity Trap with International Financial Arbitrage
In 1936, when Keynes wrote his General Theory of Employment, Interest, and
Money, he modeled the economy as if it were financially closed to the rest of
the world-not a bad simplification in view of the breakdown of world trade
and the proliferation of exchange controls in the 1930s. In 1999, however,
Japan is an open economy in an industrial world without exchange controls. If
Japanese households, some business firms, and banks are "swimming in excess
liqui<lity" with little or no nominal yield, why not pile into high-yield assets de
nominated in foreign exchange? For example, a Japanese saver could get more
than 4 percent on short-term dollar deposits in New York or San Francisco, and
about 5.6 percent on 10-year u.s. treasury bonds, wruch show less price risk in
dollars than the price risk in yen of holding 1 0-year JGBs at 1.6 percent.
It is true that holding assets denominated in foreign currency incurs ex
change risk. But unless Japanese savers felt strongly that the yen was likely to be
higher in the future than it is today, they could not be persuaded to accept per-
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sistently much lower nominal yields on yen assets in comparison with dollar as
sets. Figure 1 shows that, for more than 20 years, they have felt this way. Since
1978, the nominal yields on 10-year JGBs have averaged about

4

percentage

points Jess than the counterpart yields on 10-year U.S. treasuries. And, the great
rise in the yen since 1971, from ¥360 to the dollar to about ¥120 in 1999, has, co
incidentally, averaged about 4 percent a year-albeit with great volatility around
that trend (Figure

1). Correspondingly, Figure 5 shows that, since the early

1970s, Japan's WPI has fallen relative to America's, but rather more smoothly.
To understand more fully why a liquidity trap is sustainable in an open econ
omy, the meaning of the "speculative" demand for money can be expanded. Be
yond the ordinary transactions and precautionary demands for money, people
hold speculative cash balances in anticipation of two events whose precise tim
ing is w1certain: ( 1) domestic bond prices could suddenly fall (domestic interest
rates rise) and thus present a better buying opportunity-the Keynesian case;
and (2) the domestic currency could ratchet up in the foreign exchanges and
present a better opportunity for buying bonds in foreign currency.
Even when the current dollar value of the yen is not appreciating, the pos
sibility of upward ratchets in the dollar value of the yen further induces Japan
ese households and firms to hold large speculative domestic cash balances. In
effect, Keynes's speculative demand for money is augmented. Figure

l

shows

the yen's upward ratchets in 1971-73, 1977-78, 1985-87, and 1992-95. But
sudden upward movements can also occur more quickly. On October 6, 1998,
as Creure and Pisani-Ferry note, the yen ratcheted up from ¥135 to ¥ 1 15 to the
dollar in the span of a few hours.

Figure 5. Price Level of Tradable Goods (WPI)
(1960:QJ 100)
=

400
300
200

1957 59 61 63 65 67 69 71 73 75 77 79 81 83 85 87 89 91 93 95 97 99
Source: Each graph is taken from line 63 of IMF, lnternational Fillallcial Statistics, CD-ROM, March
1999. In 1985, the U.S. WPI was merged into a series on the U.S. producer price index (PPI).
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Consider the foreign investment decision the other way around. When the
spot exchange rate seemed to be stable, suppose a Japanese household invests
in high-yield foreign exchange assets. Then, if the yen suddenly rises, that

household would suffer a capital loss measured in yen. In the liquidity trap with
these exchange rate expectations, therefore, the spot value of yen need not de

preciate when the Bank of Japan vigorously increases the monetary base. Peo
ple just absorb the excess cash rather than invest in foreign or domestic bonds.
As Japanese long-term nominal interest rates moved very low in the late
1990s, Japanese bond prices became exceedingly volatile. This increased
volatility could well have increased the risk premium demanded by foreign
and domestic investors for holding yen bonds. Thus, Japanese real interest
rates seen by domestic firms and households, i.e., the cost of capital, could well
have moved higher than in the United States (McKinnon and Ohno, 2000).

Constraint on Yen Depreciation
Figure 6 shows a downward drift in the PPP rate since the rnid-1970s as the

Japanese WPI fell relative to the U.S. WPI. Since floating began in 1971, the
more volatile market rate has seldom lined up with the PPP rate for very long.
In mid-1999, however, the floating spot exchange rate of about ¥120 a dollar
just happens to be close to the PPP rate between Japan and the United States.
Table 1 provides various current estimates of PPP based on deflating the
yen/dollar exchange rate with national wholesale price indices-usually taking

some absolute measure of PPP as the base point. The median estimate for PPP
in 1998-99 is in the neighborhood of¥120-130 a dollar. By extension, through
the operation of the world dollar standard, the yen is also close to PPP with
much of the rest of the world-including Asian trading partners cum com
petitors such as China.
I have argued that the spot yen need not naturally depreciate in the face of
"excess" domestic liquidity as long as the future yen is expected to be (errati
cally) higher. However, there exists an additional political-economic con
straint on how much the spot value of the yen could possibly be manipulated
by the government to depreciate in real terms. Suppose, to stimulate the
slumping (but very large) Japanese economy, unrestrained monetary expan
sionists aimed for a sharp depreciation of the yen below its current PPP rate.

This would be wrong on several counts:
•

The domino effect. Other Asian currencies would be forced to depreciate
(further). In particular, the finely balanced position of China, where
the yuan/dollar rate has been stable for more than five years, would be
undermined.
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Figure 6. Actual and Purchasing Power Parity Yen/Dollar Exchange Rates
(Semi-log scale)
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Source: Tradable PPP s
i based on the price survey of manufactured goods conducted by the Research
Price Mechanism (1993). For the fourth quarter of 1992, its estimate ofthe
tradable PPP yen/dollar exchange rate was 150.5. This benchmark has been updated and backdated using
the Japanese overall wholesale price index and the U.S. producer price index.
Institute for International

· Protectionist responses from other industrial countries. Already in 1999,

a

major trade dispute is brewing over a surge in Japanese steel exports into
the U.S. market.
•

The expectat-ions effect. The fear of future yen appreciation could still re
main and even be strengthened if expectations about the long-term value
of the yen are little changed in the face of current yen depreciation.

Particularly in view of Japan's large trade surplus, almost all protagonists in
the current debate recognize the potential calamity if the yen were to depreci
ate sharply to well below its current PPP rate of about ¥120 to the dollar.
Therefore, Japanese monetary policy is trapped in two important respects:
nominal interest rates cannot be reduced further and neither can the spot
value of the yen be significantly devalued in the foreign exchanges.
But it is the yen's forward value, and not the spot value, which is too high.
Thus, stabilizing the future (dollar) value of the yen can rid the economy of de
flationary expectations and spring the liquidity trap to allow nominal interest
rates on yen assets to rise to world levels-while real interest rates could fall as
risk premiums are reduced (McKinnon and Ohno,'2000). The current spot rate,
provided it remains close to PPP, need not (best not) change significantly.

Ending the Expectation of an Ever-Higher Yen
In McKinnon and Ohno (1997), Chapters 10 and 1 1 discuss policies that
would unravel the syndrome of the ever-higher yen by rationalizing the mer
cantile-monetary interaction between Japan and the United States. At the risk
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Table I. PPP Estimates1 for 1998:Q4
Yen/Dollar

Deutsche mark/
Dollar

Long-run averaging method {12-year moving average)

112

1.64

OECD price survey for machinery and equipment only2

127

1.99

RIIPM price survey on manufactured goods3

133

1.84

129

2.16

Economic Planning Agency price survey for consumer

durables only"

OECD price survey adjusted for tradabilityS

ISS

Economic Big Mac index6

121

2.37
1.82

Note: Actual exchange rates in 1998:Q4 were 120 yen per dollar and 1.66 deutsche mark per dollar.

1When necessary, estimates are updated from base periods using the Cassel-Keynes method with
wholesale price indices.
20ECD, Purchasing Power Parities and Real Expenditures, ESKResults," 1990, Vol. I ( 1992).
3Research Institute for International Price Mechanism, A Comparison of Competitiveness Among
japan, the United States, and Germany (1993, in Japanese).
•Economic Planning Agency, Price Report, 1998.
5Subject to upward biases, as the original data include net indirect taxes.
6Based on The Economist, April 3, I999. The magazine surveys the price ofMcDonald's popular ham
burger annually. Since the product contains both local labor and ingredients and imported materials, the
results could be seen as a very limited and special PPP index.
"

of oversimplifying the many institutional aspects covered in the book, our
proposed economic pact between the two countries boils down to two com
plementary sets of policies:

( l ) a commercial agreement limiting bilateral sanc

tions in trade disputes and ending (future) pressure from the United States to
get the yen up, and

(2)

a

monetary accord to stabilize the yen/dollar rate over

the long term-the principle of virtual exchange rate stability.
A commercial agreement between the United States and Japan is a neces
sary condition for a credible exchange rate accord. Since 1971, numerous trade
disputes-and threatened trade sanctions against Japan by the United States
have been ameliorated by having the yen rise in the foreign exchanges, as a
means of reducing Japan's competitiveness in U.S. markets. For example, the
last great run-up of the yen from ¥100 to ¥80 to the dollar in the spring of 1995
was associated with an intense dispute over automobiles-the United States
demanded numerical targets for imports of U.S. automobile components into
the Japanese market. In such disputes, the U.S. Treasury Secretary and other
U.S. officials often tried to "talk the yen up." Their economic advisors thought
(incorrectly) that this would reduce Japan's current account surplus.
It is true that after April

1995, when the yen had become so grossly over

valued (Figure 6) as to threaten Japan's economic collapse, U.S. policy shifted.
The trade disputes were settled quietly without enforcing numerical import
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targets. The U.S. Federal Reserve intervened with the Bank of Japan several
times in the summer of 1995 to drive the yen back down. This intervention
was successful because it was joint and because it signaled a change in U.S. in
tentions. Subsequently, the Rubin-Summers regime at the U.S. Treasury has
repeatedly declared its support for a strong dollar policy.
This remission from U.S. mercantile pressure, as the yen came down from
¥80 in April 1995 to ¥120 or so in 1999, was most welcome. Unfortunately, the
markets continue to believe that this remission is only temporary. Why else
would Japanese nominal interest rates remain 4 to 5 percentage points lower
than their U.S. counterparts? In 1999, the strongly revealed market expecta
tion was that the yen would rise in the future-an expectation so robust as to
surprise even the author!
Once the problem is properly diagnosed, the solution for ridding the
Japanese economy of its deflationary psychology is straightforward. The mar
kets need a formal pact to provide long-term assurance that U.S. policy truly
has changed permanently so that the future dollar value of the yen is likely to
be no higher, and the Japanese (wholesale) price level no lower, than they are
today. ln accordance with the complementary policies ( 1 ) and (2) outlined
above, the two governments would jointly announce a formal benchmark tar
get, close to 1999's PPP rate (the exact number is not too important) of say,
¥120, to the dollar. Then, when the yen/dollar rate moves sharply away from
¥120, the U.S. Federal Reserve and Bank of Japan would enter jointly to nudge
it back toward ¥120. Without trying any hard short-term fix, the authorities
would always be ready to nudge the rate toward its long-term benchmark in
an unmistakably concerted fashion.2 In people's minds, the yen's long-term
upward drift would cease.
National monetary policy must eventually support any such long-run ex
change rate target. But, once the expectation of an ever-higher yen was suc
cessfully quashed, almost all the monetary adjustment would be in Japan. Lit-

2The necessary joint interventions by the U.S. Federal Reserve and the Bank of Japan (possibly
joined in the future by the ECB) would not differ greatly from the more than 20 joint interven
tions that have occurred since the so-called Plaza-Louvre agreements of the mid-1980s. Until now,
the character of these occasional interventions has been to act only when the market. rate moves
sharply in the wrongdirection, that is, away from PPP. The extreme run-up of the yen in the spring
of 1995 elicited successful official interventions to contain it. Similarly, three years later, after the
yen had sharply depreciated to ¥147 to the doUar in 1998, the U.S. Federal Reserve and Bank of
Japan intervened jointly on June 17 to put a floor under it. Although infrequent, these Plaza
Louvre official interventions succeeded in ironing out wild "wrong-way'' swings in major ex
change rates as long as they were concerted and weU signaled by the authorities (Dominguez and
Frankel, 1993; Catte, Galli, and Rebechini, 1992). What has been missing from Plaza-Louvre-type
policies has been any commitment to stop the long-term upward drift in the yen.
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tle or no change in the Federal Reserve's policy of stabilizing the U.S. price
level-the independent anchor-would be necessary or desirable. Because the
purpose of long-term stabilization of the exchange rate is to end deflationary
pressure and spring the liquidity trap in Japan, that is where the main mone
tary adjustment would take place. What would the transition look like?

After the Trap Is Sprung: The Transition
An international pact to stabilize the yen/dollar exchange rate over the long
term is politically difficult but technically straightforward. In contrast, once
expectations begin to shift away from ongoing yen appreciation and deflation,
successfully managing domestic Japanese monetary policy in the transition
will be technically intricate. For analytical purposes, let us suppose deflation

ary expectations end suddenly-as with the exchange rate pact we propose.
Then, without going into detail, what would happen?
•

Nominal Japanese interest rates rise, and real interest rates fall, to world
levels as the wholesale price level stabilizes. Holders of long-term yen
bonds take a beating.

•

New bank lending becomes profitable even though bank balance sheets
remain a mess, but now a cleanup makes more sense. The banks can be
"denationalized."

• Private investment increases as fear of a sudden yen appreciation and
overvaluation is eliminated.
•

Private demand for new housing surges as the fear of ongoing decline in
land values ends as the price level stabilizes.

• The Bank of Japan may actually have to contract the monetary base to
allow nominal interest rates to rise while keeping the exchange rate
steady.
When the liquidity trap is sprung, nominal interest rates must increase
even though "real" rates come down toward U.S. levels as risk premiums in
Japanese bond markets decline (McKinnon and Ohno, 2000). Private invest
ment should be further stimulated when the fear of future upward ratchets in
the yen declines, and the constraint on new bank lending diminishes as bank
profit margins widen. House purchases should become more attractive for
these reasons, and because potential home buyers see an end to the slide in
property values.
Once the foreign exchange value of the yen and the future Japanese price
level are securely anchored, whether the Bank of Japan should "tighten" or
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"ease" domestic monetary policy is, paradoxically, not clear. The possibly
sharp increase in nominal interest rates would tend to reduce the demand for
base money. If this effect dominates, the Bank of Japan would need to reduce
the monetary base quickly to prevent capital outflows and a sharp deprecia
tion of the yen below its agreed-upon dollar benchmark.
If, however, the economy recovers sufficiently fast and the banking system
is quickly recommercialized, the demand for base money would increase on
net balance. Reprivatization of bank lending should proceed naturally as com
mercial banks offer positive nominal interest rates and bid funds away from
the postal saving system. Therefore, in the transition, the Bank of Japan must
stand ready to either withdraw or inject base money into the system-always
being guided by pressure in the foreign exchanges.
With this exchange rate anchor, and after a successful transition, the econ
omy should achieve approximate price level stability as measured by Japan's
WPI-but

not by the consumer price index (CPI). Figure 7 shows the fall

in

Japan's WPI relative to its CPl. Reflecting the so-called Balassa-Samuelson ef
fect, for a long time the price of services in Japan have been rising relative to
goods prices. Thus, in the last decade, the Bank of Japan has been deceived by
the relative stability in its CPI-while the WPI has fallen substantially and bet
ter reflects deflationary pressure (along with falling land prices) in the econ
omy overall.
Consequently, the WPI

s
i

a better (although not perfect) deflator for con

verting nominal into "real" interest rates (McKinnon,

1979). It is also more di

rectly affected by the exchange rate. In the new steady state equilibrium with
exchange stability, the system would settle down to higher growth in Japan's
CPI-say 2 or 3 percent a year-while the WPI remained approximately sta
ble in the U.S. mode.
In contrast, an alternative proposal for springing the liquidity trap is to an
nounce a policy of massive

domestic monetary expansion to trigger "perma

nent" inflation and low or negative real interest rates-as per Krugman

(1998). This alternative is both ambiguous and dangerous. It is ambiguous be

cause a specific price index is not specified for the anchor. It is potentially dan

gerous because it would cause key variables to overshoot. The modus operandi
of Krugman's policy is to provoke a sharp discrete devaluation of the spot
value of the yen away from its current PPP value.
Suppose Krugman's high inflation target (distinct from the aiming for a
stable WPI as sketched above) suddenly became credible, then nominal inter
est rates could jump too much; they would exceed those associated with stable
price-level expectations. And inflation cannot be used to drive real rates low or
negative-as Krugman wants. Aiming to reduce real interest rates in Japan
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Figure 7. Japanese Consumers and Wholesale Prices Indices
(January 1985= 100)
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persistently below those prevailing in the United States is simply not feasible,
because it would provoke massive capital flight.
Finally, a sharp increase in today's monetary base conflicts with the likely
need for a modest contraction should stable price-level expectations be re
stored. Because the current deflationary crisis from the expectation of an
ever-higher yen is rooted in Japan's historically unbalanced mercantile rela
tionship with the United States, the efficient solution is to end that expecta
tion directly through a new international agreement to anchor the yen's fu
ture value.
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Comments
The Case for Benign Neglect
Horst Siebert

Creure and Pisani-Ferry's paper could be retitled, "ln search of common in
ternational economic policy principles:' Their plea is not for an explicit com
mitment to coordination, which is, according to them, "too demanding:' They
are looking for a softer approach to coordination. I question whether constant
exchange rates can be established in this way. I begin by asking what would
have to be done if we want stable exchange rates. Next, I show that the neces
sary conditions will not be achieved. Thus, my argument is a contrario.

Of course, everyone would like to have relatively stable exchange rates be
tween the major currencies of the world and between the other currencies as
well, but the issue is whether stable exchange rates can be obtained without jeop
ardizing other important policy targets. Stability of exchange rates means three
different things: first, the absence of excessively high short-run volality, that is,
deviations relative to a long-term trend of the exchange rate on a month-to
month, semester-to-semester, or even year-to-year basis; second, not to have
massive jumps in the exchange rate with variations of 40-50 percent or more in
a very short period, representing an overshooting relative to a two- to three-year
horizon; and third, not to have trend reversals in the exchange rate over longer
time periods. Slumps and long-term trend reversals involve higher adjustment
costs in the real sphere of the economy than short-term volality. Note that we ul
timately are interested in preventing abrupt changes in the real exchange rate
(that do not correspond to the long-run fundamentals) to keep real adjustment
costs low, and not in the stability of the nominal exchange rate alone.
Let me review some basics. A currency loses its value ifmarket participants
move out of it. With the demand and the supply of currencies being derived
from capital movements and trade in goods, an interplay between interest rate
parity and PPP explains exchange rate variations. On the one hand, if interest

+e' (where e'is the expected rate of change in the exchange rate
rate parity, =i'
i

and i and i" are the domestic and foreign interest rates), is violated, portfolio
capital will start to move. On the other hand, PPP determines the exchange
rate expectations, e'=p'-p'", that enter into interest rate parity (where p•and p•·
are the domestic and foreign expected rate of inflation).
67

©International Monetary Fund. Not for Redistribution

68

Horst Siebert

If the economic policy of a country errs away from stability and if market
participants expect a stronger rise in the price level of that country than
abroad, market participants will expect a devaluation of the currency of that
country. As soon as interest rate parity sets in motion capital flows, markets re
quire a risk premium on the national interest rate and eventually, if the rise in
the interest rate is not sufficient to defend the exchange rate, 1 markets induce
a devaluation of the national currency.2
In the short and medium term, exchange rates can deviate from a longer
term trend. The exchange rate will overshoot if the national money supplies
are not in line with real conditions. In a simple monetary model, the rate of
depreciation of the domestic currency will be equal to the sum of ( 1) the ex
cess of domestic over foreign monetary growth; (2) the excess of foreign over
domestic income growth; and (3) the rate of depreciation of the real exchange
rates (determined by real factors exogenous to the model). In a richer model
and in the real world, other elements such as fiscal imbalances in the public
budget, public debt, excessive wage policy, the financial situation of the social
security systems, the credibility of government, and the competitive position
of firms have to be taken into consideration as well. Thus, if the relative sta
bility between countries gets out of line, the exchange rate has to give.
Pegged rates may add to instability of the nominal and real exchange rate if
they postpone adjustment, which eventually has to be done abruptly, and then
leads to instability in the real sphere of the economy. This holds for pegs to a
single currency, for basket pegs, and for crawling pegs3 ifthe crawl does not cor
respond to the inflation differential. When the peg gets out of line with the fun
damentals, arbitrage becomes possible at relatively low cost promising high re
turns. You also may call this speculation. If a financial bubble accompanies the
asynchronic behavior of the pegged rates, the fundamental nature of the busi
ness cycle changes, implying deeper ups and downs (Siebert, 1999). The finan
cial crises in the Czech Republic, in Asia, and in Brazil are evidence of the ag
gravating properties of pegged rates.
How can instability of the exchange rate be prevented? The target zone ap
proach (Williamson, 1983) can be used to find the necessary conditions for the
'Compare the 500 percent money market interest rate in Sweden in 1992.
2Governrnents have to anticipate the consequences of a stability-averse policy, whkh are made
explicit by the interplay of interest rate parity and PPP; consequently, governments have to aim at
stability. An example is the economic policy situation in France in 1983, when the Mitterand gov
ernment had to completely reverse its economic policy approach, which had led to budget and
balance of payments deficits, a rising price level, and a devaluation of the French franc.
3A crawling peg has to be the choice if a stringent stabilization policy, which would be necessary
for a constant exchange rate, cannot be expected to be maintained and if the inflation rate in the do
mestic country is expected to be higher than in the foreign country over a longer period of time.
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exchange rate to remain stable. This approach seeks to prevent exchange rate
instability by letting the exchange rate fluctuate within a band. The exchange
rate is supposed to deviate from the (real) equilibrium exchange rate only
within a limited range.
In this system, once the limit of the band is reached, the central banks have
to intervene. For instance, if the supply of a currency, say the dollar, increases
because of an excessively rising money supply, a depreciation of the dollar can
be avoided only if the central banks intervene and purchase the excess supply
of dollars in exchange for other currencies.
The target zone approach is not promising. It is likely to fail for three rea
sons, which are specific to this approach:

( l ) The first problem arises from having to determine the reference (real)
rate. A political agreement of sovereign states is needed to determine
the ex ante "equilibrium exchange rate" and it will therefore likely be
come a political variable and not an equilibrium exchange rate deter
mined by economics. The latter is difficult to determine anyhow be
cause

all the elements that could change the expectations of market

participants would have to be identified.

(2) The second problem

is who has to intervene at the limits of the band.

Take the euro and the U.S. dollar. If the U.S. Federal Reserve has to buy
euros in order to support the euro and, in doing so, supplies U.S. dollars,
this means that the dollar money supply is, de facto, steered by a foreign
central bank. The way out of this dilemma is for the intervention to be
undertaken by the central bank whose currency is under pressure. It is
highly unlikely, however, that political agreement can be reached on this
point because countries would have to be prepared to raise their interest
rate and go into recession in order to defend the exchange rate.

(3) The system

has a destabilizing effect as soon as the limits of the band

are reached and markets doubt the credibility of the band limit. This is
because the costs of speculation are relatively low in the neighborhood
of the band limits. The story that Paul Krugman

(1991)

told about the

smoothing properties of target zones depends on the credibility of the
band and is quite unrealistic; witness the partial collapse of the Euro
pean Exchange Rate System in

1992.

Another approach that sheds light on the necessary conditions for stable ex
change rates is the McKinnon proposal

(1982). In

this approach, the exchange

rates are used as a nominal anchor of monetary policy and are stabilized by a co
ordination of national monetary policies. The world quantity of money should
increase according to some rule, let us say according to expansion of production
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potential. If a currency comes under pressure to depreciate, then monetary ex
pansion of this country has to be reduced, whereas a currency with a tendency
for a revaluation would need a more generous monetary expansion. It has to be
kept in mind that such a system would attempt to stabilize the exchange rates but
there would be the risk of fluctuating national price levels. This means instabil
ity at home.4 Moreover, the sovereign states would need to agree on a definition
of a reasonable monetary expansion. But it would be insufficient to coordinate
monetary policies exclusively because expectations on interest rates and ex
change rates play a role. Consequently, stabilization policy, including fiscal policy,
is of great importance as well, if monetary stability is to be established.
It is a different matter if, in contrast to a multilateral system of stable ex
change rates, individual countries pursue an exchange-rate-oriented monetary
policy. They then choose the exchange rate as a nominal anchor. Their domestic
currency is tied to a foreign currency and they import price level stability from
abroad. That implies that monetary policy has to influence the domestic price
level in such a way that the exchange rate remains stable.
change,

An exchange

rate

tr-0, is targeted and, following PPP, r-p-p:=O. The domestic price level

follows the foreign price level. For such an approach to be sustainable, it is not
sufficient to follow the anchor country in the expansion of the money supply,
but other aspects of stability policy have to be in line with the anchor country as
well. In the pre-euro era, Austria, Belgium, and the Netherlands are examples of
an exchange-rate-oriented monetary policy holding their currencies
stant ratio to the deutsche mark. It is apparent that the approach

in a con

can

only be

used under special conditions, for instance, when countries in a common mar
ket are going to establish some type of currency union. Moreover, a high corre
lation in terms of goods and trading partners, a high degree of factor mobility,
and sufficient flexibility in the labor markets are required.5•6

•compare the problem when monetary policy wants to stabilize asset prices as in the Japanese
bubble, or the price of gold as in the United Kingdom in the 1920s (Siebert, 1999).
5The currencyboard is a special form of an exchange-rate-oriented monetary policy. In such an
approach, the domestic currency has to be covered completely by foreign currency reserves. The
central bank binds itself in the sense that it only provides domestic money to the extent that for
eign reserves are available (Argentina since 1991, Estonia since 1992). Countries choosing a cur
rency board use the currency ofanother country as an anchor, because they cannot provide an an
chor themselves. Thus, they import the stability of the anchor currency while renouncing,

however, seigniorage from their own money. An important condition is that the country must be
able to digest external shocks by price adjustments. This condjtion is especially relevant if the
country is sensitive to external shocks. For instance, a currency board is difficult to sustain if a
country is a resource exporter, resource prices are volatile, and labor markets are not flexjble.
6Dollarization is the extreme form of a currency board. Neglecting the issue of whether the Fed
eral Reserve is willing to act as a lender of last resort for the dollarized country, the country has to
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In practice, attempts at coordination have been disappointing. Thus, the
Plaza Agreement (1985), the Louvre Accord (1987), and the ensuing Japanese
bubble would suggest that attempts to stabilize the exchange rate include a
high risk of failure. It can be argued that the attempts at coordination were a
root cause of the Japanese bubble. If I were a Japanese economist looking at
the (misleading) advice that was given to Japan in the late 1980s, under the
name of coordination, by internationally renowned economists, I would sing
the song "What have you done to my yen (and to my financial system)?"
(Siebert, 1999). In addition, economic summits have not been successful in co
ordinating interest rate policy (Schweickert, 1999) and the experience with the
financial crises in Mexico (1994), the Czech Republic ( 1997), and Brazil (1999)
showed that a severe divergence between a defended, constant, nominal ex
change rate and the real exchange rate is at the heart of currency crises.
There are several reasons why international coordination to make currencies
stable has failed in the past:

(1) Economic policy philosophies differ among countries, implying different
policy stances. Witness the Anglo-Saxon and the Continental approach to
the unemployment problem, and the reluctance of European countries to
undertake structural reforms of their labor markets and social security
systems.
(2) Countries have different economic situations and cycles,

so

if they fol

lowed the same paradigm they would still tend to choose different policy
measures.

(3) Their political situations are different. For instance, countries are in dif
ferent stages of the election cycle or are characterized by different consti
tutional safeguards for stability and have different constraints on policy.
(4) Time inconsistency of economic policy comes into play.

(5) Countries would have to give up national sovereignty if they want stable
exchange rates.
I am skeptical that rules on how to respond to economic shocks can mean
ingfully be agreed upon as suggested by Creure and Pisani-Ferry. Of course,
analysis should be done on how countries may react to external shocks and

buy each dollar by giving away export goods in exchange for doUar biUs (seigniorage costs). Dol
.
larization would not cause problems if the country traded only with the United States. lfthe coun
try trades with other currency areas and if these currencies fluctuate with respect to the U.S. dol

lar, the dollarze
i d country experiences disturbances in the real sphere of the economy; witness the
Asian financial crises where countries were pegged to the U.S. dollar.
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how to be prepared when shocks arise, but countries are likely to have differ
ent economic policy approaches. Moreover, there will be debates about the
type of crisis, most prominently whether a shock is truly external or whether
it is homemade.7 Thus, the relatively weak GDP growth rate in 1999, in two
major Continental countries, Germany and Italy, may be viewed as an exter
nal negative demand shock by some, but as an expression of weak investment
in the 1990s by others. For Ca!ure and Pisani-Ferry to suggest that it is the role
of monetary policy to react to shocks is highly questionable and, for me, even
scary. Imagine the reaction function of a central bank responding to external
shocks, instead of attempting to steer the money supply according to some
long-term target, for instance, in line with the growth of the production po
tential. Monetary policy would tend to become unsteady and thus contribute
to monetary and financial volatility.
I am also skeptical about systematically reducing portfolio capital flows in
order to have more stable exchange rates, for instance, by "throwing sand into
the wheels" of the international capital markets with a Tobin tax. Care must be
taken that such interventions do not impede real capital flows because this
would imply welfare losses. An exit constraint for portfolio capital will deter
inflows, and uncertainty about the. right to take portfolio capital out of a coun
try may make a country less attractive for direct foreign capital as well. More
over, an entry constraint will not prevent a sudden outflow once enough for
eign capital is in the country. Finally, entry controls should not prevent
necessary structural reforms. The strategy for individual countries should
therefore be to make themselves more attractive for foreign direct investment.
At another (systemic) level, there is also the issue of the instability generated
by excessive lending and putting into place institutional mechanisms that
make creditors bear a higher proportion of the risks of credit failure (bail in).
What is the conclusion? A multilateral approach to stable exchange rates
among the major currencies would require a commitment on the part of the
relevant countries to establish a credible currency system and to pursue a
stability-oriented policy. The major countries would have to submit to a
stability-guaranteeing rule system. This implies that all relevant policies in the
three major regions of the world-monetary, fiscal, and income policies
would have to be more or less harmonized. This also requires that countries be
willing to give up their sovereignty in important domains of economic policy.
For instance, they have to be prepared to defend an exchange rate with a higher
interest rate, that is, by going into recession. They should also accept high op-

1Another issue s
i whether a shock is permanent or transitory.
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portunity costs to defend the exchange rate. This would seem to be both un
realistic and undesirable. In addition, instability may be aggravated.
It is a realistic assessment that, too often, the triggers for exchange rate
volatility are political, reflecting unstable economic policy conditions-above
all, failed stabilization policy, fiscal disorder, and misguided monetary policy.
Exchange rate movements thus represent a barometer of fundamental distur
bances. If we want to stabilize exchange rates, we have to emphasize national
responsibility; each country targets monetary and fiscal stability at home. For
instance, a country expands its money supply according to the growth of the
national production potential if the money demand function exhibits stabil
ity. Or it aims for a stable price level with other monetary strategies. Then, the
price level remains stable in each country and, as a consequence, exchange
rates do not change. A country cannot have two different nominal anchors for
monetary policy. A stability-oriented monetary policy alone is insufficient to
keep exchange rates stable; fiscal policy and the whole domain of economic
policy, including wage setting, also have to be orientated toward stability for
exchange rate expectations to be stable. Soft coordination will not do it. Fi
nally, if rules are not binding, and only intentions exist, they will not help to
coordinate national policies.
In the implementation of economic policy, the issue of coordination is,
first of all, an issue of assignment, that is, the question of which agent or
which institution is responsible for which policy target and which policy tool
is assigned to which agent (Siebert, 1996). My answer to the assignment
problem among countries is for each individual country to keep its own
house in order and to maintain a stable and sustainable economic situation
at home. Tbis approach should be complemented by some minimum agree
ment on stability standards, including prudential rules for the financial sec
tor, and mechanisms to internalize externalities caused by unstable behavior
of countries via market forces, to shield the overall system against instability
and contagion.
With respect to the assignment of the main policy areas to different
national or supranational economic agents (such as the ECB), it can, of
course, be shown in game theoretical models that coordination of different
policy agents can improve welfare. But from a political economy or public
choice viewpoint, responsibilities should not be blurred. Whoever is as
signed a policy instrument should be responsible for the main target associ
ated with that tool:
•

Monetary policy instruments are assigned to the central bank; conse
quently, the central bank should be responsible for a stable money.
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•

Determination of the wage rate is, in most European countries, assigned
to the social partners; consequently, they should be responsible for em
ployment and unemployment.

•

Taxation and spending tax revenue is assigned to the government; conse
quently, the government should be responsible for the allocation of re
sources and for economic growth.

•

The right to define the institutional setting of a market economy-that is,
to make the laws-is assigned to parliament; consequently, parliament
should be responsible for creating the right institutions with the appro
priate incentives and constraints-for instance, for the labor market.
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Moderating Fluctuations in
Capital Flows to Emerging
Market Economies
Michael Mussa, Alexander K. Swoboda,
]eromin Zettelmeyer, and Olivier jeanne

The emerging market crises of the l990s-in particular, the shock of the
Asian crisis and its global repercussions-have generated a perception of
deep inadequacies in the international financial system, and an intense de
bate on global financial reform, particularly regarding capital flows to
emerging markets.1 This chapter highlights the challenges and constraints of
different proposals about how to mitigate and cope with volatility in inter
national capital flows. The goal is not to discuss comprehensively the many
reform proposals on the international financial architecture that have
emerged since the onset of the Asian crisis. Instead, particular attention is
paid to the role of international public intervention in forestalling and miti
gating future crises. Other reform topics, such as involvement of the private
sector, are treated in other chapters.

An informed discussion of proposals on how to deal with the instability of

international capital flows requires an understanding of the environment in
which the financial system operates and of the problems it must solve. Our
discussion begins with a short review of the development of capital flows since
the end of the Bretton Woods era, briefly documenting the boom-bust cycle of
capital flows and trends in their composition. While there are many similari
ties between the debt crisis of the 1980s and the crises of the 1990s, there are
also important differences. Unlike the earlier crisis, the emerging market crises
of the 1990s were not preceded by major disruptions in the world economy
that also affected the major industrial economies. The more recent crises af
fected a much larger share of world output and involved official financial sup
port packages on a much larger scale than the 1980s debt crisis.

1For two excellent surveys, see Eichengreen ( 1999) and Minton-Beddoes ( 1 999).
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Against this background, the causes of capital flow boom-bust cycles and of

systemic instability in the 1990s are discussed. While national policy failures
especially in banking and financial supervision, and lack of transparency
along with adverse shocks paved the way for the 1990s financial crises, sys
temic fragilities also played an important role. We identify some of these, and
relate them to the types of international capital flows and their maturity and
currency composition. The magnitude and abruptness of capital flow reversals
would, of course, be smaller were they not preceded by a sustained buildup of
capital inflows. Some observers pointed to moral hazard as a major cause of
excessive capital inflows to emerging markets. We discuss various forms that
moral hazard may have taken, and argue that the availability of emergency as
sistance from international financial institutions cannot, on the whole, have
played a major role in the lead-up to the Asian crisis.
This chapter turns next to ways of improving the management of interna
tional capital flows. When addressing systemic risks, poicy
l must face some
basic trade-offs. Most proposals, whether they are capital controls, measures
to "bail in" the private sector, or attempts to change the composition of cap
ital flows, all involve trade-offs between efficiency, stability, and distributive
considerations. While domestic policy reform, supervision, and standards all
have important roles to play, and while these and other measures to
strengthen crisis prevention and to make the system less vulnerable are nec
essary and should be implemented, crises associated with sharp capital ac
count reversals will not be eliminated. Consequently, countries will still find
themselves in situations where they cannot meet their external debt obliga
tions, leading to three possible outcomes: national default involving the gov
ernment, most of the financial system, or the nonfinancial private sector; im
position of capital controls; or resorting to international financial assistance,
sometimes on a massive scale.
Much of the focus of the later sections of this chapter is on the role of in
ternationally supported mechanisms for providing emergency fmancing to
countries in difficulty. One strand of the argument is that assistance provided
by the international community has costs, but that these costs are typically sig
nificantly smaller than the volume of assistance, to the extent that interest
bearing loans extended during crises are, in fact, later repaid. And these costs
should be set against the systemic benefits generated by the assistance. It re
mains true that the provision of international financial support for countries
in difficulty should guard against the generation of excessive moral hazard
on the side of both borrowers and lenders. The existence of moral hazard,
however, does not, in and of itself, invalidate the desirability of international
financial assistance. Some degree of moral hazard is an inevitable by-product
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Figure 1. Developing Countries: Total and Private Capital Flows
(Billions of U.S. dollars)
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of any insurance scheme. The issue is to find the right balance between the
benefits provided by the insurance and its costs, including the costs associated
with the likely generation of some degree of moral hazard.

Capital Flows in the Post-Bretton Woods Era
We now highlight three trends in international capital flows that are of partic
ular relevance for the discussion that follows. Additional detail, in particular
on the volatility of capital flows and the incidence of crises over time, is pro
vided in the chapter appendix.2
Boom-Bust Cycles and Secular Trends

Aggregate private capital flows to emerging markets since the mid-1970s are
characterized by two main regularities. First, a general upward trend (see

lfor a survey of developments in capital flows to emerging markets, see Mussa and Richards
(1999).
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Figure 2. Developing Countries: Total and Private Capital Flows
(In percent ofGDP)
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Figures 1 and 2), not just in dollar terms, but also in terms of emerging mar
kets' GDP, regardless of whether one focuses on net private capital flows reg
istered in the balance of payments or on gross private financing in interna
tional capital markets.3This is the manifestation of increasing capital market
integration and capital account openness on the part of an important group
of emerging market economies, accounting for most of the GDP of devel
oping countries. Second, net private capital flows exhibit substantial
medium-run swings. Two major boom-bust cycles can be identified. The
first builds up in the 1970s and early 1980s and unwinds after the onset of
the debt crisis in 1982-83. The second cycle begins in the late 1980s, with net
capital flows rising until 1996, and begins to unwind in 1997. Interestingly,
gross new flows of private capital to emerging markets do not peak until
the summer. of �997, then fall sharply with the start of the Asian crisis, and

3The latter excludes foreign direct investment and only includes primaryissues of international

bonds, equity, and bank loans. For more details on the differences between the two concepts, see
the appendix.
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Figure 3. Emerging Market Bond Spreads in the 1990s1
(ln basispoints)
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1)P Morgan Emerging Market Bond Index (Brady Narrow) sovereign spread over the theoretical

U.S. zero-coupon curve.
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Trends in the Composition of Capital Flows
Since the 1970s, the share of the private sector as a source of capital flows to
emerging markets has been high. The bust period after the debt crisis in the
1980s witnessed a temporary increase in the role of official fmancing,
but it declined again in the 1990s (Figure 4) . Where there has been remarkable
change, however, is in the recipients of capital flows. The importance
of the private sector as both an issuer of bond debt and as a recipient of
foreign bank loans has risen dramatically since the rnid-l980s (Table 1, top).

An equally dramatic change has occurred in the composition ofassets. In the
1990s, flows of foreign direct investment (FDI) provided more than half of
total net flows to emerging markets, and these flows appear to have been sus
tained quite well in the recent crisis. In addition to the rise in FDI as a share of
net capital inflows, balance of payments data show a sharp increase in portfo
lio investment relative to bank loans, particularly since the late 1980s. This is
corroborated by gross financing data, which show bond issues rising from just
over 10 percent of total fmancing in the early 1980s to almost 50 percent in the
mid-1990s, with bank loans exhibiting a corresponding decline (Table 1, bot-

Figure 4. Developing Countries: Private and Official Capital Flows

(In percent ofGDP)
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Table 1. Composition of Private Capital Flows for Developing Countries1
(In percent)
1974-78

1979-83

1984-88

1989-93

1994-98

26.5
42.7
28.8

30.8
35.2
32.6

26.0
23.8
40.9

33.8
42.7
23.6

32.3
41.0
26.7

27.3
26.7
46.1

By sector of debtor

Distribution of bank loans by issuerl
Banks

Public sector
Nonbank private sector

Distribution of bond stocks by issuer2
Sovereign
Other public sector
Private

By type of investment
Distribution of net private
capital flows
Net foreign direct investment3
Net portfolio investment3
Portfolio debt securities
liabilities
Bank loans and net other
private investment3•4
Debt flows5

37.1
2.5

47.9
16.3

68.0
18.7

33.6
46.6

72.9
36.2

3.8

13.0

2.1

30.4

24.5

60.4

35.8

13.3

19.8

-9.2

64.2

48.8

15.4

50.2

15.3

13.1
0.1
86.8

28.4
1.1
70.5

38.6
8.4
53.0

47.7
8.5
43.8

Distribution of total gross private
financingO
Fixed income issues
Equity issues
Loan commitments

Sources: IMF, International Financial Statistics, World Economic Outlook Database, Bonds, Equities,
and Loans Database; and the Bank for International Settlements.
1The definition of developing countries excludes countries in transition.

ZData on bank loans and bond stocks start in 1985; hence the first average

is calculated from 1985-88.

3Expressed in percent of net private capital flows.

'Net other n
i vestment (private) is the difference between net other investment (balance of payments
definition) and net external borrowing from official creditors.

SThe sum of"Portfolio debt securities liabilities" and "Bank loans and net other private n
i vestment."

6Data on gross private financing start in

1980; hence, the first average is calculated from 1980-83.

tom). By the mid-1990s, bonds had replaced bank loans as the main source of
external private financing in most regions of the globe (see also Appendix,
Table A3). Notwithstanding the general decline in the importance of bank
loans in the average level of capital flows to emerging markets, however, data
from the BIS (Figure 5) show that these flows were particularly vulnerable to
reversal in the Asian crisis.
While the growing role of private recipients and of FDI and bonds as the
main vehicles of private financing constitute clear trends, the trend toward
shorter maturities is less immediately apparent (see the chapter appendix).
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Figure 5. Developing Countries: Change in Bank Loans
(Billions of U.S. dollars)
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However, there is a clear shortening of (remaining) maturities for bank and
bond s
i sues during the boom phase of the 1990s, with some unwinding be
ginning in 1997 (Figure 6), as one would expect given the reduction in rollover
rates that characterized the Asian crisis.
Capital Flow Reversals and Financial Crises
Currency crises and sharp reversals in capital flows are not new phenomena,
but it is difficult to find a trend, in the incidence of currency crises-<lefined as

a sharp devaluation or a sudden loss il1 reserves-that have occurred since the
end of the Bretton Woods system. The evidence that capital flow reversals were

larger and more frequent ill the 1990s is stronger, but even here, the result is
sensitive to the type of data we use to measure capital flows (see the chapter
appendix for details). On the whole, it s
i surprisingly hard to argue that the
1990s were a period of unique capital volatility, largely because ofthe precedent
set by the debt crisis of the 1980s and its associated capital flow reversals.

Indeed, ill at least one vital respect the financial crises affecting emerging

market economies ill the 1990s were similar to the debt crisis of the 1980s. For
the countries most severely affected, the crises involved widespread actual or
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Figure 6. Developing Countries: Short-Term Debt as Share of Total Debt1
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potential defaults, which imposed massive externalities, in terms of cost and
availability of financing, on other national liabilities-and indeed, on other
countries. In the 1980s, this problem arose primarily from sovereign default by
the governments of some emerging market countries, mainly in Latin America,
on credits owed to syndicates of industrial country commercial banks. In the
1990s, reflecting important changes in the character of financial flows to emerg
ing markets, potential or actual systemic defaults took more diverse forms.
•

For Mexico in the

tequila crisis and

Russia in 1998, the issue concerned

marketable obligations of the sovereign (the tesobonos for Mexico and
the GKOs for Russia), as well as obligations of important parts of the
banking system.
•

For Indonesia, Korea, and Thailand, the threat ofwidespread default on pri
vate debts issued by financial institutions and by corporate entities (rather
than direct obligations of the sovereign) were the primary concern.

•

For Argentina during the tequila crisis, systemic default was arguably some
what less of a concern, although there were substantial pressures on the
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banking system and more general concerns about the financial consequences
for banks and others in the event of a break in the convertibility plan.
•

For Brazil, concerns about the ability of the government to roll over its
(mainly domestic) debt and about the capacity of Brazilian entities more
generally to meet external payments obligations were important issues at
the height of the recent crisis, although the sustainability of the exchange
rate regime was also a key problem.

In both the 1980s and the 1990s, other emerging market economies that also
experienced pressures for capital flow reversals, but where this problem did
not reach the level of potential systemic (or "national") default, generally
tended to escape the worst effects of the crises.
In other important respects, the crises of the 1990s were somewhat differ
ent from the crises of the 1980s. First, unlike the debt crisis, the emerging mar
ket crises were not preceded by major disruptions in the world economy nor
did the crises substantially affect the major industrial economies. U.S. mone
tary policy was tightened in 1994 prior to the Mexican crisis; but this was
nothing like the tightening that occurred in 1980-81. Growth was generally
sluggish in Europe and Japan for most of the decade, and Japan fell into a steep
recession beginning in 1997, but this was very different from the global reces
sion that affected all the industrial countries in the early 1980s. There were
substantial fluctuations in the yen/dollar exchange rate between 1995 and
1998 but the turbulence in global financial markets pales in comparison with
the wide swings in exchange rates and in real and nominal interest rates expe
rienced in the industrial countries in the late 1970s and early 1980s. Thus,
while there were important external economic developments that influenced
the recent crises in emerging markets, the crises primarily affected emerging
market countries and were not part of a much larger global economic turbu
lence. This fact has focused attention both on the fundamental weaknesses in
the emerging market countries most affected by the recent crises and on pos
sible malfunction in the international financial system in dealing with diffi
culties originating from emerging markets.
Second, the recent emerging market crises affected a much larger share of

world output than earlier crises, both because relatively large countries were af
fected and because the number of countries that were hit was relatively high.
In contrast to the debt crisis of the 1980s, which affected primarily Latin
American economies, the recent crises involved Asia, Latin America, and Rus
sia as well as some other transition economies. Moreover, initial output losses
in most cases have been as large or larger than the initial output losses suffered
by the countries worst hit in the debt crisis of the 1980s (see Table 2).
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Table 2. Cumulative Output Loss1 for Crises in the 1980s and 1990s
(In percent)
After One Year
[tto t+1]
1980s
Mexico
Argentina

1990s
Mexico
Indonesia
Korea
Malaysia
Philippines
Thailand

After Three Years
[tto 1+3]

After Five Years
[tto 1+5]

-15.4
-8.5

-40.2
-46.5

-80.8
-73.9

-15.3

-18.8
-{i1.8
-25.0
-32.5
-12.6
-55.9

-21.6
-108.9
-40.1
-{i6.8
-23.2
-89.8

-15.8
-{i.4
-4.3
-2.1
-19.6

Sources: IMF, World Economic Outlook Database; and IMF staff estimates.
'Calculated as the sum of the output gap for two, four, and six years after the crisis, starting with the
crisis year. Output gap is the percentage difference 'between actual and potential output (which is based
on a potential output growth estimate); potential output growth for Mexico in the 1990s was taken as
the average output growth from 1990 to 1994 while potential output growth for the rest of the cases was
taken as 4 percent.

Third, while the direct adverse effects of recent emerging market financial
crises have involved a larger share ofworld output, the global systemic threat
from these crises appears to have been less than the threat posed by the debt
crisis of the 1980s. In particular, large exposures of commercial banks in in
dustrial countries to potential losses in the 1980s do not appear to have a
nearly equivalent counterpart in the 1990s crises, when potential losses to
industrial country banks were generally a much smaller fraction of bank eq
uity. Consequently, the emerging market crises of the 1990s posed much less
of a systemic threat to the global financial system than did the earlier debt
crisis4-with the exception of the 1998 Russian default, which, combined
with the Long-Term Capital Management (LTCM) crisis, provoked a very
substantive widening of risk spreads in developed financial markets as well.
This development reflects the declining importance of bank credit flows in
total capital flows as well as in credit flows to emerging market economies in
the 1990s, as compared with in the late 1970s and early 1980s. Interestingly,
the decline in importance of bank credit flows and the potential vulnerabil
ity of banks to large-scale losses undoubtedly made it more difficult and less
relevant to attempt the strategy used to deal with the debt crisis in the 1980s.

4The substantial difficulties of the industrial countries and general financial market turbulence
in the early 1980s also contribute.d importantly to global systemic risks at that time.
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Such a strategy featured agreements by bank syndicates on restructuring
their claims on the governments of emerging market economies as the prin
cipal means for avoiding disorderly national defaults.
Fourth, the 1990s crises elicited responses from the international commu
nity that, in certain cases, involved unusually large quantities of official finan
cial support. In contrast, in the debt crisis, official international financial sup
port (measured relative to GDP of the affected countries) was relatively
limited, and much greater reliance was placed on organizing the restructuring
of private credits as the means for avoiding explicit defaults. Figure 7 plots the
initial output cost and magnitude of multilateral financing for 66 crisis
episodes in 17 large developing countries in 1975-98. The main insight from
the figure is that the four large recent crises of 1994-97 (Mexico, Thailand,
Korea, and Indonesia) constitute outliers in terms of both output cost and fi
nancing. There are only three other comparable outliers during 1975-97.
(Note that the figure understates the difference in overall international official
financing between the 1990s and earlier crisis episodes as it does not take into
account bilateral assistance.)
Fifth, despite high initial output losses, it appears that the longer-run costs of
recent emerging-market financial crises (relative to the size of the affected
economies) will not be exceptionally large compared with the standard set in the
1980s debt crises, which lasted longer and Jed to exceptionally large cumulative
losses (see Table 2 and Table AlO in the appendix). For Mexico and Argentina
during the tequila crisis, it s
i known that access to private international capital
flows was rapidly restored after the crisis passed and that, after sharp recessions
in 1995, recoveries were quite vigorous, especially in comparison with the pro
longed period of stagnation following the debt crisis. For the Asian crises coun
tries (except Indonesia), access to private capital flows generally has been
reestablished. Korea has started a vigorous recovery, with Thailand, Malaysia,
and the Philippines lagging somewhat behind. It appears that the total cumula
tive output loss for Korea and Malaysia was about the same order of magnitude
as that of Mexico in the 1995 tequila crisis (around one-quarter of annual GDP
in the precrisis year). Output loss for Thailand and, especially, Indonesia, where
the crisis was more protracted and had set in somewhat earlier, total cumulative
losses were substantially larger (Table 2) although still smaller than those of the
,

debt crisis. Thus, the benefit of the relatively large international support pack
ages provided in the recent crises clearly did not avoid substantial costs for the
countries receiving such support. Rather, the benefit would appear to lie in help
ing to avoid a prolonged disruption of normal international (and domestic) fi
nancial relations for these countries, thereby facilitating earlier and more vigor
ous recoveries from the (virtually) unavoidable initial slumps. Leaving aside
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Figure 7. Gross Borrowing from Multilateral Organizations and Weighted Output
Loss After Crisis, 17 Large Developing Countries1
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21ncluding the IMF.

Indonesia and Russia, situations of potential national default appear to have
been dealt with (if not completely resolved) more expeditiously in the emerging
market crises of the 1990s than was achieved for countries that were seriously
caught up in the debt crisis of the 1980s.
In summary, five related features are characteristic of the development of
international capital flows since the mid-l970s:
( 1 ) a secular trend toward the integration of developing countries in inter
national capital markets;
(2) a trend toward more diverse and atomistic agents at both ends of capi
tal flows-bondholders rather than banks in the creditor countries, pri
vate agents rather than governments in the debtor countries;
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(3) long booms ending in abrupt reversals, which exhibit larger repercus
sions across emerging markets in the 1990s as compared with earlier
decades;
(4) a continuing phenomenon of financial crises periodically spreading
across a number of emerging market economies, with very high costs in
terms of lost economic output and all of the attendant damage that
such losses imply; and
(5) little indication that, even with the relatively large official support pack
ages provided in some recent crises, it has been possible to avoid sub
stantial short-run costs when crises do occur. There is some suggestion,
however, that by helping to avoid a prolonged disruption of normal in
ternational financial relations, recovery may be abetted and longer-run
costs may be reduced.
Excepting substantial improvements in other aspects of the architecture of
the international financial system, these trends do not plausibly suggest that
the problems surrounding unstable capital flows to emerging markets, and
management of financial crises such instability engenders, will become less
pressing in the future than they have been in the past. Instead, the secular
trend in capital flows to emerging markets, and the fact that much of these
flows are denominated in foreign currencies, may imply increasing vulnera
bility on the part of these countries to sharp capital flow reversals. Moreover,
the trend toward more diverse and atomistic providers and recipients of capi
tal is likely to create coordination problems which make both the prevention
and the resolution of crises more difficult.

Explaining the Instability of Capital Flows
The instability of international capital flows in the 1990s has revived old de
bates about whether the blame for crises should be put on national policy
makers, adverse shocks, or some failure in the working of the international fi
nancial system. On the one hand, there is no shortage of domestic policy
failures and adverse shocks to which the capital account instability of the
1990s can be attributed. On the other hand, there is also clear evidence of a
systemic component to the instability of international capital flows in the
1990s. International linkages created contagion across emerging economies
that were distant and dissimilar, and this contagion did not spare, in some
cases, countries with sound fundamentals. To many it appears obvious that the
n
i ternational financial system has exhibited a tendency to amplify and propa
gate the effects of policy failures and shocks, rather than to mitigate or absorb
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them. Even for those who do not entirely share this view, the large-scale losses
that countries have suffered and the widespread effects of recent crises across
emerging market countries have raised questions about whether the interna
tional system can be improved in order to reduce the likelihood and severity
of such crises in the future.
Domestic Policy Failures and Adverse Shocks
The road to the international financial crises of the 1990s was paved by fun
damental weaknesses in the form of domestic policy failures (including regu
latory failures and implicit guarantees) and compounded by adverse external
shocks. One lesson that had to be relearned in the 1990s was that the range of
fundamental weaknesses that must be considered when assessing country risks
is very wide. Risk factors are not limited to the traditional macroeconomic im
balances, such as overvalued currencies, current account, or fiscal deficits; they
also include microeconomic financial fragilities, and their implications for de
fault risk in the corporate and banking sectors.5
In some cases, such as Mexico in 1994 or Russia in 1998, macroeconomic
imbalances were a major driving force behind the crisis, along with adverse in
ternal and external shocks. In Asia, macroeconomic problems, though less
dearly due to unsustainable policies and less acute, were not completely absent
either. During the 1990s, several Asian currencies, most notably the Thai baht,
experienced some appreciation in their real exchange rates. This may help to
explain why by summer 1997, sizable current account deficits had emerged in
Malaysia and Thailand and, to a lesser extent, in Indonesia and the Philip
pines. Both a real exchange rate appreciation and widening current account
deficits resulted despite generally high rates of domestic savings and were, at
least in part, a reflection of pressures from capital inflows seeking higher re
turns than generally seemed available in the industrial countries. Further
more, the sharp appreciation in the U.S. dollar relative to the yen and the Eu
ropean currencies in the two years leading up the crisis led to a worsening of
cost-competitiveness in the Asian countries whose currencies were effectively
pegged to the dollar. These exchange rate developments were compounded by
sector-specific shocks such as a fall in the demand for semiconductors in 1996
and adverse terms of trade fluctuations which caused a significant slowdown
of export growth in Southeast Asian countries between 1996 and 1997.

SThis feature, while more prevalent in the 1990s, is not new. Chile in 1979-82 gave an example
of a crisis where financial fragility played an important role, alongside macroeconomic imbal
ances (see Milesi-Ferretti and Razin, 1996).
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Microeconomic financial fragilities were also prevalent in many of the crisis
hit countries. This point applies not just to the Asian crisis. Analyses of the
1994-95 Mexican crisis, while focusing on macroeconomic imbalances as the
proximate source of financial difficulties, point to the weakness of the bank
ing system as one important reason why the government was unable to defend
the peso when it came under attack. Financial fragility is emphasized more
forcefully in fundamentals-based explanations of the Asian crisis because it is
more difficult, in this case, to account for the magnitude of the crisis mainly
by pointing to macroeconomic imbalances. Asian economies gave a number of
signs of insolvency in the corporate and banking sectors prior to the crisis. For
example, the rate of nonperforming loans before the crisis was above 15 per
cent in Thailand, Indonesia, Korea, and Malaysia. In Korea, 8 of the largest 30
conglomerates were, in reality or by law, bankrupt by mid-1997 (Corsetti,
Pesenti, and Roubini, 1998).
The reasons why an unusually large fraction of capital inflows was directed
to insolvent projects prior to the Asian crises have been widely discussed else
where. They generally stress the moral hazard generated by the combination
of implicit bailout guarantees given by governments to domestic projects, fi
nancial liberalization that allowed, in some countries, the entry of a large
number of new competitors into the banking sector, and poor banking super
vision.6 Capital inflows also contributed to bidding up asset prices, which in
turn enhanced the borrowing capacity of domestic agents by increasing the
apparent value of their collateral but also their vulnerability to an abrupt fall
in asset prices. These problems were aggravated by the operation of exchange
rate bands and governments' stated commitment to maintaining them, which
meant that there was little perceived exchange rate risk to deter capital inflows
in the form of domestic borrowing in international currencies.
Systemic Fragilities
It is difficult, however, to argue that domestic policy failures and adverse shocks
completely explain both the massive buildup of capital flows to emerging mar
ket economies on increasingly attractive terms until summer 1997 and the per
sistence and extent of the subsequent widespread financial crises. The funda
mental deficiencies that are now widely diagnosed as contributing to recent
crises were not entirely unrecognized before the crises erupted. Granted that
predicting the timing of crises is difficult even when vulnerabilities are recog
nized, the fact of a rising tide of finance on increasingly attractive terms up until
6See LMF (1997b, 1998a, and 1998b); Lane and others (1999); McKinnon and Pill ( 1 997); and

Krugman (1998).
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the crisis hit is difficult to reconcile with the image of global financial markets
entirely guided by fully rational and well-informed investors. At a minimum, it
is suggestive of the relevance of bubbles, manias, panics, and other anomalies.7
Market participants themselves generally report that shifts in "market senti
ment" play an important role in driving developments in the capital markets, es
pecially under circumstances of an evolving crisis. While events signaling possi
ble changes in the fundamentals dearly play some role in triggering changes in
market sentiment, this is not all that is going on. The internal dynamics of the
operation of global capital markets are also important in the evolution of crises.8
The view that there is a significant systemic component to the instability of
international capital flows is also strongly supported by the contagion of fi
nancial crises across countries. Such contagion appeared in the tequila crisis
following the Mexican peso devaluation in December 1994, which spread ef
fects across several Latin American countries. It appeared more broadly in Oc
tober 1997 following the initial attack on the Hong Kong dollar peg. And it en
gulfed virtually all emerging market economies in the turbulence during
August-October 1998 following Russia's devaluation and default and the gen
eral fragility of international financial markets apparent in the LTCM crisis.
The different explanations that have been proposed for contagion all suggest
that this phenomenon is, to some extent, an intrinsic feature of a globalized
economy (see Box 1). First, trade and international financial linkages, by
which crises can spread from one country to another via a kind of"domino ef
fect," have been magnified by the increasing international integration of goods
and financial markets. Second, international investors, faced with the task of
analyzing credit risk in larger countries, tend to classify emerging economies
in wide regional groups and do not necessarily pay attention, in times of cri-

7Berg and Pattillo ( 1999) find that fundamentals-based models would not, in general, have been
very useful in predicting the Asian crises on the basis of data available at the beginning of 1997,
except possibly in the case ofThailand. Market participants, moreover, do not appear to have been
any better than econometricians at predicting crises, as shown by the optimistic views that gener

i to 1997 (despite information about
ally prevaled concerning Asian emerging markets well n

i

banking problems in several countries). The difficulty in predicting financial crises can be n
i ter
preted as (weak) evidence that,

in addition to observable fundamentals, other factors must have

been at work in triggering crises.
8The IMF's International Capital Markets reports ofApril 1993 and September 1998 go into con
siderable detail to describe the internal dynamics of capital market developments in connection

with the ERM crs
is
i of 1992 and the Asian crisis of 1997-98, respectively. The specific role of hedge
funds in the early phases of the Asian crisis is taken up in Eichengreen and Mathieson ( 1998}. Cap
ital market dynamics in the wake of the Russian and LTCM crises are taken up in the World Eco
i clear from
nomic Outlook and International Capital Markets Interim Assessment (IMF, 1998c). It s
these descriptions that a considerable variety of (sometimes complex and surprising) mechanisms
have operated to spread contagion through international financial markets during recent crises.
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Box

1. Contagion

There are two n
i ternational links by which crises can spill over from one coun

try to another and generate contagion through a "domino effect." The first chan
nel of transmission is through trade. One country's devaluation generates incen

tives for other countries with important bilateral or third-country trade links to
devalue their currencies as well. There is evidence, for example, that the devalua
tion of the Thai baht in the summer of

1997 put pressure on neighboring coun

tries to devalue. The second channel of transmission is through the international

financial markets. Countries are linked by common creditors. For example, when

a bank is confronted with a marked rise in nonperforming loans in one country,
it

s
i

likely to reduce the overall risk of its assets by pulling out of projects else

where--possibly in other emerging markets. This problem is more acute when
the common investors take highly leveraged positions and engage in cross
market hedging. lt has been argued that the transmission of the "Russian virus"
to Brazil resulted from large investors having to liquidate their positions by hold

ing "fire sales" in Brazilian markets in order to meet the margin calls on their

losses incurred in Russia, thus triggering an abntpt fall in the price of Brazilian
assets (Calvo, 1998).1

i ternational investors tend to engage n
i herding
There is also evidence that n
behavior at the global

level. That is, they tend to

take the same positions at the

same time with respect to regional groups of countries or wide asset classes in an
apparently unpredictable and erratic way. While it is tempting to view herding as

11t is difficult to assess the relative importance of these channels of contagion on the basis
of the empirical evidence, n
i part because the countries that are linked in trade are also

fficult to distinguish. Glick {1998) find that

linked in finance, making the two channels di

contagion s
i mostly regional, and interpret it as a sign that the trade channel is significant.

them the
(Masson, 1998). Kaminsky and Reinhart's (2000) results sug
gest, moreover, that financial linkages are more likely culp rits than trade links. Looking at a
Many economists, however, think that trade flows are not large enough to make

main channel of contagion

i

sample of crises in Asian and Latin American countries durng 197Q-98, they find that

groupi
ng countries n
i accordance with their exposure to common bank creditors has a
higher predictive power than grouping them by region or trade linl<s.

sis, to the specifics of each country. Finally, contagion may also be the result of
increased systemic liquidity risk, as investors have

a tendency

to simultane

ously "rush for the exits" in different countries. Thus, looking at the number
of emerging market countries in different regions and with differing internal
conditions that became involved in the sequence of crises, starting with Thai
land in midsummer 1997, it is impossible not to see that systemic forces played
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irrational behavior, and a sign of market inefficiency, it can also be interpreted as a
rational response by investors to uncertainties on the true state ofthe economy. Re

gional herding, for example, might be explained by the fact that countries in the

same region seem to share some similarity, such as a common unobservable fun
damental (in Asia, the stale of the banking sector), or the same model of economic
development or regulation. A problem in one country may then act as a "wake-up
call," leading international investors to revise their beliefs on other countries that
share the same features (Goldstein, !998). For example, the extent to which Thai
land and other Southeast Asian countries were perceived to share the same model

of dose bank-firms relationships and the same weakness in banking supervision, a
bank failure in Thailand was bad news not only for Thailand (and its creditors) but
for the region as a whole. Moreover, the fact that international investors tend to
classify emerging economies in large regional groups and do not gather detailed in
formation about the specifics of each country may be an inherent feature of glob
alization. As Calvo and Mendoza (1998) show, the fix.ed costs of gathering and pro
cessing country-specific information may lead precisely to this outcome when the
number of countries open to international capital becomes large.
Herding is not always a regional phenomenon, however. In some instances, in
ternational investors have withdrawn en masse and with short notice from emerg
ing markets as a whole. Such behavior seems difficult to rationalize in terms of
learning on a hypothetical characteristic that would be common to all emerging
economies. It may become more understandable, on the other hand, in a self

fulfilling liquidity crisis perspective. If several countries are simultaneously vul
nerable to shifts in market feelings, speculation will naturally involve more than

one country at a time. Liquidity crises, in other words, have a natural tendency to
become systemic.

A wave of self-fulfilling liquidity crises may be regional, but

they may also involve economies that are distant and unrelated, provided that
these economies are vulnerable to a panic at the same tin1e (Masson, 1998). In

fact, the contagion between very distant parts of the world that we have observed

in the 1990s, and that culminated with the transmission of the "Russian virus" to

Brazil in the summer of 1998, has been interpreted by some economists as a clear
sign of self-fulfilling speculation (Krugman, 1999).

an important role both in the buildup of conditions that led to these crises and
in their subsequent dramatic unwinding.
Systemic Fragility

and the Form of Capital Flows

There appear to be important differences among different forms of international
capital flows in generating potential systemic fragilities. As noted above, in recent
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crises, the flow of foreign direct investment appears to have been reasonably well
sustained, even for several countries encountering quite severe difficulties. Direct
investors are generally investing for the long run, and they usually recognize that
an effort to exit suddenly in a crisis, if it is possible at all, can be done only by sac
rificing much of the value of their investment. While direct investors may hedge
their positions and attempt to use these hedges when a crisis looms, there s
i little
evidence that this was a predominant phenomenon in recent crises. Thus, the
conventional wisdom that FDI involves relatively little potential for contributing
to an external financing crisis seems to be confirmed by recent experience.
Foreign portfolio equity investment is presumably more "footloose" than
FDI. Holders of easily marketable investments can sell and get out of a coun
try if they sense a potential crisis; and! anecdotal evidence suggests that there
was a good deal of this happening in some recent crises. When a substantial
number of investors try to sell and get out, however, the price of equities falls,
often substantially and very quickly. Hence, holders of portfolio equity invest
ments usually cannot get out for free. Losses suffered because of a decline in
market prices-and possibly compounded by simultaneous currency depreci
ations-may persuade some investors to stay in rather than to leave. Large
drops in equity values, which affect domestic as well as foreign equity holders,
tend to have adverse effects on the economy and, in some cases, on the finan
cial system. These effects generally appear to be significantly less severe than
those associated with national default (on credit obligations by a country's
sovereign, by much of its banking syst,em, or by a large segment of nonfinan
cial businesses). For example, in Hong Kong the decline in equity values by
about 50 percent between September 1997 and August 1998 probably con
tributed to the Hong Kong recession but there was no serious threat of na
tional default. Similarly, Malaysia suffered from a sharp drop in equity values,
but relatively less exposure to foreign credit and a generally stronger banking
system helped to shield Malaysia from some of the adverse effects of the crisis
that were felt more acutely in Thailand.
Credit flows are potentially the most dangerous form of international cap
ital flows because of the risk of disrupting the entire fmancial system in the
event of a national default. When the sovereign defaults on its credit obliga
tions, the effect is usually to disrupt most forms of capital flows to the entire
economy. Widespread default by a country's banks on their external credit
obligations tends to have a similar effect. In fact, because default by the sover
eign often seriously impairs the value of bank assets, and because the govern
ment is generally expected to step in to avert widespread default by a country's
banks, there is often a two-way link between banking system default and sov
ereign default. Beyond the banking sector, governments are generally per-
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ceived as providing much less of an implicit or explicit guarantee of private
sector credits, but widespread defaults by nonbanks typically impair the sol
vency of much of the banking system, and this brings in the government as the
guarantor of the banking and payments system.

As in the case of Indonesia,

when default is widespread across nonfinancial businesses, the disruption to a
country's domestic and international financial relations and the adverse effects
on trade and economic activity are profound. Any or all of these situations
may be deemed episodes of"national default."
With respect to credit flows, an important factor influencing the potential
for systemic fragility relates to the maturity and currency structure of interna
tional liabilities. The vulnerability of several emerging economies to potential
financial crises was increased by a sharp progression in the level of their short
term liabilities from the 1980s to the 1990s, partly due to an increase in the
overall debt level but also to a shortening of its maturity. These countries, thus,
had to roll over much larger amounts of debt than the level of resources they
could mobilize on short notice.
This liquidity mismatch was aggravated by a currency mismatch, whereby li
abilities denominated in foreign currencies were not backed by an equivalent
amount of assets in the same currencies. The value of these debts in terms of
domestic currencies, as a result, increased sharply when the latter were deval
ued (Krugman, 1999). These liquidity and currency mismatches made coun
tries vulnerable to self-fulfilling runs, in which each investor rushes for the exit
because he believes that most investors are doing the same.9 To the extent that
debt is denominated in foreign currency, these runs will not be mitigated by ex
change rate depreciation even with a flexible exchange rate, implying that the
burden of the run falls squarely on the debtor. Runs of this type result from col
lective market behavior, and may look to the outside observer as the conse
quence of erratic shifts in market sentiment that are difficult to explain by news
about the underlying economic situation. The vulnerability of countries to this
type of financial panic can be aggravated by adverse shocks or domestic policy
failures, especially in banking and financial supervision and the management of
capital account liberali.zation. 10 But it is also a feature of a world where capital

9As noted already in the crises of the 1980s, this problem exists not only for corporate debt but
also for sovereign debt. In the latter case, the asset that backs the liabilities s
i the right to levy fu
ture taxes, which is also very illiquid (see Cole and Kehoe, 2000; and Sachs, Tornell, and Velasco,

1997, on the Mexican crisis).
10Jbe most oft-quoted example ofbadly managed capital account liberalization is Korea, which
i flows and limited opportunities for foreigners to purchase
maintained stringentcontrols on FDI n
bonds and equities issued by domestic corporations, while leaving Korean banks free to collect
dollar-denominated deposits by international banks and investors.
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flows to emerging markets are short term, foreign-currency denominated, and
involve more and more diverse and atomistic lenders and borrowers.
Interplay of Policy and Systemic Fragility
The form that capital flows to emerging market economies take (and the ma
turity and currency structure of credit flows) is not something that is wholly
beyond the influence of the countries that receive these flows. Indeed, one of
the key problems in recent crises has been the tendency to shift in the direc
tion of the most potentially dangerous forms of international capital flows in
the period leading up to a crisis. When Mexico experienced large foreign ex
change reserve losses during 1994, part of the response was to shift the fi
nancing of the governments' debt from peso-denominated cetes to dollar
linked tesobonos. Along similar lines, Thailand used large volumes of reserves
and undertook large forward commitments in its efforts to resist adjusting the
Thai baht exchange rate. Korea impaired the liquidity of a significant part of
its foreign exchange reserves during 1997 by lending their reserves to Korean
financial institutions that were having difficulty refinancing their external
credits. Brazil intervened heavily, issued dollar-linked domestic debt, and took
on commitments in the foreign e.J(change futures market as part of its efforts
to defend the exchange rate peg of the real during late 1997 and 1998. Such
policy actions often do succeed, at least for a while, in staving off a potential
crisis-which explains why they are undertaken. But, when a crisis comes, they
tend to make its management much more difficult.
More generally, there is concern that, beyond problems with the manage
ment of the government's own assets and liabilities, government policies
tend to encourage capital flows in forms that pose particular dangers of sys
temic fragility. One concern is with explicit and implicit commitments to
peg the exchange rate, without adequate understanding of the policies that
may be required to support such commitments. When the exchange rate is
pegged and domestic interest rates are above foreign currency interest rates
(in the pegged currency), private debtors have an incentive to borrow
abroad or to borrow domestically in foreign-currency-denominated instru
ments. Banks often have an incentive to facilitate this process and thereby
increase their exposure to either credit or foreign exchange risk. If the ex
change rate comes under pressure, the government faces the unpleasant
choice of raising domestic interest rates, which may weaken the economy
and exacerbate incentives for foreign currency borrowing, or of adjusting
the exchange rate, which creates large capital losses for those who have bor
rowed in foreign currency. Because of this as well as other problems, it is
now increasingly recognized that only countries with strong underlying
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policies consistent with a durable exchange rate peg should implement this
form of exchange rate regime.
Another concern is the explicit or implicit guarantees that governments
often give on the liabilities of financial institutions, especially banks. Without
adequate and vigorously enforced prudential regulation and supervision of
financial institutions, the existence of such guarantees generates substantial
moral hazard. Specifically, it fosters imprudent lending-often financed by
external interbank borrowing-and can lead to situations where even deeply
insolvent institutions continue to operate or expand at the expense of more
prudent competitors. When a crisis comes, the result is often large-scale losses
that threaten overall financial stability and ultimately become the burden of
taxpayers. Recent crises are replete with experiences of this phenomenon.
Guarding against this problem, through international surveillance of the im
plementation of established principles for sound banking, is one of the key
items on the agenda for strengthening the architecture of the international
monetary system.
Moral Hazard Associated with International Support
A more specific and fundamentally different concern about moral hazard has
been increasingly emphasized after the international support package for
Mexico in 1995. This is the concern about the moral hazard that may have
been generated at the international /eve/ by expectations of intervention by the
international community in the event of a crisis. In Mexico in 1995, large-scale
international support from the IMF and the U.S. Treasury helped to avoid
both sovereign default on the tesobonos and a systemic default on short-term
international bank credits. Avoiding defaults dearly had very important bene
fits for Mexico in enabling a rapid return to international capital markets ac
cess by late 1995, which, in turn, contributed significantly to the rapid recov
ery of the Mexican economy-a stark contrast with Mexico's experience in the
debt crisis of the 1980s. Avoiding these defaults also dearly benefited the hold
ers of those specific Mexican credits who would probably have suffered losses
in the absence of large-scale international support.
In a narrow sense, the benefit to Mexico's creditors came at Mexico's ex
pense-as the creditors were ultimately paid with Mexican resources and not
with the resources borrowed from the n
i ternational community. In a broader
sense, however, the benefit to these creditors did not come at Mexico's expense
because Mexico surely would have been much worse off in the event of default.
Nor did this benefit to creditors (to any significant extent) come at the expense
of the suppliers of emergency international support to the Mexican government,
who were paid interest and received good security for their loans, much of which
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have been repaid.11 Nevertheless, the example set by enabling these creditors to
escape from the Mexican crisis with little or no loss (when otherwise they would
have taken substantial losses) raised the concern that, in the future, similarly sit
uated creditors would be encouraged to take imprudent risks, expecting that if
problems developed for an important emerging market country, large-scale in
ternational support would again help protect creditors.12
The fact that promising international financial assistance raises the level of
capital inflows to emerging economies (and/or allows them to borrow more
cheaply) does not necessarily imply the presence of moral hazard. To the extent
that international support reduces the total economic losses sustained in a crisis
(taking into account any costs or risks of providing the assistance), or the likeli
hood of a liquidity crisis, true economic risk associated with international capi
tal flows is correspondingly reduced. True risk reduction presumably encourages
greater individual risk-taking than would occur without expectations of inter
national support. If the additional risks undertaken are adequately compensated
by expected benefits, this outcome is desirable and economically efficient.13
International financial assistance may, in principle, encourage risk-taking
beyond the economically efficient level, but the channels through which the
moral hazard effect travels are more subtle than usually acknowledged. In par
ticular, the effect cannot be understood as a simple transposition of the distor-

11lnterest on loans from the U.S. Treasury to the Mexican government bore a significant pre
mium over comparable U.S. Treasury rates, and the U.S. government made significant profits on
these loans, which have been fully repaid. For IMF credits, it s
i arguable whether the rates charged
fully and adequately compensated the ultimate suppliers of credit for their own costs and the pos
sible risks of IMF lending to Mexico. By any reasonable accounting, however, the subsidy element
in IMF lending to Mexico was quite small, and it would have been even smaller or nil if the rate
charged had been set in accordance with the Supplemental Reserve Facility that was introduced in
December 1997, specifically for the purposes of short-run emergency financing.
12lt has also sometimes been argued that expectations ofinternational support create moral haz
ard by encouraging borrowing countries to undertake imprudent borrowing. However, the large
costs suffered by countries, such as Mexico, when they become involved in a financial crisis-even
when they receive international support-suggests that such imprudence is generally not the con
sequence of rational economic calculation (with the exception of cases where accountability of of
ficials and!or the political risk from steering a country into crisis is very small). Accordingly, con
cerns about moral hazard arising from expectations of international support have focused more on
potential distortion of incentives on the creditor's side rather than on the debtor's side.
'�For example, people may choose to live in more expensive houses because (fairly priced) fire
insurance allows the risks of losses from fire to be diversified and borne (for a fee) by those willing
to accept such risks. Although risks of losses from fires are larger because people choose more ex
pensive houses, economic efficiency is actually m
i proved relative to a situation where fire insurance
is not available. In contrast, if fire insurance induces home ownersto undertake actions (like smok
ing or overloading electrical circuits) that increase fire risks and that (unlike house value) cannot
be monitored and fairly priced in insurance policies, then there is a moral hazard distortion.
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tions at the national level to the international level. Moral hazard is created by
domestic policies-notably through implicit or explicit government guarantees
of private debt and inadequate regulation of financial institutions--from the
expectation that the costs of excessively risky behavior by borrowers and lenders
will ultimately be borne by a third party-namely the average domestic tax
payer. In contrast, the subsidy element in international support packages tends
to be quite small, so that

direct generation of moral hazard caused by expecta

tions that the international community will absorb losses that should be borne
by others cannot be a substantial problem. This said, international financial as
sistance might contribute to moral hazard

indirectly by magnifying the shifting

of losses inside the country in ways that encourage imprudent risk-taking. For
example, the anticipation of international financial assistance might enable do
mestic agents to borrow more from international investors than they would
otherwise, raising the ultimate cost of a bailout for the domestic taxpayer.
Because international financial support may contribute to moral hazard by
magnifying domestic policy failures, it is important that the international com
munity promote sound financial supervision and policies in emerging countries,
an issue we discuss below. In the foreseeable future, however, it is likely that the
international community will continue to confront crises in countries where the
structure of financial safety nets and supervision is less than perfect. In deciding
how to deal with such crises, the experience ofhow such situations are handled
and, in particular, the efforts that national governments exert, and the support
they receive from the international community-will influence the behavior of
suppliers of short-term credit to governments and banking systems. The best
course of action, though, is not for the international community to adopt a uni
form policy of no support in every situation where some indirect contribution to
moral hazard may be a concern (see below for further discussion). Often, as with
Mexico in

1995, the consequences of denying international support would be to

risk imposing very large additional and immediate losses on innocent victims in
a financial crisis when trying to impose comparatively moderate losses on the in
dividuals who have acted inappropriately-not an attractive trade-off.

A quantitative measure of the importance of any direct or indirect moral haz
ard caused by expectations of emergency international support in the events after
the Mexican crisis is difficult to obtain.14 Most of the private capital flows to the

14Possible moral hazard arising from expectations of international support must be sharply dis
tinguished from moral hazard arising from expectations of interventions by national governments
using their own resources. As noted earlier in the text, there is little doubt that moral hazard aris
ing from expectations of national government interventions-related to a wide variety of explicit
and implicit guarantees-was an important factor in the buildup to recent crises.
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crisis-hit emerging market countries were not in forms that were protected
(loans to sovereigns or interbank claims). In fact, owners of direct foreign invest
ments, portfolio equity nvestments,
i
and credits to the nonfinancial sector in

crisis-ridden economies took substantial losses when crises occurred-in coun
tries that did and did not receive substantial international financial support.
In the Asian crisis countries, sovereign external indebtedness was generally
quite small, leaving the international interbank credits as the primary poten
tial focus of moral hazard concerns. Even here, the degree to which moral haz
ard artificially encourages flows beyond prudent limits depends on two per
ceived probabilities: (1) the perceived probability that a country will get into
deep financial difficulty that threatens default on interbank credit lines in the
absence of official support; and (2) the perceived probability that national re
sources will be inadequate to handle such a problem and that large-scale in
ternational support will be needed and available to fill in the gap.
In Asia, before the onset of the crisis, there was little indication that either of
these perceived probabilities was very high.15 Before

1997, when private capital

was flowing in large amounts to Asian emerging market economies, there was
little apparent worry among the suppliers of capital of possible severe difficul
ties on the scale that actually later materialized. With enviable records for strong
and sustained economic growth and low inflation, sound government budgets,
high savings and investment rates, generally well-educated workforces, and sta
ble political arrangements, fundamentals in these economies were generally seen
as being

very strong.16 With the exception of the Philippines, countries that be

came involved in the crisis had not been accustomed to, and probably were not
expected to, rely on international financial support. (Expectations concerning
support from national governments for banks or firms that got into difficulty
are another matter altogether.) Once the crises got rolling, of course, attention
began to focus on prospects for international support, but this was after private
capital (including interbank credits) had already flowed into Asia. Indeed, it is
one of the desired functions of international support and of the expectations
that hopefully arise from an announcement of negotiations for such support

15Moral hazard applies to the situation that prevails before a crisis starts. It refers to the artificial
incentive for capital to flow into a country because of the expectation that f
i trouble later develops,

international support will help shield creditors from losses that they should rightfully bear.
16For Thailand, there were pressures on the exchange rate peg starting in late 1996, and there
were concerns about some Korean chaebols and banks by early 1997. The Thai stock market fell
considerably over the course of 1996 and the Korean stock market experienced a smaller decline.
For the other Asian emerging market countries there was little sign of trouble until well into 1997.
Problems of the type and magnitude that might give rise to requests for official international sup
port were not "on the radar screens:'
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that it helps to keep private capital already in a country from flooding out. This
desired effect is not moral hazard.
Russia is the one clear case where moral hazard arising from expectations of
international support plausibly did significantly influence private capital flows
prior to the crisis. Russia had long relied on international support, and there
was the widespread perception that because of Russia's economic and political
importance, unusual efforts would be mounted in the official sector to ward off
a crisis that threatened Russia's stabilization and reform efforts. Widening yield
spreads on Russian government debt during the spring and early summer of

1998 indicated that creditors were aware both ofsome significant risk of deval
uation (reflected particularly

in spreads for ruble-denominated debt) and of

some broader risk of default (reflected in spreads on Russian Eurobonds). Mar

ket commentary about the so-called ..moral hazard play" suggests that many of
those who undertook Russian sovereign risk did so in the belief that interna
tional support would be forthcoming to avert a Russian collapse-or at least
would be sufficient to allow most creditors to escape before the collapse oc
curred. In the midst of the event, a substantial new package of support from the
IMF was arranged in July

1998, together with an agreed significant strengthen

ing of Russia's stabilization and reform policies. When the policy efforts proved
inadequate and unconvincing, however, a collapse did occur in mid-August,
and holders of Russian sovereign obligations sustained very large losses, espe
cially domestic and foreign holders of ruble-denominated GKOs.
This dramatic event has had large costs for the Russian economy and for
Russia's stabilization and reform efforts. Nevertheless, some very important
lessons have been learned from it. International support for a country facing a
financial crisis is neither unlimited nor unconditional. Even in very important
cases, private creditors, including creditors of the sovereign, cannot automat
ically assume that they will be able to escape from a difficult situation without
loss. Thus, while the example set by Mexico in

1995 arguably raised concerns

about indirect moral hazard arising from expectations of rescues of private
creditors as the consequence of large-scale emergency support from the offi
cial sector, the example of Russia must, in at least equal measure, have dimin
ished those expectations and, hence, concerns.
In the final analysis, the international community has three important ways
in which it can limit concerns about n
i direct moral hazard. First, through the
conditionality associated with its support, the n
i ternational community can
and does insist that countries receiving such support should reform their na
tional policies to lessen the amount of moral hazard they tend to generate. This
is a key reason why reform of financial sector policies bas been an important
component of conditionality in a number of recent IMF programs. Second, the
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international community can and is mounting a much broader effort, outside
of the specific context of financial support packages, to promote national re
forms, in conjunction with many aspects of improving the international finan
cial architecture, to decrease moral hazard. Third, the international community
can maintain that its support s
i not unlimited or universally available for avert
ing national default as clearly demonstrated in the handling of the debt crisis
and in more recent episodes. Those who would engage in excessive risk-taking
should know that the expectations on which it is based could be very wrong.

Stabilizing and Coping with International Capital Flows
The analysis of the previous section offers a useful vantage point for discussing
proposals to strengthen the international financial and monetary system and
to moderate and better cope with fluctuations in international capital flows.
Broadly, two areas can be distinguished. The first focuses on improving do
mestic policies and increasing transparency. This would both reduce the fun
damental weaknesses that make countries vulnerable to financial crises, and
make it less likely that existing weaknesses go unnoticed over extended peri
ods of time, thereby diminishing the extent of damage from future crises.
While the desirability of these initiatives is widely acknowledged, it is doubt
ful that they will be sufficient to forestall every recurrence of the types of prob
lems recently experienced in the international financial system.
The second concerns measures to address systemic risks and contain crises
more directly. Initiatives in this area include improved international institutions,
improved rules for debt workouts, or the regulation or reduction of certain
types of international capital flows. An assessment of these measures, we shall
argue, must start with an acknowledgment that they involve difficult trade-offs.
In what follows, we will only briefly discuss the first type of measures (which
has been considered extensively in various discussions on the "architecture" of
the international financial system). We then concentrate on the key trade-offs
that must be faced in any realistic effort to improve the performance of the in
ternational monetary and financial system. The existence of these trade-offs is
what makes reform of the system necessarily an exercise in the second-best
rather than a search for the ideal. With this understanding, we move on to the

official sector, especially of offi
cial financial assistance, in containing and resolving crises.

concluding discussion of the future role of the

Domestic Policy Reform, Supervision, and Standards
Among the potential causes of financial imbalances and vulnerabilities that
can

lead to crises, two are largely undisputed. First, there is asymmetry of in-
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formation-in the sense that potential lenders cannot fully observe the sol
vency of borrowers. This is a well-known characteristic of any fmancial sys
tem, but may exist in aggravated forms both in developing countries, which
lack the information-gathering institutions of more advanced economies, and
in lending or investment relationships that transcend borders. Second, do
mestic policies may be inadequate or even counterproductive, in the sense that
they create moral hazard problems of their own (for example, through im
plicit guarantees).
There is wide consensus that it is necessary to address these two causes of
vulnerabilities. In particular, there is agreement that emerging markets need to
strengthen data dissemination-including, and especially, as regards foreign
investors-and financial market regulation. It is also widely recognized that
the burden of strengthening transparency and financial supervision does not
solely rest on emerging market governments. Excessive inflows and over
lending, such as are typically observed in the run-up to crises, clearly take "two
to tango." The eagerness of the lending or investing institutions to participate
could, in part, be related to institutional and regulatory shortcomings in the

lender country.17 In any case, there is clear scope for improving the risk man
agement behavior of lending institutions and ensuring that the exposure of
highly leveraged institutions, including but not limited to hedge funds, is cor
rectly understood by their creditors.
These issues are generally matters of domestic policy, raising the question
of what the international community can do, apart from technical assistance,
in encouraging domestic transparency and regulatory reform. In general, the
answer is "by setting standards."18 This includes international standards on ac
counting and auditing, capital adequacy of banks, principles of bank regula
tion, principles of securities regulation, bankruptcy laws, and reporting of data
by national governments. 19

17Levy Yeyati ( 1998) explores the potential moral hazard problem posed by the existence of de
posit guarantees in lender countries.
18See Group ofTen (1996); Group of Seven (1998) and Group of Twenty-Two (1998a, 1998b).
I9£1'amples of initiatives already taken in this area include the Basel Capital Accord (BIS, 1988),
the Core PritJciplesfor Effective Banking Supervision (BIS, 1997), the Objectives and Principles ofSe

curities Regulation (IOSCO, 1998), and the lMF's Special Data Dissemination Standard
(http://dsbb.imf.org). The task of developing and implementing standards is one in which inter
national institutions, national regulators, and private associations-such as the International Ac
counting Standards Committee (IASC) or the International Organization of Securities Commis
sions-can usefully cooperate. The Financial Stability Forum, established under the auspices of
the G-7 (at the suggestion of Bundesbank President Hans Tietmeyer), is supposed to foster com
munication and coordination among various institutions and groups working in these areas.
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If the very difficult problems of implementation could be successfully re
solved, these initiatives could go a long way toward limiting the kinds of fi
nancial sector vulnerabilities that often precede crises. However, successful and
complete implementation across the broad range of emerging market
economies (and many advanced economies as well) appears likely to be a pro
longed and demanding task. Moreover, it is far from clear that even broad
scale implementation would be sufficient-in the absence of additional mea
sures that address systemic vulnerabilities-to reduce the risk of fmancial
crises to an entirely satisfactory level.
Two arguments can be made. First, measures that improve prudential reg
ulation or that better inform investors about a country's solvency do not re
move the possibility of contagion and liquidity crises. For example, better in
formation will not address the essential cause of a financial run, when the
most relevant information for an individual investor is not what the funda
mentals are but what other investors are doing-whether or not they are rush
ing to the exits. Second, even if sufficiently improved fundamentals would re
duce the chance of violent capital flow reversals to an acceptable level, it is not
clear that the initiatives proposed would actually succeed in reducing domes
tic market failures and policy errors sufficiently. And in the presence of conta
gion, countries that have not fully put their economic houses in order will
continue to exert an externality on countries that have.
In a world economic and fmancial system that will inevitably remain some
what second best, systemic measures may thus be required as a second line of
defense. Crises are unlikely to disappear completely; as a result, there is a need
to think about systemic improvements not just for crisis prevention, but also
to mitigate and contain future crises.
Improving the System: Some Key Trade-Offs
Most participants in the architecture debate would agree that reform of the in
ternational financial system should have three key objectives:
•

foster efficiency and growth-allowing an international allocation of cap
ital to where it can generate the highest (risk-adjusted) returns;

•

crisis prevention-reducing the risk of international financial crises ex
ante; and

•

crisis mitigation-mitigating the impact and equitably sharing the burden of international crises ex post.

Because of problems of asymmetric information, however, and other distor
tions that generally prevent any financial system frc;>m operating with absolute
efficiency, simultaneous pursuit of these objectives gives rise to fundamental
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tensions. 20 In practice, under any feasible reforms of the global financial system,
measures that bring us closer to one of the three stated objectives will have costs
in terms of at least one of the other two. In turn, this suggests that there is no
universally applicable, first-best approach for dealing with these problems.
To begin with, note that a number of emerging market countries that re
tained relatively tight controls on capital flows appear, in general, to have been
less affected by recent crises than many emerging market countries that pur
sued more open policies; this is to be expected. However, while policies that
tend to maintain a relatively closed capital account presumably provide signif
icant protection against international financial crises, they substantially im
pair a country's ability to take advantage of the efficiency gains from broader
participation in the global financial system. There is clearly a trade-off here.
The terms of the trade-off are made worse by imprudent measures in capital
market opening and may be improved by a more gradual approach. However,
the bottom line is that greater openness to international capital flows in most
emerging market economies does involve some unavoidable risks. As coun
tries have considered this trade-off, in an environment of rapidly improving
technology, declining costs, and improving information flows in the global fi
nancial system, more and more countries have moved toward more liberal
capital market regimes. If this trend is to be sustained in a manner that is ben
eficial for all participants in the global system, it is important to do more to
contain the risks and damages of financial crises.
Important trade-offs also affect most proposals to limit risks of financial
crises by influencing the buildup of conditions that may lead to such crises. As
discussed above, credit flows, particularly short-term credit flows denomi
nated in foreign currency pose particular risks of financial crises and of possi
ble national defaults-especially compared with flows of FDI or of portfolio
equity investment. Accordingly, measures to shift the composition of interna
tional capital flows-such as Chilean-type controls on short-term credit in
flows-or prudential rules that discourage short-term lending by banks to
emerging market countries appear relevant to decreasing crisis risk. The use of
Chilean-type controls, which are analytically similar to a tax on short-term
credit inflows, however, confront the underlying tension between the provi
sion of public goods and the distortionary costs of taxation. Taxing short-term
inflows, through lengthening the maturity structure of international finance,
could provide a public good in the form of a lower risk of liquidity crises and
of possible national defaults. Such taxes, however, lead to efforts at avoidance
2°For a general exposition of problems of asymmetric information and its effects on the global

financial system, see Eichengreen, Mussa, and others ( 1998).
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that affect the level and distribution of capital flows and other financial activ
ities in ways that do not necessarily serve the public welfare. As with any tax
where there are significant opportunities for avoidance, there are limits on
when attempts should be made to use the instrument, and these are likely to
vary with time and circumstances. Used judiciously, this instrument may be
helpful to some countries in discouraging a form of capital inflow that poses
particular risks, but it is not necessarily relevant or useful for every emerging
market country.
More generally, efforts to divert capital flows into forms that are thought to
pose less danger of systemic risks generally run counter to the incentives of
economic agents to pursue their own self-interests. Both sovereigns and pri
vate sector borrowers often find it cheaper to borrow short term or in foreign
currencies (and subject to foreign laws) than to borrow longer term or in do
mestic currency; and creditors on the other side of such transactions share co
ordinated preferences, making the transaction mutually beneficiaJ.21 Arguably,
distortions in the joint incentives of borrowers and lenders lead to too much
short-term, foreign currency credit, resulting in excessive risks of financial
crises and potential for national defaults. In particular, it might be argued that
there are serious principal/agent problems between the officials and managers
who make decisions to increase short-term credit exposures in the hope of
averting a crisis and those who will bear much of the cost if the result is to pro
duce a more damaging crisis somewhat later. Concerns about such problems
rightly give high priority to reforms that would tend to establish better disci
pline over the use of short-term credit (especially foreign currency credit) by
governments, fmancial institutions, and businesses. This includes greater
transparency and establishment of standards for sound management of pub
lic debts, strengthened regulation and supervision of financial institutions,
and consideration of prudential measures to encourage sound debt manage
ment by private business.
It is difficult to draw a sharp dividing line, however, and say what consti
tutes too much short-term debt or how far it is prudent to shorten maturities
to take on foreign currency debt so as to avert a crisis. Prohibiting all short
term or foreign currency borrowing surely goes too far. After all, compared
with the most advanced industrial countries, emerging market countries typ
ically have underdeveloped financial systems without broad and deep domes
tic markets for longer-term government or private debt. This is particularly
true for countries with recent histories of financial instability. And, when

21See Jeanne (1999) for an explicit theoretical treatment of this issue and a demonstration of
why short-term credit can, in some circumstances, reflect a desirable equilibrium outcome.
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emerging market countries wish to access credit in global capital markets, they
typically cannot do so in domestic currency. Moreover, when a country expe
riences difficulty in maintaining external financing flows, shortening maturi
ties and increasing foreign-currency-denominated borrowings can be quite
useful in forestalling a financial crisis that is not necessarily inevitable. Some
times this strategy works. But sometimes the strategy fails, and the subsequent
crisis and costs are enlarged.
Knowing how far to go in this trade-off is a difficult judgment to make. For
the international community, public questioning of such judgments made by
national authorities poses a dilemma in that, however legitimate the question
ing may be, it could provoke a crisis that might otherwise be avoided. Not
questioning, however, risks that national authorities may inordinately delay
policy adjustments that are painful but necessary, with the result of a deeper
and more costly crisis down the road.
Trade-offs also affect various proposals for ex ante reductions of crisis risks
through proposals for private sector "bail-ins" in the event of financial crises.
Here the idea is that private creditors would be required, under certain condi
tions, to retain or expand their exposures to a country experiencing an actual or
potential financial crisis. Some are concerned that the institution of such mech
anisms would raise the ex ante cost of borrowing for many emerging market
countries. This would not be bad, necessarily, provided that the effect was con
sistent with greater economic efficiency. Of greater concern is what happened
when this type of mechanism was applied to commercial bank credits in the
1980s debt crisis. It helped to avoid disorderly defaults, but the result was also to
cut off access to voluntary private capital flows to the affected countries for an
extended period and to help drive sovereign financing out of banks into the in
ternational bond market where such forced restructurings are perceived to be
difficult to arrange. Perhaps a better structured mechanism, applying to a wider
range of creditors, could be made to function better. However, with a wide array
of creditors typically holding a variety of different claims against diversified
groups of debtors (versus syndicates of banks holding claims against the sover
eign in the debt crisis of the 1980s), the prospects for making such a mechanism
work now do not appear very propitious. Moreover, the application of such
mechanisms could generate an adverse trade-off between mitigating the risks of
crises (by discouraging excessive borrowing) and containing crises when they do
occur. Specifically, application of the mechanism on a regular basis may increase
the incentive for creditors to flee from a country at the first signs of trouble.22

22This is forcefully argued by Fischer (1999), p. 19, and Eichengreen ( 1 999), p. 71.
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Note that this logic does not applyjust to extreme proposals such as "mandatory
haircuts;' but to any scheme that increases the expectation that private investors

will have to bear a larger share of losses in the event of a crisis.
Finally, on trade-offs, there is the already discussed problem of the moral
hazard potentially arising from international support packages versus the con
cern about the excessive damage that can be done to both innocent and not
so-innocent parties when a crisis is left to run its own course. In principle, in
ternational support packages that involve little subsidy element and that are
well designed and implemented should generate comparatively little moral
hazard problems. However, even when international support resources are
readily available and a country is experiencing severe difficulty, too much sup
port may be provided when it is not appropriate. In the end, for the global fi
nancial system to function reasonably efficiently, there will be circumstances
when countries should be allowed to default, even if it imposes substantial
costs on the country and many of its residents, on the country's creditors, and
on other parties.
National Defaults and the Role of International Financial Assistance
Traditionally, national default has not been considered a policy option but,
rather, the residual outcome when everything else has failed.23 There are good
reasons, however, to see national default as an explicit, albeit unpleasant, op
tion that can be taken in some exceptional circumstances to resolve financial
crises. International credit will continue to be affordable for emerging
economies only to the extent that defaults remain painful and, consequently,
rare events. This is true even if the term "default" is defined widely to include
ex post, private sector bait-in mechanisms24-such as bond contracts that fa
cilitate debt restructuring and creditor councils that would lower the costs of
negotiations between bondholders and debtors.25 Private sector bait-in mea
sures of this type can limit the disruptive consequences of defaults by facili
tating a more orderly process that leads to

ex

post efficient outcomes. Ex ante

23Economists are not so squeamish. Following the debtcrisis ofthe 1980s, the theoretical liter
ature discussed, at length, the implications and consequences of the "option" to default. See Bulow
and Rogoff (1989).
24The contract modifications proposed may lead to the avoidance of default in a legal sense, by
allowing renegotiation of the bond terms before its old terms have been breached However, as
long as the new terms are less favorable than the old terms, the reputational effects of this type of
restructuring are similar to those of a partial default, because investors would have preferred to
stick to the old terms if given the option. This would seem to justify the use of the term "default"
to describe debt restructuring aided by private sector bail-in measures.

25A comprehensive discussion both of proposals and experiences in this area is provided in lMF
(1999a). Eichengreen (1999) also provides a very useful exposition of many of the relevant issues.
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debt restructuring, however, remains a very undesirable outcome from the
perspective of investors. As a result, investors would want to be compensated
for taking this risk by requiring higher returns on bonds that carry a higher
chance of being restructured. In this situation, debtors who want to minimize
the cost of finance would either shun bond contracts that are easy to renego
tiate-as has indeed been the case so far-Qr look for other ways of commit
ting to creditors that restructuring will not occur.
Moreover, it is probably an illusion to believe that there is an "orderly" way
for resolving many situations of national default. In Korea in early 1998, it was
possible to organize a voluntary rescheduling of the obligations of Korean fi
nancial institutions to major international banks. But this was a special situa
tion that was facilitated by a government guarantee for the restructured loans
and the presence of large-scale international financial assistance, and where a
relatively limited and uniform group of creditors was persuaded that they
would absorb little or no loss as a result of the agreed restructuring. In con
trast, restructuring of bank claims in the debt crisis of the 1980s, which ulti
mately involved significant concessions by creditors, was a more protracted
process and led to prolonged disruptions of market access for the countries in
volved. And, in these cases, the process was facilitated by the existence of a rel
atively well-organized group of creditors and by a fairly uniform set of claims
against sovereign borrowers. As an example of what may be expected when a
wide array of creditors holds a variety of claims against a diverse group of
debtors, efforts to organize a resolution of the national default by many In
donesian corporate borrowers have, so far, proved very difficult. Arguably,
bond contracts that specify qualified majorities for approval of restructurings
and other similar reforms might make the resolution of future national de
faults somewhat easier. But in situations where creditors are asked to accept
substantial losses or where there are many creditors with differing claims
against many debtors, resolution of national defaults is unlikely to be quick or
easy. The probable high cost of resolving such situations, for all involved, pro
vides a strong incentive to avoid the circumstances that may lead to national
defaults. It is not desirable to blunt this incentive by creating the false expec
tation that national defaults will never occur.

An alternative way of dealing with some situations of potential national de
fault is through the imposition of controls on capital outflows. The relevant
circumstances are those where domestic debtors can meet their obligations in
domestic currency {perhaps with the aid of an expansion of domestic money
and credit), but they cannot obtain enough foreign exchange at a sufficiently
attractive exchange rate to meet their obligations denominated in foreign cur
rency. The imposition of controls on foreign currency payments on the prin-
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cipal of outstanding loans (and other capital outflows) might, in such circum
stances, protect the exchange rate against massive depreciation that would
force many debtors with substantial foreign currency liabilities into insol
vency.26 Conceivably, even foreign creditors might see some advantage in this
solution, provided that interest generally continued to be paid and there was
the reasonable expectation that principal repayments would not be long inter
rupted. The alternative of a messy national default, with likely large-scale
losses to creditors, would not be attractive.
However, the use of controls on capital outflows to contain national de
fault risks has some important limitations and drawbacks. In general, con
trols are not useful in forestalling a potential default by the sovereign because
the imposition of controls by the sovereign on payments to meet its own
obligations is logically the same thing as default; if the sovereign cannot raise
sufficient foreign currency to meet its foreign currency obligations, it de
faults, and it cannot use the excuse of controls to hide this factY For private
debts, capital controls can do little to resolve a potential national default if
there is widespread insolvency of domestic banks or firms in terms of capac
ity to meet obligations in domestic currency-unless the government is pre
pared to inject massive amounts of domestic liquidity. Also, if private debts
to foreigners are legally subject to the jurisdiction of foreign laws, there may
be considerable doubt as to whether capital controls afford legal protection
against actions by creditors.
More generally, the imposition of controls to forestall a situation of poten
tial default (in contrast with the maintenance of controls already in place) may
be regarded by creditors as much the same thing as an outright default, lead
ing to the same problems of prolonged disruption of access to international
credit markets. If the underlying problems giving rise to the threat of national
default are deep and persistent, then the imposition of controls on capital out
flows may provide only temporary respite from pressures on the exchange
rate. If domestic debtors, on a wide scale, generally fail to meet even interest
obligations on their foreign debts, national default becomes a practical fact.
Furthermore, there is general concern that controls, which typically have only

�6Krugman ( 1999) has suggested consideration of controls on capital outflows in situations less
extreme than potential nationa.l default, as a means to allow a country in difficulty to pursue an
expansionary monetary policy while protecting the economy from the effects of withdrawal of
foreign-owned capital. The considerations in this case are much the same as in the more extreme
case of potential national default.
271n the case of Russia, default on the GKOs in August 1998 involved domestic currency oblig
ations of the sovereign s
i sued in the domestic market (with some held by foreigners). Controls on
capital outflows could have done nothing directly to help avoid this default.
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limited effectiveness in restraining outflows in the short run, will tend to im
pair access to international credit flows in the longer term.
In an environment of increasing capital market integration, when the op
portunities and incentive to evade controls are very high in a crisis, controls
on outflows must be drastic to be effective and, for that reason, necessarily en
tail large costs in terms of reputation and new inflows.28 Their effective use
would require, moreover, a comprehensive apparatus of restrictions ready to

be activated in the event of a large capital flow reversal. It is hard to imagine
that countries that consistently pursue a long-run objective of integration
would wish to pay the large reputational costs associated with the maintenance
of such an apparatus on a permanent basis. In short, while it is foolish to re
ject completely the idea that imposition of outflow controls may be helpful in
some instances, particularly for countries that still maintain the apparatus for
such controls, it would be even more foolish to see outflow controls as a magic
bullet that can be used with assured effectiveness and little cost to mitigate the
effects of external payments pressures by emerging market countries that seek
to establish and maintain broad access to international capital markets.
This leaves emergency frnancing as a final option to deal with situations of
potential financial crises that threaten national default. However, does emer
gency financing necessarily have to be equated with official financing? As dis
cussed above, even without new bond contracts or other reforms, a variety of
means exist and have been used in particular situations for ex post bailing-in
of private sector creditors that are more orderly than the most disruptive
forms of national default. There are also

ex

ante mechanisms, in the form of

contingent credit lines from international banks, for private sector provision
of emergency liquidity that can take some of the burden off the official sector.
The usefulness and reliability of such arrangements, however, remain open to
question.29

A private provider of this type of liquidity insurance has the in

centive to hedge the risk implicit in contingent credit lines in ways that could
effectively undo the insurance function of these credit lines (for example, by

26Notably, when Malaysia imposed controls of capital outflows in September 1998, downward
pressures on the ringgit had already largely abated. indeed, the trend ofdevelopments n
i Asia, sub
sequent to the imposition of controls by Malaysia, was for fairly persistent upward pressure on the
exchange rates of all of the Asian crisis countries.

29As an alternative to contingent credit lines, a country could borrow foreign currencies on a

long-term basis (with staggered maturities) and bold the proceeds as additional liquid reserves
that could be used in the event of a crisis. There is a cost to this alternative, as interest paid on
long-term borrowings will generally exceed interest received on liquid reserves, and this cost may
exceed the fees paid for contingent credit Lines of the same amount. However, holding additional
reserves (financed by longer-term borrowing) does not raise the same questions and concerns as
privately supplied contingent credit lines.
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cutting back other exposures to a country as the perceived likelihood of a draw
on the contingent line increases).30 Official providers of liquidity support, i.n
cluding contingent liquidity support, for countries facing potential external fi
nancing difficulties have fundamentally different objectives, namely to help
contain external financing crises; and they would see the hedging of their ex
posures as fundamentally contradictory to these objectives. As a logical mat
ter, provision of emergency financial assistance to deal with the problem that
private creditors wish to exit en masse from a country is not a task for the pri
vate sector, but lies strongly in the range of comparative advantage of the offi
cial sector.
In the area of official support, recent experience has persuaded key poli
cymakers that, in addition to traditional IMF organized programs that pro
vide conditional support to countries already experiencing fmancial pres
sures, it was desirable to create a new facility to provide contingent support
for countries with sound fundamentals that might get into difficulty because
of contagion from a financial crisis affecting other countries. The result is a
Contingent Credit Line (CCL) in the IMF that allows for the precommit
ment of substantial assistance, on a contingent basis, for countries that are
judged to have sound fundamentals. The objective of the CCL is to deal with
potential contagion and liquidity crises preemptively, and thus reduce not
only the incidence and extent of crises but also the demand that will be put
on ex post public crisis lending. The hope is that the existence of the CCL
may help to encourage more countries to correct fundamental problems be
fore they face possible financing difficulties, thereby mitigating the risk of
crises. It remains to be seen, however, how the CCL will work in practice. On
a sobering note, it might be observed that the large disbursement programs
undertaken by the IMF in recent crises would, in general, have been poor
candidates for the CCL. Substantial adjustments in countries' policies to
correct fundamental economic problems (including structural weaknesses
in financial sectors), under IMF conditionality, were essential to these pro-

30If a private provider of contingent credit could credibly commit not

to hedge its exposure

(which s
i not really feasible for a large financial institution with diverse positions in a country and

a capacity to trade actively in many instruments beyond the knowledge of its client), this problem
might be solved. However, exposures might. still be hedged indirectly for example by taking ac
count of correlations of risks across assets. Specifically, exposures to other countries might be cut
back as a substitute if it is believed that risks for these countries are correlated with those of the
client country, as they appear to be, at least within regions for emerging market countries. This
,

suggests that wide-scale use of privately supplied contingent credit lines by emerging market
countries could become yet another mechanism for financial contagion.
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grams; and phasing of disbursements was generally appropriate to enforce
this conditionality.
The CCL may well be of some important use for countries concerned
with possible contagion should a crisis flare up again. However, beyond
countries that are eligible for the CCL (based on having sound fundamen
tals), there will surely be individual countries that get into external payments
difficulties, sometimes of such severity that they are threatened by national
default. Also, if the historical pattern of boom and bust cycles in interna
tional capital flows to emerging markets persists-and there is no sound rea
son to believe it will not-then a time will likely occur again when a good
number of emerging market countries face severe external financing diffi
culties. While the variety of reforms to the international monetary system
that are now under way should help to lessen these problems, other trends in
the global financial environment-moving toward greater capital account
liberalization for a wider range of countries and toward more diverse and
atomistic players on both sides of the market-may make crises more likely
and more difficult to manage. Accordingly, there will continue to be a need
for official assistance-in appropriate circumstances with as little subsidy as
possible, and subject to relevant conditions-to help countries manage their
external payments difficulties and, especially, to help contain the severe eco
nomic damage typically associated with situations of national default. Thus,
the critical questions of emergency financing will not be the "ifs" of official
financial assistance, but the "bows" and "whens"-questions of timing, vol
ume, charge rates, and conditionality.
Lessons from Recent Experience
The experience with recent financial crises suggests some considerations that
will need to be taken in resolving these issues.
First, in the periods of buildup and of stress, financial crises affecting
emerging market countries tend to reflect both domestic economic weak
nesses or maladjustments and systemic deficiencies. An effective approach to
lessen the likelihood and to ameliorate the effects of future potential crises
needs to operate on both the buildup and stress periods and needs to focus on
correcting both types of deficiencies.
Second, financial crises can have very large costs, particularly for the
countries most severely affected, but also through contagion and other
transmission mechanisms for a wide range of less-affected countries. The
costs tend to be particularly great for countries that experience national de
fault. In contrast, the costs to the international community for the type of fi
nancial support it provides to countries in difficulty are comparatively mod-
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est. Interest-bearing loans with high expectations of repayment, rather than
grants, are the predominant form of international support. Nevertheless, the
resources of the international community are limited-notwithstanding the
large support packages in some individual cases-relative to the scale of a
widespread capital flows reversal that could potentially occur, especially fol
lowing a buildup of the magnitude of the one that preceded the onset of the
Asian crisis.
Third, there is no exact formula for the international community to provide
support to countries facing fmancial crises. In 1995, a very large international
support package was instrumental in helping Mexico avoid national default,
thereby substantially reducing the economic costs of the crisis. A different form
of solution was adopted in the 1980s debt crisis. In this case, it was easier to se
cure a coordinated rollover and restructuring of commercial bank claims be
cause available official resources were too small to replace potential private
outflows, and because it was thought that creditors should not be allowed to
avoid participation in helping to resolve the crisis. In the case of Korea, in
1997-98, a mixed approach was adopted. When it was discovered that
promised policy reforms and substantial injections of official support were in
sufficient to motivate rollovers of most maturing international interbank
claims, official efforts were made to secure agreement for concerted rollovers
and lengthening of maturities under a government guarantee. In Indonesia,
where many foreign claims were against diverse corporate borrowers and sol
vency problems were acute, a concerted rollover and restructuring proved
much more difficult, and national default ensued as the only available option.
Fourth, the often expressed concern about how moral hazard is generated
when some crises are resolved-shifting losses away from those who ought
to bear costs-relates primarily to how national economic policies are struc
tured and implemented. Widespread implicit and explicit guarantees of fi
nancial institutions, liabilities, and inadequate regulation of such institu
tions have been a particularly important source of this type of moral hazard
in recent crises. In addition, there is some legitimate concern that an indirect
moral hazard effect of international financial support could lead to national
policies that directly generate moral hazard. Largely, this concern is miti
gated both by the conditionality in international support packages, which
presses for national policy reforms, and by broader international efforts to
promote improved national policies. Moreover, although unfortunate in
other respects, the examples that both demonstrate the limited and condi
tional character of international fmancial support and reveal the costly con
sequences of national default teach painful but valuable lessons that help
contain moral hazard.
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Appendix. Trends in the Composition and Volatility of
Capital Flows
This appendix seeks to identify broad trends in international capital flows to
emerging markets since the early and mid-1970s. It looks at three main
themes: ( 1) major compositional changes, (2) trends in the volatility of capi
tal flows and capital flow reversals, and (3) trends in the prevalence and sever
ity of currency crises, and in the effectiveness of official financial assistance in
mitigating the impact of currency crises on the real economy. While this en
compasses a large set of stylized facts with relevance for the "architecture" de
bate, it leaves aside several potentially important empirical issues that have
been studied independently in recent IMF Research Department studies, in
cluding developments in capital flows in long-term historical perspective (i.e.,
beyond the 25-year period discussed here), the qualitative and structural dif
ferences between the crises of the 1980s and those of the 1990s, and the pres
ence of"contagion" in the financial crises of the latter.31 To the extent that the
discussion in subsequent sections draws on these issues, these studies will be
referred to directly.
Throughout this section, we utilize two alternative concepts of capital
flows. First, private capital flows as measured by the sum of net foreign direct
investment, net portfolio investment, and net "other" investment from the fi
nancial account ofthe balance of payments, minus net official borrowing. This
is referred to as "net private capital flows." Second, we use the sum of emerg
i sues, and loan commitments to private cred
ing market bond issues, equity s
itors that are issued through international capital markets. The latter is re
ferred to as "gross private financing."32

31Respectively, IMF ( 1997a), pp. 234-51; IMF ( l998a), Chapter 3; and IMF (1999b), Chapter 3.
32The differences between these two concepts are as follows. First, gross private financing in
cludes only primary issues in internationa.l markets. As such, it ignores both capital inflows
through secondary bond and equity markets (for example, purchases ofRussian GKOs by foreign
residents) and foreign purchases of local equity or bond issues, both of which would be recorded
in net private capital flows as net portfolio investment. Second, net private capital flows are obvi
ously a net concept while gross financing is not; in particular, the latter misses debt repayment and
changes in assets held by the emerging economy abroad. Third, net private capital flows include
foreign direct n
i vestment while gross private financing does not (except for the case in which more
than 10 percent of new equity sisue is purchased by a single investor). Finally, the sources are dif
ferent: net private capital flows arc constructed from the balance of payments and are thus based

on debtor country information, while gross private financing is based on information obtained
from banks and other financial market institutions.
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Trends in Levels and Composition
Figure Al shows the development of net total and private capital flows to de
veloping countries beginning in 1971 and of gross private fmancing beginning
in 1980. Two main boom-bust cycles are discernible from the net flow data.33
The first builds up in the 1970s and especially after the second oil crisis of
1979, and unwinds by 1984. This is the cycle associated with the debt crisis of
1982-83. The second cycle begins in the late 1980s and rises until about 1996,
and begins unwinding in 1997. The broad movements of gross financing are
generally correlated with these trends except that ( 1 ) the cycle associated with
the debt crisis of the early 1980s is not discernible in gross financing data (per
haps because we have no information on the increase of gross financing in the
1970s), (2) the "bust" phase of the cycle of the 1990s appears to begin in 1998
rather than 1997. Quarterly data reveal, however, that gross financing peaked
in the third quarter of 1997, that is, the reversal actually occurred in the sec
ond half of 1997.
Figure A1(a) and Table AI also show that the contribution of private to
total financing was much higher (in percentage terms) in the 1990s than in the
1970s and 1980s. Note that the gap between private and total financing (i.e.,
the contribution of net official borrowing to total financing) widens consider

ably following the bust of the early 1980s, only to narrow sharply as the next
boom sets in around 1990. This suggests a countercyclical behavior of official
financing (both in percentage terms and in absolute levels), as one might ex
pect. Note also, though, that the beginning bust in 1997 does not appear to be
associated with an increase in net official financing; only in 1998 does the gap
begin to widen again. Simple correlations confirm that official financing was
countercyclical to private flows, at least in Asia and Latin America and after
1981. There seem to be considerable discrepancies across regions and periods
though (see Table A2).
i illustrated
The composition ofnet private flows and gross private financing s

in Figures A1(b) and Al(c) as well as Tables A1 and A3, respectively. Four main
facts stand out. First, foreign direct investment shows a stable secular trend that
is roughly in line with that of net private capital flows as a whole. It is much less
volatile than the other two components of net private flows. As a result, however,

it constitutes a very high proportion of net private financing during bust phases

but a much lower one during boom phases (Table Al, top). Second, the share of
portfolio investment (bonds and equity) was insignificant prior to the mid-

HExpressing capital flow as a percentage of developing country GOP (not shown) reduces the
overall trend but leaves the basic boom-bust patterns unchanged.
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Figure A1. Developing Countries: Volume and Composition of Capital Flows
(Billior�s ofU.S. dollars)
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Table Al. Composition of Net Capital Flows: Developing and Transition Countries
(In percent)

Developing countries1
Net private capital flows2
Distribution of net private capital flows
i vestment3
Net foreign direct n

Net portfolio investment'

Bank loans and net other private
investmentl• •

1984-88

1989-93

1994-98

81.2

92.4

1974-78

1979-83

43.8

40.4

37.7

37.1

47.9

68.0

33.6

72.9

2.5

16.3

18.7

46.6

36.2

60.4

35.8

13.3

19.8

-9.2

86.2

76.2

1.9

92.4

18.3

25.2

33. 1

0.9

9.2

80.7

53.3

80.9

65.6

-13.8

-12.6

44.9

54.4

61.5

76.4

86.2

38.2

25.9

3 1.2

·54.0

0.9

1.2

12.7

10.9

12.5

60.8

73.0

56. 1

35.1

-12.9

27.2

76.5

84.2

Latin America

Net private capital flowsl. s

Distribution of net private capital
flows

Net foreign direct investment3•5
Net portfolio investment3• s
Bank loans and net other private
investmentl.<, s
Asia
Net private capital flows2

Distribution of net private capital flows

Net foreign direct investment3•5
Net portfolio investment3
Bank loans and net other private

investment'·•

59.4

Other<S
Net private capital flows2•5

Distribution of net private capital flows

Net foreign direct investmentl
Net portfolio investmcntl
Bank loans and net other private
investment3•1• 5

6.0

-6.0

55.9

12.5

47.0

-0.8

-6.1

69.1

48.2

41.6

-25.0

39.3

I I .4

9.0

99.6

94.8

Former commu nist and transition countries
Net private capital flows2·5

Distribution of net private capital flows
Net foreign direct investment'·5
Net portfolio investment3·S

Bank loans and net other private

20.0

0.0

investment'· •·5
Sources: IMF,

8.6

5.8

59.6

0.0

0.0

80.8

91.4

94.2

-40.4

International Financial Statistics and World Economic Outlook Database.

'The definition of developing countries excludes countries in transition.

2Expressed in percent of total net flows; defined as the sum of net foreign direct investment, net

portfolio investment, and net other investment (private).
'Expressed in percent of net private capital flows.

•Net other investment {private) is the difference between net other investment {balance of payments

definition) and net external borrowing from official creditors.

SEIIipsis points indicate that either net private capital flows are larger than total net capital flows or the

corresponding component of net private capital flows is larger than net private capital flows.

60ther s
i a residual category after subtracting Asia and Latin America from Developing Countries.
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Table A2. Correlation Between Private Capital Flows and Official Borrowing:
Developing and Transition Countries

Between net private flows1 and net official
borrowing
Developing countries2
Latin America
Asia
Otheil
Former communist and transition countries
i net private flows' and
Between change n
change in net official borrowing
Developing countries2
Latin America
Asia
Other'

Former communist and transition countries

Total

1971-81

1982-90

1991-98

-0.17
-0.61
0 23
-0.12

0.58
0.84
0.32
-0.73

-

0.73
-0.64
-0.17
-0.22

-0.23
-0.65
-0.59
0.46

-0.45

0.14

-0.71

-0.60

-0.10
-0.62
-0.04
0.18

0.12
0.33
-0.49
-0.27

-0.47
-0.71
-0.27
-0.06

-0.05
-0.74
0.02
0 55

-0.40

-O.ll

-0.84

-0.30

.

.

Source: IMF, World Economic Outlook Database and staff estimates.

1Net private capital flows is defmed as the sum of net foreign direct investment, net portfolio
investment, and net other investment minus net official borrowing.
2The definition of developing countries excludes countries in transition.
'Other s
i a residual category after subtracting Asia and Latin America from Developing Countries.

L970s, and has been rising since then. Two phases can be distinguished: the
1980s when the share of portfolio investment rose and subsequently remained
stable in the 15-20 percent range, and the 1990s when the share continued to
rise sharply in most regions, bringing the average share up to over 35 percent,
and up to 50 percent during the boom phase prior to the crises of the mid1990s. The notable exception here is Asia, where portfolio investment remained
around 10-15 percent. Third, the initial rise of portfolio investment during the
1980s was almost entirely driven by bond issues, while the 1990s witnessed a
rapid increase in the relative importance of equity investments, which rose from

zero to up to about IS percent of gross private financing. Fourth, the share of
bank loans in private flows suffers a secular decline, particularly after the debt
crisis, which roughly mirrors the rise of portfolio investment. This decline is less

pronounced in Asia than in the other regions (Table A3).

The maturity of debt is usually reported as stock rather than tlow data, which
makes sense if one is interested in the vulnerability of countries to capital flow
reversals. Figure A2 and Table A4 show data from three sources: the World

Bank's Global Development Finance database (formerly known as World Debt
Tables), which reports the original maturity of debt stocks based on debtor
country data and some maturity information from creditors, BIS data on the
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Table A3. Composition of Gross Private Financing: Developing and Transition
Countries
(In percent)
1980-83

Developing countries1
Distribution of total gross private financing
Fixed income i.ssues
Equity issues
Loan commitments
Latin America
Distribution of total gross private financing
Fixed income issues
Equity issues
Loan commitments
Asia
Distribution of total gross private financing
Fixed income issues
Equity issues
Loan commitments
Otherl
Distribution of total gross private financing
Fixed income issues
Equity issues
Loan commitments
Former communist and transition countries
Distribution of total gross private financing
Fixed income issues
Equity issues
Loan commitments

1984-88

1989-93

1994-98

13.1

28.4

38.6

47.7

0.1

1.1

8.4

8.5

86.8

70.5

53.0

43.8

14.8

25.0

61.5

64.6

0.0

0.2

16.2

5.2

85.2

74.7

22.2

30.3

12.3

3 1 .5

30.6

41.1

0.0

1.5

7.5

10.7

87.7

67.1

61.8

48.1

10.6

24.5
l.O

29.4

39.5

0.8

2.5

8.2

88.6

74.5

68.2

52.3

48.6

2.6

19.1

38.1

0.0

0.0

0.5

7.0

97.4

80.9

61.4

44.4

Source: IMF, Bonds, Equities, and Loans Database.
'The definition of developing countries excludes countries in transition.
20ther is a residual category after subtracting Asia and LatinAmerica from Developing Countries.

remaining maturity of bank loans on the basis of information by creditor banks,

and similar information on bond maturity data. The main message from Figure
A2 is that there seems to be no trend in the maturity composition of overall debt
when viewed over the entire period, Figure A2(b) indicates, however, a cycle in
debt maturity that roughly coincides with the boom-bust cycle of the late 1970s
and early 1980s, with debt maturities shortening during the boom phase and
lengthening after the bust. Figure A2(b) and Table A4 also indicate a moderate
shortening in the initial maturity of overall debt during the cycle of the 1990s,
at least until 1996. Table A4 also shows a much more pronounced shortening of
remaining maturities-the more relevant concept as an indicator of a country's
vulnerability to capital flow reversals-since the late 1980s (see data on bank
loans and bonds). Aggregate bank loan data show a substantial increase in the
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Figure A2. Developing Countries: Maturity Structure of Debt
(Billions ofU.S. dollars)
(a)
2,250 ,------,
2,000
Total debt

1,750
1,500
1,250
1,000

Long-term debt

750
500
250
0

Short-term debt

· · ·
· · · · · · · · · ·· · · · · ·

. .. .
1971

73

75

77

79

81

83

85

87

· · · · ··
· ··
· · · ·

89

91

93

95

97

(b)
100
90

Long-term debt

80
70

60
50
40
30
w

10

----�-

0 1971

73

75

.
,... _ - .- - - '-

77

79

81

Short-terni debt

----- ---

83

85

87

89

------

91

93

95

97

Source: World Bank, Global Development Finance Database.

share of short-term debt between 1988 and 1996, with some subsequent un
winding. There are considerable regional differences underlying this aggregate,
however, with Asia showing a pronounced cycle that peaks in 1995, Latin Amer
ica a more or less continuous upward trend, and the maturity profile of the re
maining developing world staying more or less flat. In contrast, bond maturity
data show a rising trend in the proportion of short-term debt for all regions be
tween 1985 and 1998. The period under consideration may be too short,

though, to distinguish whether this is indeed part of a secular trend or of a long
cycle that has yet to unwind.
Finally, we turn to the sectoral composition of capital recipients, again
using stock data on both bank loans and bonds (Table AS). In the aggregate
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39.4
0.0

36.8
2.5

33.3
0.0

18.4

4.2
.

2.3

1 8. 5

7.3

55.6

0.0

37.7

22.5

6.1

16.6
53.3

54. 1

20.5

55.8

0. 3
21.5

46.8

13.0

12.8

32.4

10,8

5.0

1 7.2

44.9

12.3

18.9

33.2

9.6

4.8

2.2

0.3

0.3

14.0

l l .O

34.9

8.5

3.2

14. 3

4 1. 2

1988

0. 1

45.!

17.6

6.6

1 1. 2
3 9.5

2.3

1 3.4
4L2

14.3

41.8

16.2

1987

44.6

1986

0.2

38.7

25.9

10.4

55.4

17.5

2.0

49.4

12.5

9.2

31.2

13.1

5.1

!5_7

42-2

19'39

0.9

32.5

19.5

8.6

55.9

18.7

3.3

13.8
53.3

9.4

36.2

16.3

5.5

46,6

16.7

1 990

Ll

24.2

16.5

1 1.0

18.9
5 1 .4

8.3

14.8
56 .7

l l.8

1 7 .6
39.6

9.7

1 7. 1

48.3

1991

2.0

29.6

14.4

7.2

53.6

21.7

9.7

60.7

16 . 1

9.3

44.4

18.6

9.1

52.4

18.3

19'92

3.2

35.6

8.7

6.5

56.2

23.5

6.8

62.5

16.2

7.9

36.3

8.7

9.8

54.0

19.7

7.3

57.5

16.2

1 2.2

>0.7

49.8
9.6

20.0

9.9

54.1

17.4

1994

20.0

8.0

1 8.4

56. 1

19'93

13.6

38.4

9.4

9.2

54.0

19.9

6.9

63.5

19.2

15.4

52.1

18.9

10.9

57.5

18.0

19'95

7.3

43.9

10 .3

1 2 .3

53.9

20.9

62.4
6 .4

20.7

15.8

53. 4

17.5

11.3

58.0

18.4

1996

8.3

47.6

9'.9'

56.6

16.2

8.3

61.5

19'.0

1 35

5 3.6

17.8

10.9

17.6
58.0

1997

10.4

44.4

10.3

57.7

13.4

53.5

8.8

55.0

10.8

54.9

1 9'98
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'Other is a residual category after subtr21cting Asia and Latin America &om De...op
.! i.ng Countries.

•From lhe Bank for International Settlements,
5From the Bonds, Equities, and Loans Database.
0Exduding con,·erJ:ible bonds.

debt that bas an

original nra.turity ofone year or fess, while short-term bw loans from the BIS and shortterm bond debt from BEL are both defined as debt that has a Tt'nraining matvrity.

3Short-tenn bond debt from the GDF database is defined as

1From lhe Global Development Fmance Database.

'The definition of de•·eloping countries exdudes countries in tram.ition ex<epl in the ca,sc, of GDF data, which includes countries in transition.

Sources: World Bank, Global lk\'elopmem Finance Database (GDF); IMF, Bonds, Equities, and Loans Database (BEL); and Bank for International Settlements (BIS}.
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data, the main notable trend for both bond and bank debt is a substantial in
crease in the proportion of debt owed by the private sector. For the case of
bank-based debt, both Latin America and Asia show a strong upward trend,
beginning in

1989 for Latin

America and over the whole sample period for

Asia. For bond-based debt, the upward trend in private debt is driven by Asia,

1 0 percent to almost 60 per
1985 and 1997. In contrast, Latin
America sets out at a much higher level (30 percent in 1985) and peaks in 1994
at about 55 percent, followed by a rapid decline to 36 percent in 1998.
where privately owed debt rises from just under

cent of total bond-based debt between

Volatility of Capital and Capital Flow Reversals
We next turn to the issue of whether capital flows have become more volatile
in the

1990s relative to earlier decades. We work from two perspectives. First,

it is straightforward to check whether there is a trend in the variance of capi
tal flows to a given set of countries, expressed in percent of GDP of those
countries, along subperiods of time. To be able to compute such variances for
sufficiently short subperiods, one needs to work with quarterly data. Second,
one may want to ignore small, high-frequency movements that could be dri
ving changes in variances but do not affect the stability of a country, and in
stead focus on the incidence and average volume of capital flow reversals, de
fined as declines in capital flows in excess of a given threshold. In this context,
it is sufficient to use annual data, which is available for a longer time period
and a larger set of developing economies.
Table A6 computes the variance of gross private financing and net private
capital flows for a set of time periods since

1980

and a sample of nine large

emerging economies: three from Latin America (Argentina, Brazil, and Mex
ico), four from Asia (Korea, Pakistan, Philippines, and Thailand) and two oth
ers (Israel and South Africa). The upper panel shows the variance of gross pri
vate financing and confirms the view that the volatility of flows to emerging
markets was higher in the second half of the

1990s relative to

previous peri

ods. This is true for all countries in the sample as well as aggregate flows across
regions and across the entire sample. For Latin America, the variance of gross
financing almost triples in the

1993-97 period relative to the average of earlier

periods; for Asia, it almost quadruples. This pattern is

not confirmed, however,

when variances are computed using net private capital flows (see lower panel
of Table A6). In this case, the variance in the

1993-97

period is the highest of

the four periods in only four of the nine countries (namely,

all Asian coun

tries). For the aggregate data, the variance shows no trend, regardless of
whether Argentina, which constitutes an outlier for the

1988-93 subperiod, is

excluded or not.
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:oth�r is a residual category after subtraajn g Asia and Latin ."unerica from Developing Countries.

'The de-finition of de,·eloping counlrirs exdudes counlries in transition.

Source: Bank for lntematioool Seulements .
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Table AS(a). Sectoral Composition of Bank loans by lssuer. Developing and Transition Countries
(In percent)
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1.6

29.2

69.2

23.3

23.0

53.7

21.8

52.8

25.4

44.1

32.3

23.6

30. 3

40. 4

2�.3

1992

0.3

2 Ll

78 . 6

14.5

68.4
1 7. 1

33.0

49.9

17.1

53.1

17.5

29.4

39.4

36.1

24.5

1 9�3

0.5

20.4

79.1

14.2

1 1 .6

74.2

47.2

40.6

12.1

54.6

28. 1

17.3

46.2

31.8

22.0

1994

0.5

15.7

83.8

1<1.0

�.3

76.7

37.7
52 .7

�-6

5 1. �

23.8

24.3

47.9

28.9

23.2

1995
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3.0

37.3

59.7

34.1

28.8

37.1

15.2

51.1

33. 7

36.5
20.9

42.6

43.7
20.1

36.2

1990

'The definition of developing countries excludes countries in transition.
'Oth.-:r is a residual categof}' after subtracting Asia and Latin A
merica from 0ellt'loping Countries.

Source: I.M F, Bonds, Equitie$. and loans Database.
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Other public sector

Former communist and transjtion countries
Sovereign

Private

Other public sector

Sovereign

Other!

Private

Other public sector

Sovereign

Asia

Private

Other public sector

Sovereign

Lat[n America

Private

De,'eloping countries'
Sovereign
Other public sector

1 �85

Table A5 (b). Sectoral Composition of Bond Stocks by Issuer. Developing and Transition Countries
(ln percerrt)
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86.9

15.1

9.4
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55.9

35.0

9.0

19.0

43 .5

37.5

46.6

25.7

27.7
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16.2

10.8

10.3

78.9

21.5

15.9

62.6

58.2

33.4

8.4
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46 .9

45.5

24.4
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14.4

9.9

75.7

23.1
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Table A6. Volatility of Capital Flows to Selected Developing Countries'
(Itt percent ofGDP, based on quarterlyflow data)

Gross Private Financing
1980:Q I-1983:Q3 1983:Q4-I988:Q2

1988:Q3-1993:Ql !993:Q2-1997:Q4

Argentina

0.35

0.04

o.oz

Brazil

0.04

0.19

0.18

0.33

Mexico

0.19

0.03

0.12

0.54

Korea

0.19

0.25

0.04

0.39

Pakistan

0.03

0.04

0.77

Philippines

0.15

o.oz

0.05
0.04

1.02

Thailand

0.11

0.23

0.05

0.57

0.37

Israel

0.09

0.05

0.29

0.37

South Africa

0.01

0.11

0.02

1.03

TotaP

0.02

0.03

0.03

0.10

Total excluding Argentina

0.02

0.04

0.04

0.09

Latin America
Asia

0.04

0.03

0.06

0.14

0.04

O.D7

0.02

0.19

Net Private Capital Flows
1980:QI-!983:Q3 !983:Q4-1988:Q2

1988:Q3-1993:Q I 1993:Q2-1997:Q4

Argentina

2.24

2.35

47.94

Brazil

1.02

0.32

3.66

1.19

Mexico

3.94

1.90

0.96

2.85

0.64

Korea

1.21

1.14

0.54

5.08

Pakistan

0.14

0.10

0.34

0.53

Philippines
Thailand

1.51

1.12

0.84

3.70

0.90

0.71

0.44

1 1.33

Israel

5.29

6.50

2.42

2.58

South Africa

1.25

0.94

0.16

0.77

Total2

0.53

0.14

0.47

0.33

Total excluding Argentina
LatinAmerica

0.63

0.19

0.44

0.44

1.28

0.24

1.34

0.57

0.56

0.44

0.28

3.62

Asia

Source: fMF, International Financial Statistics.

1Volatility is calculated as the variance of quarterly capital flows within each subperiod.

2Varianccs based on the sum of capital flows across the sample of countries.

The question is whether these findings hold up when one focuses on the in
cidence of large capital flow reversals rather than volatility of capital per se.
For given thresholds of defining what one means by "reversals," Table A7
shows both the incidence of such reversals and their average volume along
analogous subperiods as those of Table A6, based on a sample of 17 economies
that jointly account for over 75 percent of flows to developing cOUJltries in the
periods 1980-98 and 1990�98. The thresholds were chosen in the following
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way. First, we tried defining a "reversal" as a reduction in net capital inflows by
3 percent of GDP, following a convention used in the literature on current ac
count reversals34 (upper right panel of Table A7). After finding that this
threshold is fairly low, in the sense that it identifies a rather large number of
reversals, we tried doubling this threshold to 6 percent (lower right panel of
Table A?). Finally, we picked two thresholds for gross private financing in a
way that would generate about the same number of reversals across the sub
periods common to both datasets as the 3 and

6

percent thresholds, respec

tively, for net private capital flows (left panels of Table A?).
Focusing first on the two left panels, note that the results based on gross fi
nancing data confirm those of Table A6. Both the incidence and the average
volume (for a given threshold) of financing reversals were sharply higher in
the period 1994-98 than in the earlier subperiods. This is true regardless of
whether the l or

2

percent threshold is chosen. A much less definite picture

emerges from the right panels of Table A?, however, which are based on the
balance of payments concept of net private capital flows. For the lower thresh
old, there appears to be no clear trend in the incidence of reversals over time;
in particular, the incidence of reversals in the subperiod containing the debt
crisis is about as large ( 1 3 )
riod

as "the

incidence of reversals in the 1994-98 subpe

(14). We do find, though, that the average size of reversals greater than 3

percent is larger in the 1990s, driven by much larger reversals in the Asian
countries in this period. For the higher threshold, on the other hand, we now
find a higher incidence of reversals in the 1994-98 subperiod compared to ear
lier subperiods, but no real trend in the volume. In other words, measured in
terms of net private capital flow reversals as a percent of GDP, the countries
that were hit hardest during the debt crisis were hit just as hard-or even
harder-than the countries worst hit in the Asian crisis.

Figure A3 gives another presentation of how the incidence of reversals (as de

fined in Table A?) develops in time, by plotting the total incidence and regional
distribution ofreversalsfor each year of our sample period. It confirms that gross
financing data show a sharp rising trend, while the evidence from net capital flow
data is, at best, mixed. As the lower right panel of the figure shows, even for the 6
percent threshold there is not much of a trend in the incidence of reversals once
reversals are no longer aggregated into the subperiods used in Table A?.
In a final step, we check that the results from Table A? and Figure A3 are
not sensitive to the way in which reversals were defined. For each of our two
concepts of capital flows, Table A8 plots the distribution of negative changes
in flows according to the size of the change, for each of the sub periods of Table
34See Milesi-Perretti and Razin (1996).
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1A l"e\-ersal is defined as a change in the le\-d of capital flows (in percent of GOP) exceeding the threshold value. O.anges above the threshold value in adjacent )"earS "'-ere
counted as one re,-ersal
'Memorandum item for net prmne capital flows.
ltndia, Indonesia, Mala�-sia, Pakistan, Philippines, Thailand, and Korea.
•Argentina, Brazil, Chile, Colombia, Me:rico. Peru, and Venezuela.
5Egypt,Soutb Africa, and Turkey.

Sources: IMF, World Economic Oudook Database, and Bonds, Equities, and Lnans Database.
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Table A7. Reversals of Capital Flows to Selected Developing Cou.nt:ries1
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Figure A3. Instances of Reversals: Regional Composition
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A7. In the upper panel, the distribution of reversals for the 1994-98 subperiod
dominates the distribution for all earlier subperiods, in the sense that for all
categories of negative changes except the first (0-0.5 percent), the incidence of
reversals in this subperiod is larger than in any other. The same cannot be said
for the lower panel, which is based on net capital flow data. Indeed, compar
ing the 1980s and the 1990s in the lower panel (see data for 1981-89 and
1990-98) does not give a sense that reversals were generally more frequent in
the 1990s. However, if the comparison is between the boom-bust cycle of the
1970s and early 1 980s and that of the 1990s (see data for 1975-84 and
1989-98), the case could be made that at least reversals in the upper half of the
distribution-namely, exceeding 4.5 percent of GDP-were more frequent in
the 1990s cycle than in the earlier boom-bust cycle.
In summary, the behavior of gross private financing flows to emerging
markets strongly supports the idea that capital movements have become more
volatile, and large reversals more frequent, in the 1990s. In contrast, net capi
tal flows do not seem to have been significantly more volatile in the 1990s rel
ative to earlier periods, although we do find some suggestion that larger re-

Table AS. Distribution of Reversals of Capital Flows to Developing Countries

(In percent ofGDP, ba.sed on annual flows)
0-0.5

0.5-1.0

1.0-1.5

1.5-2.0

13
11

9
8
2
11
17
13

5
4
4
17
10
20

2.0-2.5 2.5-3.0 3.0-3.5

>3.5

Based on gross private financing

1981-83
1984-88
1989-93
1994-98
1981-89
1990-98

31
31
24
25
68
43
0-1.5

ll
26
28
33

1.5-3.0 3.0-4.5

4.5-6.0

4
3
0
5
7
5

2
2
3
9
5
11

1
0
0
5
5

I
0
2
7
I
9

6.0-7.5 7.5-9.0 9.0-10.5 >10.5

Based on net private capital flows

1974-78
1979-83
1984-88
1989-93
1994-98
1981-89
1990-98
1975-84
1989-98

97
79
100
90

18
24
19
17
21
40
34
44
38

6
17
IS
7
17
29
22
26
24

2
7
5
8
9
14
14
10
17

3
6
2
8
8
10
7
10

0
5
2
4
6
9
8
5
10

30

17

12

6

2

5

45
51
56
46
44

I
0
2

2
2
3
2

0
4
1
2
5
6
6
4
7

Memorandum item
1981-83

Sources: lMF, World Economic Outlook Database, and Bonds, Equities, and Loans Database.
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versals were more frequent during the 1990s boom-bust cycle relative to that
of the 1970s and early 1980s. For the most part, these conflicting findings are
likely to be driven by the fact that FDI is included in the definition of the lat
ter but not the former. As we have seen, FDI flows both rise sharply in the
1990s and tend to be much less volatile than loans and portfolio investment.
Thus, focusing on the behavior of gross financing probably gives an exagger
ated impression of the volatility of capital flows in the 1990s as it misses FDI,
a stabilizing component of total private capital flows that was much more
prominent in the 1990s than in earlier periods.
Currency Crises and the Trade-Off Between Adjustment and Financing
International financial crises are clearly not a new phenomenon, going at least
as far back as the 1870s.35 There s
i a widespread impression, however, that large
crises have become more frequent, and exceptionally virulent, in the 1990s. In
the remainder of this section, we ask whether this

is true over the time period

since the collapse of the Bretton Woods system. In particular, we examine
whether there are noticeable trends in the incidence of currency crises, in the
severity of the balance of payment adjustment following a currency crisis, and
in the role of official financing

(if any) in mitigating the impact of the crisis.

Currency crises are identified in two ways. Building on recent work for
the World Economic Outlook,36 we define a pressure index as a weighted aver
age of the excess of monthly percentage depreciation and monthly percent
age reserve changes over their respective country-specific means, excluding
periods of inflation in excess of 100 percent.37 A crisis

is identified if the

pressure index exceeds the sum of its mean plus a given factor of its standard
deviation (both defined over the entire sample) and no other crisis occurred
in the preceding 18 months. Second, we use a criterion inspired by Frankel
and Rose (1996), defining a crisis as a monthly depreciation that both ex
ceeds a certain absolute threshold (identical for all countries) and exceeds
average monthly depreciation in that country over the last 12 months by anJssee lMF ( J997a).

361MF ( 1998b), Chapter 4. Related criteria are used by Eichengreen, Rose, and Wyplosz ( 1995),

and Kaminsky and Reinhardt ( 1999).

31The weights were chosen to equalize the variance of the two components of the index overthe
entire sample. More precisely, the index is defined as follows:

pressure·=
t-

I:J.x, -JJ&x.'
O't.,x

where xstands for the natural logarithm ofthe nominal exchange rate (in local currency per USS),
r for the natural logarithm

of international reserves, and i for a country index. Thus, a lllgher

"pressure n
i dex" indicates either a higher depreciation or a higher reserve loss or both.
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other threshold.38 The latter s
i introduced to help deal with high-inflation pe
riods. The advantage of the pressure index is that it captures speculative attacks
that ultimately did not lead to a (large) depreciation but involved large reserve
losses. On the other hand, the Frankel-Rose-type criterion does not require the
elimination of high-inflation periods from the sample.
Table A9 and Figure A4 show the number of crises identified by these two
criteria since the mid-1970s, for three progressively higher thresholds in each
case. For the case of the pressure index. the standard deviation (SD) factor of
1.5 was used in the May 1998 WEO while the more demanding factor of 3.0
(which would roughly identify the top 0.5 percentile of pressure index realiza
tions if the latter were normally distributed), has been used elsewhere in the
literature on currency crises.39 The 2.0 factor is shown as an intermediate pos
sibility.40 The thresholds for the Frenkel-Rose-type criterion were chosen in a
way that generates roughly the same total number of crises as those generated
by the pressure index at the three levels of the SD factor.

The main result of Table A9 and Figure A4 is that the incidence of cur

rency crises shows no trend over the 1975-98 period. The incidence in the
five-year period 1994-98 is not particularly high when compared with ear
lier periods, usually ranking third .or even fourth among the five subperiods.
This finding is robust across both identifying criteria and thresholds, re
gardless of whether one looks at the sample of 17 large emerging market
economies, which we focused on in the previous section, or a larger sample
of 34 developing countries used in the 1998 World Economic Outlook chap
ter on currency crises.
Next, we ask whether the average extent of postcrisis adjustment, that is,
the extent to which the crisis affected the real economy-as measured by ei
ther the current account or output-is larger in the 1990s than in previous pe
riods. Judging from Table AlO and Figure AS, the answer is not clear-cut.
Based on the top panel of the table, the average current account turnaround
after crises that were identified by the pressure index criterion (with SD factor
1.5) was much higher in the 1994-98 period than in preceding subperiods.41

38As in the case of the pressure index, an 18-month window applies. Note that this is not the
exact criterion actually applied by Frankel and Rose. They work with annual data and use thresh
olds of 25 percent for annual depreciation and 10 percent for the excess of annual depreciation
i their case.
relative to the trend of the last three years. A three-year window applies n
39See Kaminsky and Reinhardt (1999); and Berg and Pattillo {1999).

•o-rrus would roughly correspond to the top 2.5 percentile of the index if it were normally

distributed.
•1The next panel {SO factor 3.0) also shows a high turnaround for the 1989-93 period, but this
s
i mainly due to the effect of a large outlier {Venezuela

1989).
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Table A9. Distribution of Currency Crises Over Time
Full Sample of 34 Countries'

Subsample of 17 Large Countries'

1975-78 1979-l!3 1984-88 1989-931994-98 1975-78 1979-l! 3 1984-88 1989-93 1994-98
Crises identified using pressure index (WEO criterion)l

SD Factor: 1.5

Total

7

30
11

6
9

12

22

Latin America
Asia
Other

7

35
14
4
16

28
9

20

5

7
8

12

10
4
2
4

5

14

IS

4

7

12
3

15
4

5
5

3

5

7

5

4

4

14
3
7
4

SD Factor: 2
Total

IS

Latin America

s

Asia

4
6

Other

24
9
5

10

21
6
4
9

26
14
4
7

19
4
7
8

7

11

12

8

2

4

2

2
3

3
4

7

3
2

4

7

s

2

SD Factor: 3
Total

9

17

Latin America

3

Asia

3
3

7

Other

3
7

IS
10

12
3
2
6

2

3

13
3
4

s
2

5

2

I

10
3
3
4

9
3

s
2

4

2

2

18
10
3
s

18
9

IS
4

5

7

4

4

II

17

12

12

6

11
3
3

7

s

10
8

8

Crises identified using Frankel-Rose-type criterion 4

Thresholds: 7.5 percent; 5 over trend

1otal

Latin America

24
9

Asia

s

Other

9

24
II
4
9

30
IS
4
10

32
13
6
12

2S
6
8
10

ll

14

7

7

2
2

4
3

Thresholds: 10 percent; 6.5 over trend
Total

Latin America
Asia
Other

16
8
3
5

19
10
3
6

28
16

23
II

19
6

9
6

4

2

s

I

7

9

7

2

3
2

2

5

3

2

Thresholds: 20 percent; 15 over trend
Total

II

13
8

16

16
9
0
6

9

7

3

5

8
4
2
2

Other

6
3
2

Source: lMF, World

Economic Outlook (WEO) Database and staff estimates.

Latin America
Asia

1

12

2

2

3

2

3
2

6
0
2

7

3
3

Argentina, Bangladesh, Brazil, Chile, China, Colombia, Costa Rica, Ecuador, Egypt, Hong KongSAR,

India, Indonesia, Israel, Jamaica, Kenya, Korea, Malaysia, Mex:ico, Morocco, Nigeria, Pakistan, Paraguay,
Peru, Philippines, Singapore, South

Africa, Sri Lanka, Taiwan Province of China, Thailand, Tunisia,

Turkey, Uruguay, Venezuela, and Zimbabwe.

'Argentina, Brazi
l , Chile, Colombia, Egypt, India, Indonesia, Korea, Malaysia, Mexico, Pakistan, Peru,
Philippines, South Africa, Thailand, Turkey, and Venezuela
3Crisis if pressure index exceeds mean + standard deva
i tion times SD factor (see text for definition of
.

pressure index).

•Crisis if monthly depreciation exceeds first threshold and average depreciation ove.r last 12 months

by more than second threshold.
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Table AIO. Adjustment After Crisis: Sample of Large Countries

(In percent ofGOP, based on annual data)

1975-78

1979-83

2.4

2.2

0.2

0.6

!.9

2.4

0.1

0.1

Average outputloss1
First two crisis years
Entire crisis period

-3.1
-3.1

-9. 1
-10.5

First two crisis years
Entire crisis period

-5.3
-13.7

-8.3
10 3

Average current account adjustment
Crisis Year + 1 (rei. to crisis year)
Crisis Year + I {rei. to 3-year
precrisis average)

1984-88

1989-93

1994-98

0.5

2.0

5.3

0.3

2.5

6.9

-0.1

4.7

4.9

-0.4

7.4

6.7

-4.4
5.9

-7.9
-7.9

-7.1
-8.4

-10.8
-11.1

-4.5
-5.4

-11.7
-11.7

-5.2
-{).2

-18.2
-18.4

SD Factor: 1.5

SDFactor: 3.0
Crisis Year + 1 (rei. to crisis year)
Crisis Yea r + I (rel. to 3-year
precrisis average)

SD Factor: 1.5
-2.1
-4.5

-

SD Factor: 3.0

Average output loss weighted by
share of world output2
First two crisis years
Entire ctisis period

-

.

-3.0
-8.2

SD Factor: 1.5
-3.1
-3.1

-10. 1
-11.1

-5.5

-11.9

-9.4

-13.3

-3.4

-4.5

SD Factor: 3.0
First two crisis years
Entire crisis period

-2.3
-4.1

Source: IMF, World Economic Outlook Database and staff estimates.
1Calculated as the sum of the differences between the average output growth in the three years
preceding the crisis and either output growth in the first two crisis years or over the entire crisis period.
The end of the crisis period s
i defined as the year at which output growth returns to the precrisis trend,
except for (I) the 1997 crises and (2) Brazil 1987, in which output growth did not (yet) return to trend.
ln these cases, the "entire crisis period" is set equal to the first two crisis years.
2As above, except that output loss is weighted by the country's PPP share of world output.

According to the simple average output loss criterion, however, the average
crisis of the late 1990s was no worse than the average crisis of the early 1980s.
This echoes some of our results on the magnitude of capital flow reversals in
the previous section. However, this still leaves the possibility that world output
suffered more during the 1990s crises than in the early 1980s crises, because
those countries that were hard hit might have constituted a larger share of the
world economy than those that were hit hard in the previous decade. The bot
tom panels of the table, showing the average output loss weighted by the size
of the economy in crisis, suggests that this was indeed the case,
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although its extent is sensitive to the cutoff defining crises. If the threshold is
set high, meaning that relatively small depreciations or reserve losses-which
often implied zero or small output losses, particularly in the 1990s-are dis
regarded, then the crises of the late 1990s come across as much more damag
ing than those of the early 1980s.
Finally, we consider the trade-off between official financing and adjustment,
where the former s
i measured either by net IMF purchases or net lending from
all multilateral institutions, and the latter by the three measures of Table A10
(also Figures A6 and A7), using the set of crises identified based on the sample
of 1 7 large developing countries and the standard deviation factor of 1.5 (see
Table A9).42 The main message from the figures is that the large crises of the
1994-98 period-Thailand, Indonesia, and Korea in 1997, and (to a lesser ex
tent) Mexico in 1994--are located up and to the left of the main concentration
of points, implying that the trade-off between adjustment and financing was
worse for these crises than for most other crisis episodes. The same cannot be
said for the 1994-98 crises more generally, in the sense that the remaining crises
in this period are all well dispersed within the cloud of points that character
izes the earlier crises. Moreover, there are notable differences across the three
adjustment measures (as one might expect on the basis of Table AlO). The
i most clear in the
worsened trade-off between adjustment and financing s

upper plot of figures, in which adjustment is measured through the current ac

count. In this case, the points for the four large Asian crises and Mexico 1994
are alone with only one other point (Venezuela 1989) in occupying the north
eastern half of the plot. If adjustment is measured by unweighted output loss,
the case for a worsening of the trade-off is less compelling. In particular, the
Mexican rescue appears rather successful when measured in this space-while
the extent of official financing was much larger than in 1982, the output loss
was also much smaller.
In summary, while the 1990s were not unusual in terms of capital volatility
and crisis occurrence, the capital flow reversals in the 1990s were different
and, indeed, "worse"-in several respects. Capital reversals and crises of the
1990s involved private sector debtors to a much greater extent than earlier pe
riods. They were more universal, thus raising the issue of contagion (in par-

42lt might be reasonably argued that official financing should be defined as the sum of offi
cial financial assistance and reserve use, which are equivalent insofar as both are substitutes for
faster current account adjustment and/or more currency depreciation. Measuring the «reserve
use" associated with a given crisis poses substantial practical difficulties, since the reserve loss
typically begins in a gradual fashion in tbe course of foreign exchange market intervention be
fore the crisis erupts.
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Figure A6. Use of IMF Credit and Loans Versus Measures of Average Adjustment
After Crisis for Sample of Large Countries
(Crisisyetn + I; Factor 1.5)
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Figure A7. Gross Borrowing from Multilateral Organizations1 and Measures of
Average Adjustment After Crisis: Sample of Large Countries
(SD Factor 1.5)
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ticular after the Asian crisis). They had a larger joint impact on world GDP
than any other cluster of emerging market crisis over a period of similar
length. They led to larger current account adjustments than earlier crises, and
triggered exceptionally large volumes of official financing. The latter suggests
that the trade-off between financing and adjustment may have deteriorated, at
least as far as the major Asian crisis cases were concerned.
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Comments
Lessons from the Czech Experience
Oldrich Dedek

The Czech Republic's recent history of economic transition is sure to attract
attention from any researcher interested in the topic of boom-bust patterns of
capital flows. The mid-1990s was a period of massive capital inflows into the
country. Net capital inflow as a share of GDP reached 8.5 percent in 1994 and
peaked at a record level of 16.6 percent one year later. During this same period
official external reserves increased from almost zero at the beginning of 1993
(after the breakup of Czechoslovakia) to $14 billion at the end of 1995. The
share of net foreign assets as a component of the change in the money supply
almost doubled from 45 percent in 1993 to 80 percent in the last quarter of
1995. In the first quarter of 1997 the Czech economy was exposed to a new
wave of capital inflow in the form of Eurobond issues valued at an astonishing
$1.7 billion. The exchange rate reacted with a sharp appreciation, just as the
current account deficit was widening sharply.
In May 1997, the Czech currency came under attack from severe exchange
rate speculation. As a result, the monetary authorities gave up supporting the
koruna's currency band and let the exchange rate float. The central bank in
terest rate climbed in just two weeks from 12.5 percent to 86 percent. The vol
ume of foreign exchange reserves spent in direct interventions was approxi
mately 20 percent of the preattack value. Commercial banks were also hit by a
massive liquidity squeeze.
The government launched two austerity packages that imposed budget cuts
of as much as 2.7 percent of GDP and a wage freeze in the public sector. Eco
nomic instability was quickly followed by political instability. The economy
was effectively pushed into recession, with a 4.1 percent decline in output in
the last quarter of 1998.

Causes of Monetary Instability
The Czech National Bank maintains a fairly straightforward argument for the
currency turbulence in the country-the primary cause was that macroeco
nomic imbalances were underestimated. The positive macroeconomic results
143
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1993-95 deflected the critics of the economic transformation who pointed

out that several institutional and structural problems existed, namely, the
losses incurred as a result of the crisis of small banks, failed attempts at health
care reform, cases of embezzlement of investment funds, slow restructuring,
and several unsuccessful privatization projects.
The need to have a ready and convincing defense against critics of the
transformation caused the government not to accept the signs of the econ
omy's overheating and of a loosening of macroeconomic discipline, which
were evident from the following:
•

The gap between growth in labor productivity and growth in real wages
widened with an obvious link between increased wages and an increasing
demand for consumer imports.

•

Unlike a previous trend toward a balanced budget position, the system of
public budgets was beginning to slide into permanent deficits.

•

The key issue was a widening current account deficit that, at the beginning
of 1997, was one of the largest among emerging economies.

The size of the external imbalance proved to be a major economic problem.
The Czech economy was suddenly seen as being vulnerable to potential tur
bulence. The situation called for a prompt, preemptive, and coordinated reac

tion .in economic policies. Instead, contrary to what would have been correc

tive action, the government launched a neo-Keynesian program, blaming the
deceleration of growth on monetary tightening. A correct analysis would have
identified the root problem as being an unsustainable aggregate demand over
hang, which called for some reining in, even at the cost of short-term growth
deceleration. Consequently, the first stabilization package was seen as too lit
tle, too late. The Czech currency was exposed to speculative attack and the
Czech economy was forced to withstand harsh austerity measures.
What is the lesson to be learned from this experience? It is that the growth
during the transition period made the economy highly vulnerable and ex
posed it to the risks of unsustainable current account deficits. Usually an aus
terity package is needed to regain the confidence of foreign capital. Austerity
packages also bring declining output, growing unemployment, and almost in
evitable political crisis. With all the priority placed on economic growth, it is
costly to risk any further violation of sound macroeconomic behavior.

Difficult Policy Choices Given Excess Capital Flows
Large capital flows, both into or out of a country, present serious policy
dilemmas and trouble policymakers

all over the world. The Czech experience
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was no exception. But there are no obvious solutions, however, and all meth
ods of defense suffer a number of drawbacks.

Monetary Policy. With large capital flows, monetary policy becomes, to a
large extent, ineffective. Monetary tightening, undertaken with the aim of
cooling aggregate demand, pushes up interest rates, and this usually aggravates
the problems with subsequent exchange rate appreciation and current account
deficits. The sterilized interventions are costly for the central bank's balance
sheet, and the outstanding central bank debt then becomes a ready liquidity in
the banking system, which could cripple future monetary policy.

Fiscal Spending Restraint. This generally recommended strategy for han
dling excess aggregate demand has a major limitation in that the effective level
of fiscal restraint usually goes beyond what is politically tolerable. For exam
ple, in order to accommodate a 10 percent capital inflow in terms of GDP, fis
cal expenditure cuts of about 33 percent would be required in the Czech Re
public. Moreover, the budget has its mandatory outlays that can be changed
only by law. Cuts are mostly made in investment expenditures, which worsens
the outlook for future growth opportunities.

Incomes Policies. Wage controls in the private sector are mostly ineffective
but the government can freeze salaries in the public sector. Measures like these
are only possible for a relatively short period of time, however.

Impediments to Short-Term Capital Movements (or "Throwing Sand into the
Wheels of Capital Flows"). In the aftermath of the Asian crisis, it appears that
the international financial community is less reluctant about impeding capital
mobility, influenced in part by Chile and its experience with deposit require
ments. The Czech experience, however, is not as encouraging. To give an ex
ample, while capital was flowing in, regulatory measures were applied to the
open, short-term positions of nonresidents. And when speculators were on the
move, the Czech National Bank tried to have the offshore market administra
tively separated from the domestic banking system. In both cases, however, the
effect of regulation proved to be minimal, as the markets were quick to find
other channels of escape.

Separation of Short-Term from Long-Term Capital. One possible approach
to the problem may be to ascertain which part of the capital flows can be de
fined as "hot money'' and to let it flow in and out even at the risk of consider
able fluctuations. But as a rule, during a fmancial panic all capital is short-term
capital. Moreover, the distinction between short-term and long-term capital is
difficult to make on liquid financial markets.

Knife-Edge Equilibrium. This particular approach subsumes the diverse

ways of introducing exchange rate risk so as to offset the effect of the interest
rate differential. For instance, a current account deficit could be allowed to
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moderately exceed a safe level, but the problem is that the perception of what
is a safe level may quite easily vary. That would mean resorting to a rather per
verse tool of economic policy, if only because it would repel both the undesir
able and desirable components of capital inflow.
If, for any reason, currency turbulence does occur and the problem of large
capital inflow s
i replaced by the problem of fast capital outflow, the art of
keeping this kind of emergency under control takes on vital importance. In de
riving the lesson from the monetary crisis in the Czech Republic, one should
stress the following: the first step should be to prevent a downward overshoot
of the exchange rate. The real chances of successful direct interventions with
out running out of all foreign exchange reserves should be assessed and if nec
essary, a central bank should not hesitate to raise interest rates sharply. The
immediate second step should then be to draft and declare a rescue program
that foreign investors will find credible.

Steps at the Systemic Level
The Czech Republic belongs to a group of small, open economies that have
achieved substantial liberalization in both the current and financial accounts
of the balance of payments, and have been experiencing a continuous loss in
the autonomy of domestic policies. They are, therefore, interested in the
progress of all initiatives aimed at strengthening the international financial ar
chitecture. At the same time, the Czech Republic also belongs to a group of
Central European countries that have started the process of negotiations for
accession to the European Union (EU). This fact has profound implications
for a systemic response to large capital flows.
First, the objective of joining the EU substantially takes away the choice of
using capital controls. The commitment to get rid of existing controls must be
honored in the preaccession period. After all, the candidate countries are aim
ing to join a community that considers a high degree of capital mobility a nat
ural feature of its institutional setup. The candidate countries have to adapt to
these rules as well as manifest sincere intentions of proceeding toward policy
convergence.
Second, after EU accession, new members are granted a temporary excep
tion regarding the introduction of the euro, but their macroeconomic policies
must still be aligned with the goal of meeting the Maastricht convergence cri
teria in the medium term. In other words, macroeconomic policies must show
a high degree of discipline in terms of inflation, interest rates, and general
budget and exchange rate behavior. In such an environment, much less room
is given to tackling destabilizing capital movements.
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will take place when the candidate

countries adopt the emo. By entering the euro area the economy is set free
from the macroeconomic balance of payments constraint. This constraint will
disappear into a series of financial constraints on the microeconomic level.
The exchange rate will be lost as an adjustment mechanism, but this systemic
change should not be seen as a true loss for autonomous policymaking. In a
small, open economy with liberalized capital flows, exchange rate behavior is
hardly determined by the view of a desired cmrent account position, and ad
justment through the exchange rate tends to bring about substantial stress and
mismatch with the underlying fundamentals.
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Comments
Emerging Market Crises:
Origins and Remedies
Rudiger Dornbusch
Much of the discussion of what happened in Mexico, Russia, Brazil, and Asia
cannot accept a simple proposition: the central reasons for currency crises are
severe mismanagement of national balance sheets, exchange r.ate policy, and
political irresponsibility. Is it a surprise then that many of the crises occurred
shortly after an election? And shouldn't we be curious enough to ask whether
this is mere coincidence or, instead, a pattern?
Similarly, in looking for solutions, much of the discussion is hampered by
attempting to look for answers within the confines of existing institutions.
There are perfectly good answers that, although not panaceas, offer real reme
dies in many instances. The answer, of course, is to push for private sector so
lutions instead of calling for an expanded role for international institutions
and limitations on private initiative.

What Went Wrong?
The reaction to the Asian crisis was striking. Asian leaders and most observers
were astounded that Asian economies crashed the way they did. After all, these

economies had no inflation to speak of and no history of mismanaged public fi
nance. On the contrary, the Asian economies were known to have high national
saving and investment rates, as well as a labor force with a hard work ethic. This
was

not Latin America where crises were as much a part of the landscape

as

night and day. Given these considerations, it was natural for George Soros and
Prime Minister of Malaysia, Mahatbir Mohamad to concur that the markets
were out of control, institutions were deficient, and "the beast" was loose. Just
how to tame and contain it might give rise to differences of opinion, but some
thing had to be done to limit the speculative excesses of private capital.
It is useful, at the outset, to make a distinction between the old-style and
new-style currency crises.1 The old-style crises centered on the current ac1See Dornbusch (1999).
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count. With limited reserves and limited borrowing ability, overspending and
misaligned currencies would ultimately lead to a crisis simply because the
money to finance payments deficit would run out. Moreover, when resources
ran out, it was clear for everyone to see. There might be some discussion on
how a government, by using controls and other expedients, could gain a few
extra months but, ultimately, the days of the exchange rate (and of the finance
minister) were numbered. And then the crisis would occur and it would be al
most anticlimatic-a devaluation, the demise of the finance minister, and
soon the beginning of another round of overspending and overvaluation. The
basic characteristic of these old-style crises are three:

(1) they are not really
(2) they
{3) there is lit

crises because nothing much happens when the currency plummets;
are highly predictable in that they are slow-motion events; and

tle fallout because they typically occur in a situation of repressed finance.
By contrast, currency crises today focus on the balance sheet and are the re
sult of a country's large and liquid liabilities relative to its ability to raise assets
on short notice. These are fast-action crises and they are highly explosive be
cause they bring down not just the currency but much of the national finan
cial sector and public finance. These balance sheet crises emerge in the after
math of financial deregulation, both domestic and across borders, and they
reflect a reckless approach to value at risk

(VAR). The national balance sheet,

the balance sheet of the financial system, and those of large corporations are
misaligned

in both their domestic and cross-borders components with respect

to maturity and currency denomination.
The value-at-risk perspective is central to understanding these crises. In
the aftermath of Mexico's earthquake in

1986, many high-rise buildings were

found to have been constructed in violation of safety standards-too much
sand and too little cement. Corruption in building supervision was, of
course, the explanation. Much of the same applies to the balance sheets of
the crisis countries: tesobonos in Mexico, the public debt and the banking
system's unhedged dollar exposure in Mexico, the investment banks' Brady
bond assets, short-term dollar liabilities in Korea, and on and on the story
goes. What all of these cases have

in common is the utter inability of the bal

ance sheets to reflect bad news and the destructive interaction of foreign
currency-denominated debt and the extremely short maturity of the liabili
ties. Asian economies, indeed, saved much and invested much but they also
ran reckless balance sheets, just as Russia or Mexico or Brazil did. This is the
common feature that needs emphasis, not the precipitous and devastating
withdrawal of capital in reaction to the bad news. The notion of sound ver
sus unsound balance sheets hinges precisely on the economy not being ex
posed to unmanageable withdrawal risk, that is, not allowing a single
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event-withdrawal cwn devaluation-to bring down the financial sector
like a house of cards.
The balance sheet and value-at-risk perspectives distinguish between the
immediate reason for why a crisis occurs (e.g., a government's inability to
keep interest rates high or a movement in the dollar/yen rate) and the dev
astating character of the crisis, which cannot be explained without getting
back to the appalling state of the balance sheets. Not focusing on the balance
sheets avoids the main issue unless one is interested in a cover-up, which, of
course, many policymakers are. In the aftermath of a crisis, howevet, when
the goal is a better institutional setup, nearly exclusive focus should be on the
balance sheet issues rather than on the details of what "straw broke the
camel's back."

No Panacea
Much of the official reaction to the recent crises was the recognition that, yes,
there were balance sheet issues but emerging market economies have little in
stitutional capacity to remedy them. Therefore, the answers that were pro
posed were predominantly in the area of exchange rate management and a call
for increased resources for the IMF. Surely, that is not a panacea.
Increased exchange rate flexibility, for example, in the form of flexible rates
cum inflation targeting (the latest conventional wisdom), is hardly a mecha
nism for avoiding currency overvaluation, the buildup of bad balance sheets
in the process, and the ultimate prospect of a currency crisis. In fact, inflation
targeting was precisely what got Chile into problems in the late 1970s, and
Mexico, and Russia.
Increasing resources for the IMF is a tempting solution {the forces of public
order should be able to "outgun the hooligans"), but the IMF is, in fact, utterly
incapable of exerting the kind of discipline that goes along with being a lender
of last resort. The IMF is completely political, its actions are determined bywhat
is convenient for member countries, most importantly the United States. Far
from avoiding crises, the IMF does not even see them coming! Any increased re
sources would have to be put toward decreasing the emphasis on balance sheet
risk. There could be room for a lender of last resort, but not without supple
mentary policies that create more incentives for sound finance.

Getting to the Right Answers
Recognition that currency crises come from the interaction of bad domestic
financial policies and bad balance sheets leads logically to three reform pro-
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posals: currency boards and the dosing of national central banks; commercial,
offshore lenders of last resort; and market mechanisms for an automatic
lengthening of debt maturities. These measures are not a panacea for remov
ing every kind of instability, but they certainly would take us far in the direc
tion of reduced vulnerability to crises. For countries in compliance with this
agenda, it may even make sense to consider a lender of last resort that focuses
on systemic interests.
Lenders of Last Resort and Supervision
If the terrible balance sheets of financial institutions were not the immedi
ate cause of the crises, surely they strongly affected the magnitude of the
crises. Of course, the state of these balance sheets was not just a happen
stance, but was rather the result of a course of inaction based <5n the fallacy
that in high-growth and high-savings cow1tries, balance sheets are irrelevant
because the mere passing of time will solve all problems, combined with a
deeply corrupt process of governance. How to do better? The argument that
administrative capacity in organizing bank supervision is lacking may well
be right but it is not the last word.
An obvious solution is one that is along these lines-mobilize offshore
private lenders of last resort. For a commitment fee these lenders will be
available to provide capital when banks are in a difficult situation. Because
the arrangement is on a commercial basis, these lenders of last resort will
have the incentive to measure and control the risks involved. !he private
lenders will do two important things: ( 1) exercise the due diligence and the
supervision that governments are unwilling or unable to provide, and

(2) charge competitive prices that reflect the expected risks. These prices, in
turn, provide feedback to the owners of banks and encourage them to run Jess
risky balance sheets. Even governments have a role to play. High commitment
costs imply a high national cost of capital and, hence, poorer performance on
growth. To reduce these costs and improve growth performance, govern
ments will have incentive to contribute to a macroeconomic environment
that is more congenial to financial stability. Decentralizing the problem and
using a private market solution will create a virtuous cycle and a far better
banking system.

As with all arrangements, some homework will have to be done on how to
create contracts that are enforceable-specifically, making sure that banks
providing guarantees actually pay up when the circumstances demand it. This
is no different, however, from any other credit lines or commitment arrange
ments agreed to by guaranteeing institutions. And there is no evidence that
guaranteeing institutions routinely default on credit commitments. For many
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countries private lenders of last resort might be a good first approach to risk
reduction and risk management in national balance sheets.
Maturity Risk
In crises, the magnitude ofcurrency collapses and the resulting damage to bal
ance sheets, credit, and economic activity is closely related to the mismatching
of maturities. Balance sheet liabilities are very liquid and assets such as real es
tate or corporate loans are, at best, medium term and absolutely illiquid. The
mismatching implies that at the slightest sign of trouble, debt rollover is de
nied and a big gap opens up on the external account side as a country is put in
the impossible situation of paying off much of the external debt upon very
short notice. The expectation, of course, is a currency collapse and that very
expectation adds capital flight to the outflow.
The answer is a better management of maturities. An attractive way of doing
this is to include a contingency in contracts. If an international institution, say
the BIS (or any other mutually agreed party) were to declare a state of illiquid
ity, loans would automatically be rolled over and maturities would automatically
be lengthened. Of course, this would be part of standard loan agreements and
loans would be priced accordingly.. Countries that are highly stable would get ac
cess to credit more easily and on more favorable terms; countries that appear to
be less predictable and more vulnerable would pay higher fees.
The incentives work by leading countries to see that there is much to be
gained in creating better institutions and implementing better policies so that
the cost of capital declines. This is just another version of the lender-of-last
resort option except that in this instance there is an automatic rollover, which
prevents the liquidity crisis and thus creates a mechanism that prevents per
vasive bankruptcies, debt default, and overdepreciation. It is a market-based
approach for "bailing-in" the private sector. As such, it is much preferable to
the current approach of pressuring banks to roll over debts that are basically
unpayable.
Currency Boards
National central banks have been key players in creating the financial vul
nerability that was the backdrop for the crises in the 1990s. Closing down the
central bank is a thoroughly modern response to a world of high capital mo
bility and powerful international speculation. The great hope of emerging
market economies is to get their interest rates as close to New York rates as
possible, but currency risk and credit risk leave spreads that can be extreme.
The currency risk part is redundant because it is a premium paid for misdi
rected national pride and the option of debasing the currency.
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There are few advantages for having a national money and none for a mis
managed one. The common argument is, of course, seigniorage-the 1 or 2
percent of GDP in revenues accruing to a national treasury from the issue of a
sound money. This argument is correct but, of course, against it must be held
the cost of financial crises that may occur as a result of having a national
money. It is not at all obvious that the balance of the argument is unfavorable
to the currency board option.
The other strong argument involves the loss of relative price flexibility.
With a currency board, easy adjustment of relative prices via exchange rate
movements is removed. Instead, there is the more difficult path of adjusting
via wage and price deflation. Again, the argument is correct but two caveats
carry the day. First, governments do not actually use the flexibility in a timely
fashion. On the contrary, they overvalue currencies in search of disinflation
and then protect the overvaluation with high real rates until they ultimately
undergo the crisis. Examples such as Mexico or Brazil or Asia amply make this
point. Second, reserving the option of devaluation carries a currency premium
in interest rates. Accordingly, the cost of capital increases and that may have as
much or more of an adverse effect on competitiveness as a misaligned fixed ex
change rate. In other words, the devaluation option of a discretionary ex�
change rate regime adds to the cost of capital and deteriorates competitive
ness, and the more so the worse are the country's macroeconomic traditi"On
and prospects.
Even if the need for greater relative price flexibility is recognized, it is use
ful to ask just how much flexibility we need. The answer is almost always very
little. In a world of extensive capital mobility, transitory disturbances can and
should be financed rather than adjusted to. That is the message of intertem
poral economics. What is left then are permanent disturbances as the only in
stances underwhich relative prices should be adjusted. It is obvious from trade
patterns that a currency board model suits Latin America, using the dollar, and
Eastern Europe with the euro as the reference. But there is a genuine question
of what to do with Asia-pegging to the yen is one answer, or the yuan, al
though that is obviously premature. In the meantime, simply pegging to the
dollar may be a better solution (as in Hong Kong) than suffering mismanaged
pegs or ad hoc policies.
There are two basic approaches to reforming of the international system.
One is to expand the scope of an option that has failed thus far-more money
for the IMF. Calomiris and Meltzer (1999) express well the skepticism con
cerning this approach. The alternative approach is to pose an entirely different
question-how can private market options contribute to solving the problem?
Even with this approach, there will no doubt be crises. But maybe the crises do
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not need to be quite as frequent, as large, and, above all, as predictable as those
we saw in the 1990s.
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Comments
Who Is to Blame for the Crises?
David Folkerts-Landau
The first sentence of Mussa, Swoboda, Zettelmeyer, and Jeanne's paper reads,
"The emerging market crises of the 1990s-in particular, the shock of the
Asian crisis and its global repercussions-have generated a perception of deep
inadequacies in the international financial system and an intense debate on
global financial reform, particularly regarding capital flows to emerging mar
kets:' Having spent 18 months observing market behavior from inside the
belly of the beast, I would have written instead, "The emerging market crises
of the 1990's . . . have generated a perception of deep inadequacies of national
financial policies in key crisis countries, and the global crisis has laid bare the
failure of the IMF-the only institution with a global surveillance mandate
to recognize these policy failures early and to prevent or mitigate their global
impact by inducing the relevant countries to implement effective and timely
remedial policies."
This is not to say that inflows into emerging markets and outflows of short
duration money, particularly short-term bank exposures, were not a signifi
cantly aggravating factor-they definitively were. But I am more in sympathy
with the BIS's 1999 Annual Report, which states that "While current problems
in the financial systems of emerging market countries were primarily domes
tically generated, international capital flows clearly exacerbated them."
There is abundant, objective evidence that the key crisis countries (Thai
land, Korea, Indonesia, Brazil, Russia) had allowed severe disequilibria to build
up in the financial sectors and, in some cases, also in the traditional macro
economic variables. There is no need to review the massive domestic credit ex
pansion by financial systems ill-equipped to ensure the integrity of such
credit, the buildup of corporate leverage ratios, the explosion of corporate
currency exposures, the growing levels of corruption, and the glaring liquidity
risks incurred by the shortening of cross-border bank credit exposures
much of it supported by implicit or explicit governmental guarantees. This
economic and fmancial mismanagement created the necessary conditions for
the financial crises during the last two years, and without it, there would not

have been a crisis.
ISS
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Likewise, with regard to contagion, the paper points the finger at interna
tional markets: "International linkages created contagion across emerging
economies that were distant and dissimilar. . . ." But here too the spread of the
crisis was, to a large extent, driven by shortcomings in the financial systems of
the crisis countries themselves, rather than by the unwarranted reaction of in
ternational investors. For example, the insured deposits of Korean merchant
banks were channeled into below-investment-grade debt of Asian corporates,
as well as into high-yield, local, currency debt in Russia. Peregrine, the illustri
ous Asian investment bank, deserves most of the credit for creating the ill-fated
Asian junk bond markets with indirectly insured funding by linking Korean
lenders to Indonesian borrowers. Peregrine has now left the stage (like Drexel
did more than a decade earlier). The appetite of Brazilian banks and investors
for leveraged Russian paper and Brazil's own Brady bonds spread the October
1997 crisis to Brazil. Indeed, Brazilian investors were, in the first half of 1998,
the most eager for information on Russia. And again, the government
protected Japanese banks were the biggest losers in Asia. The unwinding of
these cross-border emerging market exposures was a major contributor to the
spread of the crisis from country to country.

How Did Global Markets Contribute to the Crisis?
There were primarily two ways in which weaknesses in the structure of global
markets and in international investor behavior contributed to the severity of the
crises. First, the paper's authors correctly point to the growth in short-term
"cross-border" bank lending (much of it interbank) as one of the main culprits
in the drama of the last twoyears. I completelyagree, and the numbers speak for
themselves. Such bank lending was driven by increased competition in home
markets (particularly second-tier European banks), attempts of some banking
systems to earn their way out of massive book losses (particularly Japanese
banks), inadequate or nonexistent credit-risk management in the individual in
stitutions (mostly non-U.S. banks), reliance on being a preferred creditor, and a
confidence (strengthened by the Mexican bailout) that internationally coordi
nated solutions eliminated the risk of catastrophic credit failures.
The nature of interbank lending is such that it allows the exposure to be
wound down exceedingly fast. The legal documentation is simple, and unlike
corporate borrowers, emerging market bank borrowers are usually interna
tionally known entities that, particularly in the early part of the crisis, fear
being cut off from future credits more than the corporate sector. This threat is
all the more credible because the number of lenders is relatively small-thus
allowing the formation of effective coalitions to keep borrowers with arrears
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from gaining access to this class oflenders again-unlike the set ofbondhold
ers. It was, therefore, possible for international bank lenders to achieve a mas
sive reduction in exposure to emerging market bank borrowers in a very short
time without suffering a markdown in the nominal value of their exposure.
Liquidity crises were thus precipitated that needed to be resolved through con
certed international intervention, as in Thailand and Korea. In comparison,
the portfolio and direct investors have not been able to reduce their exposure
on a net basis as fast as banks, and they have suffered an immediate downward
adjustment in the market value of their investments.
Second, a number of technical factors in international financial markets
served to aggravate the financial crisis in emerging market countries. The
emerging market investor base is not as stable as that of, say, U.S. corporate debt
(even noninvestrnent-grade corporate debt), and a nondedicated investor base
is generally more opportunistic and more willing to change portfolio alloca
tions quickly. The investment is viewed more as a way to temporarily enhance
returns than as a buy-and-hold asset class (hence the significant impact that
movements in U.S. yields have on flows to emerging markets). Furthermore, the
troubled history of emerging market investing leads to rapid withdrawal and re
duction in the value of the investments at the first sign of crisis--markets do
have memories. Problems in one region or country thus typically lead to "a run
for the exits;' that is, across-the-board reductions in emerging market portfolio
allocations, more so than one would observe in more mature markets. In addi
tion, the prevailing VAR risk-management methodology in international banks
will force sales in an array of asset classes, in order to keep VAR below a prede
termined number once losses have pushed the VAR above its limit.1

Solutions Proposed by the Official Sector
Let me briefly address the solutions t!hat have been put forward by a growing
number of official committees. First, there are proposals to redress a perceived
imbalance in burden sharing between official and private creditors in emerg
ing market debt restructuring. This has led to explicit calls by the IMF and
some G-1 0 governments to include Eurobonds in Paris Club restructuring
agreements. Everyone favors the principle of equal treatment in restructuring,
but the idea that private creditors "as a group" have not borne their share of
losses is difficult to believe. First, total losses sustained during 1997-99 by pri
vate creditors-portfolio investors, direct investors, bank lenders-were many
times greater than the losses sustained by public sector creditors, and this is as
1See Folkerts-Landau and Garber (1998).
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it should be. Second, public sector credits are frequently made on noncom
mercial terms-military aid, food aid, and other tied bilateral assistance
more akin to aid than commercial credits. Third, a very large group of credi
tors-the international financial institutions-is entirely excluded from all
restructuring proceedings, in particular the IMF and the World Banl<. If the
call for more equitable burden sharing is to merit attention at all-and I do
not think it does-then it is essential that these institutions give up their pre
ferred creditor status.
The second set of solutions proposed by the international public sector in
volves changing the agreement structures on external debt obligations to make
it easier to force creditors to keep exposures at original levels by extending ma
turities-the so-called bailing-in proposals-and allowing a restructuring of
external debt by a qualified majority of creditors. This proposal has some the
oretical merit, but in practice it is a nonstarter. First, it is very doubtful that the
G-7 would consider encumbering their own sovereign debt obligations with
such rollover and restructuring agreements. Could countries like Belgium and
Italy, with debt-to-GDP ratios far in excess of those of most emerging market
countries, be induced to make investors accept covenants that would make it
easier to restructure their debt? The problem with such proposals is they iden
tify beforehand a set of countries as potential problem debtors. By tagging
some emerging market debt as being more likely to be rescheduled, this type
of asset is even less likely to build the strong "buy-and-hold" investor base
needed to achieve less volatility in pricing. It has long been recognized that the
threat of not being able to exit will be very expensive to capital-importing
countries. Indeed, the price in terms of borrowing cost will deter major sover
eign debt managers from even considering such an approach. This is also the
reason why it is generally agreed-including by the IMF-that capital controls
should only be imposed on capital inflows, not outflows.
There is not much merit in the current proposals to address perceived
problems of the international financial system. I hasten to add, however, that
the increased funding for the IMF and the improvement in its ability to lend
larger amounts more quickly through the CCL is a significant step forward in
its ability to resolve global liquidity crises.

Are There Any Effective Solutions to the Recurrent
Crises in Emerging Markets?
If we only pay lip service to the fact that emerging market countries themselves
created the necessary conditions for the crises to occur (as was clearly evident
beforehand) and if we instead focus only on the shortcomings of the private
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sector of the international financial system (as the authors of the paper do),
then we are likely to propose only facile solutions that relieve political pressure
to address the more fundamental problems. By acknowledging up front the po
litically difficult conclusion that it was the policy shortcomings of the countries
themselves that created the necessary conditions for the financial and economic
crises in the emerging market countries, then we also lay bare the main fault in
the architecture of the post-Bretton Woods international financial system.
The Second Amendment to the IMF's Articles of Agreement in 1978 gave
the IMF what s
i now its main role, namely surveillance over member countries'
policies. The aim of the Second Amendment was to give power to the IMF to
identify and prevent unsustainable policies in any member country from ad
versely affecting the rest of its membership. Obviously, this addition to the in
ternational architecture has not prevented any of the last three crises-the 1982
developing country debt crisis, the 1995 tequila crisis, and the current global
emerging market financial crisis. Indeed, the IMF's greatest success under the
leadership team of Michel Camdessus and Stanley Fischer-arguably the most
outstanding in the IMF's entire history-has been crisis resolution, not crisis
prevention. I hasten to add that this failure is not of their making but, rather,
reflects a lack of empowerment by the IMF's G-1 0 shareholders.
I believe that identifying unsustainable policies and inducing the

offending

countries-whether G-10 or emerging market countries-to adopt remedial
policies remains the most significant policy challenge for the international
community. The current focus on pushing for the restructuring of particular
types ofsovereign debt or on making marginal changes to bond agreements to
facilitate restructuring is an easy way out but it is ineffective. In essence, it is a
fig leaf, and a small one at that.
In light of what we now know about the causes of the global crisis there are
two areas where reform is achievable and where it will have the greatest return.
First, the size and volatility of cross-border interbank flows to emerging mar
kets need to be reduced. For example, the incentive to incur such exposures
can be greatly reduced if exposures were to attract significantly higher regula
tory capital requirements-linked to the credit ratings of the borrowing insti
tution, as well as to the maturity of the exposure. Interbank lending has tradi
tionally been very sensitive to capital costs-hence the growth of securitized
short-term credits-and we can be fairly confident that a rigorous and force
ful application of higher regulatory capital controls will bring about an im
mediate and lasting reduction in such flows. Second, cross-border, short-term
bank lending of any kind-on-balance-sheet loans and securities exposures, as
well as off-balance-sheet derivatives exposures-should also attract signifi
cantly higher regulatory capital charges based on credit ratings and maturity.
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Increasing the cost of capital to emerging markets by raising regulatory capi
tal requirements above what has already been proposed will likely meet resis
tance from recipient countries as well as from the banking community. The
BIS has brought up for discussion changes in the current regime of bank cap
ital requirements, which go a long way in the right direction and deserve the
strong support of the international community.
Second, the cornerstone of the international financial system-global sur
veillance and a mechanism for obtaining remedial policies-needs to be
strengthened. The IMF's exceedingly competent staff will have little difficulty
in identifying unsustainable fmancial and economic policies, but the IMF has
little or no ability to induce countries to implement remedial policies, partic
ularly when economies are doing well. In contrast, the IMF's ability to resolve
financial crises and prevent contagion is unquestioned, particularly given its
new resources and its new lending facility.
Our surveillance model needs to change from one in which the IMF is a
trusted advisor whispering into a government's collective ear, to one in which
the IMF is more adversarial and has the power to impose graduated sanctions.
Such sanctions could be as light as publication of a negative assessment of a
country's policies and prospects, or it could be as harsh as expulsion from the
IMF and denial of all official multilateral and bilateral funding. The IMF staff
has argued against using such an approach for fear that it would lead to the
country's refusal to give out its valuable private information. The IMF also
fears that public notice of impending problems might precipitate a crisis. Hav
ing seen the data made available by countries to valued private financial insti
tutions, I would say that the IMF is getting Jess privileged information than is
usually assumed. Furthermore, the fact that a country chooses to withhold
data from the IMF is important information that should be made publicly
available. Strengthening surveillance will be politically difficult, but it is the
key component of the global architecture that is missing. It is worth recalling
that the severity of financial crises in national financial systems was signifi
cantly reduced only after national central banks obtained supervisory powers
to support their lender-of-last-resort facilities.
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Comments
Policy Options for Capital Importers
Roberto Zahler

The paper by Mussa, Swoboda, Zettelmeyer, and Jeanne is a very complete and
up-to-date contribution to a major topic in international finance. It focuses
principally on issues and policy measures at the international or systemic level.
I will concentrate, instead, on issues and policy options as they appear from
the perspective of an emerging market economy that is the recipient of a surge
of capital inflows. But I would like to begin by offering two general comments
on the paper.
First, the paper fails to analyze a basic point, namely that the liberalization
of capital movements is not the same thing as trade liberalization, both in the
ory and in practice.' Furthermore, the institutional framework, including su
pervision and regulation of financial and asset markets, is less developed and
effective at the international than at the national level. Although booms and
busts are endemic in all financial markets, recent experience suggests that in
ternational swings particularly need to be brought under control.
Second, the paper focuses more on capital outflows from emerging market
economies and on crisis management than on crisis prevention. Experience
has shown that by moderating the booms in capital inflows, authorities can
prevent the subsequent busts. In short, there s
i a need for a stronger regulatory
framework at the international level.
There is thus a need for further research on specific measures aimed at in
creasing the private cost of short-term international finance for both lenders
and borrowers in order to internalize the externalities that currently exist in
international capital markets. It would also be appropriate to focus on "exces
sive" capital inflows and prevention, as well as on measures by individual
countries-both capital importers and capital exporters-to moderate the
boom-bust pattern of capital flows.

1See Bhagwati (1998).
161

©International Monetary Fund. Not for Redistribution

162

Roberto Zahler

Foreign creditors need to be made aware of the levels of economic risk in
developing countries. The biggest challenge appears to be how to improve
prudential regulation in the creditor countries, particularly with respect to
short-term bank loans and portfolio flows.2 Experience has shown that there
is an asymmetry in the way foreign lenders tend to assess risk in emerging
economies. Creditors tend to see the benefits they may derive from develop
ing economies, in the form of high interest rates (including exchange rate
and country risk) and low asset (mainly share) prices and to discount the
risks. The challenge lies in creating incentives for foreign lenders to better al
locate and allow for risk in emerging economies. For example, how can po
tential international lenders be made to take the risk of exchange rate depre
ciation into account? How can creditors' expectations of guarantees on
financial assets in emerging market countries, as well as of bailouts by the
IMF or the governments of industrial countries, be eliminated? Responsibil
ity in this area rests with the creditor countries and international financial
institutions. Better information standards, better data on the aggregate ex
posure of countries, and better in-depth analysis of country risk and ex
change rate risk on the part of rating agencies and international financial in
stitutions could contribute to more realistic behavior by suppliers of private
international fmance to developing economies.
Two general conclusions of the paper, which are relevant to measures
taken by individual emerging market countries that I consider below, de
serve to be highlighted. First, in analyzing possible ways to moderate
the boom-bust pattern of international capital movements, the authors
conclude that "there is no universally applicable, first-best approach" to
dealing with the problem.3 Second, they state that "there is a trade-off in
policies that tend to maintain a relatively dosed capital account, which pre
sumably provide significant protection against international fmancial crises
while they substantially impair a country's ability to take advantage of
the efficiency gains from broader participation in the global financial sys
tem. . . . The terms of this trade-off can be made worse by imprudent mea
sures of capital market opening, and it can be improved by a gradual and
prudent approach" to the opening of the capital account of the balance of
payments.4

2See, for example, Reisen (1999) and Griffith-Jones and Cailloux (1999).
30n a "second-best" approach to dealing with the structure and functioning of international fi
nancial markets, see Krugman (1998) and Blanchard ( 1998).
•Regarding this conclusion, see also Fischer ( 1998).
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Reducing the Boom-Bust Cycle: Individual Country Measures
Benefits and Costs of Financial Openness
Financial integration with the rest of the world offers significant opportunities
for emerging market economies. These include the possibility of using exter
nal savings to finance investment, the chance to deflect temporary terms-of
trade shocks, and the ability to diversify risks, more generally the possibility to
smooth out fluctuations in consumption and more fully to explain compara
tive advantage. Additionally, capital movements that are the outcome of well
informed decisions help impose discipline on policymakers.
Greater financial openness also entails risks, however, and can impose both
permanent and transitional costs. The Joss of degrees of freedom in the manage
ment of monetary policy and, sometimes in small economies, the destabilizing

effects of short-term capital movements are examples of the permanent costs of
increased financial openness. The risks associated with switching from what has
traditionally been a closed capital account to an open one are transitional costs.
Some specific features of emerging markets add to the costs and risks. Con
sider the size of capital movements. What is a very small percentage of the total
assets of an industrialized country's bank or pension or investment fund,
could very well have a significant impact on the foreign exchange and capital
markets of small emerging market economies. And for such financial institu
tions, with little at stake, it may be "rational" not to allocate much time or re
sources to a rigorous evaluation of small emerging market economies. As a
consequence, what tends to dominate in the market are "herd" and "conta
gion" effects that, while "rational" from the viewpoint of the individual credi
tors, may prove very harmful to capital-importing countries. This type of
creditor behavior does very little to discipline weak, or reward sound, macro
economic management.
The time dimension of capital movements matters as well. Whereby FDI is
measured in years, some forms of financial capital movements are measured
in months, weeks, and sometimes days or even hours. This is an additional
challenge for policyrnakers in debtor countries; they should optimally have
medium- and long-term time horizons in which to make their policy deci
sions, but they usually lack adequate instruments and the necessary flexibility
to counter the significant short-term effects of some capital movements.
Finally, the destabilizing and harmful effects of huge short-term capital in
flows are aggravated by the practice of bailing out participants in international
financial markets. Bailouts do have some systemic and international rationaleS
5They contribute, however, to moral hazard at the international level.
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but even though

they may help problem countries regain rapid access to world

capital markets, bailouts have on occasion led to undesirable behavior and huge
short-term n
i ternational flows.
Financial Liberalization in the 1990s
Access to external finance for emerging market economies had become ex
tremely limited after the Latin American debt crisis in the 1980s but increased
dramatically in the 1990s. The perception of lower country risk, low interest
rates in industrialized countries, and widespread financial flows to emerging
economies significantly increased the available supply of external

funds dur

ing the first half of the 1990s. Within this context, some countries found them
selves in a situation where, after adjusting for country risk and for changes in
exchange rate expectations, the domestic rate of return on capital exceeded the
external cost of funds.6 Previously, perceived country risk and lack of confi
dence in local currencies would have limited international arbitrage, allowed a
discrepancy in rates of return to endure, and not resulted in significant capi
tal inflows, if any. The pervasive openness of financial markets in the 1990s,
however, left unchecked, attracted huge short-term inflows, thus destabilizing
domestic spending and asset prices as well as key prices such as the real ex
change and interest rates.
The consequences of such large inflows are well known. The first stage of
the transfer process is an economic boom-asset prices and wages rise, con
sumption and investment increase, the currency appreciates, and imports be
come cheaper. This is a difficult stage for macroeconomic management. Poli
cymakers must curb the inflationary pressures generated in domestic markets,
head off financial bubbles-which drive the movement of prices farther away
from equilibrium-and forestall the influx of even greater amounts of short
term foreign financing.
This expansionary phase of the cycle sows the seeds for a subsequent con
tractionary phase. As the current account deficit grows and external liabilities
accumulate, the perceived level of country risk begins to rise, the supply of ex
ternal funds starts to shrink, the volume of external transfers decreases, and,
as a result, prices and expenditure start moving in the opposite direction.

6This differential in rates of return is the result of historical circumstances and structural re
forms affecting the productivity of an economy, which has little to do with monetarypolicy. Given
the relative endowment of capital and human resources in developing countries, the limited ac
cess to external financing that these economies had until recently, and their traditionally low rate
of domestic saving, it is only natural that the domestic rate of return on productive capital (as dis
tinguished from the rate of return on financial capital) in those countries should be higher than
in industrialized economies. See Zahler ( 1996).
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Ideally, inflows are gradually reversed and adjustments in key prices are ac
complished smoothly, without generating any major disequilibrium in the
economy. The most likely and realistic scenario, however, is one in which cap
ital inflows stop and may even reverse direction suddenly, triggering a trau

matic adjustment.7 The economy then finds itself in a very vulnerable posi
tion, with a high level of indebtedness and a large current account deficit, and
this is aggravated if its external financing is mainly short term. Increases in in
ternational interest rates, a deterioration in the terms of trade, or simply a
change in external or domestic expectations can set off a sudden confidence
crisis that abruptly halts external transfers of resources. The external debt cri
sis that overtook Latin America in the 1980s and the turbulence that arose in
international financial markets in late 1994 and in 1995, as well as the Russian
crisis in August 1998, clearly illustrate these risks. In such cases, the necessary
adjustment involves a dangerous mix of high domestic interest rates, falling
domestic asset prices, and a steep depreciation in the real exchange rate. The
results are inevitably serious problems in domestic financial markets, infla
tionary pressures, a significant increase in unemployment, and a decline in the
level of economic activity, along with a sharp drop in expenditure. Again, the
Latin American experience in the early 1980s and the crises in Mexico, East

Asia, and Russia demonstrate that this pessimistic scenario is highly probable.
The behavior of the domestic real interest rate is crucial for internal balance
but is also an important consideration in the process of financial liberaliza
tion. The level and growth rate of domestic spending has to be compatible not
only with a prudent recourse to external savings but also with the level and
growth of the economy's production potential. This generally requires domes
tic interest rates to be higher than the interest rates prevailing in the main in
dustrialized economies.8 This is why in the 1990s certain countries, in order to
uphold and consolidate macroeconomic discipline and external equilibrium,
chose to undertake liberalization of the capital account of their balance of pay
ments in a prudent, gradual, and selective manner.
Capital Flows and Emerging Market !Economies
"Excessive" capital inflows-the boom-have been a major cause ofbalance of
payments problems, financial sector problems, and recession in emerging
economies. The reversal of these flows-the bust-has inflicted high domes-

7See Wyplosz (1993).
8The real interest rate needs to be fairly consistent with the rate of return on productive capi
tal. In time, high investment rates and further increases in domestic saving ought to make it pos
sible to gradually dose the gap in interest rates.
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tic adjustment costs in terms of negative economic growth, unemployment,
and a fall in profits and real wages. In such a context, what is the proper regu
latory regime for capital outflows and capital inflows, and what is the appro
priate macroeconomic policy? These issues are discussed below.
Capital Outflows
As a norm, capital outflows should be free. In other words, all individuals and
most enterprises should be able to spend capital (i.e., consume and invest)
abroad. The major exception to this norm applies to financial institutions,
such as banks, pension funds, and insurance companies, if they operate (in
legal or in practical terms) with complete or partial government backing or
guarantee.
For these financial institutions, prudential considerations suggest a strategy
of gradual and selective liberalization. Banks typically have an explicit or well
recognized implicit government guarantee on most of their domestic and for
eign liabilities. If banks located in emerging markets want to invest abroad by
buying other banks, special scrutiny should be given to the accounts and con
solidated balance sheets of the banks in which the investment is planned. Ad
ditionally, external ratings and, especially, an adequate regulatory framework
and appropriate supervisory practices in the host country, together with bilat
eral agreements between regulators, should be required. Furthermore, experi
ence suggests that, initially, a ceiling should be put on the maximum percent
age of a bank's capital and reserves allowed to be invested abroad-a
percentage that could be increased through time as knowledge and experience
with business in third countries accumulate.
A similar gradual and selective approach toward pension funds' investment
abroad, with respect to countries, financial assets, and currencies, appears to
be advisable, again because usually contingent drains of fiscal resources are in
volved. These transfers, although usually excluded from the traditional and ac
counting definition of fiscal spending, as well as from parliamentary discus
sion and approval, in reality, increase the private sector's expected wealth and
affect their spending decisions. This "imperfection" had a major impact in
Latin America's foreign (and domestic) debt crisis of the early 1980s. More re
cent examples were Mexico's "tequila crisis" of December 1994 and some of
the countries in the Asian crisis of 1997.
The calculation of these contingent fiscal liabilities should include an ap
propriate percentage of implicit and certainly explicit banking deposit insur
ance guarantees, as well as a percentage of exchange insurance and other con
tingent support typically given by governments to banking system depositors,
creditors, and borrowers in the event of a banking sector crisis. Similarly, the
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government, even when dealing with reformed and privatized social security
capitalization schemes, usually guarantees minimum pension funds.
If these contingent transfers were taken into account, public sector liabili
ties, appropriately measured, would have been growing at a faster rate than of
ficial statistics show. This transparency in information would have beneficial
effects on the economic authorities' evaluation of the soundness and sustain
ability of macroeconomic policy and the consequent need for the adoption of
proper and timely corrective measures.
Capital Inflows
There is a distinction between foreign direct investment, which is usually an
ticyclical and long term, and other types of foreign financing. Short-term fi
nancing as well as portfolio inflows tend to be procyclical. Perhaps more im
portant, these inflows usually are of a size, time duration, and speed that can
contribute to creating and amplifying macroeconomic and financial disequi
librium in emerging market economies. In fact, it was these flows that were as
sociated with the recent crises in Mexico, Asia, and Russia and with creating
problems of domestic currency overvaluation and loss of competitiveness in
other emerging markets.
From a macroeconomic perspective, it is important to recognize that the
current account, as well as short-term foreign debt, matters, and that each
matters a lot, especially in emerging markets. Then, by definition, if the net
capital account surplus is "too big," and especially if it is short-term, there will
most likely be a capital inflow problem for certain countries.9 Although this
problem may arise in countries that have mismanaged economic policy or
wrong institutional setups (with respect to guarantees and financial regulation
and supervision), it is more likely to affect those countries with strong and
sound macroeconomic management.
The problem is especially relevant iif a country faces significant "voluntary"
short-term capital inflows. In fact, recent experience shows that, in many
cases, capital-importing country authorities may be tempted to rationalize the
existence and persistence of consequent large current account deficits on the
grounds that they are not originating in excessive (public) domestic spending,
but rather in private spending financed by voluntary capital inflows. Further
more, the assertion is that the associated significant current account deficits
are a sign of a healthy economy, with plenty of investment opportunities and
a good credit standing in international markets.
9-"fhis was the case of Latin America in the late 1970s and early 1980s, Mexico in 1994, the Czech
Republic in early 1997, and some of the countries in East Asia's recent crisis.
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Macroeconomic Response to "Excessive" Capital Inflows
Under conditions of excessive capital inflows, a first response is fiscal policy
should be tightened. Both the fiscal deficit/surplus and the rate of growth of
fiscal absorption should be looked at, and improved. In practice, however, re
ducing fiscal deficits or increasing surpluses has limits, because fiscal policy
tends to be quite rigid and there is a scarcity of adequate fiscal instruments to
compensate for significant short-term capital inflows.
Second, exchange rate policy also plays an important role with respect to
short-term inflows. In particular, exchange rate flexibility, with its associated
uncertainty as to the future value of the domestic currency, contributes to dis
couraging short-term capital flows. The magnitude of capita] inflows relative
to the site of the domestic foreign exchange market, however, may require wild
exchange rate fluctuations to discourage those flows. And given the rudimen
tary development of futures and derivative markets in developing countries,
frequent and significant exchange rate instabilities may create serious prob
lems for the tradable sector.10
Third, international reserve policy can also help compensate for the effect
of capital inflows on domestic currency appreciation and on the widening of
the current account deficit. Reserve accumulation, however, is usually associ
ated with an increase in the central bank's quasi-fiscal deficit and its efficiency
is therefore limited.
Fourth, to help moderate capital inflows, monetary policy wouJd have to be
loosened so that domestic interest rates are lowered and the gap between the do
mestic and international rates reduced. The control of aggregate domestic spend
ing aimed at reducing both inflation and the current account deficit, however,
usually requires higher domestic than international interest rates. Furthermore,
from a more structural perspective, capital-to-labor ratios in emerging markets
as well as natural excess demand for investment also point to the need for high
marginal productivity of capital and interest rates in those countries. Therefore,
unless fiscal policy is extremely tight, there is almost no room for monetary pol
icy to help moderate capital inflows to emerging market economies.
The macroeconomic response to capital inflows s
i further complicated by a
number of additional and related factors. Significant short-term capital in
flows may also disrupt monetary policy through the monetization of foreign
debt, with a consequent increase in money supply and/or decrease in domes10In some cases, fundamentals imply a trend-real appreciation of the domestic currency, for
instance, because of differential rates of growth and productivity in the country's exportable sec
tor vis-a-vis those of its main trading partners. In this case, exchange rate flexibility will be less ef
fective in discouraging capital inflows.
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tic interest rates. This stimulates domestic spending over and above what was
initially contemplated in the monetary and fiscal programming.
As noted above, capital inflows may also disrupt foreign exchange markets
by appreciating the domestic currency, generating a short-term equilibrium
exchange rate of a very unstable and unsustainable nature when compared to
the long-run equilibrium value of the real exchange rate. This appreciation
tends to trigger a relaxation of monetary and fiscal policy-as it temporarily
reduces domestic inflation-while at the same time stimulating a larger cur
rent account deficit.
From a financial and, especially, banking sector perspective, significant
short-term capital inflows are also a matter of concern because most short
term foreign debt is transmitted to the domestic economy through the bank
ing system. If the latter is not properly supervised and regulated, the increase
in its liabilities tends to be transferred to the domestic economy in the form of
excessive and too risky (related, concentrated, and mismatched) credit. The
outcome, in addition to weakening the banking sector, is to generate macro
economic disequilibrium. This occurs not only because of the increase in
overall spending but also because of the economy's vulnerability to foreign
sector and exchange rate developments, considering that under conditions of
overabundant Liquidity, lax credit standards tend to be the norm in the finan
cial sector's resource allocation.
Excessive capital inflows may thus disrupt the functioning of domestic fi
nancial markets. As high levels of domestic real interest rates attract massive
financial inflows intermediated by the domestic banking system, domestic
bankers tend to relax their credit standards and lending policies, thus deterio
rating the quality of their loan portfolio. Nonbank financial markets, in turn,
are usually less developed than the banking sector and lack adequate depth
and liquidity, as well as regulation and supervision. When an important part
of net short-term capital inflows are directed to the stock exchange and other
(nontradable) asset markets, like land and urban property, it usually translates
into an inflated price for these assets, that is, stock market and property price
bubbles. This further stimulates domestic spending because of (perceived al
though unrealized) wealth effects, leading to a higher current account deficit
and increasing the odds of a currency crash even when the banking sector is
strong. The higher asset prices also distort the banking sector by biasing banks'
collateral valuations upward, and thus also contribute to the weakness in
banks' loan portfolios.
In short, because of their size and short-term time frame, capital inflows can
contribute to creating or amplifying macroeconomic and financial disequilib
rium in developing countries, even when their economies are well managed.
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The Liberalization of the Capital Account
The above analysis suggests that even if macroeconomic policies are well de
signed and properly implemented, and even if countries have sound banking
systems and regulatory bodies, when facing significant short-term capital in
flows they may incur a major risk.1 1 Under these circumstances, countries
should, for macroeconomic reasons,12 attempt to regulate capital inflows,
whatever the state of their banking systems.
If the financial and, specifically, the domestic banking systems are weak, the
problem for policymakers is amplified. Improving the functioning, regulation,
and supervision of financial markets must address this issue. But improve
ments take time. If most short-term capital inflows are intermediated by the
domestic financial (banking) sector, this adds an argument, based on pruden
tial considerations, for regulating capital inflows.13
Well-managed emerging economies should thus consider a prudent ap
proach to financial liberalization. This can be done by reducing the speed at
which domestic agents become indebted to foreign creditors abroad and/or by
increasing the cost of short-term foreign financing.14 In this way, the pace of
overall foreign indebtedness and the economy's vulnerability to foreign finan
cial shocks can be reduced simultaneously. Reduced vulnerability can be ac
complished by changing the composition of the capital account of the balance
of payments, with incentives given to risk capital (foreign direct investment)
as compared to external debt, and to long-term foreign debt as compared to
short-term foreign debt.
In view of the above, the adequate course of action at the level of the indi
vidual capital-importing country should be, first of all, to design and imple
ment appropriate fiscal, monetary, exchange rate, and international reserve
policies as well as financial sector policies. If short-term foreign financing nev
ertheless continues to flow into the country, it is essential that the process be
slowed in order to prevent "excessive" foreign exchange inflows from under
mining domestic and external equilibria through higher inflation or larger
current account deficits. The correct course of action is to move toward
greater financial integration with the rest of the world, but to do so prudently,
''Two different approaches to dealing with this risk can be found in Summers (1998) and
Stiglitz (1998).
12Well-managed, small, developing economies can gradually ease capital inflow regulations as
the expansion in the capital stock lowers its marginal productivity and brings the interest rate
closer to that of the industrialized countries.

13See Eichengreen (1999).
14lt is implicitly assumed that the macroeconomic and prudential benefits of short-term capi
tal inflow regulations outweigh their microeconomic and distributive costs.
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gradually, selectively, and with sequencing and at a pace that supports the ob
jective of overall macroeconomic equilibrium.
It is interesting to briefly describe the type of policies implemented by Chile
starting in mid-1991 because the liberalization and opening up of its capital
account was carried forth under this strategy.15
The Chilean Strategy
Various mechanisms were used in implementing this strategy. During the
first half of the 1990s capital outflows were significantly liberalized. Exporters
were allowed to dispose of the whole of their foreign exchange earnings and
were freed of any obligation to repatriate them. But liberalization measures
were adopted in a variety of other areas as well. For example, the minimum
amount of time that must elapse before capital brought into the country by
nonresidents is eligible for repatriation was reduced from three years to one
year. The issuance of bonds and equities abroad (American depository re
ceipts) was authorized, with gradually relaxed requirements over time. In ad
dition, all restrictions on outflows of investment funds originating from ex
ternal debt swaps (a mechanism linked to the debt crisis of the early 1980s)
were lifted and liberalization measures were implemented regarding the pre
payment of external debts and the minimum percentage of external credit
that has to accompany any foreign direct investment.
Of great importance was the complete liberalization of foreign investments
made by Chilean individuals and firms, which made it possible for investors to
diversify their risks more fully. Steps were also taken to encourage national (es
pecially institutional) investors to increase the international diversification of
their portfolios. The liberalization of capital outflows from banks, pension funds,
insurance companies, and mutual funds was also pursued, although at a gradual
pace, partly because of legal restrictions and partly because of prudential consid
erations having to do with levels of systemic risk and contingent fiscal liabilities.
The liberalization of capital inflows was carried out on a gradual, selective
basis and was combined with efforts to discourage shorter-term inflows. This
type of liberalization entailed the implementation of certain specific controls
on capital inflows. Steps were also taken to screen capital inflows more care
fully in order to reduce the economy's exposure to the volatility associated
with short-term financial flows, to give monetary policy more autonomy, and
to check the formation of bubbles in the stock market. These measures were
intended to make it more expensive for foreign (especially short-term) fi
nancing to enter the country, to limit the total volume of external inflows,
•sAn extended version of this strategy can be found in Zahler (1998).
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and to improve the quality and lengthen the maturities of Chile's external
liabilities.
First, a one-year requirement for the repatriation of foreign direct invest
ment capital discouraged inflows into equity markets because funds liquidity
was constrained. That helped prevent a price bubble in the stock market. It
should be emphasized that the reduction in the time requirement for repatri
ation of foreign direct investment from three years to one year was a step to
ward capital account liberalization in relation to the preexisting situation.
Second, the speed at which Chilean firms could obtain financing on foreign
markets was reduced. This was done through setting minimum amounts and
certain other requirements with respect to international rating agencies that
had to be met before a firm could place bonds or equities on foreign markets.
The requirements varied, depending on the credit standing of the firms or the
ratings of the instruments they wished to place on international markets. This
measure helped limit the number of firms and how fast they could obtain fi
nancing on international markets, thereby preventing excessive inflows of for
eign exchange. Another advantage of this strategy-considering the fact that
before

1990, no Chilean firms were trading on international bond or equity

markets-was that the solvency and stature of the first companies to venture
into these markets created a positive externality for those that came afterward.
A disadvantage of this measure is that, in practice, it favors large firms over
small businesses or individuals.
Third, a non-interest-bearing reserve requirement was established, cover
ing the first year that foreign credits and other forms of external finance were
held in the country, regardless of their effective duration. This is a market
friendly, direct, and flexible16 way of raising the cost of bringing in short-term
capita1.17 And it gave monetary policy more scope and autonomy so that, ide
ally, all economic agents would face the same interest rate set by the central
bank, with a view to domestic equilibrium. This requirement was also in
tended to curb the volatility inherent in extremely short-term foreign financ
ing and reduce opportunities for interest rate arbitrage.
From a more general standpoint, this package of gradual, selective foreign fi
nancial liberalization policies made it possible to change the structure or com
position of external claims on Chile. It induced an increase in the share of risk
capital (foreign direct investment) relative to external borrowing and, within the
16The magnitude of the "tax" on short-term capital should vary accordjng to the (appropriately
measured) djfferential between domestic and relevant international interest rates. Currently the
reserve requirement in Chile is zero, but the instrument remains active.

17For a detailed analysis of the rationale and implementation of this measure, see Zahler ( 1992)

and Le Fort ( 1998).
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latter, the share of long-term indebtedness relative to short-term debt. This
helped to reduce the economy's vulnerability to the vagaries of the world econ
omy, to the procyclical behavior usually found among external creditors, and to
changes in the expectations of international economic agents.
During 1992-96, GDP grew at an average annual rate of 8.6 percent. Gross
fixed capital formation increased at an annual rate of 16.3 percent (nearly twice
as fast as GDP growth). The fiscal surplus was 2.2 percent of GDP and fiscal sav
ings totaled 5.2 percent of GDP. The real annual interest rate on bank loans, for
terms of between 90 days and one year, averaged 8.9 percent. Annual inflation av
eraged 9.7 percent (Chile's lowest mean rate for any five-year period in over fifty
years), declining from 27.3 percent in 1990, on a trend quite close to the central
bank's yearly inflation targets, and reaching 6.6 percent by the end of 1996. The
Chilean peso appreciated at an annual rate of 4.4 percent in real terms (the small
est real appreciation rate among all major Latin American countries during that
period) while exports grew by 10.5 percent per year in real terms. The average an
nual deficit on the current account of the balance of payments was 3.7 percent of
GDP. Both inbound and outbound foreign direct investment hit record levels.
Net international reserves equaled 23 percent of GDP and one year's worth of
merchandise imports. The external debt totaled an average of 39.1 percent of
GDP (16.1 percent of GDP, net of international reserves). Long- and medium
term debt represented 93.4 percent of the accumulated debt during the period,
with short-term debt contributing to only 6.6 percent of that total.
I have two final comments. First, it is often said Chile's strong macroeco
nomic performance during the early 1990s was chiefly attributable to its high
domestic savings rate rather than to its macroeconomic strategy. It should be
noted, however, that domestic saving is not a constant that is independent of
macroeconomic strategy in general or of external finance strategies in partic
ular. Empirical studies and experience suggest that naive, misguided policies
on foreign capital inflows usually lead to a situation in which external savings
end up financing excessive expenditure on domestic consumption and reduc
ing domestic saving.
Second, it is interesting to note that although during the 1990s there were
other countries that implemented more liberal or aggressive financial liberal
ization policies, their domestic interest rates were higher than Chile's and the
spreads over international interest rates were wider. This seemingly paradoxi
cal situation is chiefly explained by the fact that these countries had higher lev
els of country and/or devaluation risk than Chile. It is not a foregone conclu
sion then that just because a country carries out a complete and quick
financial liberalization progran1 it is necessarily going to insert itself perma
nently into international capital markets. In conclusion, the extent to which a
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country is more fully integrated into the international economy does not de
pend so much on how liberalized it is but, rather, on the quantity, cost, qual
ity, and continuity of the capital transfers actually available to it, all of which
are usually linked to how much confidence the rest of the world has in the
prospects and management of that economy.
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The Mexican crisis of 1994-95 was associated with a rescue package of un
precedented size. Yet, bailout package notwithstanding, Mexico suffered its
largest one-year output decline in 1995, as GDP shrank by more than 6 per
cent. Since Mexico's crisis, international organizations have brokered several
more rescue plans involving vast sums of funds. Yet, as in Mexico, all the re
cipients of this financing have had to undertake drastic adjustment as private
capital flows dried up. Furthermore, these countries have had to cope with se
vere recessions. Hence, if we are to assess whether the balance has tilted in re
cent years toward adjustment, despite the larger bailout packages from the in
ternational community, we must begin by comparing the severity of recent
crises with their earlier counterparts. In what follows, we aim to assess the bur
den of adjustment by considering alternative ways of measuring the severity of
crises.
Currency and banking crises are not unique to emerging markets. For in
stance, many European countries found themselves engulfed by the currency
turmoil that spread through the region in 1992-93 during what is known as
the exchange rate mechanism crises. Like Mexico, Korea, and Thailand, several
of these countries, most notably the Scandinavian group, were also experienc
ing systemic banking sector problems. Confronted with the incompatible
goals of defending the exchange rate peg (which would entail maintaining
high interest rates) and acting as a lender of last resort to the banks, several
countries succumbed to the speculative pressures and either allowed their cur-

•The authors wish to thank Peter Kenen for detailed and careful comments.Thanks arealso due
to Vincent Reinhart for useful comments and suggestions. However, we retain full responsibiljty
for all errors and opinjons.
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rencies to float freely or adopted an arrangement that permitted their curren
cies to oscillate within a wide band.
Thus far, their predicament sounds very similar to that faced by many
emerging market economies during the 1990s. Indeed, developed countries
and emerging markets share many of the symptoms that are typical an
tecedents of currency and banking crises.1 Figuring prominently among these
common symptoms are large capital inflows, asset price and credit booms,
currency overvaluation, and large current account deficits.2 Where industrial
and emerging markets economies part company is in the developments that
usually follow the onset of crises. Bailout packages were not needed to cope
with the currency and banking crises in Europe. Furthermore, output did not
collapse following the exchange rate mechanism crisis, and none of these
countries lost their access to international capital markets. This benign out
come could not be further removed from the experience of emerging markets.
Argentina's GDP fell more than 4 percentage points in 1995, following the un
successful speculative attacks associated with the devaluation of the Mexican
peso, and Hong Kong, another nondevaluer, is mired in deep recession at the
time of this writing. Yet their bleak performance pales by comparison with the
output collapses in emerging markets that have accompanied many of the de
valuations both recent and past. In 1998, output fell by 13.7 percent in In
donesia; Mexico's 6.2 percent output decline in 1995 marked the country's
deepest recession.3
Unlike their more developed counterparts, emerging markets routinely lose
their access to international capital markets. Furthermore, given the common
reliance on short-term debt financing, the public and private sectors in these
countries are often asked to repay their existing debts on short notice. Even
with the recent large-scale rescue packages, official financing makes up for
only part of this shortfall. Hence, the need for abrupt adjustment arises. Calvo
( 1998a) has argued that these large negative swings in capital inflows, or sud
den stops, are harmful (this is further elaborated in the following section). The
corollary s
i , of course, that large current account deficits are to be feared, irre
spective of how they are financed, but particularly so if they are financed
by short-term debt. The capital inflow slowdown or reversal could push the

'When currency and banking crises occur in close proximity, we will refer to these episodes as
the "twin crises.� Further details on the timing and classification of crises episodes are provided in
the following section.

2See Kaminsky and Reinhart (1998) for a comparison.
lThe evidence that devaluations are contractionary in developing countries is more than anec·

dotal (see Edwards ( 1986 and 1989) and Morley ( 1992), for empirical analyses of this issue).
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country into insolvency or drastically lower the productivity of its existing
capital stock. This could be the result of large unexpected swings in relative
prices and costly bankruptcy battles.
By the time the crisis erupts and a country has lost its access to interna
tional capital markets, the range of policy options available to the country to
manage the situation has been severely restricted. Expansionary policies in
tended to offset some of the devastating effects of the capital flow reversal on
economic activity and the financial system become possible only under the
umbrella of capital controls, an option that has little appeal for countries not
wishing to reverse the process of fmancial liberalization or that have a distaste
for the inflationary consequences often associated with such policies.
ln this paper, we ask whether crises in emerging markets have become more
severe and what kinds of policies and exchange rate arrangements can make
an emerging market less vulnerable to the sudden-stop problem in the first
place. While avoiding crises altogether may be a goal well beyond the reach of
policymakers, limiting the severity and duration of the crises clearly lies within
the realm of the feasible.
ln the next two sections, we provide evidence on the magnitude of the rescue
packages, and of the sudden-stop problem and its consequences on output and
other key economic indicators. We examine the nature of the recovery process
in an effort to assess to what extent the financial sector plays a role in determin
ing the depth of the recession and the speed of recovery of the economy. In the
section on improving the sudden-stop problem, we tum to the issue of capital
controls. Specifically, we present the recent experience with controls that are
meant to reduce the amplitude of the capital flow cycle by altering the maturity
profile of the capital inflows. We also discuss some alternatives to these mea
sures. In the section on fixed versus flexible exchange rates, we examine the rel
ative merits of fixed versus flexible exchange rates, including the case of com
plete doUarization. The last section offers some concluding thoughts.

Sudden Stops: Evidence on Painful Adjustment
In this section we briefly sketch the simple analytics of the sudden stop. We
then move on to provide some stylized evidence on the orders of magnitude
of these capital account reversals and on the severity of the ensuing crises.
Analytics
By national income accounting and abstracting from errors and omissions, cap
ital inflows equal the current account deficit plus the accumulation of interna
tional reserves. Therefore, sudden stops have to be met by reserve losses or lower
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current account deficits. In practice, both take place. While a loss of international
reserves increases a country's financial vulnerability, contractions in the current
account deficit usually have serious effects on production and employment.
To see this, note that, again by national income accounting, the current ac
count deficit equals aggregate demand minus GNP. Thus, a sudden contrac
tion in the current account deficit is likely to lead to a sharp decline in aggre
gate demand (the only exception being the unlikely case in which there is an
offsetting increase in GNP). The decline in demand, in turn, lowers the de
mand for tradables and nontradables. The excess supply of tradables thus cre
ated can be shipped abroad, but the nontradables are, by definition, bottled up
at home and, thus, their relative price will have to fall (resulting in a real de
preciation of the currency). A prominent example is the real estate sector,
where relative prices have exhibited sharp falls in all recent crises.
How does one go from here to infer a loss of output and employment? We
can identify two channels: Keynesian, and Fisherian (for Irving Fisher). The
Keynesian channel is straightforward and familiar. It is predicated on the as
sumption that prices/wages are inflexible downward. Under these conditions,
a fall in aggregate demand brings about a fall in output and employment.
The Fisherian channel is less familiar but, in our view, potentially more
damaging. Financial contracts are, as a general rule, contingent on very few
"states of nature," i.e., objective variables like the terms of trade, profits, de
mand, etc. A bank loan, for example, is typically serviced by a series of fixed
installments unless the borrower goes bankrupt. To illustrate the Fisherian
channel, we will assume that all loans are made at a fixed, predetermined in
terest rate, taking into account expected future variables, but not conditioned
on their future realizations. Consider a situation in which the exchange rate
is fixed and the international price of tradables is exogenous and constant
over time. A decline in aggregate demand that accompanies a sudden stop
calls for a lower relative price of nontradables with respect to tradables. Since
the price of tradables is stable, to achieve a lower relative price of nontrad
ables with respect to tradables the nominal price of nontradables must fall.
Thus, since the interest rates are invariant with respect to the sudden stop,
there is a surge in the ex post real interest rate faced by nontradables produc
ers, increasing the share of nonperforming loans. This problem may be less
acute if the currency is devalued because, under those circumstances, the
price of nontradables need not fall. However, there are at least two relevant
complications that may offset the positive effects of devaluation. First, many
emerging markets are heavily dollarized and, hence, devaluation is less effec
tive (this is obvious if the country is fully dollarized). Moreover, in countries
where asset dollarization is not significant (Chile and Indonesia), there still
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exists sizable liability dollarization (i.e., foreign-exchange-denominated
debts). Liability dollarization is, in fact, quite general in emerging markets be
cause external debt in all of these countries is, as a general rule, denominated
in foreign currency. It is well known, for example, that Indonesia's private sec
tor had a sizable external short-term debt when the crisis hit and that this
type of debt played a key role in that country's ensuing financial difficulties.
Second, even if there is no dollarization to speak of, bank loans, for instance,
are of shorter maturity than the underlying productive projects. Since real in
terest rates are likely to be revised upward after the sudden stop (as a result
of, for instance, the ensuing higher country risk), this also increases the inci
dence of nonperforming loans.
The Fisherian channel enhances the severity of crises because it hits the fi
nancial sector. As a result, banks become more cautious and cut their loans
especially to small and medium-sized firms-and interenterprise and trade
credits dry up, all of which could contribute to a major and long-lasting re
cession (for further discussion, see Calvo, 1998a).
Capital Inflow Reversals
How big are these capital account reversals? To answer this question it is use
ful to get a handle on the size of the capital inflows in the most recent inflow
episode.4 Table 1 presents selected evidence on all the major capital importers
of the 1990s, with the exception of China. The second column presents the
dates of the heavy inflow episode; the third column provides information on
the magnitude of the cumulative inflow; and the last column lists the inflow
during the peak year as a percent of GOP. The higher these numbers, the
higher the vulnerability to the sudden-stop problem.
Both cumulative inflows and peak inflows are sizable, particularly for some
of the affected Asian economies, most notably Thailand and Malaysia. In the
case of the latter, inflows hit a peak of 23.2 percent of GOP in 1993. Because a
high share of those inflows were short term and perceived by the authorities
to be "hot money;' capital controls on short-term flows were introduced in
Malaysia in January 1994.5 It is also noteworthy that two countries that were
hard hit by the sudden-stop problem-Argentina during the Mexican tequi
lazo effect and Indonesia after the Thai baht was devalued-had relatively low
capital inflows. In both cases, however, domestic capital flight severely com
pounded the sudden stop.
'Large capital n
i flows usually precede these crises, but a large negative swing in the capital ac
count can also be due to a surge in capital flight.
SMost of those controls were lifted in August of that year.
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Table 1 . Recent Surges n
i Capital Inflows
(Netprivate capitalflows as a percent of GDP)
Cumulative

Country

Inflow

Episode'

Inflows/GOP at

Maxim um

End of Episode

Annual Inflow

3.8

8.4

Argentina

1991-94

Brazil

1 992-94

Chile

1989-94

Colombia

1992-94

9.7
9.4
25.8
16.2

Hungary

1993-94

41.5

India

1992-94

6.4

2.7

Indonesia
Malaysia
Mexico
Morocco

1990-94

3.6
23 .2
8.5

1990-94

8.3
45.8
27.1
18.3

Pakistan

!992-94

13.0

4.9

Poland

1992-94

South Korea

1991-94

30.4
23.1
22.3
9.3

10.8

Philippines

1991-94
1989-94

Peru

1989-94

1989-94

4.8

8.6
6.2

5.0

7.9
12.0

3.5

Sri Lanka

1991-94

22.6

8.2

Thailand

!98s-94

51.5

1 2.3

Tunisia

1992-94
1 992-93

17.6
5.7

7.1

1992-93

5.4

3.3

Turkey

4.1

Venezuela, Republica
Bolivariana de

Sources: World Bank, World Debt Tables, various issues; and International Monetary Fund, Interna
tional Financial Statistics, various issues.
'Period during which the country experienced a surge in net private capital inflows.

As Table 2 shows, many of those countries listed in Table 1 as having ex
perienced a surge in capital inflows in the earlier part of this decade also suf
fered an abrupt capital account reversal and the accompanying need for a se
vere adjustment in the current account. Up until the recent Asian crises,
Latin America was the region most prone to these large-scale capital inflow
reversals. Until the Thai crisis, which resulted in a 26 percentage point swing
in private capital flows (from inflows of about 18 percent of GDP in 1996 to
outflows of over 8 percent in 1997), Argentina's crisis in the early 1980s had
recorded one of the largest capital account reversals (20 percent). The large
historic discrepancy in capital account volatility and in the severity of finan
cial crises between Asia and Latin America appears to have eroded in the
1990s. This narrowing in regional differences is also evident in various mea
sures of the severity of the crises, the issue we turn to next.
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Table 2. Selected Large Reversals in Net Private Capital Flows
(As a percent of GDP)
Country/Episode

Reversal

Argentina, 1982-83
Argentina, 1994-95
Chile, 1981-83
Chile,1 1990-91
Ecuador, 1995-96

20
4
7
8
19

Hungary, 1995-96
Indonesia, 1996-97
Malaysia,1 1993-94
Mexico, 1981-83
Mexico, 1993-95

7
5
15
12
6

Philippines, 1996-97
South Korea, 1996-97
Thailand, 1996-97
Turkey, 1993-94
Venezuela, Republica Bolivariana de, 1992-94

7
II
26
10
9

Sources: World Bank, World Debt Tables, various issues; and Institute for International Economics,
Comparative Statistics for Emerging Market Economies, 1998.
'Reversal owing to the introduction of controls on capital inflows
.

The Severity of Crises
The preceding discussion has suggested that surges in capital inflows are often
followed by sudden stops. With the exception of two episodes-Chile in
1990-91 and Malaysia in 1993-94, in which the reversal was deliberately engi
neered by the introduction of restrictions on short-term capital inflows-the
negative capital account swing was involuntary (from the vantage point of the
capital-importing country) and was associated with a currency crisis and most
often with a banking crisis as well.6
If we wish to assess whether the balance has tilted in recent years toward
adjustment despite larger bailout packages from the international commu
nity, we must begin by comparing the severity of recent crises with their ear
lier counterparts. We consider alternative ways of measuring the severity of
the crisis. We should also review the extent of financing provided by the res
cue packages not only in their dollar value, as is commonly done, but rela
tive to the size of the recipient economy. Table 3 documents some recent
episodes.
61n the case of Chile, reserve requirements on short-term offshore borrowing were introduced
in mid-1990; in Malaysia, strict prohibitions on domestic residents' sales of short-term domestic
assets to nonresidents were introduced in January 1994.
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Table 3. Recent Rescue Packages
Rescue Package
(In billions

Country

Year

Brazil

1998
1997
1997
1995
1998
1997

Indonesia

Korea
Mexico
Russia

Thailand

of U.S.

dollars)

41.5
40.0

57.0
47.0
22.6
20.1

(As a percent
ofGDP)

5.3
18.1
11.7
13.5
5.8
12.1

As discussed in Calvo (1998a), one of the reasons why the sudden stop may
lead to a contraction in output has to do with large and unexpected swings in
relative prices. Consider the case where loans were extended to the nontraded
sector, such as real estate, under the expectation that the price of nontraded
goods relative to traded goods (the real exchange rate) would remain stable
over the duration of the contract. Under these circumstances, a large, unex
pected real depreciation could render many of these loans nonperforming.
Hence, one measure of the severity of a crisis could include the magnitude of
the real depreciation of the currency. Also, the greater the extent to which the
central bank has already depleted its stock of foreign exchange reserves by the
time the crisis erupts, the greater the burden of adjustment that is required to
close the current account deficit on short notice.
To analyze this issue formally, we measure the severity of currency and
banking crises as in Kaminsky and Reinhart (1999 and 1998). For currency
crises, we construct an index that gives equal weight to reserve losses and the
real exchange rate depreciation. This index is centered on the month of the
currency crisis, and it combines the percentage decline in foreign exchange re
serves in the six months prior to the crisis-since reserve losses typically occur
before the central bank capitulates-and the real depreciation of the currency
in the six months following the abandonment of the existing exchange rate
arrangement, be it a peg or a band. While this is not akin to the unexpected
portion of the relative price swing, it does provide a rough sense of the mag
nitude of the realignment. As to the severity of banking crises, we use the cost
of the bailout as a share of GDP as our proxy.
Table 4 presents these measures of severity for the 76 currency crises and
26 banking crises in the Kaminsky-Reinhart sample.7 For the 1970-94 sam7Details on sample coverage, definitions, and the dating of the crises are provided in Appendix
Tables I and 2.
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Table 4. The Severity of Crises: Then and Now
Currency Crises

Banking Crises

Latin
Period
1970-94
1995-97

America

East Asia

Others

48.1
25.4

14.0
40.01

n.a.

9.0

Latin
America

East Asia

Others

2.1.6
8.3

2.8
15.01

n.a.

7.3

Source: Kaminsky and Reinhart ( 1998).
'The difference from the historic mean is statistically significant at standard confidence levels.

ple, currency and banking crises were far more severe in Latin America than
elsewhere. The crises in East Asia, by contrast, were relatively mild and not
that different by these metrics from the crises in the European countries that
dominate the "others" group. The picture that emerges during 1995-97 is
distinctly different. The Latin American crises include those of Mexico and
Argentina in late 1994 and early 1995, respectively. While Argentina did not
devalue, it sustained major reserve losses associated with a series of bank

runs that left the level of bank deposits by mid-March 1995 about 18-19 per
cent below their level prior to the devaluation of the Mexican peso.
Both in terms of this measure of the severity of the currency crisis, as well
as the estimated costs of bailing out the banking sector, the severity of the
Asian crises even surpasses that of their Latin American counterparts in the
1990s, and it is a significant departure from the historic regional norm.8 On
the basis of these measures of severity-specifically the huge burden of bail
ing out the banks, as well as the order of magnitude of the capital account re
versals (Table 2)-it does appear that during the course of the 1990s the bal
ance between financing and adjustment has shifted toward adjustment,
despite the larger packages put together by the IMF during the recent crises
in emerging markets.

Collapsing Output and Protracted Banking Crises
Sudden stops can lead to collapses in output and do severe damage to the fi
nancial system. Indeed, nearly all the banking crises in our sample are associ-

3Both banking and currency crises measures are statistically significant at standa.rd confidence
levels for the Asian sample. For Latin America, there is weak evidence of a reduction in the sever
ity ofthe crises, but, owing to the large variance in the regional sample, we cannot conclude that
this difference is statistically significant.
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ated with a reversal from capital inflows to outflows.9 While in most cases the
banking sector problems begin before the sudden stop, the abrupt capital flow
reversal deepens the financial sector problems. Moreover, the Latin American
crises and the Asian crises of the late 1990s are markedly more severe than the
crises

in Europe or in Asia's own

past. In what follows, we examine the eco

nomic landscape in the aftermath of sudden stops and currency and banking
crises. The emphasis is on assessing the magnitude of the output losses and the
economy's speed and capacity to return to normal. We also compare some of
the recent experiences with the historical patterns. Before turning to the per
formance of real GDP in the postcrisis period, however, we assess how various
indicators often stressed in the literature on capital markets crises behave fol
lowing the sudden stop and, in particular, how many months elapse before
their behavior returns to normal.
To do so, we must define what is normal. In what follows, we define peri
ods of tranquility to exclude the 24 months before and after currency crises.
In the case of banking crises, the 24 months before the banking crisis begins
and the 36 months following it are excluded from tranquil periods. For each
indicator, we tabulate its average behavior during tranquil periods. We then
compare the postcrisis behavior of the indicator to its average in periods of
tranquility.
Table

5 summarizes the results for that exercise for currency and banking

crises separately, as we have stressed that banking crises have tended to be
more protracted affairs and more closely linked with sudden stops. The num
ber reported is the average number of months that it takes that variable to
reach its norm during tranquil periods. In parentheses, we note whether the
level or growth rate of the variable remains above or below its norm in the
postcrisis period.
Several features of Table

5 are worth noting. First, the data bear out that

banking crises have more lingering deleterious effects on economic activity
than currency crises. This may be due to the kinds of Fisherian channels
stressed in Calvo ( 1998a) or to a credit channel mechanism. Whatever the
explanation, this difference is evident

in several of the indicators. While the

12-month change in output remains below its norm in periods of tranquil
ity for 10 months on average following a currency crash, it takes nearly twice
that amount of time to recover following a banking crisis. This more slug-

9'fhe link between currency crises and sudden stops

is less clear in our sample, as many of the

currency crises took place in the 1970s in an environment of capital controls and highly regulated

domestic financial markets. By contrast, nearly all the banking crises are n
i the postliberalization
period, hence, their closer link to the sudden stop.
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Table 5. The Aftermath of Financial Crises

(Average n11mber ofmonths it takes a variable to retum to normal behavior after the crisis)I

l ndicator

Banking Crisis

Currency Crisis

30 (below)

12 (above)
9 (above)
8 (below)
18 (below)

t

Bank deposi s
Domestic credit/GDP2
Exports
Imports

IS (above)

20 (below)
29 (below)

M2/reserves

I S (above)

Output
Real interest ratel
Stock prices

18 (below)

7 (above)

10 (below)

JS (above)

? (below)

30 (below)

13 (below)

Source: Goldstein, Kaminsky, and Reinhart (2000).
1We

note in parentheses whether the variable remained below or above the norm during periods of

tranquility.

'Domestic credit/GOP remains above normal levels largely as a result of the marked decline in GOP

following the crisis; it is a debt overhang.
'The disparity between

the postcrisis behavior of real interest rates lies in the fact that a large share of
interest rates were controlled, and is not very informative

the currency crises occurred in the 1970s, when

about market conditions.

gish recovery pattern is also evident in imports, which take about two and a
half years to return to their norm. Bank deposits also remain depressed. The

weakness in asset prices, captured here by equity returns, persists for 30
months on average for banking crises, more than twice the time it takes to
recover from a currency crash. It is worth recalling that assets, be they equity
or real estate, are a common form of collateral against loans. Hence, a col
lapse in asset prices may trigger margin calls and increase the incidence of
nonperforming loans, worsening the problems in the banking sector.10 In
terest rates remain high after banking crises, whereas this is not the case for
currency crises. This result is largely due to the fact that banking crises in our
sample are clustered in the financial postliberalization period when interest
rates are market determined. By contrast, the number of currency crises are
about evenly split into pre- and postliberalization subsamples. In the case of
the former, interest rate ceilings were prevalent among emerging markets,
removing most of the information content of interest rates.
Second, Table 5 highlights that there are likely to be important sectoral
differences in the pace of recovery, depending also on the type of crisis. For
instance, following the devaluations that characterize the bulk of the cur
rency crises, exports recover relatively quickly and ahead of the rest of the
economy. However, following banking crises, exports continue to sink for

10See Kaminsky, Lizondo, and Reinhart (1998) for details

.
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nearly two years following the onset of the crisis. This may be due to a per
sistent overvaluation (recall that in this sample banking crises typically
begin before currency crises); high real interest rates (the Fisherian channel);
or a credit crunch story.
Table 6 highlights the protracted nature of banking crises by showing the
average number of months elapsed from the beginning of the crisis to its
zenith for the 26 banking crises studied in the sample. On average, it takes a
little over a year and a half for a banking crisis to ripen; in some instances, it
has taken over four years. This protracted profile is, in part, due to the fact that
often the financial sector problems do not begin with the major banks, but
rather with more risky finance companies. As the extent of leveraging rises,
households and firms become more vulnerable to any adverse economic or
political shock that leads to higher interest rates and lower asset values. De
faults increase, and the problems spread to the larger institutions. If there are
bank runs, such as in Republica Bolivariana de Venezuela in 1994, the spread
to the larger institutions may take less time.
However, the information presented in Table 6 does not fully disclose the
length of time that the economy may be weighed down by banking sector
problems, and it does not provide information on the time elapsed between
the crisis peak and its ultimate resolution. Rojas-Suarez and Weisbrod (1995),
which examines the resolution of severaJ banking crises in Latin America,
highlights the sluggishness of the resolution process in many episodes. The
ongoing Japanese banking crisis, which has spanned most of the 1990s, is a
recent example of this sluggish recognition/admission/resolution process.
We next focus on the evolution of GDP in the aftermath of crises. Tables 7
and 8 present the time profile of post-banking and currency crises deviations

in GDP growth from the mean rate of growth during tranquil periods. We dis
tinguish between the moderate-inflation and high-inflation countries; the lat
ter encompass mostly Latin American countries. We report averages for some
of the recent crises separately and examine to what extent they depart from the
historicaJ averages.
Table 6. The Protracted Nature of Banking Crises: Time Elapsed from Beginning of
Crisis to Its Peak
Descriptive Statistics

Number of Months

Maximum

19
0
53

Standard deviation

17

Mean

Minimum

Source: Kaminsky and Reinhart ( 1999).
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Table 7. Real GDP Growth in the Aftermath of Banking Crises: Deviations from
Tranquil Periods (1970-94 Sample)
Indicator

t+ l

t+2

t +3

-1.1
-1.4
-0.5

AU countries

-3.2

-2.1

-1.6

-0.8

Moderate-inflation countries'

-2.3
-1.7

-1.6

High-inflation countries
Recent experiences

�.5
-13.32

0.0

'Moderate-inflation countries are those with inflation rates below 100 percent in all years surround
ing the crisis; high-inflation countries are those in which inflation exceeded 100 percent in at least one
year.

2lncJudes Argentina, Hong Kong, Indonesia, Kor.ea, Mexico, and Thailand. Argentina is classified as a
banking crisis (albeit a very mild one} owing to the widespread bank runs (see Kaminsky and Reinhart
( 1999} for a detailed discussion of dating banking crises).

Table 8. Real GDP Growth in the Aftermath of Currency Crises: Deviations from
Tranquil Periods ( 1970-94 Sample)
Indica tor

AU countries

Moderate-inflation countries'
High-inflation countries
Recent experiences

-2.7

-1.9

-3.8

t+l

t+2

t +3

-1 .9

-0.6

-0.8

-1.6

-o.7

0.0

-2.2

-o.l

-1.5

-12.32

'Moderate-inflation countries are those with inflation rates below I 00 percent in aU years surround
ing the crisis; high-inflation countries are those in which inflation exceeded 100 percent in at least one
year.

2Includes two successful defenses: Argentiola and Hong Kong; and four successful attacks: Indonesia,
Korea, Mexico, and Thailand. The successful defenses do not register as crises, but as turbulence, owing
to the substantial reserve losses.
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channel story may lead to a severe contraction in investment. The credit
crunch explanation is, indeed, plausible in light of banks' need to recapital
ize and to provision. The recessions following the recent crises are far
more severe than the historic norm, even if Indonesia is excluded from the
sample.
Devaluations are perceived to be expansionary in industrial countries.
This view is reflected in the assumed policy trade-off in many second
generation models of currency crises that stress the policymakers' conflict
between the credibility losses incurred if the peg s
i abandoned and the eco
nomic gains from devaluation. While this proposition may be an adequate
representation for industrial countries, the evidence presented here bears out
the results of the earlier studies by Edwards ( 1986 and 1989) and others. As
Table 8 highlights, currency crises do not appear to have a salutary effect on
the economy because growth remains below that observed during tranquil
periods in the three years following the crisis. Some of the most recent sud
den-stop episodes, which have included both successful and unsuccessful
speculative attacks, highlight the staggering output losses associated with the
sudden-stop problem. The last row of the table reports the averages for six
recent episodes. It includes two successful defenses, Argentina and Hong
Kong, and four successful attacks, Indonesia, Korea, Mexico, and Thailand.
As shown, the output collapse in the year following the sudden stop is dra
matically higher than the comparable historic norm. For all the devaluers in
that recent sample, these currency crises were also accompanied by deep and
costly banking crises. As with banking crises, the recent output losses are a
significant departure from the historic pattern.
The results for the full sample reveal that the recessions are somewhat
milder than those following a banking crisis. Reinforcing the results shown in
Table 7, the moderate-inflation economies appear to recover more quickly
from a currency crisis than from a banking crisis, unless the currency collapse
is accompanied by a banking crisis as well. 1 1

Improving the Sudden-Stop Problem: Is There a
Role for Capital Controls?
In principle, we would expect the volume and composition of capital inflows
to respond to the policy stance that the recipient countries adopt. In some in"Kaminsky and Reinhart (1999) present evidence that the twin crises are more severe and the
recovery more sluggish than episodes when currency crises are not associated with banking sector
problems.

©International Monetary Fund. Not for Redistribution

189

When Capital Inflows Suddenly Stop: Consequences and Policy Options

stances, domestic policies were explicitly designed precisely to shape the vol
ume and/or composition of inflows (capital controls). In others, the effects of
the policies were largely unintended (sterilized intervention). In this section,
we briefly review the evidence on the effects of these policies. The discussion
draws heavily on Montiel and Reinhart (1999); hence, its scope is limited to as
sessing the effectiveness of controls of various types on capital inflows. Con
trols on capital outflows, which are often introduced during or after crises, as
Malaysia did after the

1997 Asian crisis, are not considered he.re. We also dis

cuss the relative merits of some variants to the types of policies adopted by
Brazil, Chile, Colombia, the Czech Republic, and Malaysia, which primarily
targeted either short-term or portfolio inflows.
Empirical Evidence on Controls
It remains controversial whether the intent to influence the volume or com
position of flows has been successful during these experiences in the

1990s.

Here we provide a brief summary of the key findings of Montiel and Reinhart

(1999) on the basis of panel data containing annual observations on the vol
ume and composition of capital inflows for 15 emerging markets over the
1990-96 period. The countries in our sample are listed at the bottom of Table
9. The analysis disaggregates among three types of capital flows: portfolio
flows, short-term flows, and foreign direct investment (FDI). The results for
the capital account balance are also reported. Further details on the data, the
measures that proxy for capital controls and sterilization, and the methodol
ogy employed are available from the original paper.
The key findings that can be gleaned from Table

9 can be summarized as

follows:
Sterilized intervention increases the volume of total capital flows through
short-term capital. Portfolio flows and foreign direct investment do not ap
pear to be responsive to the intensity of sterilization. By widening and pre
serving domestic-foreign interest rate differentials, sterilized intervention sig
nificantly alters the composition of capital flows, increasing the share of
short-term and portfolio flows. This may be taken as an argument against a
soft peg, as the capacity for sterilized intervention is limited or nonexistent in
a currency board arrangement-an issue we will take up later.
Although the signs of the estimates are negative, capital controls appear
to have no statistically significant effect on reducing the overall volume of
flows. Capital controls, however, do appear to alter the composition of cap
ital flows in the direction usually intended by these measures, reducing the
share of short-term and portfolio flows while increasing that of foreign di
rect investment.
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Table 9. Fixed Effects Estimates, Instrumental Variables:
Sterilization
Dependent Variable
Capital account
As a percent of GOP

Portfolio flows
As a percent of GOP
Short-term flows

As a percent of GOP

Index

Capital

1990-96, 15-Country Panel
u.s.

Number of

Interest Rate

Listed Stocks

Japanese

Control Proxy Interest Rate

1.762
(2.927)

-0.716
(-1.092)

-0.224
(-1.931)

-0.425
(-2.311)

0.006
(2.653)

0.374
(1.064)

-0.238
(-0.976)

-0.313
(-3.046)

-0.161
(-1.025)

0.017
(2.826)

0.902
(2.335)

-0.451
(-1.081)

-0.048
(-0.518)

-0.136
(0.883)

0.001
(0.612)

0.870
(2.344)

-0.642
(-1.302)

-0.210
(-1.116)

-0.070
(-0.822)

0.009
(2.184)

0.913
( l l 45)

1.785
(0.792)

-0.149
(-1.032)

-0.122
(-1.116)

(-0.024)

-32.856
( 1.986)

-30.913
(-2.233)

13.051
(-1.321)

(1.225)

43.753
(1.894)

32.776
(1.672)

Portfolio plus short·
term flows

As a percent of GOP

FDI flows
As a percent of GOP

Portfolio plus

short-term flows

.

34.709

As a percent of total flows

-18.900
As a share of total flows (-1.936)
FDI flows

-Q.OOI

-9.976

(-1.018)

Notes: The countries in the sample are Argentina, Brazil, Chile, Colombia, Costa Rica, Czech Republic,

Egypt, Indonesia, Kenya, Malaysia, Mexico, Philippines, Sri Lanka, Thailand, and Uganda. !·statistics are
reported in parentheses. Standard errors have been corrected for general forms of heteroskedasticity.
Ellipsis points denote not applicable.

As in most of the earlier literature on this subject, foreign interest rates ap
pear to have a significant effect on both the volume and composition of flows.
Specifically, total capital flows, and especially portfolio flows, respond system
atically to changes in U.S. and Japanese interest rates in the direction suggested
by theory, even after controlling for some of the domestic policy fundamen
tals and some of the characteristics of the capital market.
Some Thoughts on Alternative Measures
Some caveats about the previous results, however, are in order. While they
clearly show that taxes or reserve requirements that target short-term inflows
had a significant effect on the maturity profile of the flows, we do not know
whether this is, to some extent,

an

artifact of reclassification. We also do not

know to what degree these measures simply encouraged a substitution of for
eign short-term debt for domestic short-term debt.12 To the extent that domes
tic short-term debt is also an implicit claim on the reserves of the central bank,

12ln fact, the insignificant effect of controls on the volume of capital inflows, even though there

s
i a noticeable lengthening of the maturity structure ofthose flows., strongly suggests that the sys
tem as a whole must have ways to effectively bypass and neutralize those controls.
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then such a substitution would not ameliorate the liquidity problems during a
sudden stop. An exception would be the case where through moral suasion the
government and the central bank have greater leverage in persuading the local
residents to roll over those debts. This has been, to some degree, the case of
Brazil, where the debt is largely from the public sector. Such leverage would be
less likely if the domestic debt that needs to be rolled over is private.

If part of the general problem of the sudden stop is short-term debt (irre
spective of whether it is domestic or external) then, obviously, emerging mar
ket governments should adopt more conservative debt-management strategies
and lengthen the maturity of their debt. However, while a prudent public
debt-management strategy is necessary to ameliorate the sudden-stop

i sufficient. In Korea, it was the banks that were
problem, it is doubtful that it s
borrowing short. It is worth noting that the balance sheet problems of the banks
in all these recent crises involved both currency and maturity mismatches. Fur
thermore, the problem is not limited to the banks-in Indonesia it was the cor
porate sector. In this regard, a tax on all short-term borrowing may be a prefer

able strategy to just taxing foreign short-term borrowing. In the case of banks,

this could be through high reserve requirements for shorter maturity deposits,
irrespective of the currency of denomination of the deposit. Thus, governments
that pursue capital controls will likely be driven to cast a wide net that covers all
financial intermediaries, and even nonfinancial corporations, since the latter
participate in the sizable interenterprise credit market (see Ramey,

1992). This

is an enormous task. Moreover, countries that succeed in this task may find
themselves deeply irnmersed in central planning. Therefore, capital controls can
be at best a short-term response to capital inflows or outflows.
Sterilized intervention policies during the capital inflow period should be
discouraged, since typically these open market operations place more short
term debt in the hands of the private sector. In several episodes (see Reinhart
and Reinhart,

1998), the sterilization objective led central banks to complement

the stock of public sector debt with debt of their own, adding an important
quasi-fiscal dimension to the short-term debt problem. This would be no major
problem if central banks held in stock sterilized reserves as a backup for the as
sociated central bank short-term obligations. In practice, however, there is
strong temptation to utilize those reserves for other purposes (prominently bail
ing out the financial sector, as in Mexico and Thailand).

Revisiting an Old Debate
Previous sections have established !the extreme severity of recent emerg
ing market crises. In addition, we have argued that the sudden-stop episodes
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are associated with a previous surge of capital inflows and that the severity
of sudden stops is enhanced by the presence of short-term debt (both
domestic and external). Unfortunately, what may appear as a natural
line of defense-namely, imposing controls on international capital
mobility-is fraught with serious implementation problems and, if main
tained over the medium term, may imply a gradual reversion to central
planning.
Fixed Versus Flexible Exchange Rates
In this section we will discuss the role of the foreign exchange system. All
crisis episodes took place against a background of soft-pegged exchange
rates. This has led many analysts to conclude that "the peg did it." At some
level, the statement is right because, if the exchange rate were allowed to
float freely, some of the international reserve loss would have been pre
vented. Even at this level of abstraction, however, the analysis is seriously in
complete. It misses a key point: namely, that in many crisis episodes either
the government or the private sector, or both, had relatively large foreign
exchange-denominated short-term debt obligations that exceeded by far the
stock of international reserves. Therefore, the balan'ce of payments crises
most likely would have taken place under more flexible exchange rate
arrangements as well. In effect, Korea, Malaysia, and the Philippines were
classified as managed floats, while both Mexico and Indonesia had exchange
rate bands.
However, at a deeper level it could be argued that liability dollarization is
partly a result of pegging, magnified by the overconfidence and moral
hazard problems that pegging may bring about. As the argument usually
goes, if the exchange rate were free to float, domestic investors-especially
those in the oontradable sector-would shy away from foreign-exchange
denominated loans. This is so because they would now face a larger currency
risk than under a fixed rate. This sounds convincing, but it misses two im
portant points: most emerging market economies start from a situation of
partial dollarization (at the very least, liability dollarization), and it is really
very hard to find instances in which an emerging market country completely
ignores exchange rate volatility. These points reinforce each other. Partial
dollarization increases the cost of exchange rate volatility (through the Fish
erian channel, for example), which, in turn, induces the central bank to in
tervene in the foreign exchange markets to prevent fluctuations in the nom
inal exchange rate. In fact, as the cases of El Salvador, the Philippines, and
Venezuela attest, this fear of floating may be so severe that the exchange rate
spends long stretches of time at a fixed level, making it observationally
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equivalent to a soft peg.13 On the other hand, fear of floating induces more
liability dollarization, creating a vicious circle from which it is very hard to
exit. In addition, fear of floating arises whenever domestic firms utilize for
eign raw materials. In this case, floating is less destructive than in the previ
ous example, but it can still cause financial difficulties in the medium term.
Fear of floating and lack of the discipline that underlies fixed exchange rates
may drive authorities to adopt additional control measures, such as dual ex
change rates and controls on capital mobility. Even when fear of floating
does not lead to capital controls and countries adopt market-friendly ways
of stabilizing the exchange rate through open market operations, such poli
cies have significant costs both in terms of the interest rate volatility associ
ated with them as well as their procydical nature.14 Thus, contrary to the
view that floating provides authorities with

an

extra degree of freedom to

guarantee a market-friendly environment, the opposite may happen.
Traditional theory teaches that the choice of a foreign exchange regime
ought to be a function of the nature of shocks. The basic lesson is if the shocks
are mostly real, float; otherwise, fix. For a simple presentation of this theory
that incorporates some key aspects of the current policy debate, see Calvo
(1999b). Recent crisis episodes, though, show that shocks come predomi
nantly through the capital account and, as a result, they contain both real and
nominal components. So the choice of the exchange rate system on that basis
becomes more difficult. In addition, a major deficiency of received theory is
that it takes shocks as fully exogenous, when all available evidence points to the
fact that credibility and reputation are critical in determining how hard

an

emerging market country is hit by financial turmoil (i.e., how big the shocks
are). In fact, Argentina's dollarization proposal is an attempt to make policy
making more credible and, thus, lower country risk differentials (see Calvo,
1999a, for further discussion).
Moreover, traditional theory can be criticized even on its own grounds.
Traditional theory ranks foreign exchange regimes by their associated output
volatility. Financial and Fisherian considerations, however, lead one to worry
also about relative price volatility and, in particular, volatility of the real ex
change rate. As shown in Calvo ( 1999b ), focusing on real exchange rate volatil
ity drastically changes the traditional ranking. With sticky prices, for example,
fixed rates would obviously dominate floating exchange rates.

llThis was also the case for Mexico prior to the Colosio assassination, despite an announced
ever-widening band.
14There are plenty ofexamples ofinterest rate hikes during bad states of nature (terms-of-trade
declines, recessions, etc.).
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Another weakness of traditional theory is oversimplification. Defenders of
floating exchange rates on these grounds point to the fact that flexible exchange
rates make the adjustment of relative prices less costly because equilibrium
changes can be accommodated by a higher or a lower exchange rate with little
effect on output and employment. This point is well taken in the context of a
Mickey Mouse textbook model with homogeneous tradables and nontradables.
In a realistic economy, however, there are several distinct goods, each with a dis
tinct labor market: gauchos cannot be quickly retrained as nuclear physicists,
and vice versa. Thus, given wages, a

20 percent fall in the international price of

meat, for instance, may call for an equiproportional currency devaluation to en
sure the gauchos' full employment. But a

20 percent devaluation might generate

excess demand and inflation in physics. More generally, the problem is that the
exchange is only one instrument, and price/wage stickiness

s
i

a multidimen

sional issue. Devaluation is not a silver bullet. Devaluation in practice is an ex
ercise in political compromise. Gauchos want

20 percent, physicists less than

As a result, devaluation makes no
group totally happy. Finally, devaluation can be substituted by fiscal policy. If the

that (assuming that they dislike inflation).

real exchange rate s
i overappreciated, for example, labor subsidies can be put in
place to replicate in a more controlled way the desired real depreciation.

Let us now turn to dollarization. Dollarization has been criticized on the

following grounds: it leaves the country without a lender oflast resort, and use
of a foreign currency may entail loss of seigniorage.15 Both of these criticisms
have easy answers. Starting with the latter, the two countries involved (i.e., the
dollarized emerging market and the country whose currency is utilized by the
emerging market) could share the seigniorage (as proposed by Argentina, see
Calvo, 1999a). As for the first criticism, it would hold true to the extent that
the lender of last resort has no genuine resources of its own and has to rely on
money issuance. As shown in Calvo (1999a), however, under dollarization and
a seigniorage-sharing arrangement, a large portion of international reserves
could be used to provide lender-of-last-resort services. This would, of course,
require the holding of a large enough stock of reserves or the creation of a sta
bilization fund by foreign donors.
In summary, much of the glitter of flexible exchange rates disappears upon
closer examination. The extra degrees of freedom provided by exchange rate
flexibility are fallacious or can be substituted by fiscal policy. Finally, strong
pegs like dollarization can help to reduce the incidence of external shocks, es
pecially those that filter through the capital account. Granted, not every
15ln addition, it has been criticized for making relative price changes costly. But this sisue has
been discussed above.
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emerging market needs to go that far, and not every emerging market could go
that far, but dollarization is not the silly idea that conventional thinkers would
have us believe.
Dollarization from the U.S. Perspective
We have presented arguments to suggest that dollarization may be an attrac
tive option for emerging markets to deal with the problems of recurring and
all-too-frequent sudden stops. WhiJe full dollarization will not eliminate
banking sector problems, it may alleviate them if it reduces the problems that
stem from currency and maturity mismatches, and it will do away with spec
ulative attacks on the currency. After all, speculators cannot attack the peso if
it does not exist. We next address the benefits or costs that full dollarization
carries for the United States.
The issue that monetary policy for fully dollarized emerging markets will
be set by the Federal Open Market Committee in the United States is not
novel. As shown in Calvo, Leiderman, and Reinhart (1993) and other studies,
U.S. interest rates have long influenced capital flows to emerging markets, par
ticularly in Latin America. From the U.S. vantage point, the only difference is
that under full dollarization the exportation of U.S. policies is made more
transparent. Nor is the seigniorage issue new. As noted earlier, many emerging
market countries are already heavily dollarized. Incremental seigniorage is
likely to be a marginal consideration. One concern, frequently voiced by those
who suggest that the United States should not encourage dollarization, is that
the United States would be heavily involved in large bailout packages for
emerging market countries. Yet, this issue is also not new. Direct and indirect
involvement (via influencing IMF lending) by the United States has already
skyrocketed in the 1990s, as witnessed by the unprecedented size of the
bailouts. As to the potential effects of full dollarization by emerging markets
on the U.S. real economy, we consider three possible effects below.
First, the constituency opposing trade agreements between the United States
and emerging market countries, on the grounds that a reduction in trade bar
riers places U.S. labor at a disadvantage, should welcome dollarization. After all,
if a country s
i fully dollarized it cannot gain a trade advantage by frequently de
valuing its currency and making its goods and labor relatively cheap. Thus, the
massive realignment between Mexican and U.S. wages in dollar terms that oc
curred in late 1994-95 could not have taken place. Other things equal, this in
ability to devalue bodes well for narrowing the persistent U.S. current account
deficit. We can refer to this channel as a relative price effect.
Second, if full dollarization improves the sudden-stop problem for the
reasons discussed earlier, the United States stands to gain from the more sta-
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Table 10. Imports from the U.S. as a Percent ofTotal Imports for Selected Countries
(In percent)
CounLry

1991

1992

1993

1994

1995

1996

1997

Argentina

18.10

Brazil
Canada

23.25

23.01
23.50
65.05
22.58
35.57
71.20

22.13
20.57
65.75
22.69
32.13
71.85

19.02
21.15
24.50
39.09
74.53

19.91
22.10
67.41
23.57
36.19
75.59

20.04
23.34
67.51
22.94
35.13
74.84

10.27
11.49
23.15
21.39
16.93
1 1.68

12.09
11.32
23.01
21.08
16.62
1 1.86

12.21
11.38
22.59
22.49
16.31
11.54

1 1.64
1 1.78
22.86
22.14
15.48
12.60

1 1 .46
22.43
20.73
16.55
13.79

8.46
7.39
7.30

7.59
7.07
6.42

7.73
7.32
6.33

8.66
7.75
6.33

The Americas

Colombia

62.29
20.58
37.15

Mexico

73.93

21.71
24.53
63.52
20.14
38.47
71.27

12.54
13.10
22.67
23.19
15.31
10.52

10.88
14.01
22.63
22.36
15.86
1 1.74

9.53
6.64

8.39

8.72

6.72

7.67

7.37

7.35
6.87

Chile

66.75

Asia

China
Indonesia
japan

Korea
Malaysia
Thailand

Europe
France
Germany
Spain

12.72

Source: IMF, Direction o[Trade Staristics, Yearbook 1998, and various issues, 1997 and 1998.
ble and sustained income gains of its trading partners. We have seen U.S. ex
ports adversely affected by the output co!Japses in Asia and by Mexico's 1995
recession. In that regard, if U.S. exports are to benefit from greater income
stability and growth in any region of the world, it would be from Latin
America. Table 10 reports the share of United States imports in the total im
ports of selected trading partners in the Americas, Europe, and Asia. It is
fairly evident that the Latin American countries have the highest propensity
to import from the United States. Seventy-five percent of Mexico's imports
come from the U.S., more than nine times the share of the United States in
European imports. Hence, if emerging market countries in Latin America
were to do!Jarize, the U.S. current account deficit would benefit from this in
come effect.
Lastly, and related to the previous points, U.S. financial institutions that op
erate overseas are likely to benefit from dollarization in emerging markets.
U.S. financial institutions would enjoy a comparative edge stemming from the
fact that they have expertise in intermediating dollar funds. As opposed to
local financial institutions, U.S. institutions benefit more from scale
economies. Moreover, they would have ready access to a lender of last resort of
U.S. dollars, whereas the financial institutions in emerging market economies
would have a more limited security blanket.
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Conclusions
In this paper we have presented evidence that sudden-stop problems have be
come more severe for emerging market countries, particularly for Asian
economies that historically had a comparatively more placid economic cycle
than their Latin American counterparts. Because policy options are relatively
limited in the midst of a capital market crisis and because so many emerging
markets have had crises recently, we have focused on some policies that could re
duce the incidence of crises in the first place, or at least make the sudden-stop
problem less severe. In this regard, we considered the relative merits of capital
controls and dollarization. Floating is, of course, another option, but for the rea
sons discussed earlier we are doubtful that many emerging market countries will
be ready to embrace floating along the lines practiced in only a handful of in
dustrial countries. We conclude that, while the evidence suggests that capital
controls appear to influence the composition of flows by skewing them away
from short maturities, such policies are not likely to be a long-run solution to the
recurring problem of sudden capital flow reversals. Yet, because of fear of float
ing, many emerging market economies are likely to turn to increased reliance on
controls. Dollarization would appear to have the edge as a more market-oriented
option to ameliorate, if not eliminate, the sudden-stop problem.

Appendix. Crisis Definitions
Currency Crisis
Most often, currency crises are resolved through a devaluation of the do
mestic currency or the floatation of the exchange rate. But central banks
often resort to an interest rate defense and foreign exchange market inter
vention to fight the speculative attack. In these latter cases, currency market
turbulence will be reflected in steep increases in domestic interest rates and
massive losses of foreign exchange reserves. Hence, an index of currency
crises should capture these different manifestations of speculative attacks.
The index of currency market turbulence below is a weighted average of ex
change rate changes and reserve changes. Interest rates were excluded as
many emerging markets in our sample had interest rate controls through
much of the sample.
The index I is a weighted average of the rate of change of the exchange rate,

!:l.Je, and of reserves, !:lR/R, with weights such that the two components of the
index have equal sample volatilities

I = (!:l.Je) - (cr.!crR)( !:lR/R),
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where cr. is the standard deviation of the rate of change of the exchange rate
and crR is the standard deviation of the rate of change of reserves. Since

changes in the exchange rate enter with a positive weight and changes in re
serves have a negative weight attached, readings of this index that were three
standard deviations or more above the mean were cataloged as crises. For
countries in the sample that had hyperinflation, the construction of the index
was modified. While a 100 percent devaluation may be traumatic for a coun
try with low-to-moderate inflation, a devaluation of that magnitude is com
monplace during hyperinflation. A single index for the countries that had hy
perinflation episodes would miss sizable devaluations and reserve losses in the
moderate inflation periods, since the historic mean is distorted by the high
inflatjon episode. To avoid this, we divided the sample according to whether
inflation in the previous six months was higher than 150 and then constructed
an index for each subsample. Our cataloging of crises for the countries coin
cides fairly well with our chronology of currency market disruptions.
Banking Crisis
With regard to banking crises, our analysis stresses events. The main reason for
following this approach has to do with the lack of high frequency data that
capture when a financial crisis is under way. If the beginning of a banking cri
sis is marked by bank runs and withdrawals, then changes in bank deposits
could be used to date the crises. Often, the banking problems do not arise from
the liability side, but from a protracted deterioration in asset quality, be it from
a collapse in real estate prices or increased bankruptcies in the nonfinancial
sector. In this case, changes in asset prices or a large increase in bankruptcies
or nonperforrning loans could be used to mark the onset of the crisis. For
some of the earlier crises in emerging markets, however, stock market data are
not available. Indicators of business failures and nonperforrning loans are usu
ally available only at low frequencies, if at all; the latter are also made less in
formative by the banks' desire to hide their problems for as long as possible.
Table Al. Crises Dates
Country

Currency Crisis

Argentina

june 1975
February 19811
July 1982
September 19861
April 1989
February I 990

Bolivia

November 1982
November 1983
September 1985

Beginning of Banking Crisis
March 1980
May 1985
December 1994

October 1987
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Table A l

(continued)

Country

Currency Crisis

Brazil

February 1983

November 19861

Beginning of Banking Crisis

November 1985

July 1989

November 1990
October 1991
Chile

December 1971
August 1972
October 1973
December 1974
January 1976
August 19821
September 1984

Colombia

March 19831
February 19851

Denmark

May 1971
june 1973
November 1979
August 1993

Finland

Israel

September 1981
July 1982

March 1987

june 1973

October 1982
November 19911
September 19921
Indonesia

December 1994

November 1978
April l983
September 1986
August 1997

September 1991

November 1992

November 1974
November 1977

October 1983

October 1983

July 1984

Malaysia

July 1975
August 19971

Mexico

September 1976
February 19821
December 19821
December 19941

Norway

July 1985
September 1997
September 1982
October 1992

June 1973
February 1978

May 19861
December 1992

November 1988

Peru

June 1976
October 1987

March 1983

Philippines

February 1970
October 19831
June 1984
July 19971

January 1981
july 1997
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Table AI (concluded)
Country

Currency Crisis

Spain

February 1976
July 19771
December 1982
February 1986
September 1992
May 1993

Sweden

Thailand

Turkey

Uruguay
Venezuela, Republica
Bolivariana de

August 1977
September 1981
October 1982
November 19921
November 19781
july 1981
November 1984
july 19971

Beginning of Banking Crisis
November 1978

November 1991
March 1979

May 1996

August 1970
january 1980
March 19941

january 1991

December 19711
October 19821

March 1971
March 1981

February I984
December 1986
March 1989
May 19941
December 1995

October 1993

'Twin-crises episode.
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Comments
The Balance Between Adjustment
and Financing
Montek S. Ahluwalia

My comments are presented in two parts. Pa1t I focuses specifically on the
paper by Professors Calvo and Reinhart that addresses the important issue of
what policy regimes are most likely to avoid sudden-stop crises of the type ex
perienced by emerging market countries in recent years. Part II discusses some
aspects of the balance between adjustment and financing, which is the an
nounced theme of this session.

Avoiding Sudden-Stop Crises
Professors Calvo and Reinhart highlight certain special features of the nature
of the crises that have affected emerging market countries and consider alter
native policies that might prevent such crises in future. As the authors point
out, these crises arise because of a sudden denial of access to capital, the sud
den stop, combined with large withdrawals of capital, reflecting either a refusal
to roll over a large stock of short-term debt or domestic capital flight. Such
crises have a highly disruptive effect on output, with the disruption being
greater and the recovery more prolonged when the crisis also involves a bank
ing crisis, as it did in East Asia. 1

While the authors document the impact of �udden stops, they do not go into

the underlying reasons for this phenomenon, and yet these are surely relevant
for preventing crises in future. They rightly point out that currency crises in in
dustrialized countries, such as the ERM crises, differed from crises in emerging
market countries because

in the former there was no loss of access to capital

markets and no disruption of output. Crises in industrialized countries were
clearly triggered primarily by the perception that the particular level of the ex-

1The estimated periods of recovery presented n
i Table 5 are based on data from crises prior to

the East Asian crises. It will be interesting to see if the East Asian economies show a quicker re

covery-as now seems likely-reflecting stronger underlying fundamentals.
202
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unsustainable, leading to a speculative attack. Once the ex

change rate was allowed to drop, however, speculative pressure ceased as soon
as the rate reached a level judged to be sustainable. There was no significant
overshooting, no denial of access to capital, and certainly no banking collapse.2
Crises in emerging markets on the other hand have been triggered by capital
outflows arising from a much broader loss of confidence in economic manage
ment, especially in the functioning of the financial system. Weaknesses in the
financial sector led to imprudent bank lending, excessive exposure to foreign
exchange risk, and an accumulation of short-term debt, all of which increases
vulnerability. The extent of investor reaction may also have been exaggerated by
Jack of information about conditions in these countries, a situation that is very
conducive to creating euphoria in good times and panic n
i bad. Because of
these factors, capital outflows did not cease even after the currency had depre
ciated significantly, and since continuing large withdrawals could not be fi
nanced or controlled, the result was a massive overshooting of the exchange
rate. This increased the fragility of the already weak financial system and gen
erated severely negative balance sheet effects on corporations and banks, all of
which had highly negative effects on the real economy.
If crises are caused by institutional weaknesses in the financial sector, inad
equate information, and lack of transparency, then any strategy for crisis pre
vention must address these deficiencies directly as a first priority. This point is
not picked up in the paper, which focuses on other policy options such as cap
ital controls or a different exchange rate regime. These are certainly relevant in
reducing vulnerability, but they are not substitutes for correcting the funda
mental weaknesses that generate the crises in the first place. Unless these
weaknesses are addressed, the problems they give rise to will surface in one
form or another, no matter what policy options are adopted.
The authors consider capital controls as a possible means of reducing the
probability of crises and come out firmly against them. The results reported in
Table 8 are interpreted as showing that capital controls do not influence the
level of capital inflows, although they do appear to affect their composition by
reducing the proportion of short-term flows. The apparent Jack of impact on
the total volume of flows in the regressions may reflect no more than the fact
that the authorities in the countries concerned may not have wanted to con
trol the level and were concerned only with the composition.
It is difficult to believe that controls have no effect on the level of flows. Ref
erence is usually made in this context to the possibility of leakages from the con-

2Bankingfragilitywas evident in Sweden but not to the extent evident in most emerging markets.
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trol system, but this only means that controls are imperfect, not that they have
no effect. Whatever the leakages, controls are generally effective in preventing
sudden inflows or outflows, and these sudden movements are often the most
destabilizing. In any case, the evidence presented shows that controls clearly af
fect the volume of short-term capital flows, which are usually regarded as the vil
lain of the piece. These considerations suggest that capital controls can be used
to reduce a country's vulnerability to sudden withdrawals of capital.
The authors' rejection of capital controls probably emanates primarily from
the nonmarket nature of the instrument, and this is reflected in their fear that
controls may lead to a "gradual reversion to central planning." This concern is
perhaps overdone. Controls probably do generate some efficiency losses and
also introduce discretion and nontransparency, both of which are disadvan
tages, but these costs have to be weighed against the equally worrisome risk of
sudden and disruptive outflows. As long as the international financial architec
ture s
i unable to provide enough protection to countries against such destabi
lizing behavior, a case can be made for retaining some controls. Regulatory re
strictions on the functioning of individual financial institutions are accepted as
part of any market economy. Extrapolating from this, one can argue that well
designed capital controls, especially of the Chilean variety that minimize dis
cretion, serve as a prudential regulation applied at a macro level that can be jus
tified as long as the financial system lacks the strength and sophistication to
discourage excessively risky flows on its own on purely prudential grounds. In
the aftermath of East Asia, it is difficult to advise developing countries to dis
miss capital controls as summarily as the authors have done.
The authors note that soft peg exchange rate regimes are generally viewed
as having contributed to many of the recent crises, and, in this context, they
discuss the relative merits of flexible exchange rates versus credibly fixed ex
change rates. They come out strongly in favor of the latter in its extreme ver
sion of dollarization. Surprisingly, this conclusion does not seem to be condi
tioned by country circumstances. One can easily understand that a relatively
small open economy, which wants to maintain full capital convertibility, trades
dominantly with one currency area, and has a history of hyperinflation, may
find it attractive to opt for dollarization. The abandonment of monetary sov
ereignty may appear a worthwhile price to pay in purely economic terms to
gain relief from currency fluctuations.3 But this may not hold for larger coun
tries with a lower proportion of trade to

GDP and also greater diversification

across different currency areas.

lThis a�sumes that domestic political sensitivities can be overcome (no easy assumption for
most countries).
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The authors recognize the advantages of exchange rate flexibility in en
abling countries to adjust the relative price of tradables and nontradables
without having to rely on downward flexibility in nominal wages and prices,
which otherwise becomes essential under fixed exchange rates if full employ
ment is to be achieved. They appear to set too much store, however, by the
conviction that dollarization will get rid of currency crises once and for all. As
Professor Reinhart put it in her oral presentation: "You cannot attack the peso
if it doesn't exist." True enough, but the problems that cause currency crises do
not necessarily disappear with the peso. Dollarization eliminates speculation
about exchange rate changes, but it does not eliminate changes in external de
mand condition or weakness in the banking system. The key question is
whether fixed exchange rates make it easier to handle such problems if and
when they arise. This is not at all evident. Maintaining fixed exchange rates in
these circumstances only means that the shocks that otherwise cause crises will
be transmitted directly either to real wages or to output. The loss of exchange
rate flexibility in such circumstances may well be a disadvantage.
The authors claim that exchange rate changes are a poor method of adjust
ing relative prices of tradables because different sectors may need different de
grees of support to become sufficiently competitive to ensure full employment
for resources specific to those sectors (the gauchos versus physicists example).
They go on to suggest that the necessary adjustment may be better achieved by
differential rates of labor subsidies. Apart from fiscal constraints, which are
bound to limit the ability to finance such subsidies, differentiated subsidies also
take us down a slippery interventionist slope that should be every bit as worry
ing as the dreaded reversion to central planning! If certain resources are specific
to a particular sector in the short or even medium term, it will be necessary for
the relevant real wages to adjust to sectoral demand conditions, and this may
involve different degrees of adjustment in different cases. Even so, exchange rate
variations can take the burden of a great deal of the adjustment needed, leav
ing less to be done at the level of individual sectors.
For all these reasons, I am unable to agree with the authors' conclusion that
"dollarization would appear to have the edge as a more market-oriented op
tion to ameliorate, if not eliminate, the sudden-stop problem." They make a
much more limited claim earlier in the paper that "dollarization is not the silly
idea that conventional thinkers would have us believe," and this

s
i

a position

one can readily concede. Dollarization may make sense for some countries,
but most developing countries would be better advised to look for salvation in
exchange rate flexibility. This is not to say that huge variations in exchange
rates are not destabilizing. They are, but the expectation is that a system that
allows more frequent exchange rate fluctuations will generate sufficient aware-
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ness of foreign exchange risk to avoid the kind of imprudent exposure that
creates fragility and leads to crises.

The Balance Between Adjustment and Financing
The Calvo-Reinhart paper, focusing as it does on crisis prevention, does not
deal directly with the balance between adjustment and financing, which is es
sentially a crisis management issue. The role of financing in contemporary
crises is particularly important because these crises erupt suddenly and create
a large financing gap in a very short time. Since resources are not available to
finance such large gaps, countries have often been forced to generate a large
surplus in the current account to accommodate outflows in the capital ac
count. Such turnarounds can only be achieved through severe import com
pression, which in turn implies large output contraction. It is not surprising
i a widespread perception that the balance has shifted too much to
that there s
ward adjustment and not enough toward financing.
The balance between adjustment and financing traditionally has been de
cided on the basis of two considerations: the reversibility of the balance of pay
ments shock and the optimum time period over which adjustment should be
stretched. Where the shock is temporary and self-reversing, it is generally
agreed that the solution lies very largely in financing. Where the shock is likely
to be sustained for some time (whether it is due to external factors or internal
policy imbalances), it is necessary to adjust by reducing the current account
deficit. Even in this situation, there is a need for financing, since the full extent
of the adjustment needed cannot be implemented immediately, and the vol
ume of financing needed therefore depends on the period over which the ad
justment should take place. It has long been accepted that developing coun
tries need more time to adjust than industrialized countries because structural
rigidities in their economies make it difficult for them to increase the output
of tradables without addressing longer-term supply constraints, which often
require increased investment in critical sectors. Forcing too rapid a pace of ad
justment in these circumstances would only lead to excessive reliance on de
mand management, which would depress investment, output, and growth.
These considerations led the IMP to establish the Extended Fund Facility,
which made available more resources over a longer period with a more ex
tended period for repurchase.
To this received wisdom to determine the balance between adjustment and
financing in contemporary crises, the first step is to determine whether the
shock is self-reversing. An extreme view is that these crises are essentially liq
uidity crises caused by a completely irrational loss of investor confidence lead-

©International Monetary Fund. Not for Redistribution

The Balance Between Adjustment and Financing

207

ing to a self-fulfilling panic. Using the analogy of central banks coming to the
rescue of solvent domestic banks facing a run on deposits, it has been argued
that what is needed is not so much adjustment as large amounts of finance,
with minimal conditionality, to stem the panic and bring the situation quickly
back to normal. This characterization of emerging market crises as instances
of pure irrational panics is understandably attractive in countries hit by crisis,
and they may also have an element of truth, but it is clearly not the whole
story. Panics rarely arise in situations where there is nothing wrong with un
derlying fundamentals. More likely, they arise when there are some underlying
problems, which were either building up over time and were ignored until they
reached a critical level, or which arose suddenly to cause alarm among in
vestors. Because of the subjective nature of investor expectations, and the phe
nomenon of herd instincts, the reaction can be out of proportion to the extent
of the weakness, but there is no doubt that in most cases some weaknesses are
also involved. The solution in such situations obviously does not lie in pro
viding unconditional financing. Since there are underlying weaknesses, cor
rective steps are definitely needed to address thes·e. A substantial volume of fi
nancing is also needed, however, since the entire burden cannot be borne by
adjustment.
The volume of financing needed to handle contemporary crises is much
larger than current institutional mechanisms can deliver because of large cap
ital outflows caused by a collapse of confidence. Even if all necessary correc
tive steps are taken, they may not succeed in restoring confidence and bring
ing capital flows back to normal levels. This is especially true if the loss of
confidence arises because of perceived institutional weaknesses. Corrective
steps aimed at strengthening the banking system take considerably more time
to show results than corrective steps in traditional areas such as restoring fis
cal balance. Investor confidence also depends on many intangible factors that
are not easily addressed. Furthermore, even when investor confidence is fully
restored, capital flows may not recover to precrisis levels if they were bloated
because of euphoria.
The perception that financing is inadequate has to be seen against this
background. One could reasonably argue that if a country has taken appro
priate corrective steps that will enable restoration of confidence and a return
to normal flow levels in a reasonable period-say one to two years-then suf
ficient financing should be provided in the interim to enable the country to
make this transition smoothly. Failure to provide adequate financing will lead
to overshooting of the exchange rate with negative effects on the real economy,
delaying the return of confidence and reducing the effectiveness of the adjust
ment program.
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The contrast between the experiences of Mexico and East Asia is instructive
in this context. The Mexican crisis is widely regarded as having been well han
dled. The crisis did impose a severe strain on Mexico in the first year, which was
perhaps unavoidable (those concerned with moral hazard will even say it was
desirable). But confidence was quickly restored, and Mexico made a quick re
covery. Much of the credit must go to the large amount of financing made
available by the IMF, with substantial financial support from the United States,
though the restoration of confidence was undoubtedly aided by Mexico's prox
imity to, and special relationship with, a booming U.S. economy.
The East Asian experience was very different. The IMF reacted very quickly
to the crisis-more quickly than it did in Mexico thanks to the emergency fi
nancing procedures put in place after the Mexico crisis-but the IMF pro
grams failed to stabilize the situation. As is well known, the currency collapse
intensified after the IMF programs were put in place. Inadequacy of financing
was an important part of the explanation for this failure. The size of the res
cue packages for East Asia was much lower (relative to GDP) than for Mexico,
especially if account is taken of the lower credibility of the bilateral portion of
the East Asian package.4 An IMF staff study attempting to draw lessons from
the experience (see Lane and others, 1999) has pointed out that a crucial as
sumption in the IMF's East Asian programs was that they would succeed in
restoring confidence and halting the capital outflows: the amount of financing
provided was adequate only if this assumption proved correct. It did not, and
the currencies went into a free fall.
The IMF's programs have been criticized in many quarters for faulty de
sign. I do not propose to add to this extensive debate on which there is no
doubt more to come. With the recovery in East Asia looking more robust than
earlier expected, except perhaps in Indonesia where political circumstances
have been unusual, some of the criticism of the IMF may appear excessive in
retrospect. The point to emphasize is that the IMF programs were calibrated
on the assumption that confidence would be restored. But when this did not
happen, there was no mechanism by which additional financing could be
made available to fill the gap. Whatever the shortcomings in the initial design
of the programs (and some of these have been admitted by the IMF), it is en
tirely possible that had more financing been available, confidence would have
returned sooner, reducing the extent of overshooting of the exchange rate and
the collateral damage it caused. The recent removal of access limits on IMF fi
nancing in certain instances is a welcome development in this context, since it

4See World Bank (1998).
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recognizes the need for large volumes of financing in certain types of crises.
However this flexibility regarding access limits will need to be matched by a
much larger volume of assured resources available to the IMF to meet the fi
nancing needs that could arise. Not enough has been done in this area.
IMF financing is not, however, the only way of handling the financing gap
that arises in a crisis, and financing from the private sector should also be mo
bilized. It is difficult to mobilize new private capital in the initial stages of cri
sis resolution, but it is relevant to focus on the role of standstill arrangements
and debt workouts to help stem panic outflows and thus contain the financing
problems of crisis-hit countries. At present, we do not have institutionally
agreed ways of triggering such workouts at an early stage in crisis resolution,
and this is a major factor explaining the severity of recent crises. It is precisely
in such situations that it is necessary to have agreed mechanisms for trigger
ing debt-restructuring packages that would halt an otherwise destructive
downward spiral. Such mechanisms also have the advantage of forcing a de
gree of risk sharing by lenders, which is completely absent when public inter
national institutions are seen to be financing the exit of private lenders.
Votaries of the market tend to view debt workouts as an unwarranted in
trusion into the functioning of the market, giving defaulting borrowers an
easy escape route and thus creating moral hazard. An institutional mechanism
for handling these problems in a transparent manner, however, has many ad
vantages. It would ensure an appropriate degree of burden sharing between
the borrower and the lender and also create greater transparency in the
process. The risk of such debt workouts being triggered would, of course, af
fect the expectation of lenders at the time they make loans; it could be argued
that this would reduce the supply of funds to emerging markets. This pruden
tial moderation of inflows, however, may not be undesirable. The existence of
the mechanism would only make explicit a risk that does exist but is typically
ignored. If it reduces the flow of credit to developing countries to a more pru
dent level, this may be systemically desirable. It would certainly reduce the dis
ruptive consequences of the crises that otherwise arise.
To summarize, adjustment has to form an important part of the response
to contemporary crises, but financing is at least equally important. Over the
years, a consensus did evolve on how to deal with traditional balance of pay
ments crises originating in the current account, and this consensus gave a sub
stantial role to financing, primarily because it was recognized that there are
limits to the speed with which developing countries can achieve adjustment in
the current account in a short time without disruption in the real economy.
The same consideration applies for capital-account-driven crises that force ad
justment in the current account, except that the volume of adjustment being
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forced in such crises is much larger. The five East Asian countries, for exam
ple, experienced capital outflows amounting to

10 percent of GDP in 1997.

Some of these problems can be forestalled by effective crisis prevention. But
we also need much more of both direct financing as well as mechanisms for
refinancing through debt restructuring if we want to add stability to the inter
national financial system. The IMF needs to be strengthened to enable it to
play a larger role in both areas.

References
Lane, Timothy, and others, 1999, IMF-Supported Programs in Indonesia, Korea, and
Thailand: A Preliminary Assessment, IMF Occasional Paper No. 178 ( Washington:
International Monetary Fund).
World Bank, 1998, Global Economic Prospects and the Developing Countries

1998/1999:

Beyond Financial Crisis (Washington: World Bank).

©International Monetary Fund. Not for Redistribution

Comments
The Balance Between Structural and
Macroeconomic Adjustment
Yoon fe Cho

My comments on the issue of the balance between adjustment and financing

will be based on the recent experiences of Korea and other East Asian countries.
If we look at what has actually happened in the East Asian countries since
the crisis, it is obvious that the balance between adjustment and financing was
unduly shifted to adjustment. But it is also obvious that when the IMF pro
grams were designed and negotiated with these countries, nobody expected
that there would be such severe economic contractions. That is, the shift in the
balance was neither intended nor expected. For instance, when the program
was negotiated in Korea, the IMF and the Korean authorities projected about 3
percent annual economic growth and a current account deficit about US$4 bil
lion. What actually happened, however, was growth of about minus 6 percent
and a US$40 billion current account surplus. That is, the current account posi
tion changed from minus 2 percent of GDP to 13 percent of GDP within a year.
Similar experiences are observed in other East Asian countries. This happened

in spite of the fact that the IMF programs were revised substantially in the mid
dle of 1998 from stabilization toward expansion. Why then did this happen?
The main reason for such severe contractions was a drastic reversal of
short-term capital flows and the insufficient size of the financing packages
available to these countries, which failed to stabilize the exchange market.
Consequently, exchange rate depreciation was much larger than expected, and
this had an enormous balance sheet effect on the corporate sector, which had
a large amount of foreign-currency-denominated debt. In other words, with
such a drastic reversal of capital flows and almost completely depleted foreign
exchange reserves when the IMF program started, the major burden of ad
justment had to fall on the current account balance and on economic activity.
Second, the high interest rate policy in the initial period of the IMF pro
gram-although inevitable in such a situation and although the increase in in
terest rates was not exceptionally high-had a very strong contractionary ef
fect. Corporate entities in these economies are highly leveraged, and their
211
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debts are mostly short term. Thus, high interest rate policy caused a market ex
pectation of high future bankruptcy rates and an increase in nonperforming
assets of the banking sector, and thereby sharply discouraged investment de
mand. That is, it discouraged not only the borrowings in local currency for
speculation on foreign currencies, but also foreign investment by aggravating
the prospects for domestic economic performance. Consequently, it failed to
stabilize the exchange market. The exchange market in Korea, for instance,
started to stabilize only after the rescheduling of short-term bank loans.
Third, the initial tight monetary policy was implemented simultaneously
with financial restructuring measures. The recent IMF programs have increas
ingly emphasized structural adjustment measures. This s
i the right approach,
given the nature of problems faced by the crisis-hit countries. The crisis in
Korea and other Asian countries, for example, had been caused more by struc
tural weakness than by �acroeconornic imbalances. Thus, it is reasonable to
emphasize structural adjustment, especially financial restructuring measures.
But when the financial restructuring was implemented within a tight
timetable, its effects reinforced those of the high interest rate policy and be
came very contractionary. The high interest rate policy made the problem of
nonperforming assets of banks more serious and increased the risk and un
certainty involved in loans by financial institutions. What should be done to
achieve a better balance between adjustment and financing?
First, a larger amount of emergency financing should be available to the
countries that have been hit by a sudden reversal of short-term capital flows.
In this connection, the resources of the lMF should be substantially increased.
The current size of IMF resources, when the present quota increase is com
pleted, is only about one-ninth of what it was in 1945, when compared to the
value of global trade, and one-third when compared to the output of its mem
ber states (Fischer, 1999). But at the same time, of course, the problem of
moral hazard that can arise from this availability should be properly ad
dressed, although it would be impossible to eliminate it completely. The alter
native would be for countries to accumulate large amounts of foreign reserves.
But this would be very costly to the countries and to the global economy, since
it can cause trade frictions and contraction of global trade.
Second, macroeconomic adjustment under IMF programs can become bet
ter adapted to individual countries' economic structure and can be better co
ordinated with the structural adjustment programs. The sharper-than
expected contraction of the East Asian economies might have something to do
with the more open and private-sector-oriented nature of these economies in
comparison with those of Eastern Europe or Latin America, where the lMF
has dealt with crises in the past (see Table 1). The openness and private sector
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Table 1. Openness and Private Sector Orientation in Selected Countries
(Guvemment expenditures)

Country

Year

Exports+Imports
as Percent of GOP

Goveroment Expenditure
as Percent of GOP

In donesia

1996

40.8

14.6

Korea

1996

57.8

18.3

Malaysia

1996

158.0

22.6

Philippines
Thailand

1996

65.8

18.5

1996

69.1

16.1

Mexico

1982
1996

21.3
32.7

30.0
16.1

Brazil

1982
1996

13.8
14.2

9.1
14.0

Argentina

1982
1996

16.9
14.7

20.3
14.5

1982
1996

30 0
49.0

36.0
19.9

Chile

.

Source: International Financial Statistics, IMF.

orientation of the Asian economies may have allowed their current account
adjustment to be much more responsive to the austerity programs than
economies that are more closed and dominated by the public sector (see Cho
and Rhee, 1999). As economies the world over are becoming more open and
more private sector oriented, adjustment programs may need to be better
aligned with these changing circumstances. Furthermore, macroeconomic ad
justment programs could be less tight when there is also an urgent need for fi
nancial restructuring, because the latter itself would be contractionary.
Third, establishing regional financing facilities to complement IMF and
other multilateral institutions' resources can also be of help. The East Asian cri
sis was accelerated by the simultaneous contraction of the n
i dividual countries
in the region. Thus, it would be of collective benefit for the regional economy
ifregional funds or facilities were available to prevent a severe contraction of an
economy that is facing a crisis. Also, it would benefit the global economy by
preventing competitive devaluation and trade frictions (McKinnon, 1999).
Fourth, strong adjustment nevertheless has its own merit. Strong adjust

ment and severe economic contraction entail big costs to the economies U1-

volved in terms of intensified social tension and aggravated income distribu
tion. At the same time, however, the sharp adjustment itself laid the
groundwork for a quick economic recovery in these countries. The only source
of foreign exchange for the East Asian economies during the first year of the
crisis was the current account surplus. Without such a sharply expanded cur-
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rent account surplus, it would not have been possible for these economies to
build up their foreign exchange reserves and recover foreign confidence that
quickly. Thus, while a careful balance between adjustment and financing
should be sought, the importance of strong adjustment in crisis-hit countries
in the current international financial market environment-where private
foreign investors' assessments on the health of the economy matter greatly
should also be underlined.
Finally, we should also pay attention to the balance between structural ad
justment and financing, not just the balance between macroeconomic adjust
ment and financing. Here, also, there is a trade-off. But here the trade-off is be
tween pressure on the progress of structural adjustment and the availability of
private financing, rather than official financing. If we look at the progress of
structural adjustment in the Asian crisis countries, we may not be able to give
the same answers, namely, that the balance was shifted unduly toward adjust
ment. Further structural reforms have to be carried out in most of these
economies. If private capital starts to flow in again, the structural adjustment
efforts may slow down. That is, we may still need the private capital market to
play a greater disciplinary role in the future than it has done in the past. The
availability of private financing .should be more closely linked to the actual
progress made or to the prospects of structural adjustment, rather than to the
prospect for short-term stock market performance. Large-scale official financ
ing that bailed out private creditors has given rise to moral hazard and under
mined the disciplinary role of the private capital market. When there are signs
of economic recovery in a crisis-hit country, private capital starts to rush into
the country even without significant progress in structural adjustment, which
could reduce the pressure for the adjustment. One way to address this prob
lem is to "bail in" the private creditors when a crisis occurs, a topic which will
be discussed in detail in the next chapter.
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Comments
Can the Right Balance Be Achieved?
Jeffrey A. Franker

My remarks fall into four parts: the general framework of financing versus ad
justment as we have hitherto understood it; what instruments are to be em
ployed to attain the adjustment targets; the actual pattern of adjustment that
we have seen in recent crises; and whether and how the "financing-versus
adjustment" framework can still be viewed as relevant today after what we
have learned.
The central question is: In the aftermath of an adverse real shock, e.g., a
movement in the terms of trade, how much of the impact on the trade balance
should be financed by borrowing from abroad and from capital inflows, and
how much should be offset by adjustments to macroeconomic policies? The
standard answer from economic theory is that if the shock is largely transitory,
then it should be mostly financed. Given the growth and globalization of fi
nancial markets over the last 25 years, most of this financing should be from
the private sector; but if sufficient private capital flows are not available, then

official finance, particularly from the IMF, should supply the rest (on the con

dition, of course, that the country follows sound policies).
In practice, we have seen from the international crises of the 1980s and
1990s that private capital flows tend to exacerbate shocks rather than offset
them-to be procyclical rather than countercyclical as they should be in the
ory. In the early 1980s, for example, a contraction in markets for many of the
commodities produced by developing countries was followed by a reduction
in capital flows, not an increase. Thus the share of the shock that is financed
has turned out to be not just small but negative-perhaps worse than a nega
tive l 00 percent. In some cases, it appears that the entire shock

was

the with

drawal of capital. Sometimes it is possible to identify an initial real shock; in
the case of the 1997 East Asia crisis it was the downturn in the world market
for semiconductors and other manufacturers in 1996. But even in these cases,

At the time this comment was presented, the author was New Century Chair, the Brookings In
stitution, and had recently departed the position <Qf member of the Council of Economic Advisors.
•
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the loss in capital inflows is clearly the dominant change in the balance of pay
ments, more than doubling any plausible measure of the n
i itial loss in the
trade balance. These are the sudden stops that Calvo and Reinhart discuss in
their excellent paper. The recent reversal in capital inflows to Thailand-an

outflow of 8 percent of GDP in 1997 from an inflow of 18 percent in 1996--
s
i

apparently the record holder. Even in more common cases, the swing is

large. As a result, the affected countries have been forced to convert large trade
deficits quickly into large trade surpluses.
Decidedly, the balance has indeed shifted away from financing, and per
force toward adjustment. Given the countercyclical nature of the capital flows,
s
i

the financing-versus-adjustment framework even relevant? Should we per

haps dispense with it altogether? We could interpret the initial shock as trade
balance plus private capital account and interpret the financing response as
solely official finance. Then the question would be: To what extent should the
IMF and other public institutions step in to

fill the gap? This s
i an extremely

important question, involving key issues of moral hazard; of greater private
sector involvement as a component in public rescue packages (bailing in
rather than bailing out); and of political willingness in G-7 countries to pro
vide resources on the unprecedented scale that would seem to be required. Al
though these issues are important, they generally are discussed under rubrics
other than financing-versus-adjustment, and are discussed in other sessions of
this conference. So I will retain the emphasis on private sector financing. But
before I offer my interpretation ofwhere the financing-adjustment framework
can still be useful, I want to consider how adjustment is carried out, both in
the traditional framework and in actual recent episodes.
In the traditional framework, there are two classes of policy instruments:
expenditure-reducing policies, such as monetary contraction, and expendi
ture-switching policies, such as devaluation. The pair matches up nicely with
two policy targets: internal balance and external balance. Consider a graphical
representation, with the interest rate and exchange rate (price of foreign cur
rency) on the axes. To satisfy external balance, there is an inverse trade-off
between the two instruments. A devaluation and an increase in the interest
rate are each ways of improving the trade balance-the latter by reducing ex
penditure-and so the more you have of one, the less you need of the other.1

1If external balance is defined as equilibrium in the overall balance of payments, including the
capital account along with the trade balance, the relationship s
i still downward sloping, since a de
valuation and an increase in the interest rate are both ways of making domestic assets more at
tractive to global investors.
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To satisfy internal balance, the trade-off is traditionally considered to be
upward sloping. An increase in the interest rate reduces the domestic demand
for domestic goods, _while a devaluation increases the net foreign demand for
domestic goods; if you have more of one, you also need more of the other to
prevent excess supply or excess demand. The existence of two independent in
struments implies the possibility of attaining both targets simultaneously at
the intersection of the internal and external balance schedule. In the aftermath
of an adverse shock in the foreign sector, for example, the right combination
of devaluation and monetary contraction will restore balance of payments
equilibrium while maintaining real economic growth.
This is not the way things actually work.2 By now we have had enough ex
perience with crises in emerging markets to know that the traditional frame
work needs to be modified. The simple generalization seems to be that all de
veloping countries that are hit by financial crises go into recession. The
reduction in income is the only way of quickly generating the improvement in
the trade balance that is the necessary counterpart to the increased reluctance
of international investors to lend. External balance is a jealous mistress that
can only be satisfied if internal balance is left wanting.
Some critics of the IMF say that the recessions are the result of IMF poli
cies, specifically the insistence on monetary contraction. They claim that the
mix of a lower interest rate combined with a devaluation would successfully
maintain internal balance. They often make the point that high interest rates
are not, in practice, especially attractive to foreign investors when they carry
increased probability of default (and associated recession). This is true, but in
i not the most important correction in the traditional framework.
my view it s
Even if interest rates do not have as big a positive effect on the capital account
as our earlier models of high financial integration suggested, so that the graph
ical relationship may be flatter, I believe that the sign of the effect is still the
same. One cannot normally attract many investors by lowering interest rates.
Therefore, the external balance line still slopes downward. Claims that high
rates are damaging to the real economy willfully ignore the lack of an alterna
tive, if the external balance constraint is to be met.
Where the traditional framework needs most to be modified is in the rela
tionship giving internal balance rather than external balance. By now, the evi
dence seems strong that devaluation is contractionary, at least in the first year,
and perhaps in the second as well. We have long been aware of various poten-

2Paul Krugman, "Latin America's Swan Song," http://web.mit.edu/krugman/www/
swansong.html.
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tial contractionary effects of devaluation in developing countries. A total of 10
such effects are identified in textbooks, ofwhich the difficulty of servicing dol
lar debts has turned out to be by far the most important in recent crises. But a
mainstream view has been that any negative effects from a devaluation were
eventually offset by the positive effect of stimulus to net exports; so that by the
second year, when the latter had gathered strength, the overall effect on output
had turned positive. Now, however, one must judge the negative effects
stronger than we thought and the positive effects weaker. Calvo and Reinhart
calculate that exports do not increase at all after a devaluation, but rather are
down for the first eight months. The export side, at least, was supposed to be
unambiguously positive. Apparently, production is derailed by corporate fi
nancial distress, absence of trade credit, and increased costs of imported in
puts, even when the production is for the purpose of export. Imports fall
sharply; indeed, crisis-hit countries have for this reason experienced sharp in
creases in their trade balances beginning as soon as two or three months after
the crisis.3 But this is clearly a response to the unavailability of finance and the
collapse of income and spending, not to relative prices. In other words, it is ex
penditure reduction, not expenditure switching.
If devaluation is contractionary then the internal balance line slopes down,
,

not up. Moreover, the slope is disturbingly similar to the slope of the external
balance line. It is hard to see where the two intersect, if they intersect at all.
This means that it is hard to see what combination of policy instruments, if
any, can simultaneously satisfy both internal and external balance after an ad
verse shock has shifted the latter outward. The depressing conclusion is that

there is no escape from recession. All policy instruments-devaluation, fiscal
contraction, and monetary contraction-work via reduction in income in the
short run. Even structural policy reform, such as insisting that bad banks go
under, is likely to have a negative effect on economic activity in the short run
(notwithstanding that I support the IMF's new emphasis on the latter sort of
conditionality in the East Asia packages).
Is the financing-versus-adjustment framework then no longer useful? I
think that the framework may still be relevant during the (relatively brief) pe
riod after a terms-of-trade or other real shock arises, but before the financial or
currency crisis hits. It is hard to identify and date the former, even with the ben
efit of hindsight. But I have in mind the interval of one to two years preceding
July 1997 in East Asia, December 1994 in Mexico (where the shocks were polit-

3The pattern of adjustment n
i Thailand and Korea in 1998 looks very similar to Mexico in

1995.
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ical instability earlier in the year and increases in U.S. interest rates), and July

1982 in Latin America. In each case, policymakers responded to deterioration
in their trade or capital accounts by running down foreign exchange reserves or
shifting to short-term borrowing.4 They succeeded in this way in postponing
macroeconomic adjustment and crisis. But when the crisis came, it was that
much worse, requiring at that point the unfortunate pattern we have dis
cussed-turning all dials to contractionary settings-as the only way of satis
fying the constraints imposed by finicky international investors. It would have
been better in these cases if the countries had spent these short intervals ad
justing, rather than financing, at a time when there was still a meaningful trade
off between the two, and the set of choices had not yet been narrowed in such
an unattractively constrained manner. These considerations suggest that the

G-7 and the IMF have been on the right track recently in emphasizing surveil
lance and in conditioning supranormal postcrisis finance on countries having
followed appropriate policies immediately prior to the crisis-whether it is ad
justing interest rates or exchange rates. The trick is in having the economic acu
men and political will to recognize that an adverse shock has occurred and to
enact prompt adjustment. This element is even more crucial than calculating
the right amount of adjustment or choosing among the available instruments
to carry it out.
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Comments
On Dysfunctional Adjustment
and Financing
Peter B. Kenen

As I was involved in devising the program for this conference, it is perhaps un
fair for me to criticize the agenda for this session. I feel obliged to do so, how
ever, because we may risk missing the fundamental, qualitative issue. We have
been asked whether the balance between adjustment and financing has shifted
unduly toward adjustment and, if so, how a better balance might be achieved.
In my view, we should be concerned primarily with the character of the sub
stantial adjustment that has occurred in the crisis-stricken countries, not the
amount of adjustment, and with the manner in which some countries used the
financing available to them.
There has, I believe, been ample financing even after allowance is made for
the remarkable increase in the volume and volatility of international capital
flows. But much of it was used improvidently to defend pegged or quasi
pegged exchange rates. There was at the same time massive adjustment, but it
must be described as dysfunctional adjustment.
To explain these assertions, let me define financing and adjustment in ways
that should not cause controversy but will be quite helpful to me: By financ
ing, I mean the use of reserves plus the use of official funding supplied by the
IMF, by other multilateral institutions, and by individual foreign governments.
By adjustment, I mean the change in the sign or size of the current account
balance. On these definitions, the Asian crises of 1997-98 dearly involved
large-scale financing as well as substantial adjustment.1

1Note that my definition of financing differs from one used in papers given at this conference.
In the papers by Mussa and others, and by Calvo and Reinhart, the change in a country's reserves
is combined with the exchange rate change to gauge the severity of the crisis facing the country.
This is an appropriate procedure for their purpose because a rundown of reserves is indicative of
pressure in the foreign exchange market and thus an alternative to an exchange rate change. When
comparing financing and adjustment, however, a drawdown of reserves should be viewed as a
form offmancing that can defer and even reduce thesize of the change in the current account bal
ance needed to cope with a capital outflow.
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Some of the crisis-stricken countries in Asia drew down their reserves very
rapidly. At the start of 1997, Thailand's foreign exchange reserves stood at
$37.2 billion. By the end of July, they had fallen to $28.9 billion, and they fell
by $4.5 billion in August, despite the first infusion of IMF credit. In addition,
the central bank sold dollars forward in amounts that encumbered a very large
fraction of its remaining reserves. At the start of 1997, Korea's foreign ex
change reserves stood at $33.2 billion, and they did not fall at all during the
next six months. By the end of October, however, they had fallen to $30.5 bil
lion, and they fell by $10.1 billion in the next two months, despite a large in
fusion of IMF credit. As in the case of Thailand, moreover, some of Korea's re
maining reserves were not freely available; they had been deposited with
foreign branches of Korean banks to cover those banks' foreign currency ex
posure. The amounts of foreign official financing obtained by Indonesia,
Korea, and Thailand are shown in Table 1 below. They totaled $ 1 1 1.7 billion.
It must be emphasized, however, that these large packages were not front
loaded, and actual disbursements were fairly small in the first months follow
ing the dates on which the packages were assembled.
Too often, however, and most egregiously in the case of Thailand, reserves
were used to defend what Calvo and Reinhart call soft pegs. Like Mexico in
1994, Asian governments clung to the belief that good news, good luck, or
Table

1 . Official Financing for Indonesia, Korea, and Thailand

(Billions of U.S. dollars)

Country and Source
Indonesia

Original

Disbursed as of

Original Package

March 1999

Other

10. 1
8.0
18.0

Total

36.1

14.3
18.82
9.6

Other

21 . 1
14.2
23.1

Total

58.4

28.4

Other

4.0
2.7
10.5

3.1
2.0
8.0

Total

17.2

13.1

IMF
World Bank and Asian Development Bank

9.2
2.5
2.61

Korea
IMF
World Bank and Asian Development Bank

Thailand
IMF
World Bankand Asian Development Bank

Source: International

Monetary Fund.

1Indudes $1.0 billion under Miyazawa Initiative.
2Before deducting $4.8 billion repaid by Korea.
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dogged determination would lead to a quick revival of capital inflows. When
that did not happen and they were compelled to abandon their pegged rates,
their remaining reserves and the foreign official financing readily available to
them were insufficient to help them keep their currencies from going into free
fall. In short, financing was used improvidently to postpone adjustment rather
than to achieve orderly adjustment.
Turning from financing to adjustment itself, a number of the crisis-stricken
countries moved swiftly from large current account deficits to large current
account surpluses, and some were even able to rebuild their reserves without
a revival of capital inflows. In the first six months of 1998, Korea's foreign ex
change reserves rose by $21.0 billion, and foreign official financing accounted
for only a small part of the increase. No one can claim that there was too little
adjustment. But it was dysfunctional in that it reflected sharp reductions in
output, income, and imports.
Ordinarily, large currency depreciations like those that occurred in the
early phases of the Asian crisis might be expected to have strong expenditure
switching effects-effects that should improve the current account and raise
the demand for domestic goods, stimulating output. These effects, however,
are usually long lagged. In Asia, by contrast, the current account improvement
took place rapidly, and the demand for domestic goods fell abruptly. The ad
justment was thus due to expenditure-reducing effects rather than expendi
ture-switching effects.
Many economists attribute the sharp reductions in output and imports to
the tightening of monetary policies mandated by IMF programs, and the
policy tightening did play a role. But the currency depreciations had direct
expenditure-reducing effects because they had devastating consequences for
banks and corporations with large foreign currency debts. I have not yet seen
any serious attempt to measure the relative sizes of the interest rate and bal
ance sheet effects on output. I am, nevertheless, confident that careful re
search will ascribe a large share of the fall in output to the freezing up of
credit flows that occurred when lenders and borrowers alike were driven into
insolvency by the balance sheet effects of the currency depreciations.2

2Ructiger Dornbusch ( 1973) provided a model in which a devaluation improves the current ac·

count by raising the domestic price level, reducing real balances, and thus reducing expenctiture

and imports. Because his model was so parsimonious, I accused him of slitting his own throat
perhaps be accused of doing the same thing now by emphasizing the
contribution of balance sheet effects to the current account adjustment that occurred in Asia. But
it was the unique feature of the Asian crisis and a key reason for the attention being paid to for·
eign currency borrowing and exchange rate pegging in the debate about reform of the interna·

with Occam's Razor. I can

tional financial system.
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Calvo and Reinhart caution against blaming pegged exchange rates for all
of the bad things that happened in Asia. They argue convincingly that some of
those bad things would have occurred under flexible exchange rate arrange
ments because of the large foreign currency debts of banks and corporations.
The size of those debts, however, can likewise be blamed on the exchange rate
policies of the Asian countries. They were, in effect, the victims of their own
success in persuading borrowers and lenders that their countries' currencies
would stay stable. There is no other way to explain the accumulation of un
hedged foreign currency debt by Asian banks and corporations.
More flexible exchange rates by themselves might not have prevented ex
cessive foreign currency borrowing, but exchange rate pegging made matters
worse. In fact, it had three unfortunate consequences. In the run-up to the cri
sis, it encouraged the accumulation of foreign currency debt. With the onset
of the crisis, it encouraged an excessive drawdown of reserves, which then
made it impossible for the crisis-stricken countries to keep their currencies
from going into free fall. In the wake of the crisis, the large depreciations of the
Asian countries' currencies combined with their large foreign currency debts
to produce what I have described as dysfunctional adjustment, in which the
expenditure-reducing effects of insolvency dominated the expenditure
switching effects that we normally associate with large exchange rate changes.
Years ago, economists debating the relative merits of fiXed and floating ex
change rates disagreed about their catalytic effects on politicians. Which was
more likely to attract their attention-a large loss of reserves or a large depre
ciation? We do not know how Asian governments would have responded to
currency depreciations if exchange rates had been more flexible, nor do we
know how far their countries' currencies would have fallen if they had not
tried to defend their exchange rates and run down their reserves in the process.
It is hard to believe, however, that the outcome would have been worse than
the actual experience of 1997-98.
I agree with Calvo and Reinhart on two important points. First, the liqui
dation of domestic currency debt can exhaust a country's reserves just as
quickly as the liquidation of foreign currency debt. Second, exchange rate flex
ibility may not suffice to deter imprudent foreign currency borrowing. But I
draw somewhat different conclusions from these observations.
On the first point, the exchange rate regime determines the degree to which
both forms of debt represent potential claims on official reserves. While both
forms of debt represent potential claims on reserves, the strength of the claims
depends on the strength of a government's commitment to draw down its re
serves in defense of a pegged exchange rate. Furthermore, there is one clear
difference between the two forms of debt. It was the large stock of foreign cur-
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rency debt that produced the dysfunctional adjustment characteristic of the
Asian crisis.
On the second point, it would be imprudent to rely entirely on exchange
rate flexibility to deter foreign currency borrowing. Additional safeguards may
be needed, especially in countries where banks are not adequately supervised
and have not developed their own risk-management regimes. I agree strongly
with U.S. Secretary Rubin's views on this matter: "Where financial systems and
supervisory regimes are underdeveloped, steps are probably needed to limit
banks' foreign currency exposures, especially their short term borrowing"
(Rubin, 1999).

I would tie that recommendation to another safeguard. High-risk weights
should be attached to interbank lending when the borrowing countries do not
have adequate supervisory regimes and fail to impose appropriate limitations
on their banks' foreign currency debts. The capital adequacy rules proposed by
the Basel Committee, which would end the preferential treatment of interbank
lending, may not go far enough.
I began by criticizing the agenda for this session, and I conclude by doing
it again. It is impossible to discuss the appropriate balance between adjust
ment and financing without examining the role that bas been played-or
should be played-by the private sector. In other words, it is artificial to sepa
rate the subject of this session from that of the next session.
This leads me, in turn, to pose a question I have asked repeatedly without
obtaining a satisfactory answer. How can we explain the remarkable disjunc
ture between the rhetoric of the official community and its actual behavior
during the Asian crisis?
The Rey Report of 1996, endorsed by the Group of Ten ministers and gov
ernors, led off with this warning:

. . . neither debtor countries nor their creditors should expect to be insulated from
adverse financial consequences by the provision of large-scale official financing in
the event of a crisis. Markets are equipped, or should be equipped, to assess the risks
involved in lending to sovereign borrowers and to set the prices and other terms of
the instruments accordingly. There should be no presumption that any type of debt
will be exempt from payment suspensions or restructurings in the event of a future
sovereign liquidity crisis.3
Much the same thing has been said repeatedly since, and recent formulations,
such as the one in the G-22 report on crisis management (Group ofTwenty-Two,

1998), have referred explicitly to private sector debt as well as sovereign debt. In
3Group of Ten ( 1996), p. i.
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case after case, however, the official community has responded to crises by pro
viding large-scale financing rather than encouraging or requiring the suspension
and subsequent restructuring of debt-service payments. Efforts were made to
achieve a rollover of Thai banks' short-term debt to foreign banks, and more for
mal arrangements were made in the Korean case (see Lane and others, 1999). In
both instances, however, these steps were taken only after a substantial rundown
of the debt involved. In the Korean case, moreover, the restructuring of interbank
debt was achieved with the aid of a guarantee by the Korean government
which was, in turn, backed implicitly by large-scale official financing.
We are told that any suspension of debt-service payments at the start of a cri
sis will intensify contagion. If one country interrupts its debt-service payments,
creditors will flee other countries promptly. This warning, however, fails to dis

tinguish between the first such case and all subsequent cases. The first case would
signal a basic change in the rules of the game and could cause a pullback from
other countries. That is what happened when Russia defaulted in August 1998,
though that was not merely a change in the rules of the game, but was disruptive
to the game itself. In subsequent cases, the contagion is apt to be much less se
vere. The Asian crisis, moreover, was acutely contagious despite the substitution
of large-scale financing for a prompt suspension of debt-service payments.
There are at last signs that the official community is acting in a manner
consistent with its rhetoric. They are discussed by Barry Eichengreen in the
next chapter. I trust that the discussion of that paper will shed light on the rea
sons for the persistent disjuncture between official rhetoric and actual behav
ior and that it will help us devise better ways to involve the private sector in
preventing, containing, and resolving future currency crises.
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Is Greater Private Sector
Burden Sharing
Impossible?
Barry Eichengreen·

One of the foundation stones of the new international financial architecture
needs to be better ways of"bailing in" the private sector when crises strike. Re
cent experience has heightened concerns that international rescue packages
have let creditors "off the hook" and are a source of moral hazard. In this view,
the 1995 Mexican rescue allowed that country to pay off its tesobono holders,
sheltering them from losses and encouraging them to rush back into investing
in emerging markets, including the Asian markets. The 1997 Asian rescues,
similarly, are said to have substituted official funds for private funds, permit
ting foreign creditors to scramble out of Asian markets, courtesy of the IMF
and, ultimately, the Asian taxpayer. Additional subsequent risk-taking was
thereby encouraged in the expectation that the same official behavior would
recur. The denouement came with Russia. The belief that IMF assistance
would be provided in the event of debt-servicing difficulties encouraged the
"moral-hazard play" in which investors poured funds into Russian treasury se
curities. When the expected level of assistance failed to materialize and Russia
defaulted on its obligations, the market was seized by a creditor panic and a
global credit crunch.
This interpretation of events underlies the push to develop ways of bailing
in the private sector, that is, of compelling investors to systematically share the
financial burden of a crisis. The IMF has experimented with a variety of meth
ods for involving the private sector, including direct pressure for international
banks to lengthen their credit lines in South Korea, informal pressure for them
to maintain their credit lines in Brazil, and asking the government of Ukraine

*Support for the underlying research was provided by the Ford Foundation through the Berke
ley Project on New International Financial Architecture. For helpful discussions, I thank without
m
i plicating Willem Buiter, Morris Goldstein, Peter Kenen, David Lipton, and Maury Obstfeld.
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to renegotiate its bonds as a precondition for the extension of official assis
tance. Financial engineers have sought to mechanize the process, designing

"automatic haircuts," universal debt rollover options, and other exotic instru
ments, and their ideas have received a sympathetic hearing in the international
community.

Yet, progress on this problem has been slight. The IMF has not developed a
set of regular procedures for bailing in the private sector, and the future feasi

bility of the approaches taken in Korea, Ukraine, and Brazil remains an open
question. The proposal that collective-action clauses be incorporated into loan
agreements, while echoed in the complete set of G-n reports (n=7,10, 22), has
not produced anything concrete. Neither has the market taken steps to adopt
the automatic rollover and write-down options of the rocket scientists.
The two explanations for why progress has not been more dramatic are, nat
urally, that the problem is either more or less severe than previously thought.
The "less severe" school questions that moral hazard is so serious or that it jus
tifies actions that may disrupt the operation of the markets and make it more
costly for reputable debtors to borrow. The G-n and the markets, now having
had more time to reflect, may have come to see the need for radical changes in
market arrangements and policies as less pressing. They may have been swayed
by evidence that most investors in Mexico and Asia were not, in fact, let off the
hook. In Mexico in 1995, the price of tesobonos tumbled before it became clear
that the government would be able to retire them, and many investors who
scrambled out of the market did so at a loss. In Asia in 1997, as in Mexico two
years earlier, official support did not avert major declines in stock, bond, and
real estate prices, and investors in these markets suffered extensive losses. Nor
is the pattern of investment in the wake of the Mexican rescue obviously con
sistent with the moral-hazard story. The subsequent surge of foreign invest
ment was heavily directed toward Asia, even though the IMF's 1995 packages
were for Latin America. Moreover, none of the Asian emerging markets (except
South Korea) had the same strategic importance to the United States; it was not
obvious, in other words, that the Mexican rescue would be repeated.1
The "more severe" school insists that moral hazard is a problem but holds
that the problem of bailing in the private sector is immensely complicated,
more so than the proponents of automatic haircuts and universal rollovers
would suggest. This explains why there has been so little progress. Creditors
are heterogeneous; it is not clear that bank creditors and bondholders can or

1As argued in Arndt ( 1999). In addition, informed investors should have known that the United
States could not repeat the Mexican rescue for as long as the D'Amato Amendment was in force
(and so the United States did not directly participate in the Thai rescue).
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should be treated in identical ways. Adverse selection and moral hazard are
likely to render the market in new financial instruments illiquid and volatile.
The logistics of orderly restructurings are formidable in a world of custodial
notes, credit derivatives, and cross-default clauses. Above all, it is important to
avoid financial and policy innovations with unintended consequences. Bail-in
provisions that make it significantly more difficult or expensive for emerging
market borrowers to access the market could have serious costs. Provisions for
an automatic stop of payments in the event of financial difficulties might
cause creditors to scramble out of the market in anticipation of their activa
tion, precipitating the very crises that officials wish to forestall. The gravity of
these difficulties has led pessimists to conclude that greater private sector bur
den sharing may be impossible.
Still, there is no denying, as then-Deputy Treasury Secretary Lawrence
Summers argued at the beginning of March 1999, that a key step in learning
to deal with modern financial crises is "devising better mechanisms for ensur
ing that private sector creditors bear their share of the burden." This paper re
views the options and there are two types: rules-based approaches to bailing in
the private sector, and discretionary approaches under which the authorities
encourage lenders and borrowers to restructure on a case-by-case basis and
also encourage changes in the institutional environment designed to facilitate
an orderly resolution. The latter is sometimes referred to as the American ap
proach since it is favored by the U.S. government, and the former as the Euro
pean approach since it is preferred by most European governments (and
Canada). It may disappoint my European friends, but I see reasons, in general,
to prefer the American approach.

The Case of Ukraine
Ukraine's 1998 negotiations with the IMF took place against a backdrop of se
rious balance of payments pressure, but also political resistance in the United
States to a quota increase for the IMF. Members of Congress, concerned that
IMF funds were going to be used to bail out private creditors, warned the U.S.
Treasury that they would be unable to support the quota increase if IMF dis
bursements to Ukraine were used to service maturing debt.
The securities in question were a 375 million hryvnia ($90 million) tranche
of hedged treasury bills falling due on September 22, 1998. The serious do
mestic and economic and financial problems of the Russian crisis made it im
possible for Ukraine to roll over these maturing bills. The IMF responded by
arranging a $2.2 billion credit, of which $257 million were made available im
mediately. To prevent its disbursement from being used to pay off private

©International Monetary Fund. Not for Redistribution

230

Barry Eichengreen

creditors, the lMF set a target for exchange reserves, conformance with which
effectively prevented the Ukrainian government from paying back these bills
in hard currency.2 The government pressured the creditors to restructure vol
untarily (to exchange their treasury bills for longer-term zero-coupon Eu
robonds) and paid investors who resisted this move in local currency, which
could be used to purchase goods and services domestically but could not be

repatriated. Standard & Poors responded by declaring the government in de
fault on its debt.

While this is a straightforward way of bailing in the bondholders, it s
i not
without risk. When a country s
i declared to be in default, the bondholders can
sue, triggering cross-default clauses in the country's other debt instruments and
thereby requiring immediate repayment. There is also the risk that a country
that follows such policies will find it more difficult to borrow subsequently.

In Ukraine's case, the fallout has been mild. Specifically, the creditors did

not sue. But before concluding that the IMF should employ this approach
i which Ukraine's situation was special.
more widely, it is worth noting ways n

First, many investors had already accepted a previous government offer to
convert their treasury bills into longer-term Eurobonds, reducing the matur
ing debt to low levels. Second, much of that maturing debt was concentrated
in the hands of a small number of large investors, making renegotiation rela
tively straightforward. Third, the debts in question were domestic-currency
denominated securities, not Eurobonds, which are regarded

as

effectively se

nior by the markets. Fourth and most important, the bonds in question were
governed by Ukrainian law, rendering legal recourse unattractive.
For all of these reasons, Ukraine's experience does not provide a full test of
the approach.

The Case of Pakistan
Pakistan's case may be more informative insofar as it involves Eurobonds. The
country, with more than some $700 million worth of such bonds outstanding,
was driven to consider renegotiating them, along with its much larger debts to
official creditors, by a combination of domestic economic problems and the dis
ruption to its market access following its tests of nuclear devices in May 1998.
In the context of the negotiations a country undertakes in the Paris Club
for debt relief from its official creditors, it is normal practice for the govern
ment to be required to seek comparable treatment from its private creditors.

2Details in this paragraph and the two that follow come from Clover ( 1998).
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Typically, the private creditors of Paris Club supplicants have been banks
(whose credits are renegotiated through the London Club), not bondholders,
since low-income countries with an overhang of official debts have found it
understandably difficult to borrow on the bond market. Thus, the inclusion of
bonds in the comparability provision. of Pakistan's Paris Club Minuteations is
precedent setting.3
We can argue, however, that the case is not representative of the situation
in which other countries will find themselves. Pakistan's Paris Club debt, at $3
billion, and its total debt to the official sector, at about $26 biJlion, are large
multiples of its Eurobond debt. Thus, only a small fraction of the country's ex
ternal obligations was subject to these new procedures. In addition, there is the
fact that Pakistan's Eurobonds are British-style instruments that can be re
structured subject to the approval of only a majority of the holders, not unan
imous consent as is the case with American-style bonds. This limits the likeli
hood that a restructuring agreement will precipitate legal action against the
country.4
Be that as it may, bondholders have· clearly been worried that countries like
Ecuador, Romania, and Russia would follow.5 These worries are heightened by
suggestions that making Eurobond holders take a hit has become IMF policy.
The markets took note of a statement by the IMF's head of mission for Ro
mania when he reportedly stated in March 1999 that the release of IMF funds
to that country depended on6 its renegotiating 80 percent of its international
bond payments falling due the following May and June. The reaction has been
violent. As one financial market participant put it, this "is the most counter

productive policy initiative that I've seen out of the multilateral organization

3Paris Club procedures require rescheduling only principal payments falling due in the period
covered by a country's IMF program; debts that fall due subsequently are not covered by the com
parability provision. This was not a big issue as long as banks were the dominant source of private
finance, most bank loans being of short duratio.n. But with bonds running as many as 20 years to
maturity, adapting standard Paris Club treatment to the bond market introduces an element of
arbitrariness depending on whether or not a particular bond is about to mature. This point is em
phasized by Goyal and Montgomery (1999).

4A more detai
l ed discussion of the di.stinction between American- and British-style bonds and
its implications is provided below.
51n the words of a Standard and Poor analyst, "If this agreement s
i enforced against bondhold
ers and establishes a precedent for future Paris <Club reschedulings, a layer of protection for sov

ereign bondholders will be removed:' See Luce (1999).

6"Depended" is a quote from Ostrovsky and Cook (1999), not from the IMF's Emmanuel Zer
voudakis. Ostrovsky and Cook do then go on to quote Zervoudakis as stating that "[W]e should
not be faced with

a situation where the money from the IMF would be used to repay private

creditors."
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in a long time in that it jeopardizes the best form of private sector capital for
emerging econornies."7
Evans (1999) explains the market's objection, namely, that requiring
comparable treatment of Eurobonds will disrupt credit-market access by
preventing emerging markets from establishing a clear seniority structure.
Among the impediments to market access is the absence of a legal frame
work establishing which debts have senior status relative to others, like the
framework that characterizes the debt structure of U.S. corporations. The
unclear seniority standing of claims discourages lending by risk-averse cred
itors who value security. The situation also threatens to aggravate creditor
panic when there are doubts about a country's ability to service its debts.
Historically, Eurobonds have been treated as senior to other claims, although
this has not universally been true, and doubts existed even before recent
Paris Club initiatives about whether this would remain the case in the future.
Thus, even in Korea in 1997-98, where Eurobonds were treated as senior to
bank claims ex post, the markets questioned the security of their seniority ex
ante, and credit spreads on the secondary market widened dramatically. But
the decision to carve out Eurobonds, Evans argues, was a key factor in
Korea's successful return to the credit markets and to the restoration of its
investment-grade status.s
This argument is a specific variant of the general notion that efficient debt
contracts balance the ex ante bonding role of debt against the ex post effi
ciency advantages of restructuring unviable obligations. But these arguments
create no presumption that senior daims-Eurobonds in the present con
text-should be exempt from restructuring, any more than they create a pre
sumption that senior claims in the domestic context should be exempt from
all bankruptcy proceedings. There will be cases, in other words, where compa
rability provisions have to be applied to Eurobonds as well as to other claims.
At the same time, though, the assumption that Eurobond holders will be
bailed in threatens to disrupt the efforts of emerging economies to establish a
clear seniority structure. As IMF officials are fond of saying, the issue will have
to be considered on a case-by-case basis.

7Michael Cernbalest, portfolio manager at J.P. Morgan Investments, quoted in Sirki (1999).
8This episode is analyzed in more detail below. Another case s
i Venezuela

in 1994, where the

government introduced comprehensive exchange controls and ran arrears to the Paris Club and

other creditors, but rationed its foreign exchange rese.rves so as to continue to service its sovereign

bonds in full. Evans concludes that the sovereign carve-out and the elevation of Venezuela's sov
ereign bonds to senior status were critical for enabling the country to regain capital-market access
relatively quickly.
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American-Style Bonds
Countries are reluctant to suspend debt service as a way of bailing in foreign
bondholders for fear that the subsequent restructuring will be costly and dif
ficult. This is especially likely to be true of the "American-style" bonds that
dominate sovereign debt markets. These instruments typically have three fea
tures. First, they require the unanimous consent of the bondholders to the
terms of any restructuring, exposing the issuer to the risk of legal action by
dissidents and threatening to trigger cross-default clauses in its other obliga
tions, in turn activating acceleration clauses requiring those other obligations
to be repaid. Second, most American-style bonds make no provision for a
bondholders' meeting or other means for investors to collectively represent
their interests. And third, unlike syndicated bank loans, American-style bonds
lack sharing clauses requiring individual creditors to split with other bond
holders any amounts recovered from the borrower and thereby discourage re
course to lawsuits. Moreover, there are few counterparts to the central banks
and regulators who used their powers of moral suasion to encourage cooper
ative behavior by the members of commercial bank syndicates in the 1980s.9
Neither do sovereign issuers have recourse to a bankruptcy filing, under which
they would be protected from the threat of lawsuits and in the context of
which terms could be imposed on minority creditors.
Those who believe that countries will have to take occasional recourse to
suspensions and subsequent restructurings therefore argue that these provi
sions in bond covenants should be changed.10 This was suggested by the G-1 0
in its post-Mexico report, Resolving Sovereign Liquidity Crises, and echoed in a
series of recent G-22 and G-7 reports and declarations.l1 In February 1999 the

G-7 placed the issue on its work program for reforming the international

fi

nancial system, with the goal of reaching a consensus by the time of the
Cologne Summit in June 1999.

9A nonnegligible fraction of foreign bonds are held by commercial banks. And pension funds,

mutual funds, and insurance companies are also subject to regulatory oversight, if not always with
the same intensity as banks. But institutional investors as a group hold only a fraction of the bonds
outstanding, in contrast to the earlier situation with syndicated bank loans, rendering moral sua
sion less effective.
101 have argued this in Eichengreen ( 1999), from which the present discussion is drawn. The
case applies primarily to sovereign issuers, who, as emphasized in the text, do not enjoy the shel
ter of the bankruptcy court. But it applies to an extent to other s
i suers as well, since the debt se
curities in question are governed by foreign law and subject to adjudication in foreign courts,
which may prevent the domestic bankruptcy court from cramming down settlement terms.
11See Group of Ten ( 1 996), Group of Twenty-Two (1998), and Group of Seven (1998),
respectively.
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The objective was to make it easier to undertake negotiations-and there
fore to provide an alternative to ever-bigger bailouts-by adding majority
voting, sharing, nonacceleration, and collective-representation clauses to bond
covenants. Majority-voting and sharing clauses would discourage maverick in
vestors from resorting to lawsuits and other ways of obstructing settlements
beneficial to both the debtor and a majority of creditors. Collective-represen
tation clauses, which specify who represents the bondholders and make provi
sions for a bondholders' committee or meeting, would allow orderly decisions
to be reached. To these recommendations some suggest adding minimum
thresholds for creditor lawsuits, requiring a certain minimum percentage of
creditors, say 10 or 25 percent, for legal action to be taken against the debtor.12
The addition of such clauses to bond contracts is the only practical way of
creating an environment conducive to flexible restructuring negotiations.13
And creating such an environment is essential if the IMF and the official com
munity generally are to make a credible commitment to not always extend a
financial rescue. It is easy to say that the IMF should not bail out debtors, and
indirectly their creditors, when the debtors in question are insolvent-and to
insist that the debts in question should be restructured instead. But when
those debts are American-style bonds, the process of restructuring may be so
costly and disruptive to the country and, perhaps, to the global financial sys
tem that the lMF cannot credibly promise to stand aside. ln these circum
stances, the commitment to extend a bailout may not be time consistent, and,
knowing this, creditors will have an incentive to over-lend. Getting a grip on
the moral hazard problem and enabling the IMF to make credible commit
ments will then require amending the provisions of these bond covenants.
If this is such a good idea, then why have the markets not done it already?
One answer is that as long as the creditors continue to believe that they will al
ways get one hundred cents on the dollar courtesy of the IMF, they are per-

12See Macmillan

( 1997). Note the parallel with the minimum percentages that already exist for
lo the case of most international bonds, 10 to 25 percent of the

activating acceleration clauses.

bondholders (more precisely, those holding 10 to 25 percent of the principal) can vote to require
immediate repayment of all principal and interest due

in the event of default. lo contrast, syndi

cated bank loans typically require 50 percent of creditors to vote for acceleration.

13These provisions might also make it easier forgovernments to obtain creditor forbearance be

fore the fact-to get them to roU over maturing loans instead of forcing a disruptive default. As
noted above, if a government seeks to induce bondholders to convert their maturing securities
into longer-term bonds by halting (or modifying) repayment of the old obligations, it runs the
risk of investor lawsuits. This risk was ameliorated in Ukraine's case by the fact that the relevant
debt instruments were governed by domestic law and in Pakistan's case by the fact that they were
British-style instruments. But the same may not be true in the future. New contractual provisions
would limit the problem.
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fectly happy with the status quo. But while this may have been true once (in
particular, it may have been true in the wake of Mexico's tesobono crisis), it is
less likely to be true now that the IMF has signaled that it is at least willing to
contemplate alternatives.
Another reason is moral hazard. Neither lenders nor creditors may wish to
weaken the bonding role of debt by altering loan agreements in ways that
might tempt borrowers to demand that debt be restructured.14 Making it eas
ier for debtors to restructure might cause investors to fear that the debtor was
prepared to do so at the first sign of trouble, and prompt investors to liquidate
holdings of the debtor's securities, precipitating precisely the kind of bond
market crisis that the international policy community wants to avoid.
If the bonding role of debt was the «be-ali and end-all:' however, we would
also abolish domestic bankruptcy procedures and reinstitute debtor's prison
to prevent domestic borrowers from ever defaulting on their obligations. In
fact, in the domestic context we balance the temptation for debtors to walk
away from their obligations against the efficiency advantages, for debtor and
creditor alike, of clearing away unviab1e debt overhangs and restoring the fi
nancial health of fundamentally viable enterprises.15 The argument for collec
tive-action clauses in bond covenants is an argument for creating an analogous
balance in the international bond market. Majority-voting, sharing, and
nonacceleration clauses may make it easier to renegotiate defaulted debts, but
if this permits the avoidance of a long deadlock, there will be no reason for in
vestors to shun bonds with these features. As

The Economist put it in a recent

leader, "the prospect of an orderly renegotiation rather than a messy default
might actually make some bonds more attractive."16 Does it? This is an empir
ical question.
One way of answering it may be to observe that there exists an active mar
ket in London in British-style instruments incorporating many of these provi
sions. These bonds are governed by trust deed or fiscal agency agreements.
They make provision for the trustee or another agent to call a bondholders'
meeting and for a qualified majority of bondholders represented at the meet
ing to agree to a change in the terms of the loan agreement that binds all the
bondholders.17 Under trust deed agreements, bondholders are prohibited

14See Institute of International Finance (1996).
15Note that this is the same argument made in the previous section for why there may be effi
ciency advantages to having even senior claims restructured on occasion.
J6&;onomst
i (1999), p. 21.
"They differ on the necessary quorum that must be present at the assembly, the size ofthe qual
ified majority at successive meetings, and on other particulars.
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from accelerating the bonds or initiating a lawsuit. Thus, these instruments in
corporate many of the essential features of so-called collective-action provi
sions. And there is little evidence that British-style instruments command sig
nificantly higher spreads than their American-style equivalents, consistent
with the view that "the prospect of an orderly renegotiation rather than a
messy default might actually make some bonds more attractive."18 Moreover,
it does not appear that s
i suers succumb to the temptation to reschedule at the
first sign of trouble. Moral hazard may exist, but there is no sign that it is over
whelming.
A better explanation for the lack of movement may be adverse selection.
Adverse selection arises when information is incomplete. It is an intrinsic
feature of the international bond market that lenders know less than bor
rowers about the latter's willingness and ability to pay. Hence, for the same
reason that only patients with a high probability of succumbing to a life
threatening illness will find it attractive to buy expensive life insurance, only
countries that anticipate a high probability of having to restructure their
debts may wish to issue securities with these provisions. The higher the price
the markets charge for this insurance (health insurance in the first case, re
structuring insurance in the second), the riskier the now-smaller pool of
purchasers willing to buy it. There, thus, may be no price that adequately
compensates the seller for its provision. Left to its own devices, in other
words, neither market may function.19

18Here I refer to some preliminary results of my own ongoing research with Ashoka Mody. The
conclusion is tentative, for not only must one control for the observable characteristics of issuers
when making the comparison, but one should also control for unobservable heterogeneity inso
far as possible. This means taking into account the determinants ofthe decision ofwhether or not
to borrow and, in addition, the determinants of the decision of whether to float an sisue with
American- or British-style provisions, since neither decision s
i likely to be exogenous with respect
to borrower characteristics. Developing more evidence on these questions should be a high prior
ity. But that evidence that exists does not suggest that the universal incorporation of collective
action clauses would significantly increase the cost of credit or cause the market to dry up.
19'fhis raises the question of how a market in British-style bonds can exist if asymmetric
information and adverse-selection problems are so severe. It may be that borrowers who can send
a credible signal about their lifestyle (that they "don't smoke" in the first case, that they are able
and willing to service their debts with high probability in the second} are the only ones able to
i consistent with the fact that many bor
purchase this form of insurance. This interpretation s
rowers on the London market are former members of the British Commonwealth and Empire
who are likely to suffer a serious loss of political capital in Whitehall if they suspend debt-service
payments. These conjectures underscore the need to take very seriously the selectivityproblem re
ferred to in the previous footnote when comparing outcomes in the two markets. They also sug
gest that as the m
i portance of this sunk political capital declines with time, the market share of
British-style bonds may shink
r
(absent some kind of official intervention), compounding the re
contracting and credibility problems emphasized in the text.
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This problem can be minimized only if potential borrowers move together.
The G-1 O's 1996 report, where the idea of collective-action clauses was first dis
cussed, said little about this dilemma. While acknowledging the first-mover
problem and suggesting that official support for contractual innovation should

be provided "as appropriate:• it failed to specify concrete steps for authorities to

take. The G-22 and G-7 also acknowledged the problem but again failed to com

mit to action. The G-22 recommended that certain unnamed governments, pre
sumably those of the United States and United Kingdom, should "examine" the
use of such clauses in their own sovereign bond issues. The G-7 recommended
that its members should "consider" them. Treasury Secretary Rubin, in a speech
designed to set the tone for the Interim Committee's April l999 meeting, reiter
ated that the international community should "encourage" the broader use of
collective-action clauses.20 But more needs to be done than just examine, en
courage, and consider. Without the introduction of actual legislation and regu
lations in the creditor countries, progress on this front is unlikely.

One way of pushing ahead would be for the IMF to urge its members to
make the inclusion of majority-voting, sharing, nonacceleration, minimum
legal-action threshold, and collective-representation clauses (where these last
clauses make provision for an indenture trustee to represent and coordinate
the bondholders) to international bonds a condition for admission to domes
tic markets. It should provide an incentive for countries to do so. A first step
in this direction is the IMF's new Contingent Credit Line. The Chairman's
summing up of the Executive Board's discussion of the facility mentions the
inclusion of collective-action clauses in bond contracts as one of the factors
that may be considered when determining whether countries qualify for ac
cess. U.S. and U.K. regulators, for their part, could make the admission of in
ternational bonds to their markets a function of whether those bonds contain
the relevant sharing, majority-voting, minimum-legal-threshold, and collec
tive-representation provisions. They could include these same provisions in
their own debt instruments.
To be sure, this s
i no panacea. Private placements would not be affected.
New provisions could be added to existing loans only through a voluntary ex
change of existing bonds for new ones. Not only might some bondholders re
sist, but any one country that attempted to first carry out the exchange might
be seen as signaling that it was contemplating imminent default and experi
ence a crisis. The average term to maturity of international bonds may be on
the order of 5 years, but some have as long as 20 years to run. All this means
that the incorporation of sharing, majority-voting, nonacceleration, and min20See Rubin (1999).
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imum-legal-threshold provisions into bond covenants will be slow. But slow
progress is better than no progress.

The Case of Korea
Ukraine and Pakistan were both cases where there were serious problems with
economic fundamentals at home. Absent official assistance, there would have
been no alternative to restructuring the debt. Some observers argue that South
i
1997 experienced a different kind of crisis. While there were prob
Korea n

lems with fundamentals there as well, Korea's problem, they argue, was pri
marily a liquidity crisis.21 If the country's foreign bank creditors continued to
roll over their maturing loans, in this view, there was no reason that it could
not continue servicing them in full. But if the banks all suddenly refused to
renew their credits, the country would be forced into default.22 Once confi
dence was lost and default became a danger, no bank wanted to be last through
the door. While it may have been in their collective interest to stay in, it was
still in their individual interest to get out.
This interpretation is lent some credence by the fact that the spread of the
Asian crisis to Korea was unexpected. The country had been recovering from a
slowdown in 1996, when the prices of semiconductors (its single biggest export
item) had fallen sharply.23 The current account deficit had been brought down
from 5 percent of GDP to a more manageable 2 percent. At the same time, how
ever, there was an undercurrent of worry that rendered confidence less than
complete. Slow growth and depreciated currencies elsewhere in Asia had already
created questions about whether the country's progress could be sustained. They
heightened fears about the financial difficulties of the country's industrial con
glomerates.24 As business failures mounted, concern spread for the viability of
the banks to which the

chaebol were linked. Korean banks thus found it increas

ingly expensive to fund themselves abroad. Meanwhile, investors suffering losses

21See, for example, Radelet and Sachs ( 1998). This interpretation is not universally held; other
observers, such as Corsetti, Pesenti, and Roubini

(1998) and Folkerts-Landau and Garber (1999)

emphasize important problems with fundamentals. I return to this debate below.
2l:'fhe immediate effect of the deterioration in the capital account would have been to depreci

ate the exchange rate further. This would have then pushed banks and corporations with large for
eign-currency-denominated exposures into default. See Krugman

(1999)

for a model of the

process.

231 draw this account from Appendix 3 of Eichengreen (1999).
24The Hanbo Group (Korea's fourteenth largest chaebol) had collapsed in january 1997, taking

$6 billion of domestic bank loans with it. Sammi Steel (the lead firm of the Sammi Group, the
twenty-sixth largest chaebol) fai
l ed in March, the Kia Group (the eighth largest chaebol) in July.
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elsewhere in Asia liquidated their n
i vestments in Korea in order to rebalance
their portfolios and raise cash, intensifying the pressure on the financial system.
The crash of the Hong Kong stock market and Taiwan's devaluation in Oc
tober 1997 catalyzed these fears, causing reserves to hemorrhage out of the cen
tral bank. The negotiation of an IMF package, an exceptional step for an OECD
country, brought only temporary respite. Revelations that the country's short
term debt was significantly higher than previously thought, combined with the
government's reluctance to dose troubled banks, undermined confidence
among international investors. In addition, there was the rumor, later shown to
be true, that the Bank of Korea had deposited a portion of its reserves with for
eign branches of domestic banks, rendering those reserves unusable.
When the Stand-By Arrangement was approved on December

4, 1997, by

the IMP's Executive Board, it was expected that the fact of the package and the
government's commitment to adjust would reassure Korea's creditors. "Talks
with private sector creditors were not envisaged," as the IMP's own post
mortem on the crisis dryly notes.25 In the event, foreign creditors refused to
renew their maturing short-term loans and withdrew their money even faster
than the IMP and G-7 governments pumped it in.
The Korean market had been opened asymmetrically; Korean banks, unlike
Korean corporations, were permitted to borrow offshore, resulting in the vir
tual absence of a corporate bond market. This led to the existence of a large
amount of bank-to-bank lending. Consequently, it was the foreign banks that
ran for the door. Japanese banks appear to have been the first to call in their
short-term claims. Kim and Rhee

(1998) suggest that because Japanese banks

were seen, rightly or wrongly, as particularly well informed about the Korean
financial situation, their refusal to rolL over their short-term credits precipi
tated similar actions on the part of other banks.26 With short-term foreign
debt maturing at the rate of $1 billion a day, it seemed inevitable that Korea's
reserves would be exhausted by the end of December.
The week between Christmas and the New Year saw emergency negotiations
between the foreign commercial banks with credits to Korea and the new gov
ernment of Kim Dae Jung, under the stewardship and with the moral suasion of

G-7 central banks. U.S., Japanese, and European banks agreed to roll over their
loans through March, allowing the government to negotiate a more comprehen-

25IMF (1999a), p. 37.
26The alternative explanation for their reaction s
i not that Japanese banks were especially well
informed but that they were facing mounting financial problems of their own, forcing them to
raise liquidity, due to the failure ofYamaichi Securities, the fourth largest securities firm in the
country, and the bankruptcy ofseveral regional and city banks.
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sive restructuring package. On January 28, 1998, Korea and the banks reached an
agreement on the rescheduling of $24 billion of debt and on a plan to replace the
bank loans with sovereign-guaranteed bonds. Twenty-two billion dollars of in
terbank claims were converted into bonds with a maturity of one to three years
and a spread of 225 to 275 basis points. Korea's short-term debt was reduced
from $61 billion at the end of March 1998 to $41 billion at the end of April.
Note that this version of bailing in the private sector did not require bank
creditors to "take a hit," meaning they did not suffer significant losses. Credi
tors merely agreed to extend the maturity of their claims, first by 90 days and
then by one to three years, for which they were generously compensated. While
this outcome did not avert a serious recession, compounded by the high in
terest rates that the authorities were forced to maintain to restore investor con
fidence and encourage the markets to take up the bonds, it did facilitate the
rapid restoration of creditworthiness. Korea was able to return to international
capital markets as early as May 1998.
But there are good reasons to think that the Korean operation cannot be re
peatedY Above aU, securitized debt is. apt to play a larger role in future opera
tions, and those operations will therefore involve a larger number of heteroge
neous creditors. To be sure, foreign bank credits will continue to be extended
and continue to pose special problems to the extent that they are short term.
(Some proposals for dealing with their special nature are considered below.) But
in Korea's case, the amount of external debt acquired through the bond and bill
market was particularly small, allowing it to be carved out of the rescheduling
agreement. The disproportionate importance of bank debt reflected the asym
metric opening of the Korean capital account, as noted above, a policy that
greatly heightened Korea's susceptibility to crisis. As other countries come to ap
preciate (it is hoped) the importance of opening the capital account more sym
metrically, it is unlikely that this mistake will be repeated. In addition, the tech
nological changes powering the forward march of securitization also work in the
direction of heightening the relative importance of securitized claims. Bond
debt has risen from about 20 percent of total nonofficial credit to emerging mar
kets in 1990 to 70 percent in 1997. Borrowing on international bond markets by
the private sector has grown rapidly, especially in Latin America.
The involvement of large numbers. of heterogeneous creditors poses several
problems, beginning with the need to identify them. In a world of securitized
markets, the Rolodex of William Rhodes, the Vice Chairman of Citibank, will
no longer suffice as a mechanism for contacting and assembling the lenders.
Moral suasion by central banks, regulators, and governments will operate less
27See IMP ( 1999b) for variations on this topic.
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effectively on hedge funds, mutual funds, and individual investors than on a
small number of international banks. The information needed to verify cred
itors' compliance with the agreement to engage in concerted lending will be
more difficult to assemble when more open capital accounts permit foreign
banks to hold a wider variety of marketable securities and allow corporations
as well as banks to borrow offshore.28 This will create difficulties even more se
vere than those encountered in Korea.
In addition, Korea had the advantage of a relatively strong economy; this
made it possible to convince the banks that its plight was primarily a liquidity
crisis rather than a deeper problem with fundamentals that justified serious
doubts about whether it would be able to service even restructured debts in
full. There may have been some problems with fundamentals, but the country
had the advantage of a newly elected democratic government committed to
pushing through economic reforms. Where a government has less credibility,
and concerted lending is seen as lifting the pressure for economic adjustment
and reform, foreign creditors may not be so inclined to stay in. In addition, the
sovereign guarantee extended first to Korean banks and then to the bonds into
which the bank credits were converted was viable only by virtue of the sover
eign's relatively light debt loaq, an advantage that not all governments will
enjoy. Finally, there is the fact that bank-to-bank credits had been run down
between October and December, as IMF monies and other funds were used to
finance the exit of cash-strapped Japanese institutions. In other words, ar
ranging creditor forbearance in Korea may have been possible only because of
the provision of IMF finance, which served two purposes: it permitted the
creditors least willing to participate to exit while giving comfort to those who
did participate by lending more credibility to the sovereign guarantee.
A similar initiative was put into effect in Brazil in early 1999.29 In this case,
the effort to secure a commitment by the banks to maintain their lines was un
dertaken after the devaluation but before the second (postdevaluation) IMF
package. That commitment was obtained through negotiations with the Brazil
ian finance minister and the country's newly appointed central bank governor,

UThe mechanisms put in place to monitor external liabilities and compliance with concerted

rollover agreements have, to my knowledge, been limited to the external liabilities ofdomestic banks.

29Another case that might be mentioned is Thailand n
i 1997. There the authorities contacted
foreign banks based in Thailand prior to concluding the Stand-By Arrangement with the IMF to
obtain assurances that the bulk of their credit lines would be maintained. ln the event, the major
ity of these short-term credits were maintained, although they declined in 1998 as financial prob
lems in the region spread and deepened. It can be argued, however, that the Thai case was excep
tional by virtue of the fact that the vast majority of the credits had been extended by a small
number of foreign banks with branches and subsidiaries in Thailand.
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and reflected their readiness to pursue policies consistent with price and finan
cial stability. Note once again, however, that the banks did not take a hit-they
did not take losses comparable to those suffered by other investors in Brazilian
markets. It is not clear, in other words, that bank creditors have been taught the
kind of lesson that will discourage excessive lending in the future.

Throughout their crisis, the Brazilian authorities went to great lengths to
avoid giving the impression that bank creditors might be trapped into i-Iwolun
tary lending. They were concerned that such an m
i pression could prompt the
banks-concerned that they would ultimately suffer losses-to cut their lines,

thereby precipitating the very crisis that the authorities were anxious to pre
vent.30 This points up one of the risks of formalizing procedures to bail in the
banks. If national authorities and the IMF signal their intention to regularly
contact the banks

n
i times of crisis, demanding that they extend the maturity of

their credits along Korean lines, banks valuing their liquidity and fearing default
will have an incentive to get out in advance. This suggests that the approach
must be used selectively. Where the problem is transparently a liquidity crisis, it
should be possible to convince the banks that it is

in their collective interest to

stay in, and IMF intervention to help them coordinate on this more efficient
equilibrium will be recognized as being in everyone's interest. But where the

problem may be one of solvency, the news that officials are about to try to rope
in the banks will create an additional incentive for them to run. If the IMF takes
the advice that it regularize Korean-style operations, then the news that a coun
try has approached the IMF will work to immediately precipitate a crisis. In the
real world, of course, lenders are unsure about which situation they face. Thus,
the expectation that officials intend to bail them

in will almost always incite

them to scramble out. This suggests that the approach should be used sparingly

if it is not to prove destabilizing.3'

30Institute of International Finance (1999a), p. 71.
31Fischer (1998, p. 8) puts the point nicely. �But we should put a great deal ofweight on the like
lihood that the formalization of a requirement that the banks, or any other set of creditors, always
be forced to share the financing of IMF programs, would be destabilizing for the international sys
tem. If such a condition were insisted on, the creditors would have greater n
i centive to run at the
mere possibility of a crisis. This is a case where a measure that would make it easier to deal with a
crisis that has already broken out, would also make crises more likely. . . . This is a real dilemma,
one that suggests we should not conclude that the banks will have formally to agree to roll over their
debts as an accompaniment to every IMF loan. Rather, we need a differentiated approach that de
pends on the circumstances of each country; sometimes a formal approach may be a necessity, as
in Korea at Christmas in 1997; at other times less formal discussions could serve better; and on oc
casion, if a country enters a program sufficiently early, there might not be any need to approach the
creditors." IMF {1999b) suggests that the low rollover rates that plagued Brazil in October 1998 may
have reflected this phenomenon-that banks were bailing out n
i anticipation of being bailed in.
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Commercial Credit Lines
Another approach would be for governments to negotiate stand-by lines of
credit with foreign commercial banks. From the viewpoint of the borrowing
countries, these credit lines would provide additional resources to insure
against shocks to investor confidence. If foreign investors refuse to renew their
maturing loans, the authorities can draw on their credit lines to finance the
lender-of-last-resort operations appropriate for dealing with a liquidity crisis.
Argentina, Mexico, and Indonesia have negotiated facilities with interna
tional banks that, in return for a commitment fee, allow them to draw hard
currency credits. These facilities omit the no-adverse-material-change clause
that typically permits banks to back out of an agreement in the event of a crisis.
Argentina's agreement with 13 commercial banks provides $7 billion in stand
by credits through a repurchase facility (its drawings are collateralized by the de
posit of an equivalent amount of peso-denominated government bonds). The
Mexican facility, in contrast, is a pure credit line and Mexico drew on it in Sep
tember 1998 in the wake of the Russian crisis. Indonesia made two drawings on
its stand-by facilities, totaling $1.5 billion (most recently in April l998).
That these credits are a form of insurance again raises the issue of how ad
verse selection is overcome. Argentina, Mexico, and Indonesia's success in pur
chasing this insurance suggests that the problem of asymmetrical information
that might otherwise cause the market to break down can be overcome at least
partially by the posting of collateral (as in the Argentine case, where the value
of that collateral is enhanced by the country's currency board law) and by
other policies that help to signal creditworthiness. The fact that these coun
tries succeeded in negotiating these arrangements suggests that other coun
tries, showing evidence of institutional reform and a record of strong policies,
could do the same then. Given that some countries lacking these advantages
will not be able to signal their credit quality so easily, however, this option may
not be available to all.
Insurance unavoidably creates the danger of moral hazard, so those who
advocate the use of such lines (e.g., Feldstein, 1999) need to worry about the
incentive effects. These arrangements are essentially unconditional; in contrast
to IMF loans, access is not contingent upon the country agreeing to specific
adjustment measures. Consequently, access to additional funds may encourage
some governments to engage in further risk-taking and to put off adjustment,
digging themselves into a deeper hole. The "penalty rate" they pay to draw on
these lines may be some deterrent, but there remains the question of whether
it is enough. The strong steps Argentina and, now, Mexico are taking to
strengthen their institutions and policies provide some reassurance that they
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will not succumb to these temptations. But it s
i not dear that the same will
necessarily be true of other countries.
A further weakness of these arrangements is that the banks will be able to
hedge their exposures. At the same time that they provide additional credits,
they can draw down their other exposure to the country or sell government
bills and bonds short. The sell-off in the Mexican bond market that occurred

when that country's government drew its lines in the fall of 1998 may have
been an instance of this effect. Taken to an extreme, this "dynamic-hedging"

argument suggests the country will have no additional financial resources for
propping up its banking system and coping with the other consequences of a
crisis. The less extreme version is that countries relying on this technique may
have less insurance than meets the eye.
Thus, while commercial credits lines are not a bad idea, they are likely to be
available only to countries with relatively strong policies, and the amount of
money they make available may be less than otherwise suppo'sed.

Universal Debt-Rollover Options
Willem Buiter and Anne Sibert ( 1999) argue that liquidity crises could be ad
dressed by including a debt-rollover option in all foreign-currency-denomi
nated instruments, private and sovereign, long-term and short-term, mar
ketable and nonmarketable, including overdrafts and credit lines.32 Whereas
liquidity crises affecting domestic-currency-denominated instruments can be
dealt with by the standard lender-of-last-resort mechanism, foreign-currency
denominated loans require separate treatment since the domestic central bank
cannot print foreign currency. Buiter and Sibert propose requiring the inclu
sion of a universal debt-rollover option with penalty (UDROP) in all foreign
currency-denominated loans and credits.
Under this proposal, the borrower, at his discretion, would have the option
of extending a maturing debt for a specified period (say, three months). While

the regulatory authorities would mandate the inclusion of this option in all

debt instruments, its precise terms could be negotiated between the debtors
and creditors themselves. In particular, nothing would prevent the borrower

32This idea was anticipated in the G-22 report on crisis management, a passage from which
reads, "It is also worth considering the addition of options to sovereign bonds and interbank
credit lines that would allow a debtor government or debtor banks to extend the maturity of a
bond or credit line for a specified period of time at a predetermined spreadn Group of Twenty
Two (1998), p. 12. Suiter and Sibert extend the proposal to other debtors and explicitly argue that
the market could be allowed to determine the penalty spread.
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and lender from stripping the rollover option from the loan and trading it in
dependently.33
To deal with the potential for moral hazard and to prevent the borrower
from exercising the option under orderly market conditions, Buiter and Sibert
propose forcing a debtor invoking the option to compensate the lender at a
penalty rate. The option could be invoked only once. In consequence, a bor
rower who was insolvent would not be sheltered from the need to restructure
his debts at the end of the rollover period. Thus, UDROPs should be thought
of as complements to, rather than substitutes for, collective-action clauses.
UDROPs are designed for liquidity crises whose resolution requires only"tem
porary breathing space" until confidence returns; collective-action clauses are
for solvency problems that require write-downs and restructurings.
Readers will by now be alert to the adverse-selection problem-that if the
option was voluntary, only borrowers with a high likelihood of having to in
voke it would be prepared to pay the penalty rate and the higher cost of con
tracting loans that include this contingency.34 Adjusting the penalty rate might
not solve this problem, since with a higher penalty rate the option would be
attractive only to a subset of still riskier borrowers. If adverse selection was
sufficiently severe, no interest rate might compensate the lender for his risk, in
which case no rollover options would be observed.35 Hence, Buiter and Sibert
recommend mandating universal adoption of the rollover option to solve the
adverse-selection problem.
The other problem to which readers will now be alert is the possibility that
measures like this one, designed to moderate the effects of crises, may have the
perverse effect of precipitating additional crises. In the case of UDROPs, it is

33The fact that bondholders already purchase credit derivatives to insure their portfolios against
existing possibilities that debt service and principal repayment might be interrupted suggests that
they might well respond in this way to the introduction of UDROPs. Of course, a borrower re
purchasing his own UDROP would then acquire another (in this case, contingent) foreign liabil
ity, which he would have to cover by issuing yet another UDROP. It is not clear that an active sec
ondary market would develop in the presence of this additional constraint.
)•Again, this explains why such options, even if they would be efficient, have not been devel
oped by the markets.
)Sin princ.iple, safe borrowers should be able to signal their type by putting up additional col
lateral as a condition of the loan. (Low-risk borrowers should be more wiWng than high-risk bor
rowers to put up collateral, since there is a lower probability that their collateral will be called.)
This, of course, is a specific application of the general proposition that collateral can be used to
attenuate adverse selection in credit markets. The problem, noted above in the context of com
mercial credit lines, is that many emerging market borrowers do not have attractive collateral to
offer, either because exchange market problems prevent domestic assets from being converted into
foreign currency at reasonable rates when collateral is called or because their legal systems make
collate.ral difficult to attach.
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not clear whether this possibility is real. The answer would appear to hinge on
the kind of crises that countries are likely to encounter in the future.
lf the main type of crises coming down the pike are pure liquidity crises,
then UDROPs are ideally designed to ameliorate their effects. In a pure li
quidity crisis, the debtor has no trouble-by definition-in making its debt
service payments in full so long as investor confidence is maintained. If in
vestors panic and withdraw their funds, however, the debtor's liquidity is im
paired, and he has no alternative but to declare a costly suspension of
payments. Since there is no problem with the debtor's fundamentals, in the
case of a pure liquidity crisis it can be safely assumed that investor confidence
returns after a short period of time. But if the debtor has been forced to sus
pend payments in the meantime, the costs of that action are not recoverable
once confidence returns. The analogy is made with a fundamentally solvent
bank that nonetheless suffers a run by its depositors and is forced to close its
doors, thereby incurring a loss of reputational and/or informational capital.
Just as it may be in the collective interest of the depositors to sit tight but in
their individual interest to queue up at the bank as soon as they see a line being
formed, given the bank's rule of first-come-first-served (Diamond and Dybvig

1983) , it can be in the collective interest of a country's creditors to roll over their
maturing claims but in their individual interest to scramble for the exits if they
see other creditors doing likewise, given that the limited availability of foreign
reserves similarly creates a sequential service constraint (Radelet and Sachs

1998). In the domestic bank-run context, deposit insurance and, historically,
temporary suspensions of the convertibility of deposits into currency are de
signed to alter these incentives and attenuate their effects. Deposit insurance
minimizes the incentive for depositors to run. Temporary suspensions of con
vertibility allow banks to avoid having to close down as a result of depositor
runs and, therefore, of having to incur the associated costs. UDROPs are de
signed to mimic this function in the international setting. They would give the
debtor a breathing space of, say, three months, a period of time assumed to be
sufficient for the restoration of investor confidence and the resumption of busi
ness as usual. They obviate the need to declare a costly default.
Moreover, if the only crises likely to occur are pure liquidity crises, then
UDROPs should have the same effect as deposit insurance in reducing crisis
incidence. This will be the case if the cost to

a

foreign creditor of being last

through the exit s
i less in the presence of UDROPs than in their absence. With
UDROPs, when a debtor experiences a crisis and invokes the rollover option,
its creditors continue to earn interest but now at the penalty rate. At the end
of the rollover period, confidence having been restored (by assumption), in
teres( payments continue (now at the normal rate) and maturing claims are
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rolled over voluntarily or paid off smoothly. But without UDROPs, a debtor
experiencing a creditor run will be forced to suspend payments; there will fol
low a possibly extended period of costly negotiation and litigation, as a result
of which the borrower's debt-servicing capacity can be impaired and the cred
itors may suffer irrecoverable losses. Because the losses to creditors who are
late to exit are plausibly lower with UDROPs than without, the likelihood of
pure liquidity crises is less.
The dynamics of solvency crises are another matter. Here the costs to cred
itors who are late to exit are likely to be larger in the presence of UDROPs than

in their absence. In the same way that deposit insurance and regulatory for
bearance give banks whose balance sheets are impaired the opportunity to roll
the dice and gamble for redemption, UDROPs give debtors that have serious
problems with fundamentals the opportunity to continue for an additional
few months with the same old policies, presumably dissipating additional for
eign reserves to finance current account deficits (in the case of governments)
and incurring additional losses (in the case of commercial banks and corpo
rations). Resources useful for servicing debts having been further depleted in
both cases, creditors who fail to get out suffer even larger losses on average
with UDROPs than without. This suggests that UDROPs may complicate the
maintenance of confidence and aggravate the risk of crises for countries with
weak fundamentals.36
This rather abstract discussion assumes that investors can tell the difference
between solvency and liquidity crises. As the debate over Korea's crisis37 im
plies, this is difficult to do even after the fact, much less in the heat of events.
If investors are uncertain and attach a significant probability to an event being

:16Those who argue that market discipline in international financial markets is laxand sporadic
that investors tend to be slow to react to impending problems before responding violently late in
the day-may be inclined to applaud anything that gives investOrs an incentive to

be quicker on

their feet. If there is no question that a country s
i headed for the wall, anything that encourages in

vestors to scramble out sooner rather than later may be desirable insofar as it forces the government
to apply the brakes. On the other hand, countries that are making one last effort to correct their
problems before investors pull the plug will have less time to complete the task. UDROPs that roll
over debts for three months would give a country an additional three months to push through the
requisite reforms, but this is scant comfort if their presence accelerates the timing of investors'
scramble for the exits by more than three months. It is interesting to speculate what the effect
would have been had Brazil's maturing foreign debts in

1998 contained UDROPs. Would foreign

banks and other creditors have moved even earlier to cut their lines, precipitating a full-blown cri
sis at the height of the Russian "concussion"? Would an earlier crisis have increase.d or reduced the
likelihood of Brazil's congress and states accepting the necessary reforms?
37Again, see Radelct and Sachs

Landau and Garber ( 1999).

(1998); Corsetti,

Pesenti, and Roubini

(1998); and

Folkerts
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a solvency crisis, even if it is in reality a liquidity crisis, then liquidity crises be
come more likely, not less likely, under the assumptions made here.
This has led to suggestions that the power to activate the option should be
delegated to a third party in a position to know, such as the lMF. The IMF
would activate the UDROP in response to pure Liquidity crises but not in re
sponse to crises rooted in fundamentals. The incentive to be early through the
door and, hence, the fragility of the finances of countries with fundamentally
strong policies would be unambiguously less. The problem, of course, is with
the assumption that the IMF is better positioned than private investors to dis
tinguish liquidity from solvency crises

.

Additional questions can be raised about whether the IMF is well suited to
this task. Among other things, the organization may have its own loans to the
country, making it less than a disinterested party. The IMF's Executive Direc
tors represent and receive instructions from their governments, and those gov
ernments may be swayed more by political than economic considerations.
These issues would have to be resolved in order to rule out the possibility that
the markets could be destabilized by the introduction of a universal debt
rollover option triggered by the IMF.

Adding Automatic "Haircuts, to Bank Loan Agreements
A variant of the rollover option, credited to Robert Litan and the U.S. Shadow
Financial Regulatory Committee, focuses on the problem of financial instabil
ity created by bank-to-bank lending. Short-term credits extended by one bank
to another can create especially difficult problems in times of crisis: they can
be terminated at short notice; and because they are not governed by formal
contracts, renegotiation cannot be eased by altering contractual provisions.
Litan and others (1998) suggest that this problem can be avoided if countries
adopt laws limiting the terms and conditions under which short-term loans to
their banks can be repatriated. They urge countries to enact legislation im
posing an automatic reduction (the haircut) of the principal of all foreign cur
rency loans extended to banks in their countries that are not rolled over in the
event of a crisis. Foreign creditors could still get out, but only at a loss. The
prospect of that loss would strengthen their incentive to stay in, to address
their collective-action problem, and to restructure the debt.
Serious questions can be raised about this proposal For one thing, impos
.

ing the equivalent of a tax on bank-to-bank lending creates strong incentives
for evasion, and specifically for nonbanks to do the borrowing and to pass on
the proceeds to banks with which they have a relationship. This is what Chile
learned from its experience with holdii.ng period taxes on foreign borrowing in
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the 1990s. So long as the tax was applied primarily to borrowing by financial
institutions, there was an incentive for mining companies to borrow abroad
and on-lend the proceeds to domestic banks. So long as the measure was ap
plied to portfolio investments by foreigners, but not to foreign direct invest
ment or trade credits, there was an incentive for companies to identify their
foreign borrowing as such and to again on-lend the proceeds to local banks. In
other words, it is not clear that this partial measure would have much impact
on the magnitude or maturity of capital flows. To be effective and not be cir
cumvented by the relabeling of debt contracts, such schemes need to apply to
all foreign-currency-denominated liabilities.
Whereas Buiter and Sibert's scheme would compensate creditors whose
claims were involuntarily rolled over at a supernormal rate, that of Litan and
others would not. The fear of being late through the door would consequently
be greater, as might be the risk of precipitating additional crises.

Implications for the IMF
Where a country has serious problems with fundamentals, its external debts
are concentrated in the hands of a relatively small number of banks or bond
holders, and where there is concern that official assistance might be used to
bail out private creditors, the IMF should consider encouraging the country to
restructure its external obligations and conditioning its disbursements on a
target for foreign exchange reserves that effectively requires it to do so. This
approach was employed successfully in Ukraine. Unfortunately, it is not clear
that the necessary preconditions for its viability-specifically, a cohesive group
of creditors-will remain in place as the securitization of financial markets
proceeds.
This policy is tantamount to lending into arrears, which remains contro
versial.38 In fact, lending into sovereign arrears is something that the IMF has
long done when a government is making a concerted effort to adjust and has
shown good faith in its negotiations with the creditor community. A Septem
ber 1998 decision by the IMF's Executive Board broadened the policy from
bank loans to bonds and other nonbank credits.39 And the G-7's October 1998
statement on strengthening the international financial architecture called on
the IMF to "move ahead, under carefully designed conditions and on a case
by-case basis, with its recently reaffirmed policy of lending into arrears."

38See, for example, the criticism of this policy in Institute of International Finance ( 1999b).
39lnstitutc of international Finance (1999a), p. 76.
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The qualifiers in this last sentence are important. A regular policy of lend
ing into arrears would make it too tempting for countries to fall into arrears.
And a policy of regularly requiring countries to renegotiate their commercial
debts as a precondition for official assistance might precipitate additional
crises, as banks or bondholders scrambled out of the country in anticipation
of this eventuality. The very news that a country was approaching the IMF
might prove destabilizing. Creative ambiguity is a watchword for careful cen
tral bankers. It should similarly be the watchword for efforts to bail in the pri
vate sector.
The IMF could also encourage governments to mandate the adoption of
collective-action clauses and universal rollover options by keying its lending
rates to the policy and making its programs conditional upon their compli
ance. Differentiating lending rates on the basis of whether or not a country
had mandated the incorporation of collective-action clauses and UDROPs in
its loan agreements would require some creative thinking on the part of the
IMF's Legal Department, given the restrictions placed by the Articles ofAgree
ment on the organization's use of preferential lending rates. To make access
conditional upon compliance is even more difficult, since it is unlikely to be
time consistent to tell the countries who find it most difficult to restructure
their debts that they will not have access to IMF resources.40
It has been suggested, in connection with discussions of private sector bur
den sharing, that it would be desirable to give the IMF the power to declare a
stay on payments by amending Article VIII.2(b) of its Articles of Agreement
or by giving that article a definitive reinterpretation. Article VIII.2(b) allows
countries to apply exchange controls in response to balance of payments prob
lems without violating their obligations to the IMF. But as it is written, it ap
plies only to "exchange contracts;' not debt contracts, and the clause has been
interpreted to apply to exchange control regulations in force at the time the
"exchange contract" was agreed, not to regulations imposed subsequently. For
Article VIII.2(b) to give sanction to a standstill on external debt, it would have
to be given an authoritative reinterpretation by the IMP's Executive Directors
or be amended with the consent of countries commanding 80 percent of the
voting power.
The case for doing so is questionable. IMF sanction would not attenuate
any adverse selection created by the introduction of collective-action clauses,
since the IMF signal could be issued only after the fact. If the IMF's role was to

40At the same time, it is worth recalling that the introduction of collective-action clauses is one
i the Chair
of the preconditions for access to the IMF's new Contingent Credit Facility noted n
man's Summing Up of the Executive Board discussion on it.
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trigger a prenegotiated rollover option, as described above, then a simple state
ment by the Managing Director or the Executive Board would do. If the prob
lem was to impose a payments stay on instruments that did not feature a
rollover option, then there is no obvious reason for the IMF to intervene.
There is no reason, in other words, why a country could not suspend payments
unilaterally, as countries have done throughout history. To be sure, IMF state
ments that a country's default was "excusable" might limit the damage to its
creditworthiness.41 By helping the markets distinguish between cases of excus
able and inexcusable default, it would limit the moral hazard introduced by
the addition of collective-action clauses. But the IMF's management and di
rectors are already in a position to issue assessments of whether the actions
taken by member governments were wise or justified under the circumstance.
Given the difficulties with all proposals for bailing in the private sector,
there is a role for the IMF, above all, in promoting policies that prevent the
problem from arising in the first place. Better macroeconomic policies can
minimize the incidence of currency crashes that impair the finances of banks
and corporations with unhedged foreign exposures. Greater exchange rate
flexibility can encourage banks and firms to hedge those exposures, prevent
ing sharp movements in currencies from being transformed into financial
crises. Debt-management policies that avoid excessive dependence on short
term debt and the clumping of maturities can help to avert debt runs and min
imize refunding risk, minimizing the need for commercial credit lines and
UDROPs. Chilean-style holding period taxes on capital inflows can be used to
minimize short-term foreign funding, by the banking system in particular, of
the sort that places financial stability at risk. The adoption of transparent
bankruptcy laws and independent judiciaries can prevent problems of illi
quidity and insolvency from cascading through the economy as panicked in
vestors scramble for collateral. It is trite but true-whether the topic is bailing
in the private sector or any other aspect of financial crisis-that prevention is
the better part of cure.

Conclusions
The IMF and the international community have been generally stumbling to
ward ways ofbailing in the private sector. New approaches have been explored
in Korea, Ukraine, and Pakistan. The official community has encouraged the

"Grossman and van Huyck (1988) show that defaults that occur under different circumstances
may have very different implications for creditworthiness so long as the markets can distinguish
between those circumstances.
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adoption of new provisions in loan contracts to facilitate orderly restructur
ings and to create workable alternatives to ever-bigger IMF bailouts. Govern
ments have proposed and international bodies have contemplated wider
reaching options, including rules for IMF lending that would impose formulas
for bail-ins and amending the IMF's Articles of Agreement to provide for an
officially sanctioned standstill on payments. Academics and policy wonks have
suggested even more ambitious options.
My review of this experience points to two conclusions. First, there will
continue to be cases, as in Ukraine and Pakistan, where even senior claims will
have to be restructured, and others, like Romania, where they will not. While
countries have an interest in establishing a clear seniority structure, the inter
national community has an interest in containing the moral hazard that would
result if senior claimants were automatically protected from "haircuts." The
uncomfortable fact is that the IMF cannot pretend to be uninvolved in this de
cision. So long as it is in the business of lending, it will have to decide whether
to lend enough to let senior creditors off the hook.
Second (and also implicit in the first conclusion), efforts to bail in the private
sector will have to proceed on a case-by-case basis. Rules specifying the modali
ties and circumstances in which creditors will be bailed in (especially rules that

i order to redress the moral hazard prob
subject investors to serious haircuts n
lem) run the risk of precipitating additional crises. The news that a country was
approaching the IMF would then create the expectation that the IMF was
preparing to bai
l them in, and the creditors would have an incentive to rush for
the exits. Dealing with the problem on a case-by-case basis may seem arbitrary
and unwieldy, but at least it does not pose the same danger of aggravating the
crisis problem. Market participants have a point when they emphasize the im
portance of having debt contracts repaid and the advantages of a clear seniority
structure. European and Canadian officials have a point when they stress the ad
vantages of a transparent, rules-based approach to private sector burden shar
ing. But both groups have yet to develop a viable alternative.
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Comments
Private Sector Participation in Crisis
Prevention and Resolution
William R. Cline*

Barry Eichengreen's paper provides a generally balanced review of the issues
for this session, and highlights important institutional facts (such as the struc
ture of British-style bond contracts) and country experiences. Rather than
focus my comments directly on his paper, I will attempt to set forth the frame
work that I consider most useful in addressing this topic. 1 It should be appar
ent where there are significant divergences from Eichengreen's approach.
External finance for economic development in middle-income economies
has come primarily from the private sector in the 1990s, and it is likely to do
so in the coming decades as well. From 1992 through 1998, of $1.6 trillion in
net capital flows to 29 major emerging market economies, $1.4 trillion came
from the private sector (Institute of International Finance, l999d). The chal
lenge of improving international financial architecture is to adopt those
changes that will help revive these flows from their recent low levels and help
channel them in productive directions, and to reject those changes that will
tend to do the opposite. Despite the recent improvement in sentiment in
emerging capital markets, they remain in a state of fragility rather than of ex
uberance like they were in 1996 and early 1997. 1t is important that permanent
changes in the architecture not be made on the premise that the normal state
of these markets is one of excessive capital inflows that can usefully be curbed,
as the opposite is more likely to be the case for some time.
A fundamental question in examining the role of the private sector is
whether the financial crises have primarily arisen from domestic policy mis
takes, or from systematic behavioral distortio.ns on the part of private interna
tional lenders that require government intervention to correct a market dis-

*The views expressed here should not be attributed to the Board of Directors of the Institute of
International Finance.
1For earlier statements of the main arguments here, see Institute of lnternational Finance
(1999a, 1999d).
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tortion. The fact that the majority of emerging market economies did not ex
perience severe financial crises in the last two years suggests that domestic dis
tortions played a leading role in those that did.

Avoiding Crises
There is, by now, a rela6vely widely agreed agenda of domestic policies in
emerging market economies needed to help ensure against financial crisis, in
cluding a reaJistic exchange rate (though the new conventionaJ wisdom bless
ing currency boards and floats but condemning everything in between is at
best premature); fiscal balance (underscored by Russia and Brazil); moderate
credit expansion; and a sufficiently strong financial system.

Short-Term Debt
There is aJso broad agreement that excessive buiJdup of short-term external
debt can invite a liquidity crisis even where overall debt is moderate. Korea, in
particular, ran up its short-term debt to almost $100 billion and ran down its
usable reserves below $10 biJlion, in considerable part because in the liberaliza
tion of its capitaJ market it started with short-term flows while retaining re
strictions against the safer long-term flows (especially direct investment).
Chile's experience shows that a prudent approach to the level of short-term debt

can help avert crisis, and that this is possible in a relatively market-friendly
price-based framework that essentially levies a tax if inflows are excessive rather
than prohibiting them. In general, the best defense against excessive short-term
debt will typicaJly be appropriate economic policies in the borrowing country,
including avoidance of the dangerous combination of a fixed exchange rate with
high domestic interest rates and complete capital mobility. It is also evident that
domestic distortions biasing capitaJ flows away from longer-term forms-direct
investment, medium-term bank lending, and bonds-should be removed.

At the international level, one proposal to address short-term debt is to re
duce or remove its preferential risk-weighting (20 percent) for capital required
against short-term bank lending (Greenspan, 1998; IMF, 1999). Requiring full
risk-weighting might boost spreads by, say, 100 basis points.2 It is unclear,
however, what the impact would be, as the rates could still look relatively at
tractive to emerging market borrowers who face high domestic interest rates.
For interbank lending, there is the important question of whether and to what

2With 8 percent capital requirement, full risk-weighting increases the requirement by 6.4 per
centage points. With a capital opportunity cost of 15 percent, this requires an extra 96 basis points
return.
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extent liquidity in the banking system would suffer from such a change (both
internationally and domestically within industrial countries), or alternatively
whether it would be appropriate to apply a change only on loans to emerging
market banks. For trade credit, there are the questions of whether the existence
of merchandise collateral should not warrant lower risk-weighting, and
whether a higher risk-weighting would complicate expansion of trade and
hence economic growth. More fundamentally, the design of capital require
ments under the Basel accord s
i under much broader review.

Risk Assessment
The private sector can contribute to crisis avoidance by sharpening its risk as
sessment capacity (Institute of International Finance, 1999c). Experience in
the recent crises has shown that greater emphasis needs to be placed on sce
nario analysis and stress testing in the use of value-at-risk modeling, and on
the link between credit risk at the level of the borrowing firm and macroeco
nomic conditions. Emerging market economies can help substantially in this
process, however, by providing more timely and complete data (see Institute
of International Finance, 1999d). Some of the most severe shocks in the recent
crises arose because of severe market surprises about, in particular, the
amounts of unencumbered reserves.
Private Sector-Borrowing Country Dialogue
A concrete step that most emerging market economies could take to help reduce
volatility of private short-term capital flows would be to establish investor rela
tions systems such as Mexico's quarterly briefings on economic policy by finan
cial authorities (Institute of International Finance, 1999e). Conference calJs or
investor meetings on a regular basis would help avoid adverse market surprises
on policies and data. They would also provide a vehicle for feedback from pri
vate market participants to financial authorities that couJd signal growing mar
ket concern when certain policies need to be corrected. In precrisis situations,
the authorities could usefully enter into more intense consultations with private
flfms to gauge likely market response to policy changes, although presumably
not for some prospective actions for which advance information could be sensi
tive (such

as

an imminent devaluation).

Crisis Resolution
Confidence-Restoring Adjustment Programs
Crisis resolution in the late 1990s has been based on the objectives of renewed
growth and prompt restoration of capital market access through policy ad-

©International Monetary Fund. Not for Redistribution

258

William R. Cline

justment, official sector support, and, in some cases, private sector financing
arrangements. There have been six major international support programs.
Four have been broadly successful: Mexico in 1995; and in 1997-99, Thailand,
Korea, and Brazil.3 In two cases, domestic political disarray has caused collapse
(Russia) or extreme delay (Indonesia). The strategy of restoring confidence
has broadly avoided the seizing up of capital markets that likely would have
occurred if approaches such as comprehensive debt rescheduling had been
pursued instead. Considering that the six countries account for half of total
external debt of emerging market economies, there should be little doubt that
together their crises posed a systemic threat.
Moral Hazard and Burden Sharing
The large official support mobilized for these programs has, however, raised the
critique of moral hazard, the argument that the private sector will have learned
that investing in emerging markets is low risk because of official bailouts. The
reality is rather different. As a result of the East Asian and Russian crises, there
were losses amounting to about $60 billion for international banks, $50 billion
for other private creditors including bondholders, and some $240 billion for
equity investors (Institute of International Finances, 1999a, p. 61). After the
Russian default, in particular, the extremely low flows of capital and high lend
ing spreads showed that the private sector had been shocked by this experience,
not lulled into complacency by the official support programs. Recent empirical
tests conducted at the Institute of International Finance show that in the post
Mexico decline in lending spreads through mid-1997, the principal forces were
generalized international liquidity (as captured by falling high-yield U.S.
spreads) and country economic variables, and the hypothesis that there was a
moral-hazard-induced spread reduction from the Mexico support program is
statistically rejected (Zhang, 1999). The main instance of moral hazard seems
likely to have been the case of Russia for geopolitical reasons.
Even if the recent support programs did not set the stage for excessive lend
ing because of moral hazard, one can still ask whether they represented inad
equate burden sharing by the private sector. At the broadest level, burden shar
ing should be evaluated in light of the fact that almost 90 percent of capital
flows to emerging markets in recent years has been from the private sector. In
practice, private financing arrangements have become increasingly important
in the series of support programs, and the central question is not whether the

)Thus, in the case of Mexico, net private capital flows fell from an average of about $30 billion
annually in 1993-94 to an outflow of

$5

billion in 1995, but rebounded to positive inflows of

about $20 billion annually in 1996-97.
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private sector should be involved buil: what is the most productive way to ob
tain its participation, and, conversely, what approaches are counterproductive
and should be avoided.
Forms of Private Sector Involvement
The central principle in answering this question is: What approach is the clos
est to a voluntary, market-based arrangement that will still provide good
chances for the program's success. The first program, in Mexico, did not have
a private sector component, in considerable part because of the challenges
posed by potential rescheduling of short-term domestic government debt held
by foreigners. Thereafter, however, there were varying degrees and modalities
of private sector participation.
At the most voluntary end of the spectrum, one vehicle that would seem
promising for private sector participation is the private contingent credit line,
of the type maintained by Argentina, Mexico, and Indonesia. The commit
ment fees and spreads on these lines are likely to be more costly, and the terms
more closely linked to contemporary market conditions, than before the ex
perience of Mexico's drawdown in late 1998, but this vehicle is nonetheless po
tentially a cost-effective form of crisis-abatement insurance, and one that
emerging market economies would! seem well advised to pursue. Another
purely voluntary modality, albeit perhaps one of limited potential scope, is the
mobilization of private credit through risk mitigation by the official sector, as
in the Asian Development Bank's guarantee of about $1 billion in private bank
lending to the Export-Import Bank of Thailand in early 1998.
Still in a relatively voluntary range of the spectrum, arrangements by major
international banks to maintain their short-term interbank and trade credit
lines, as in the case of Brazil in early 1999, also provide considerable promise.
The impact of such arrangements extends beyond the fraction of total debt cov
ered by these claims, because once there is a sense that the larger bank claims will
not run off rapidly, other creditors including holders of short-term government
obligations are much more likely to judge that the situation can be controlled
and hence to remain present in the country rather than seek to exit.
Modestly less voluntary is the conversion of short-term bank claims into
longer-term claims, as occurred with about $22 billion in bank claims on Ko
rean banks, at spreads higher than the original claims but below the market
level at the time of the crisis. Also in the relatively voluntary range is surgical
rescheduling of a modest part of the debt, as occurred in Thailand with the
debt of finance companies.
The more involuntary modalities, such as the comprehensive reschedulings
of Latin American debt in the 1980s, or the recent broad debt rescheduling in
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Indonesia, have much more adverse effects and should be avoided unless the
country's indebtedness is so extreme that such measures cannot be escaped.
Even in the most severe cases, unilateral actions such as Russia's default are
likely to be counterproductive for the country itself.
Private Sector Collective Action
Analytically perhaps the most interesting case is that of the Brazilian voluntary
maintenance of short-term lines. Essentially this represented a case of collec
tive action. Yet it was primarily collective action undertaken by private firms
in their mutual self-interest, rather than imposed by government action.4 It
seems useful to think about this type of behavior as a "repeat game." The prin
cipal creditors are broadly aware of what their counterparts are doing. They
know that if they all act jointly, the situation can be resolved to their mutual
gain. If a player does not cooperate, it should expect that the other players may

i turn in a future episode where the player in
be unprepared to cooperate n

question may have greater stakes. To be sure, it will require, at the very least a
request by the borrowing country's authorities, and more likely some moral
suasion by the G-10 central banks (or finance ministries) and the IMF, to help
catalyze this collective action.
To recapitulate, the best approach for involving the private sector in crisis
i on a voluntary or quasi-voluntary basis rather than in mandatory
resolution s

forms such as comprehensive reschedulings (or, worse, forced debt reduc
tions), as the voluntary approach is most likely to permit prompt return to
market.access. This is perhaps best illustrated by the following thought exper
iment. Suppose that in September 1998, the IMF and Brazil had forced foreign
banks and bondholders to accept a multiyear rescheduling of debt. Would
Brazil have been able to return to the global bond market for $2 billion by
April? The answer is, not likely.
Bond Rescheduling Clauses
A great deal of attention in the discussion on international financial architecture
has focused on potential problems caused by the rising relative weight of bonds

in the system, and the greater difficulty of rescheduling bonds than bank loans.
While this is a legitimate issue that can be important in a few cases, the bulk of
the financial crisis problem has not stemmed from bond obligations in the re-

4ln particular, there was no imposition of exchange controls to prevent servicing of debt to
those banks that decided not to cooperate, and the Brazilian government and IMF monitored the
market-based "rollover ratio" rather than seeking to force it to 100 percent by such alternative
restrictions.
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cent past and is unlikely to do so in the future. The bonds for which the resched
uling clause discussion has been relevant are medium-term Eurobonds, not the
short-term treasury bills that got Mexico and Russia into trouble. More funda
mentally, the recent financial crises have been driven by the runoff in short-term
claims, not an immense bunching of bond obligations.
The fact that bonds are long-term instruments should already be a signal
that they are not at the heart of the problem. The amortization numbers are
even more eloquent. At present, the outstanding stock of short-term external
debt of emerging market economies is about $500 billion. In contrast, the
amount of Eurobond amortization coming due annually is only about $30 bil
lion.5 This means that for the Korea- and Brazil-type financial crises, the avail
ability of bond rescheduling clauses would largely be irrelevant. This conclu
sion is reinforced if one considers that if the crisis resolution had progressed
to the stage of formal debt rescheduling, whether of bonds or of bank claims,
the objective of prompt restoration of capital market access would have been
defeated already.
There is ample room for firms and sovereigns to experiment with inclusion
of rescheduling clauses in their bonds, on a voluntary basis and with the mar
ket determining how much of a risk premium they will have to pay in the
spreads. Indeed, an important implication ofEichengreen's paper is that coun
tries seeking this flexibility can largely qbtain it already by borrowing in Lon
don using British-style covenants rather than in New York, Tokyo, or Frank
furt. The right way to think about bond rescheduling clauses, then, is that they
are neither urgently needed to address the classical liquidity crises that have
marked the late 1990s, nor should they be pursued in a manner that is manda
tory, for example by regulatory requirement. The latter approach would tend
to send the signal that the official community seeks to facilitate rescheduling.
It should always be kept in mind that sovereign lending is inherently difficult
because of the absence of collateral, and the impact of adverse reputation and
other sanctions upon default is the only substitute for collateral. If interna
tional official policy forces a facilitation of rescheduling, it erodes this collat
eral substitute.6 Moreover, to mandate rescheduling clauses only for emerging
market bonds would represent a formal discrimination against them; yet it is
5Even after plausible adjustment for bond "put" clauses, increasing potential short-term amor
tization, the sharp asymmetry in the amounts as compared to short-term debt would remain.
6£ichengreen recognizes this "bonding role of debt" but minimizes its importance by noting
that domestic bankruptcy arrangements nonetheless exist for orderly workouts. This argument,
however, does not address the fact that in domestic bankruptcy, physical assets can ultimately be
seized and management can be replaced by creditors, "bonding" mechanisms not present in sov
ereign lending.

©International Monetary Fund. Not for Redistribution

262

William R. Cline

highly unlikely that industrial countries will institute rescheduling clauses in
their own treasury bonds or, for that matter, that their taxpayers would be well
served if they did?
Forced Bond Reschedulings for Paris Club Comparability
Recent cases, especially those of Pakistan, Ukraine, and Romania, have raised
the prospect that the Paris Club would insist that a country reschedule its Eu
robond obligations as part of "comparable treatment" parallel to the resched
uling of bilateral claims. Clearly, no particular class of private sector claim
should be given senior status over others and, in some cases, bond reschedul
ings may be necessary, with or without rescheduling clauses. It seems question
able, however, that the Paris Club would mandate that the cash-flow drain rep
resented by bonds must be addressed by rescheduling them. Instead, the
country's access to capital markets would seem best served if the country has
the flexibility to seek its own alternative financing arrangements, which may in
clude an exchange of assets or some other operation that does not involve for
mal rescheduling of bonds. Again, the principle is to remain as voluntary and
market-based as possible in the design of crisis resolution, in this case involv
ing a more protracted debt problem than one of short-term liquidity.
Lending into Arrears and an IMF Stay of Litigation Amendment
I have suggested that the best way to involve the private sector in resolving fi
nancial crises is to maximize the voluntary and market-based nature of the
participation of private creditors. If this principle is accepted, then it will be
rare that the appropriate strategy is instead to "bind in" creditors through
highly involuntary approaches. IMF lending into arrears, or making new IMF
loans to countries that have not reached broad agreement with their private
creditors on resolving unpaid interest and principal, has been endorsed by the
various official entities as a promising approach to securing private sector par
ticipation. Yet, in most circumstances it would Likely violate the principle of
choosing the most voluntary approach feasible. The only way to turn Lending
into arrears into a market-friendly instrument would be to limit it to cases
where the bulk of creditors are already in agreement with the debtor and con
sider that IMF lending would have a positive effect, and where only a recalci
trant few opposed the proposed resolution of arrears.
7It is unclear that Italy, whose net public sector debt exceeds I00 percent of GOP, or Japan,
whose corresponding ratio is set to rise from 40 percent today to 100 percent by 2008 (OECD,

1999, p. 37), could announce the introduction of rescheduling clauses with no increase in the in
terest rate paid.
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It has also been suggested that the IMF Articles of Agreement could be
amended to permit the IMF to determine that private debt contracts tem
porarily cannot be enforced-a stay of litigation. Because it would be difficult
to persuade most market participants that such a power would be exercised
only against the recalcitrant few, instead of against the bulk of creditors for
purposes of altering the balance of power in the debt negotiations, this idea
also would seem to hold more potential for harm than for good in improving
the system's ability to respond to crises.

Conclusion
Brazil's rapid and promising resurgence from the financial crisis in early l 999
is perhaps the best evidence yet that given today's international capital mar
kets, a voluntary or quasi-voluntary and market-based approach to liquidity
crises is the best strategy for crisis resolution. The extent to which private sec
tor participation in crisis resolution can be kept more voluntary will vary from
case to case in future crises. What is important, however, is to recognize that
keeping participation as voluntary as possible, taking into account the poten
tial for private sector collective action, is crucial when designing proper crisis
responses, if the prospects for robust and sustainable emerging capital markets
are to be maximized. Those who argue instead that "adverse selection" or some
other externality require a public sector intervention on a mandatory basis8
would seem to bear a considerable burden of proof that such action will make
borrowing countries and the international financial system better off, rather
than worse off, in the long run.
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Comments
On Debt Management and
Collective-Action Clauses
Pablo E. Guidotti

The 1990s have witnessed significant volatility in capital flows, especially in the
second half of the decade. Volatility of capital flows to the private sector, in
turn, has been closely associated with large swings in economic activity. For

example, Figure 1 shows the recent relationship between capital flows to the
private sector and GDP growth in Argentina.
Some of the high volatility in capital flows may reflect the increased share

of bond issues in total financing to emerging markets, and the corresponding
decline in the relative importance of bank lending. In the case of Argentina's
capital account, bank lending has tended to behave countercyclically to the
bond component. This phenomenon is illustrated in Figure 2.
As part of the effort to deal with the volatility of capital flows in emerging
markets, the international official community has provided significant financing
packages to crisis countries, with the IMF as the principal institution in charge
of the coordination and implementation of such initiatives. The use of large
scale packages of official external financing in response to disruptions in private
capital flows, however, has increasingly come under scrutiny. As a result, various
efforts-including the G-22 process-have been put into motion to search for
ways to make the international financial system more resilient to shocks.

What Is the Debate About?
The current debate about crisis prevention and resolution, in my view, is re
ducible to three issues. First, prevention, namely, what policies reduce volatil
ity. Second, moral hazard, namely, how to credibly reduce the size of official
intervention. And third, if a crisis occurs, what mechanisms or institutions can
be put into place to obtain an efficient resolution.
In this context, one aspect of the discussion has focused on how to better
involve the private sector in the prevention and resolution of capital market
crises. As part of what has been included under the heading of private sector
265
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Figure 1 . Argentina: Private Capital Inflows and GDP Growth
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involvement, various groupings-notably the 1996 Rey Report (see Group of
Ten, 1996) and the 1998 G-22 report on international financial crises (Group
of Twenty-Two, 1998b )-have analyzed the possibility of introducing innova
tions in bond contracts to facilitate restructuring, as well as promoting con
tingent credit or liquidity arrangements between governments and the private
sector based on the successful experiences of Argentina, Mexico, and Indone
sia in this regard.1 Eichengreen's paper provides an excellent and comprehen
sive analysis of these proposals.
At present, views are divided. On the one hand, many are asking why the
international community has not moved faster on implementation of existing
proposals. On the other hand, market participants and emerging market is
suers are becoming increasingly worried about the potential effects of such
contract innovations on capital flows to emerging market economies.2 My
own view is that this impasse reflects the fact that the current debate on pri
vate sector involvement has focused too narrowly on a set of technical pro
posals without clarifying adequately how their adoption relates to the set of is
sues set out above. To help clarify this relationship, 1 argue the following:
1. The most natural form of private sector involvement is through adequate
debt and liquidity management policies.
1lnnovations in bond contracts include mainly the so-called collective-action clauses, which
provide for collective representation of creditors, majority action to alter the payment terms of
bond contracts, and sharing of payments among creditors.
2See, for instance, comments included in the Institute of International Finance's june 24, 1999,
press release.
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Figure 2. Argentina: Capital Account of the Balance of Payments
(BilliotiS ofU.S. dollars)
8 .------.
6
4
2
0

-2
-4

Financial sector
Nonfinancial private sector

-6
-8

-1 0 L-�L-----�----�--_J
1992

1993

1994

1995

1996

1997

1998

Source: Argentine Ministry of Finance.

2.

Moral hazard (and, presumably, the need for large-scale financial pack

ages) will be credibly reduced by strong preventive policies and adequate con
ditionality. I would not favor linking, in any way, official (IMF) policy to
changes with respect to bond contracts.
3. Adoption of collective-action clauses should be seen exclusively as a
mechanism to improve efficiency in crisis resolution.

Debt and Liquidity Management
Let's consider first the issue of debt and liquidity management. If there is a
lesson for emerging market economies from the past two years of global
volatility it is the need for the public as well as the private sector to maintain
adequate liquidity in the face of potential interruptions of capital flows. And
liquidity is achieved through prudent debt management.3 While many of the
following observations are also relevant for the management of private sector
liabilities, I will focus mainly on public sector policy.
In this regard, Argentina has developed a consistent strategy based on four
principles.4 First, the average maturity of the public debt has been lengthened
3Guidotti (1996) discusses the interaction bet\'leen financing policies in the public and in the
private sector, and argues for an economy-wide liquidity strategy that includes the management

of the maturity structure of the public debt as well as liquidity policies in the financial system.
4These principles are discussed more generally in the 1998 report by the G-22 Working Group
on Strengthening Financial Systems.
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in recent years to about nine years. Second, the Treasury has aimed at pre
funding a fraction (typically, one-fourth) of its financing requirements in the
following year. Long maturities and prefunding ensure that the public sector
has flexibility for dealing with potential disruptions in capital markets. The
government's ability to produce low yearly financing requirements, together
with the capacity of suspending its borrowing program in tough times, reas
sures markets that the government will not convalidate unduly high risk pre
mia, and will not be forced to crowd out the private sector at the worst mo
ment. Third, liability management-debt exchanges and contingency lines in
favorable times-has enabled the government to smooth out its amortization
schedule and has made short-term issues in difficult times possible. Fourth,
the development of a domestic debt market based on a predictable debt is
suance program, implemented through market makers, has been based on the
growth of the domestic institutional investor base-pension and mutual
funds. In turn, the growth of institutional investors is a direct consequence of
the privatization of the social security system.
More generally, the preceding approach suggests that IMP conditionality
could be enhanced by emphasizing the concept of liquidity and debt maturity as
a central element of fiscal policy. This would serve to link the traditional objec
tive of conditionality-that is, achieving long-term sustainability of fiscal pol
icy-with the need to manage short-term restrictions imposed by markets.
To provide a specific example, consider the following equation describing
the evolution of the ratio of public debt to GDP, b:

b

=

d-

(I)

nb,

where d is the budget deficit as a proportion of GDP and

n

is the (assumed

constant) growth rate. In a steady state, sustain.ability implies the following re
lationship between long-run growth and the budget deficit:

d = nb.

(2)

For a given long-run (potential) output growth rate, equation (2) charac
terizes a relationship between the stock of debt and the maximum (structural)
budget deficit consistent with a nongrowing debt-to-GDP ratio. Although
useful, this relationship says nothing about the borrowing requirement asso
ciated with the fiscal deficit in any given year. And we know that markets tend
to look closely at that variable in periods of tmbulence. Thus, we can define
the yearly borrowing requirement (net of any prefunding) as a proportion of

GDP, x, in the following way:

x = d + _b__ ,
m
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where m is the average maturity of the public debt. (It is assumed for the ex
ample's sake that amortizations are uniformly distributed over time.) Equa

tion (3) simply states that the yearly borrowing requirement s
i the sum of the
deficit plus amortizations.

Suppose we are interested in a measure of the sustainable deficit that is con
sistent with not exceeding a target yearly borrowing requirement. Equations
(2) and (3) imply the following relationship between sustainable budget
deficit and average debt maturity:

d=x

---

l+

1

(4)

-

nm

For a given x and n, equations (2) and (4) provide fiscal sustainability cri
teria, which relate the budget deficit and public debt objectives to the maturity

structure of the public debt. In particular, to ensure that a country has an ad
equate liquidity position vis-a-vis capital markets, as measured by the yearly
borrowing requirement (net of any prefunding), there is an inverse relation
ship between average debt maturity on the one hand, and the sustainable bud

get deficit and long-run debt-to-GDP ratio on the other. The shorter the ma
turity of the public debt, the smaller the maximum allowable deficit and

long-run debt-to-GDP ratio.

Implications for Official External Financing
The above relationship illustrates one way of introducing debt and liquidity
management as a central element in the design of fiscal conditionality. An im
portant implication of the above framework relates to the role of official ex
ternal fmancing and, hence, to the potemtial for moral hazard. In particular, by
defining a set of policies that constrains the size of the yearly net borrowing re
quirement, the potential use of official external financing would be both lim

ited and effective in preventing contagion. This observation may be particularly

applicable to the IMF's newly established Contingent Credit Line (CCL).
Consider, for instance, a country-such as Argentina-with a debt-to-GDP
ratio of 35 percent. If the average debt maturity is nine years and the budget

deficit is 1 percent of GDP, then the gross yearly borrowing requirement would
represent about 4.9 percent of GDP. Provided an adequate prefunding strategy
covering future borrowing needs equivalent to 2 percent of GDP, a potential ac
cess under the CCL of up to 300 percent of quota would represent additional re

sources for about 2.9 percent of GDP.5 Thus, availability under the CCL would
5Jn the specific case of Argentina, this would amount to about US$8.6 billion.
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ensure that, because of an adequate debt-management policy, the country
would be able to weather a total interruption of its access to the capital market
for a period of one year. This represents an obvious example where the size of
the potential official financing envisaged under the

CCL would be effective in

deterring contagion.
Now take the same example, but assume that average debt maturity is one
year. In that case, the yearly borrowing requirement (net of prefunding) would
amount to 34 percent of GDP. The same potential access under the CCL would
represent only 8.5 percent of the yearly financing requirements. In such a situ
ation, the CCL would most likely be ineffective in deterring contagion, and the
volume of funds required for it to be effective would be inappropriately large.6
The above example illustrates how a constructive private sector involve
ment through prudent debt management and liquidity policies can serve to
strengthen the role of official external financing, while at the same time re
ducing the potential for moral hazard associated with unduly large financing
packages. It is important to stress that in my analysis no distinction should be
drawn between external and domestic debt. In this regard, provided that keep
ing price stability is a policy objective, it is easy to show that all the arguments
about sustainability apply to total debt rather than to its components.

Collective-Action Clauses
The above suggestions are predicated on the desirability of improving the re
silience of emerging market economies to capital flow volatility, but when crises
do develop the relevant focus shifts from prevention to efficient resolution. In
this context, as I mentioned at the outset, proposals to include wider collective
action clauses in bond contracts have been at the center of the debate.
The first important issue to understand is the extent to which the introduc
tion of such clauses represents a significant rather than a marginal innovation
on existing bond contracts and, thus, what issuers should expect in terms of
their marginal borrowing cost and their market access. As Eichengreen correctly
argues, the notion of collective-action clauses already exists in bonds issued ac
cording to U.K. law (British-style bonds). Such clauses do not, however, exist in
bonds s
i sued according to New York law (American-style bonds). To the extent
that emerging market countries already issue British-style bonds, we would be
faced with a rather marginal innovation that should not, in principle, produce
significant alterations in the pricing of emerging market debt.
6Even a maximum access equivalent to 500 percent of quota would represent only 14 percent of
the yearly borrowing requirement.
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Table 1. Argentina: Public Debt as of March 31, 1999
Billions of US$
Total public debt
Bonds in foreign currency
N.Y. law

U.K. law
Other
Bradies (N.Y. law)

I 13.6

72.7
17.8
12.0
9.2
17.9

Percent

100
64
16
11
8
16

Domestic market (Bootes, Bocones,
Bonex, etc.)
Bonds in pesos
Loans
Short-term T-biUs

15.8
7.7
29.6
3.6

14
7
26

3

Source: Argentine Ministry of Finance.

It s
i useful to look at the recent experience of Argentina, which has been a
large emerging market issuer in the international capital market. Table 1 shows
the composition of the Argentine Republic's outstanding public debt divided
into the following categories: non-Brady American-style bonds, British-style
bonds, other external bonds, Brady bonds (restructured debt subject to New

York law), and domestic bonds (in foreign currency subject to Argentine law)?
The Appendix describes the main legal features applying to non-Brady Amer
ican-style and British-style bonds.8
As shown in Table 1, both American-style and British-style bonds account
for a significant portion ofArgentina's outstanding public debt. In order to as
sess whether the governing legislation affects significantly the pricing of
bonds, Figure 3 shows the behavior of the spread differentials (over U.S. trea
suries) of domestic bonds versus those, respectively, of American-style and of
Brady bonds during the Asian, Russian, and Brazilian crises. Figure 4 illus
trates the behavior of the spread differential between American-style and
British-style bonds as well as the corresponding sovereign spread over U.S.
treasuries. Bonds are chosen that have comparable (although not identical)
characteristics in terms of duration and liquidity.

70ther external bonds include German domestic issues, Swiss franc and Spanish peseta bonds,
and Japanese yeo "Samurai" bonds.
i similar to that of American-style bonds.
8The legal framework applying to Brady bonds s

For other foreign and domestic bonds, in most cases, contracts do not contain provisions regard
ing the modification of the terms and conditions of the bonds. ln effect, the absence of any pro
cedure for amendment makes modification of the terms and conditions of the bond contracts
impractical.
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Figure 3. Spread Differentials Over U.S. Treasury
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A preliminary analysis of Figures

3 and 4 suggests that global volatility af

fects the relative price of the different bond categories, although caution is re
quired because several factors impinge on the liquidity properties of different
bonds.9 While there appears to be a systematic worsening of bonds issued under
Argentine law, relative to those issued under New York law, in response to an in
crease in global volatility, there does not, however, appear to be a systematic
change in spread differentials between British-style and American-style bonds.
The above observation suggests that, presently, the market does not penal
ize emerging market issuers on their British-style bonds. This provides sup
port for the notion that, indeed, collective-action clauses represent a rather
marginal innovation with respect to present practices. Thus, it is unclear why
issuers should react negatively to the proposal of adopting British-style legis
lation in other jurisdictions. In fact, it could be argued that, by adopting
legislation that would make restructuring more efficient in the unlikely event
that default was inevitable, the associated losses to both debtors and creditors

9Factors such as size of the bond issue and distribution among different types of retail and in
stitutional holders, for instance, may affect the short-term behavior of spread differentials.
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Figure 4. Spreads Differentials Over U.S. Treasury
U.K. Law-N.Y. Law
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would be reduced. This, in turn, would tend to lower the (ex ante) marginal
borrowing costs.
In my opinion, what drives emerging market issuers to be extremely cau
tious in their response to the proposal of widening the use of collective-action
clauses is their perception that by adopting legislation that facilitates restruc
turing, future official externaJ financing to emerging markets would either be
reduced or tied to involuntary involvement of the private sector in restructur
ing initiatives.10 It is understandable, therefore, that the above proposaJ may be
interpreted by the market as signaling a change in current official policy vis-a
vis emerging markets that would tend to increase rather than decrease marginal
borrowing costs. Moreover, because international official policy in this area will
continue to be subject to a significant degree of discretion, these changes may
be seen as introducing a new element of uncertainty into contractuaJ relation
ships between emerging market borrowers and the capitaJ market.
This is why it is important that we focus, in the present debate, on collective
action clauses exclusively in terms of their potential contribution to making cri10Expectations of this sort have been raised by the recent experiences of Pakistan and Ukraine.
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sis resolution more efficient. In particular, this means that no link should be
made between official external financing and the type of legislation applying to
international bond contracts. Unless this issue is clarified and collective-action
clauses become the international standard in industrial countries' domestic and
foreign bond contracts, it is unlikely that we will see their use expand rapidly
among emerging market borrowers.

Appendix
This appendix summarizes the main requirements for the modification of the
terms and conditions of non-Brady American-style bonds and British-style
bonds, as well as the provisions dealing with the enforcement of creditors'
rights.
Non-Brady American-Style Bonds

Requirements for Modification of Terms and Conditions
Nonmaterial modifications. The fiscal agent and the issuer may agree, without
the consent of bondholders, to any modification of the terms and conditions of
the bonds that is of a formal, minor, or technical nature or is made to correct a
manifest error. In addition, the fiscal agent may make any other modification
that is, in his opinion, not materially prejudicial to the interests of bondholders.
Key modifications. Certain key modifications to the terms and conditions
of the shelf bonds require the consent of every bondholder of the relevant se
ries. These key modifications are as follows: (i) changing the due date for the
payment of principal or any installment of interest; (ii) reducing the princi
pal amount, the portion of such principal amount that is payable upon ac
celeration of the maturity, the interest rate or the premium payable upon re
demption; (iii) changing the currency in which payments in respect of
interest, premium, or principal are payable, or changing the place at which
such payments are made; (iv) amending the definition of redemption event
or the procedures provided therefore; (v) shortening the period during
which the issuer is not permitted to redeem the bonds of such series if, prior
to such action, the issuer is not permitted to do so; (vi) reducing the pro
portion of the principal amount of bonds that is required for a vote or con
sent of the holders to modify, amend. or supplement the fiscal agency agree
ment or the terms and conditions of the bonds or to make, take, or give any
request, demand authorization, direction, notice, consent, waiver, or other
action provided in the fiscal agency agreement or the terms and conditions
of the bonds; or (vii) changing the obligation of the issuer to pay additional
amounts.
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Other modifications. Modifications to the terms and conditions of bonds,
other than nonmaterial modifications and certain key modifications as de
scribed above, require the affirmative vote or written consent of bondholders
holding not less than 66V:l percent in aggregate principal amount of the rele
vant bonds outstanding at a bondholder meeting that satisfies quorum re
quirements. A duly convened bondholder meeting requires a quorum consist
ing of persons who can vote a majority in principal amount outstanding of the
relevant bonds. If a meeting is adjourned due to lack of a quorum and is later
reconvened, persons who can vote 25 percent in principal amount outstand
ing of the relevant bonds shall constitute a quorum for purposes of taking any
action set forth in the notice of the original meeting.

Events ofDefault-Enforcement ofRights
Bondholders. If the issuer fails to pay any principal or interest on any shelf
bond or if the issuer declares a moratorium on the payment of principal or in
terest on public external indebtedness, each bondholder of such series may de
clare the principal amount of bonds held by it to be immediately due and
payable. In addition, in the event of an occurrence of any event of default, in
cluding payment defaults, the holders of not less than 25 percent of the bonds
of the relevant series by notice to the issuer at the office of the fiscal agent may
declare the principal amount of all the bonds of the relevant series to be im
mediately due and payable.
British-Style Bonds

Requirements for Modification of Terms and Conditions
Nonmaterial modifications. The trustee and the issuer may agree, without
the consent of bondholders, to any modification of the terms and conditions
of the bonds that is of a formal, minor, or technical nature or is made to cor
rect a manifest error. In addition, the trustee may make any other modifica
tion that is, in the opinion of the trustee, not materially prejudicial to the in
terests of bondholders.

Key modifications. Certain key modifications to the terms and conditions of
the bonds require a simple majority vote at a bondholder meeting in which a
quorum consisting oftwo or more persons who hold or represent not less than
75 percent in principal amount outstanding of the relevant series (or at any
meeting that is adjourned for lack of a quorum and later reconvened, not less
than 25 percent in principal amount outstanding of the relevant series) is pre
sent. These key modifications are as follows: (i) Amending the dates of matu
rity, redemption or other payment of principal of the securities, or any date for
payment of interest; (ii) reducing or canceling the principal amount of the se-
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curities of any series; (iii) reducing the interest rate of any security or varying
the method or basis for calculating such rate; (iv) reducing any minimum or
maximum interest rate; (v) changing the method of calculating the amortized
face amount in respect of zero coupon notes; (vi) changing the currency of
payment of the securities; or (vii) modifying the provisions concerning the
quorum required at any bondholder meeting or the majority required to pass
an extraordinary resolution.

Other modifications. Modifications to the terms and conditions of bonds,
other than nonmaterial modifications and certain key modifications as de
scribed above, require a simple majority vote at a bondholder meeting in
which a quorum consisting of two or more persons who hold or represent a
majority in principal amount outstanding of the relevant series (or at any
meeting that is adjourned for lack of a quorum and later reconvened, two or
more persons who hold or represent holders of the relevant series, regardless
of the principal amount of such series they hold) is present.

Events of Default-Enforcement ofRights
Trustee. If any event of default with respect to the terms and conditions of
the bonds occurs, the trustee (i) may, at its discretion, declare the principal
amount of the relevant series of bonds to be immediately due and payable or
(ii) shall, at the request of bondholders holding not less than 25 percent in ag
gregate principal amount of the bonds of the relevant series of bonds then
outstanding, declare the principal amount of the relevant series ofbonds to be
immediately due and payable.
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Comments
More Private Sector Involvement and
Less Official Financing
f. de Beaufort Wijnholds

Barry Eichengreen is well placed to introduce this session, having not only ex
tensively studied the international monetary and financial scene as an acade
mic, but also having recently spent a fruitful year at the IMF's Research De
partment. His 1999 monograph on the international financial architecture
(Eichengreen, 1999) reminded me of Fritz Machlup's lucid survey of reform
plans in the 1960s (Machlup, 1964), which helped me a great deal when I was
a student grappling to understand the intricacies of the system. I will have
something to say later on about Eichengreen's proposals, many of which I
agree with, but some of which I find less convincing.
The case for greater involvement of the private sector is essentially a case
for lesser involvement of the official sector. The question concerning private
sector involvement can in fact be turned around to ask why there should be

any official

involvement in resolving international financial crises. A laissez

faire economist could well question th.e need for any financing by the IMF at
all, arguing that debtors and creditors will, on their own, come to a solution
of some kind. This is, of course, a truism, and only those of us who believe
uncritically in the absolute "magic of the market" will consider such an out
come desirable under all or most circumstances. There have been too many
instances of market failure that have convinced the majority of economists
and policymakers that we cannot leave it entirely to the market to resolve
matters when financial crises strike. The risks of destructive outcomes and se
rious collateral damage are simply too great. An important part of the IMF's
raison d'etre rests on the recognition of this fact. Financing by the IMF helps
countries to gain time to adjust their economic policies in a way that avoids
a resort not only to welfare-destroying measures such as trade and payments
restrictions or an excessively abrupt reduction of domestic demand, but also
to an overshooting of exchange rates. Of course adjustment is required of the
borrowing country so that it will return to a viable external position and ser
vice its debt on time.
277
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The search for an optimal balance between financing and adjustment is gen
erally where the real difference of informed opinion occurs. A recent variant of
this debate is the concept of contagion. On one side, some emerging market
countries may think that problems caused by poor policies in other countries
cause capital outflows from their countries because market participants do not
always differentiate sufficiently between borrowing countries. They believe that
to the extent they are affected by such contagion, official external financing
should be readily available to them, preferably with little or no conditionality,
to offset the private sector outflows they are experiencing. On the other side,
some believe that pure contagion is a very rare phenomenon and that markets
do not pull back from countries in an entirely arbitrary fashion when the gen
eral outlook darkens. Within this line of thinking, countries may well conduct
sound monetary and fiscal policies, but perhaps try to sustain an overvalued
exchange rate, or are slow in tackling serious problems in their banking sector.
No doubt markets can exaggerate such concerns during times of nervousness,
but I tend to believe that cases of pure contagion are hard to find.

Recent Experience
Recent official financing packages (to which the IMF has contributed quite
substantially) have been large, in view of the perceived systemic impact of the
crisis they were meant to address. This has raised concerns about moral haz

ard, but also about the equity of providing official funds-often equated with
taxpayer money, but this is largely inaccurate-some of which have been used
to pay off private sector creditors. Such bailouts are often viewed as unneces
sary support to bankers who are at least partially to blame for the financial
problems. Indeed, if one takes the view that for every foolish borrower there is
a foolish lender, the notion that the private sector should bear part of the bur
den of resolving international financial crises has significant appeal and logic
to it. Attempts by the private sector to explain that they have suffered heavy
losses in the Asian crisis are not all that convincing (Institute of International
Finance, 1999), especially as concerns the international banks and bondhold
ers. Hence, the insistence on private sector involvement and burden sharing,
which has become stronger as more crises followed the Asian troubles.
Involvement of the private sector in crisis resolution is not new. During the
Latin American debt crisis of the 1980s, the IMF coordinated creditors
(bankers were herded into a room and pressed to do their share) and orches
trated the financing package. The IMF required a "critical mass" of private sec
tor support before it was willing to disburse its own money. Bankers were gen
erally willing to do so and to put up new money as the alternative-writing
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down their loans-seemed an even bleaker prospect. While this worked well
in the initial stage of that crisis, a degree of erosion set in and the banks gained
more control over the situation. At that point, the IMF changed its policies to
allow for lending into arrears in certain cases. As the world returned to calmer
waters these matters receded into the background.
The debate on the role of the private sector was reopened at the time of the

1994-95 Mexican crisis. The lack of private sector involvement and the full
and timely repayment of holders of tesobonos generated strong criticism. Sev
eral suggestions were advanced to combat the moral hazard and to arrive at
more acceptable solutions. For a while proposals to establish an international
bankruptcy court or procedure were quite popular. Eichengreen is right, how
ever, that most of these schemes are not realistic proposals. Better procedures
for an orderly workout of international debt problems do remain necessary,
however. Another proposal concerned the desirability of changing the clauses
in bond contracts (Group ofTen,

1996), so as to involve bondholders and not

only banks in debt workouts. While this proposal gathered considerable sup
port, there was no real follow-up. I will come back to this question later.
The large rescue package for Korea in late

1997 was a reaction to a liquid

ity crisis that threatened to ge.t out of hand because the private sector was ini
tially left out of the resolution. When during the fall of that year some of us
had the temerity to raise the idea of applying moral suasion to the banks, the
answer from key players was "that is not the way we do business anymore."

Fortunately, as the crisis threatened to have severely damaging consequences,

such as a moratorium by Korea, there was a change of heart and the acute
phase of the crisis was over quickly. Foreign banks came to an agreement with
their Korean debtors to roll over and, subsequently, reschedule loans. Unlike
equity holders and some other investors, the banks did not suffer losses from
this operation. In fact they could charge higher interest rates on the newly
rescheduled loans, albeit on longer maturities. On the IMF's Executive Board
the European Directors were particularly uncomfortable with this experience
where large amounts of IMF money had been disbursed before the private sec
tor was finally nudged to do its part. The Directors insisted on language in the
IMF's newly created Supplemental Reserve Facility to ensure adequate private
sector involvement.
In the case of Russia, investors had gone their merry way and purchased
high-yielding Treasury paper or Eurobonds in view of the bailout expectations
based on earlier experience and the belief that this was a "too-big-to-fail" coun
try. That investors were shocked when Russia announced a moratorium in Au
gust

1998 was somewhat disingenuous. Whereas the aftermath of the Russian

crisis provided a quite rocky episode for world financial markets, there was one
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important outcome-it struck a blow against moral hazard. Other than that,
Russia's response to its financial predicament was, unfortunately, a textbook
case of how not to deal with the private sector, i.e. unilaterally. Better results
were obtained in some other, albeit much smaller cases-Ukraine is a good ex
ample-where real, though difficult, negotiations took place between the bor
rowing country and its private sector creditors.
During the latest major crisis, involving Brazil, private sector involvement
was, again, a very sensitive issue. Brazil, highly dependent on private sector ex
ternal financing-it borrowed an average $50 billion annually in international
capital markets prior to the crisis-was reluctant to put any pressure on for
eign banks, let alone bondholders, for fear of hurting relations with its credi
tors and, in the process, seeing its market access reduced. Banks were to be ap
proached to voluntarily sustain rollovers of their credits. The rollover
assumptions in the original program with the IMF proved to be overly opti
mistic. Mercifully, the widely anticipated devaluation of the Brazilian real
came soon, allowing a renegotiation of the program with the IMF and, this
time around, reaching a solid agreement with the banks on maintaining inter
bank and trade credit lines.
I have gone into this recent history in some depth because it illustrates that
as developments unfolded a degree of progress was made in involving the pri
vate sector on a case-by-case basis. This case law approach may achieve a new
milestone if Pakistan succeeds in reaching a satisfactory solution with regard
to its Eurobond debt, which the Paris Club official creditors have, for the first
time, singled out for "comparability of treatment."

Crisis Prevention
Eichengreen has helped the debate along by ruling out those proposals that are
inherently unsound or that are unrealistic from a practical perspective. Among
these are the Tobin tax (for which calls unhelpfully resurface every time there
is a crisis) and, in my view, the more recent universal debt-rollover option with
penalty (UDROP) proposal (Buiter and Sibert, 1999). Buiter describes this in
teresting idea as a small contribution, which I think should remain small, be
cause I doubt that it is feasible. The universal and mandatory character of the
UDROP proposal makes it a nonstarter in my view. To have the IMF refuse
loans to countries without rollover clauses, and to make foreign debt contracts
without such clauses unenforceable at the national level, requires a level of
consensus that is hard to imagine. The whole scheme is quite interventionist
and goes against an approach

n
i

which debtors and creditors reach compro

mises with the encouragement of official institutions, but without coercion.
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Crisis prevention is, of course, essential and a number of actions have been
undertaken by the IMF to strengthen such prevention. These include greater
transparency, the development of standards, and Contingent Credit Lines
(CCL) (see IMF, 1999). The CCL was approved by the Executive Board in late
April l999, after considerable debate that led to a tightening of its eligibility cri
teria, but skeptics such as myselfremain to be convinced of its preventive qual
ities. In view of the rather strict eligibility criteria, which have elicited criticism
from prospective candidates, the risks of moral hazard effects on potential bor
rowers seem to be limited. One eligibility criterion in particular is directed at
reducing moral hazard, namely the requirement that countries qualifying for a
CCL must have arrangements such as private sector contingent credit lines in
place or must demonstrate that they are making credible efforts to come to
such arrangements. My preference is for a CCL to match private contingency
lines in size and, at the same time, allow for pari passu drawdowns.
Eichengreen is a staunch supporter of a Chilean-style tax to discourage
short-term capital inflows and thereby limit the scope of a possible crisis.
While agreeing that such measures can be useful as a temporary expedient, we
should not expect too much from them. So far only one country has followed
the Chilean route, namely Croatia, but more may follow if and when capital
flows to emerging markets grow rapidly again. Keeping in mind the Latin
American experience (described in Edwards, 1999) and the earlier experience
with this kind of tax in Europe in the early 1970s (the best known case is the
German Bardepot), I would emphasize its limited effectiveness over time.
Perhaps the best preventive action is to avoid official financing to countries
with overvalued exchange rates. It s
i encouraging to see that the U.S. Treasury
Department recently seems to have changed its views and is no longer willing to
". . . provide exceptional large-scale official finance to countries intervening
heavily to defend an exchange rate peg . . ." (Rubin, 1999). Finally, it is urgent to
adjust the Basel rules concerning capital adequacy, where the weights have pro
vided perverse n
i centives, such as lending to OECD governments regardless of
their economic state of health. This unwarranted bias toward short-term inter
bank lending to any country with an OECD seal quickly became apparent when
Mexico and Korea underwent a financial crisis soon after joining the OECD.

Crisis Resolution
Turning now to crisis resolution, matters become more complicated. Many
plans have been formulated, but very few can actually meet the dual test of
theoretical soundness and practical feasibility. I will briefly comment on a few
proposals that meet both criteria and are otherwise worth implementing.
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It is clearly becoming untenable to restrict private sector involvement to
one class of creditors only, namely the banks. High officials have questioned
the rationale of seniority for Eurobonds. With the increase in securitization
the only argument against excludingbondholders from being involved in debt
restructuring is that it is difficult to achieve. The difficulties with having hold
ers of existing bond debt share the burden of rescheduling are obvious. Exper
iments are being conducted in a few cases where either the bondholders are
relatively easily identifiable or where British-type bonds are involved. Eichen
green describes the cases of Ukraine and Pakistan in considerable detail. These
are interesting text cases, but the real test will come (if it ever comes) when at
tempts are made to involve bonds in rescheduling for much larger borrowers,
such as Latin American countries.
A more forward-looking approach is the inclusion of collective-action
clauses in bond contracts. Industrial countries should show the way. Also ac
tive encouragement of such practices by the IMF with regard to emerging
market countries is called for. This cannot, however, be done by offering lower
interest rates to countries that include collective-action clauses in their new
bond issues, as Eichengreen has suggested. The IMP's Articles of Agreement do
not allow for a differentiation of interest rates within its lending facilities
based on differences in policies or, for instance, stages of development. It
could, however, be taken into account when determining the size of the IMF's
support to such countries, or whether they should qualify for a CCL.
A greater use of private contingent credit lines is certainly desirable although
a problem with additionality cannot be ruled out. To the extent that such lines

will help deter crises, they constitute a preventive element; to the extent they are
used, they constitute part of crisis resolution. The banks should consider this to
be in their enlightened self-interest where countries following sound policies are
concerned. The experience of Canada is worth looking at in this respect. Canada
maintains relatively low international reserves while relying on private credit
lines for additional foreign exchange in times of undue pressure on its exchange
rate. Emerging market countries may, however, find it more difficult to secure
such ines
l
and could opt to build up large international reserves instead, which

will tend to be more costly. Feldstein, for instance, has recently estimated that for
Mexico to double its reserves, the additional annual cost could be nearly one
half of 1 percent of GDP (Feldstein, 1999). Note that a premium will be charged
by the banks providing credit lines for contingencies. Comments to the effect
that private sector involvement should not add to the cost of borrowing by
emerging market economies are not realistic and at odds with such premia,
which simply constitute sound banking practice. What should be avoided s
i an
excessive increase in such costs.
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It is also desirable for the Fund to play a more active role in involving the
private sector and to act as what Eichengreen calls a facilitator or coordinator
of debt-restructuring negotiations. There

s
i a range of possibilities between

having the IMF herd banks into a room and telling them not to reduce their ex
posure (the De Larosiere approach described by Dornbusch earlier) or having
the IMF simply monitor the rollover agreement between the banks and the
debtor country, as in the case of Korea. The IMF already went a small step fur
ther in the case of Brazil by assisting with the authorities' roadshow. In situa
tions where voluntary agreements are hard to reach because of unwillingness
on the creditor side, the IMF could either exert pressure via the national super
visors of the banks involved or directly with the creditors. It can also lend into
arrears in cases where more time is needed to come to a solution and where the
debtor is making good faith efforts to reach agreement with its creditors.
In extreme situations, a temporary standstill should be possible. It is not
desirable to spell this out in any detail since, as in the case of lender-of-last
resort activities, constructive ambiguity is the best practice here too.
This brings me to my final point. In general, a case-by-case approach to the
resolution of financial crises needs to be followed, with the private sector in
volved, not in a standard way, but according to the circumstances. I would love
to see more rules, but have not yet seen any convincing examples of this. And
rather than aiming as in the past for huge official financing packages, the Fund
should play an active role in involving the private sector-if need be, with the
support of the national authorities whose banks are hurting from large expo
sures to the country in question. It

s
i also worth emphasizing that while I be

lieve the IMF cannot be an international lender of last resort (de Beaufort Wi
jnholds,

1999), I

am at least equally convinced that the World Bank should

cease providing balance of payments support as part of official financing pack
ages. The World Bank has increasingly strayed from its original mandate, en
croaching on the core business of the IMF and engaging in other forms of sib
ling rivalry. (I am also critical of the IMF's involvement in areas where the
World Bank clearly has a comparative advantage.) It may be time for the World
Bank's shareholders to consider privatizing a sizable part of its activities, as, for
instance, Sachs suggests (see Sachs,

1998). This would

also constitute an im

portant form of involvement of the private sector.
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Comments
Private Sector Burden Sharing
Martin Wolf

Barry Eichengreen's paper is exactly what one would expect from him-lucid,
balanced, and thoroughly reasonable. I admire its virtues. I suspect that his
principal conclusion-that private sector burden sharing is very difficult or, as
Americans like to say, there is no "silver bullet"-is correct. For all that, his
paper has flaws, partly of attitude, but more of substance. To assume, as
Eichengreen does, that debt is owed by the public sector is to omit the most
significant feature of the Asian crisis.
The complaint I have with its attitude is that it is altogether too reasonable.
The starting point for serious discussion of the international financial system,
as it affects emerging market economies, must be recognition of failure. The
system has consistently failed to achieve what is most important: to deliver a
sustained net flow of resources into capital-short economies. Far from achiev
ing this, whenever significant current account deficits emerge, panic and dis
aster ensue. Over the past two decades, only flows to developed countries,
above all the United States, have been crisis-free. This is perverse.
Before the last round of financial crises fade from memory, it is worth re
calling the scale of the disaster. A system that forces countries to make current
account adjustments of not far short of 20 percent of gross domestic product
in two years, as it did in South Korea and Thailand, is guilty of malfunction. A
system in which net lending by commercial banks can shift by 10 percent of
precrisis GDP between 1996 and 1998, in the case of the five most afflicted
Asian countries, is guilty of malfunction. A system that brings fear of world
wide recession out of a cloudless sky is, once again, guilty of malfunction.
The only sensible response to such events must be a mixture of rage and
fear-rage that it did happen, fear that it may happen again. If outside ob
servers do not express some passion, why should we expect the finance minis
ters of the Group of Seven to do more than respond with world-weary mini
malism? After all, it is neither their economies nor their electors who are
threatened.
Yet there is also an important matter ofsubstance that Eichengreen ignores.
This paper is essentially concerned with sovereign liabilities, explicit and im285
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plicit. The question it confronts is how to make possible the alteration of debt
contracts that have been made by a sovereign-or behind which a sovereign
stands-in the event of adverse circumstances. But this focus ignores what
seems the most interesting and, in the long term, most significant feature of
the Asian crisis, namely, that it was a crisis in the private sector.
As Eichengreen notes, there is a perfectly general problem with any proce
dure that forces alterations upon creditors. If creditors know in advance that
this could happen-particularly that the global financial authorities, including
the International Monetary Fund, are likely to help debtors reschedule or de
fault-they are likely to run away still faster, thereby precipitating the crisis the
world wishes to avoid. The danger is particularly great, Eichengreen concludes,
if there are rules governing such modifications of terms. As he notes, "rules
specifying the modalities and circumstances in which creditors will be bailed
in (especially rules that subject investors to serious haircuts in order to redress
the moral hazard problem) run the risk of precipitating additional crises."
Yet this objection also applies to private bankruptcy procedures. This has
not prevented countries from evolving "rules specifying the modalities and
circumstances in which creditors will be bailed in" when private debtors are
insolvent (or illiquid). So what is special about sovereign lending? Why do we
persist with the myth that sovereigns do not default or are, at least, not sup
posed to do so (although, of course, they have defaulted, do default, and will,
no doubt, continue to default)?
The explanation is that it is very difficult to devise bankruptcy procedures
that they cannot manipulate to their own advantage. Creditors are unable to
seize the assets of a sovereign, other than those held abroad. Since a sover
eign's principal asset is merely its ability to tax its citizens, this limitation ap
pears self-evident. Only in very exceptional circumstances can creditors ob
tain a lien on this "asset." This inability to construct acceptable bankruptcy
procedures creates a contradiction in the sovereign debt market. The prices at
which debt trades show that lenders often know default has a significant
probability and that they are being rewarded for taking the risk, but there can,
it is argued, be no institutional recognition of this fact, without greatly in
creasing its probability.
For these reasons, Eichengreen's conclusion is akin to despair. Some things
can be done to facilitate renegotiation of contracts: the inclusion of majority
voting and sharing clauses in bond contracts is one recommendation long
supported by the author. But there is no question that the principal lesson a
reader would draw from this paper is that it is already too late by the time cri
sis occurs. All that is left then is the messy case-by-case negotiation with which
the world s
i so familiar.

©International Monetary Fund. Not for Redistribution

Private Sector Burden Sharing

287

I am not quite as despairing as Eichengreen is, for two reasons. First, there
seems to me to be merit in introducing recognition into the market that sov
ereign borrowers will default-or require rescheduling. Too often these risks
have been underappreciated and lending has been correspondingly excessive.
Second, while the introduction of any bankruptcy procedure increases the risk
of behavior likely to cause bankruptcy, borrowers still suffer serious costs from
rescheduling or default in terms of lost access to credit markets. For both rea
sons, I still consider it possible, in principle, to develop a procedure that allows
some international institution to recognize the reality of insolvency (or illiq
uidity) and require restructuring of sovereign liabilities.
The true obstacle to such a procedure is political. It would involve greater
interference in financial markets and debtor country policies than the govern
ments of the world are ever likely to grant. The conclusion I draw is that we
will not find any rules-governed way of handling sovereign liquidity or insol
vency crises, not because it is conceptually impossible, but rather because it is
politically unacceptable. For this reason, I agree with Eichengreen's somewhat
pessimistic conclusions. But this does not mean it is impossible to do anything
both to reduce the chances of economy-wide crises and improve upon current
methods of handling them.
We do, after all, have perfectly good ways of handling insolvency in the pri
vate sector. It is called bankruptcy. In the East Asian case, governments were
not heavily indebted. Their private sectors, including their banking systems,
were. The obvious question then s
i why standard domestic insolvency proce
dures did not resolve the problem of private sector burden sharing.
There appear to be five answers to this question. First, the countries did not
have well-developed bankruptcy procedures. Second, the governments were

unwilling-or unable-to let much of their domestic entrepreneurial class

disappear into bankruptcy. Third, so large a portion of the private sector was
insolvent, following the collapse of the exchange rate and the excessive foreign
currency indebtedness, that no conceivable bankruptcy procedure could have
coped. If big enough, a private sector crisis is inevitably a nationwide one.
Fourth, bankruptcy was concentrated in the financial system, which can never
be allowed to collapse. Fifth, some of the external creditors were so powerful
that governments could not risk offending them by letting bankruptcy proce
dures have the normal effects on their loans.
i possible for countries
I would like to comment on these answers. First, it s

to develop bankruptcy procedures; it is not easy but it is possible and must be
done with the greatest possible urgency. Second, if countries are unwilling to
accept the risk of crisis-induced mass bankruptcy, they need to consider the
case, and the conditions, for opening their private sectors to international bor-

©International Monetary Fund. Not for Redistribution

288

Martin Wolf

rowing with great care. Third, once the exchange rate crisis is over and the cur
rency has, as it normally does, recovered from its low point, the scale of the
bankruptcy should fall. This should make it easier to let a standard procedure
work. Fourth, there may be, even so, too much bankruptcy for any case-by
case procedure to handle efficiently. I t may be necessary, therefore, to force
debt-equity conversion across a number of bankrupt private companies at
once. The need for development of such emergency economy-wide bank
ruptcy procedures may be an important lesson from this crisis.
The final comment is that the financial system does indeed create special
difficulties. Rightly or wrongly, there is now a consensus that no government
can allow the core institutions of its financial system to collapse, even if de
positors do benefit from limited insurance. This resistance is not just to the
collapse of the financial system as a whole, but to the collapse of any big insti
tution. I am not persuaded that this is absolutely necessary but we must accept
the full implications of this consensus.

It means that borrowing by core do

mestic financial institutions is potentially government borrowing. This bor
rowing should be regulated and controlled as such. To put the point bluntly,
financial institutions are not private in any meaningful sense. The profits and
a portion of the losses are private. Beyond that, losses fall on the public. So li
abilities that are private ex ante become sovereign liabilities ex post. Once that
has happened they are subject to

all the difficulties with sovereign borrowing

described by Eichengreen.
The conclusion I draw from all this s
i that precisely because there is such
huge difficulty in managing sovereign foreign currency insolvency or illiquid
ity (which may have to include the foreign currency indebtedness of an only
notionally private financial sector), there should be less of it.

It is difficult to

see why sovereigns need to borrow heavily in foreign currency. Let them either
balance their budgets or borrow in domestic credit markets. That would have
the advantage of stimulating development of the domestic credit markets. But
most of the borrowing could be private. This would be facilitated by privati
zation of the bulk of a country's infrastructure.
Most borrowing and lending would then be to, and from, private parties sub
ject to normal bankruptcy procedures. Burden sharing or "bailing in the private
sector" would be automatic. Difficulties would arise, therefore, only to the extent
that government policies generated excessive foreign currency borrowing, fol
lowed by exchange rate collapse, or permitted guaranteed financial institutions
to borrow freely abroad. The combination of floating exchange rates with tight
regulation of core financial institutions should help avoid this.
If there were this separation between foreign currency borrowing by the
private sector and the activities of the government, it would also be easier to
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provide the latter with foreign currency support during a crisis, without being
accused of bailing out the former.
Creditors of bankrupt private borrowers would suffer losses. But interna
tional support would ward off mass private sector insolvencies generated by
developments beyond the control of individual borrowers and lenders-in
particular, by huge exchange rate declines, very deep recessions, or both.
My conclusions are four. First, I agree that there is no neat and acceptable
solution to the problem of sovereign foreign currency debt crises, because the
bankruptcy (or even illiquidity) of states cannot be made to work smoothly.
But this is a reason for diminishing sovereign borrowing. Second, bankruptcy
can and must be made to work where indebtedness is private. The biggest la
cuna in Eichengreen's paper is that it ignores this issue. Third, if foreign cur
rency borrowing by financial institutions becomes sovereign ex post, it should
be treated as potentially sovereign ex ante. These institutions should not be al
lowed to borrow freely abroad. And finally, if domestic insolvency procedures
were the main way to ensure the bailing in of private sector lenders, it would
be possible also to provide liquidity support to governments, in the form of
supplementary foreign exchange reserves. This would not be a "bail out." It
would merely be a way of ensuring that the mistakes of some borrowers and
lenders did not determine the fate of everyone engaged in the economy.
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The Role of IMF Advice:
A Postcrisis Examination
Takatoshi Ito•

The Asian currency crises have raised questions about the effectiveness and
appropriateness of IMF conditionality demands imposed upon crisis coun
tries. The IMF has been accused of failing to predict a currency crisis in Asia,
to halt the collapse of the exchange rate, to stop contagion spreading from
Thailand to the rest of the emerging markets, and to prevent crisis countries
from falling into deep recessions. Critics argue that much of the fault for the
failures was due to misguided conditionality demands imposed on crisis coun
tries by the IMF. Criticism of IMF conditionality can be categorized into three
types: questioning tight fiscal policy, tight monetary policy, and the appropri
ateness of structural policies.
The IMF contends that it had warned Thailand of imminent danger as far
back as early 1996, and that Thailand came to the IMF to ask for help after all
of its foreign reserves had been spent on forward contracts and after domestic
markets were a mess. Both Thailand and Indonesia did not follow through

i their Letter of Intent,
with their first IMP-supported programs as declared n
so that market confidence was lost. The IMF admits that fiscal policy was too
tight, but only with the benefit of hindsight. It maintains that what went
wrong was an overly optimistic forecast. A crisis is a time of opportunity to
press for structural reforms that may be politically unpopular.
The following discussion is about whether IMF conditionality should in
clude the so-called structural issues, namely financial sector reform, corpo
rate governance, trade and industrial policies, and other matters lying outside
the domain of exchange rate and macroeconomic policies. The appropriate
division of labor between the IMF and other international organizations,

*The opinions in this chapter are author's own, and do not necessarily represent those of the
institutions which the author has been affiliated with at any time.
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such as the World Bank and the Basel Committee., is also considered as well
as ways for the IMP to strike that careful balance between confidentiality and
transparency.
An Assessment of the IMP-Supported

Programs in Asia

One of the important functions of an IMP-supported program for a crisis
country is to rebuild market confidence in the country's policy. The IMP and
the country's government agree on what path policies will take in the follow
ing years (typically three years) with IMP monitoring. Even though the bene
fits of policy reform will not materialize for more than a year or so, the effects
on the market may be immediate. If the market is convinced that good policy
will be enacted, the market will take that into account, and behave accordingly.
For example, if the market is convinced fiscal reform will be put into place to
eliminate budget deficits, long-term interest rates would come down immedi
ately; if the exchange rate is expected to stabilize, then foreign direct invest
ment may flow back into the country; and if the structural reforms of the
banking sector are agreed upon, depositors would be assured that banks will
be strengthened, so bank runs would then stop. These kinds of changes in ex
pectations are very important in fighting the twenty-first century type of fi
nancial crisis-that is, crisis caused by capital flows rather than current ac
count deficits. Confidence in an IMP-supported program would stop panicky
capital outflows and convince foreign creditors to roll over their loans. Corre
spondingly, the success of IMP-supported programs can be measured by re
sponses in the exchange rate or interest rate.
By looking at the market's response to the program announcements, we can
gain some insights into how effective the market deems the programs to be.
This section attempts to quantify how the foreign exchange market responded
to announcements of the IMP-supported program with crisis countries, using
the event study method.
The value of a program country's currency (amount of local currency per
U.S. dollar) s
i standardized at 100 on the benchmark day, usually the day that
the agreement between the IMF and the crisis government is reached and an
nounced. This agreement date precedes the IMF Executive Board meeting on
the program by one day to three weeks. The agreement, however, is rarely
turned down or amended in the Executive Board meeting, so we can regard
the market as being given full information on the agreement date.
The currency movements before and after the benchmark date are then
compared. An effective agreement would be one where the currency had been
depreciated before the IMP agreement (because support programs tend to be
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Table 1. Key IMF Program Announcements and Currency Movements
Before and After the Announcement Dates

Agreement
Announcement
Date
Aug. I I , 1997
(Tokyo meeting)

Thailand

Dec. 3, 1997

Aug. 20, 1997
Nov. 5, 1997
Dec. 4, 1997

)an. 15, 1998

na
na

Oct. 31, 1997

Indonesia
Korea

Dec. 24, !997

Indonesia

IMF Board

Exchange Rate on
the Announcement Exchange Rate
Day
on July I, 1997
B 32.6

B 25.905

Rp 2431.5

Rp 3605
w 1196.0
w 1962.5
Rp8950

w 887.85
w 887.85

Rp 2431.5

Exchange rate changes, before and after the announcement dates

After

Before

1 month
96.2
93.4
90.7
80.3

2 weeks
101.9
96.9
99.4
86.5

IMF Event Day

1 week

2 weeks

1 month

101.0

Thailand (A)
Aug. U, 1997

102.1

108.6

1 13.0

96.6

Thailand {B)
Aug. 20, 1997

104.4

115.5

113.5

99.2

lndone.sia
Oct. 31, 1997

91.7

95.4

101 .2

92.8

Korea
Dec. 3, 1997

130.8

123.8

148.2

92.1

95.1

95.0

148.0

122.3

105.0

1 week

59.0

85.2

80.6

Korea
Dec. 24, 1997

64.8

61.4

112.8

)an. 15, 1998

Indonesia

Source: Author's calculations based on data from Datastream.

formulated in response to depreciation); but would then appreciate after the
agreement because the program would restore confidence. This methodology
is further explained below.
Table 1 shows the one-week, two-week, and one-month changes both be
fore and after the key IMF agreement announcement dates for Thailand, In
donesia, and Korea.

i difficult to decide whether
Two cases are shown for Thailand, because it s
August 1 1 (the date of the Tokyo meeting to determine the outline of the pack
age) or August 20 (the date of the IMF Executive Board decision) is appropri
ate to use as the benchmark. If the Tokyo meeting is taken as a benchmark, the
baht depreciated about 4 percent one month prior to the meeting, and it de
preciated more than 13 percent after the Tokyo meeting. The meeting did not
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halt the depreciation trend. If August 20 is taken as the benchmark, the cur
rency depreciated about 6 percent in the one month before the program, and
depreciated 13 percent after the program. In either case, the IMF-supported
program for Thailand did not have a major impact on the currency deprecia
tion, or maybe depreciation worsened afterwards. The fact that the size of the
depreciation after the program was larger than before shows the failure of the
IMF-supported program in Thailand to restore market confidence and stop
further depreciation.
In the Indonesian program, which was agreed to on October 31 and ap
proved by the IMF Executive Board on November 5, the benchmark date
should be October 3 1 . On the day of the agreement, closures of 16 banks
were also announced, and concerted intervention to prop up the value of the
rupiah was implemented on November 3. Before the IMF agreement, the
value of the rupiah had been basically flat for two weeks, while it had depre
ciated by 1 0 percent compared with its value a month earlier at the end of
September. The rupiah would appreciate by 10 percent on the day after the
agreement mostly because of the concerted intervention. The Indonesian
program looks like a textbook case for an IMP-supported program if we
compare the rupiah two weeks before and after the agreement. After one
month, however, the appreciation gained by the October 3 1 agreement had
disappeared. A confidence effect is detected in the short run (two weeks), but
not in the long run (one month).
In the case of Korea, the won had depreciated by 20 percent in November.
IMF support was requested at the end of November and the program was pre
sumably put together hastily. An agreement was reached on December 3, and ap
proved by the Executive Board on December 4 (unusually short notice). De
cember 3 was chosen as the benchmark (but it would not have mattered much
if it had been December 4). This program was a disaster in the won market-the
value of the won went down by 30 percent in the week following the announce
ment of the program, and by 50 percent in the month following December 3.
In response to the ineffectiveness of the December 3 program, the IMF and
G-7 devised another agreement on December 24. Movements of the exchange

rates before and after December 24 fit a clear pattern for an effective IMP
supported program. The won depreciated about 40 percent before the De
cember 24 program, and appreciated after the program. Even after a month,
the level of the won stayed 5 percent above its December 24 level. The differ
ence between the December 3 program and the December 24 program is sug
gestive of what the market wanted to hear. The most important part of the De
cember 24 program is the agreement that the developed countries would
"forcefully guide" their banks to roll over their loans to Korea.
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Turning again to Indonesia, the rupiah's fall in December and January was
spectacular. The exchange rate level of the rupiah sank from 4,000 at the be
ginning of December to 9,000 by January 15. An agreement was put together
on January 15 but it did not restore confidence either. As shown in Table 1, the
rupiah's fall continued even after January 15, depreciating by 50 percent after
the announcement. Thls is not confidence building.
In summary, the most effective IMF program shown in Table 1 was the Ko
rean program of December 24, which must have contained some good ele
ments in it from the market's perspective. The disastrous programs were the
December 4 Korean program and the January 15 Indonesian program. Thai
land's program in August did not build confidence either, judging from a slow
decline in the baht following the program. A curious case is the November 5
Indonesian program because it had a positive effect for two weeks, but the ef
fect was not sustained.
Of course, thls is only one way to look at IMP-supported programs through
the market's reaction. The method employed in this section does not examine
the contents of the program or its long-term impact. Details of the programs
will be examined below.
On the Methodology
Possible criticisms of the before-and-after method are examined here.1 First,
the method may be criticized on the grounds that the success of programs is
not properly measured in the before-and-after comparisons. What would be
proper is to conduct a "with" and "without" comparison, and to compare out
put or growth losses, instead of exchange rate changes, for some extended pe
riod. Second, my evaluation of the IMF program can be challenged on the
question of "alternatives" to the IMF program.
On the first point, high-frequency (that is, daily) data are used to analyze
confidence effects, because the crisis is caused by capital flows. Restoring in
vestors' confidence is key for the success of IMP-supported programs. Capital
flows are quick to move into and out of a country, and the success of the pro
gram should be judged in days, not years. The IMF, to some extent, played the
confidence game-window dressing the size of packages (using the second
line of defense) and producing a highly visible announcement ceremony for
the agreement-in order to stop the capital outflows so that the value of the
currency would stop falling and, in turn, to make it possible to lower interest
rates to help recovery. Capital flows or its best proxy during the crisis, namely

1These criticisms were advanced by Mohsin Khan in his comments at the conference..
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the currency value, are the best variable by which to judge the success of the
IMP-supported program. Surely, if the crises in question are of a traditional
type-current account deficit-then the best measure of success and failure
would be output losses or growth in annual data. But, we have a new type of
crisis-capital flows-and we need a new method. This is the justification for
adopting the method of using daily exchange rate movements. Although there
could be alternative criteria for gaining more information on the effectiveness
of the IMP-supported programs for crisis countries, I maintain that the be
fore-and-after analysis gives a good record of financial market responses to the
IMP program announcement.
If we use the "with" and "without'' methodology, a comparison of Indonesia
"with" an IMP-supported program and Malaysia "without" an IMP-supported
program seems to be a natural choice. Malaysia compares favorably with In
donesia in terms of exchange rate movement, inflation record, or output losses
from July 1997 to December 1998. Both countries were threatened by conta
gion from Thailand and were adopting similar austerity programs in the fall of

1997. Malaysia was seen as a country that was adopting an IMP-type program
without a formal agreement. A policy of fiscal austerity was adopted without
extensive structural reforms in the fall and winter of 1997. Later in 1998,
Malaysia deviated more radically from its austerity program and imposed
capital controls. Malaysia seems to present the case that comes closest to a
"counterfactual:'

An earlier IMP study uses the "with" and "without" methodology as applied
to large countries, and basically shows that the "with" countries did better than
the "without" countries. Cases analyzed in this study fall in the category of
traditional-type crises. Note that there is a problem of sample bias from the
so-called "mean reversion" phenomenon for this type of study. If a country has
been doing badly, for example, in terms of its current account, the latter will
tend to improve at some point due to natural market forces. Even without an
IMP-supported program, the current account would be corrected by a cur
rency depreciation (once foreign reserves were exhausted). So, the IMF pro
gram is favored to succeed given this tendency toward mean reversion.
Assessment and Discussion2
There are widespread perceptions that the IMP operations in Asia could have
been better. There are three types of questions about the IMP's advice. The
first concerns crisis prevention-could the IMF have forecast a crisis in Asia

2For the contents of IMF programs, see IMF ( 1998), press reports, and other IMF sources.
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and prevented it? The second is why the IMF could not stop the currencies
from overshooting. When the IMF's help was requested by a crisis country in
Asia, the exchange rate had already depreciated to some extent; further depre
ciation was not justified by the fundamentals. The third concerns contagion
from one country to another. Crisis epicenters seem to have shifted from Thai
land to Indonesia, to Korea, and then back to Indonesia over the 12 months
following the Thai devaluation. Given what happened in Thailand, why
couldn't the IMF prevent contagion and the sharp economic downturn in the
Asian region?

Crisis Prevention
After the Mexican crisis in 1994-95-the first financial crisis of the twenty
first century-the IMF knew that another similar crisis would eventually
occur. The IMF was supposed to prepare for the future crisis and prevent it
from happening or to contain it when it did happen. But the IMF could not
prevent Thailand and other Asian countries from suffering the same rate. The
IMP's surveillance and advice on crisis prevention must be questioned.
The usual answer to this criticism is that the IMF was aware of Thailand's
dangerous situation and had warned Thailand accordingly.
In the case of Thailand, the crisis, if not its exact timing, was predicted. Beginning
in early 1996, a confluence of domestic and external shocks revealed vulnerabilities
in the Thai economy that, until then, had been masked by rapid economic growth
and the weakness of the U.S. dollar to which the Thai baht was pegged. But in the
following

18 months leading up to the floating of the Thai baht in July 1997, nei

ther the IMF in its continuous dialogue with the Thai authorities, nor increasing
market pressure, could overcome their sense of denial about the severity of their
country's economic problems.3

In fact, at the end of 1996, it was easy to detect that Thailand was indeed in
trouble, because the current account deficit was about 8 percent of GDP,
which was too large to sustain, and export growth had plummeted from 25
percent in 1995 to zero in 1996.
However, the IMF does not seem to have warned other Asian countries in
advance. Indonesia, Malaysia, and Korea, in particular, did not receive warn
ings either from the IMF or the market, even after the Thai devaluation. In Au
gust 1997, Thailand's neighboring countries-Indonesia, the Philippines, and
Malaysia-dropped their currencies' de facto peg to the dollar. This was done,
however, without major losses in reserves. The fundamentals in these coun-

3Fischer (1998).
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tries were considered better than Thailand's. Some fund managers moved as
sets from Thailand to Indonesia in August and September. The contagion
from Thailand to Indonesia did not turn serious until late September, and
contagion to Korea did not occur until mid-October.

Crisis Management in Thailand
Given that Thailand made mistakes in maintaining the de facto dollar peg
regime too long, and that Thailand lost the foreign reserves because of a large
speculative attack in mid-May, what could the IMF have done in August? The
Thailand program was approved by the IMF Executive Board on August 20,
1997-seven weeks after the July 2 devaluation-and the baht had depreciated
by "only" 20 percent. This contrasts with the 50 percent depreciation of the
Mexican peso within one week of the Mexican devaluation on December 20,
1994. The peso had already depreciated by 50 percent by the time the IMF
came in, so the overshooting had already occurred. Unlike Mexico, the IMF
had the chance to induce a soft landing in Thailand, by preventing overshoot
ing of the currency beyond where it was at the time of IMF involvement.
Moreover, Thailand's growth in 1998 turned out to be much lower than the
IMF had forecast in August 1997. However, the Fund did not succeed in main
taining growth at the level that it had targeted.
The IMF's program for Thailand in August was composed of the usual fis
cal austerity measures (fiscal surpluses of 1 percent of GDP) and high interest
rates. The fiscal surplus was n
i tended to finance the losses that were expected
to result from financial sector cleanup and the n
i terest rate increase was sup
posed to defend the currency. The IMF must have thought that a 20 percent
depreciation was enough to restore price competitiveness, and, therefore, from
a macroeconomic fundamentals point of view, there was no reason to depre
ciate the baht further. In addition to the macroeconomic conditionality, the
program emphasized quick resolution of the nonperforrning loans problem
among the finance companies. Before the IMF-supported program was intro
duced, 58 finance companies had been "suspended" (16 at the end of June and
42 in early August), but they were essentially still operating by collecting from
old loans only (no new loans or new customers) and the management of these
companies was not replaced. The IMF demanded that the finance companies
be either liquidated or rehabilitated. The plan was to have the appropriate de
cisions taken within a month, but they were not.
Another factor in the August IMP-supported program for Thailand was the
disclosure of the outstanding forward contracts (to sell dollars) that the Bank
of Thailand had with investors (or speculators). The massive attack on the
baht occurred in May, and even in August, it was revealed, the Bank of Thai-
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$23.4 billion. The IMF package of $17.2

billion did not impress the market, partly because the IMF program was
smaller than the revealed contracts.4
The program, as a whole, did not impress the market, as the baht did not
respond favorably. The soft landing of the baht would have been easy if the cri
sis had been caused by fundamentals. The 20 percent depreciation was proba
bly close to the right magnitude to correct the large current account deficits.
Admittedly, the criss
i in Thailand was not a traditional type but a new twenty
first century type, one caused by massive capital flows. The IMF tried to give
confidence to the market and prevent further capital outflows, counting on
rollovers, but failed.
Critics argue that neither the content nor the size of the package impressed
the market. First, the high interest rate policy and tight fiscal policy in Thai
land's August program meant that the economy would be heading toward a re
cession. Second, the financial system reforms, which were emphasized, would
take a long time and the deadline set by the IMF may have been too optimistic.
When the deadline was not met, the market reacted negatively.
Thailand traditionally had fiscal surpluses. When capital inflows were quite
large, one policy option Thailand adopted was to increase fiscal surpluses to
lessen the need for foreign capital.5 The reason for the large current account
deficits in Thailand was large private capital flows into the private sector, not
the government sector. Fiscal austerity in Thailand should not have been as
important a factor in confidence building as it was in Latin American coun
tries. Critics argue that fiscal austerity was a mistake for Thailand, because fis
cal deficits were not on the list of the precrisis weaknesses. Moreover, it con
tributed to "overkill" in the economy and worsened the nonperforming loans
problem. The economic growth forecasts for

1998

were frequently revised

downward.
Critics also point out that cleaning the financial sectors caused a decline in
bank lending. Combined with a prolonged period of high interest rate, bank
loans were shrinking sharply. A severe credit crunch occurred from August

1997 to the spring of 1998. Many small and medium-sized firms could not ob
tain working capital or trade credits because banks were cutting down on
credit availability irrespective of projects or the viability of businesses.6 Few

'See Ito (1998a and 1998b) and Nukul Commission (1999) for what happened in a speculative
attack against the baht in May 1997.
5Thailand was indeed praised for its management of capital inflows during the emerging mar
ket boom. See Khan and Reinhart (1995).
6See Ito and Pereira da Silva ( 1999) for im analysis ofthe credit crunch in Thailand.
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major policy steps were taken to mitigate the severe credit crunch. This par
tially explains why exports did not grow faster despite a large depreciation.
The IMF response to the criticism7 is that the Thai baht did not appreciate
because the financial system reforms that were supposed to be carried out in
the few months following the August agreement were never completed. For ex
ample, the resolution of the problem involving finance companies was origi
nally scheduled to be completed within one month, but it actually took four
months before the fate of the 58 suspended companies was decided under an
other government. Backtracking by the government on financial reforms was
viewed as harmful by the market.
It should also be pointed out that other crises occurred in Indonesia and
Korea, which influenced the Thai baht's value. Had the crises not occurred
elsewhere, the baht's depreciation would have been contained.
As for the criticism against fiscal austerity, the IMP's response is that, first,
it was thought necessary to finance bad loan losses, and second, fiscal auster
ity was the correct prescription based on the growth forecast, which only later
turned out to be overly optimistic. Once the growth "forecast" was revised
downward in February 1998, the IMF quickly allowed fiscal deficits. However,
the "forecast" was also done by tpe IMF, not by an external source. Fiscal aus
terity has to be part of the set of assumptions that are built upon in the
process of obtaining a growth forecast. Therefore, a mistakenly optimistic
forecast is really a mistake (or internal inconsistency) in the model that the
IMF used.
Regarding monetary policy, the IMP argues that high interest rates con
tribute to defending the exchange rate. As soon as weakness in the exchange
rate has abated, the interest rates can then be lowered. But this contributed to
a credit crunch and slowdown of the real economy. Critics point out that the
exchange rate had already been floated in Asian countries when the IMF came
to the rescue. The interest rate defense of the exchange rate has to be measured
against the danger of overkill in the economy. It can be argued that a pro
longed period of high interest rate policy is more harmful than beneficial. The
decline in interest rates did not materialize in Thailand until February 1998,
and a substantial decline did not occur until the summer of 1998. The credit
crunch between the summer of 1997 and the summer of 1998 was not seri
ously dealt with in the IMF program.
In my judgment, the Thai program should have included a larger support
package, and fiscal deficits should have been allowed. Since the mistake of de-

1for example, see Lane and others (1999).
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fending the fixed exchange rate had already been committed and the exchange
rate, after being floated, depreciated by 20 percent, the IMP's support in early
August should have been a financial package large enough to repay all of the
forward contracts to speculators (US$23.4 billion at the time the IMP

supported program was announced). ln return, the IMP should have required

that financial sector reforms were to be implemented quickly and measures
taken to strengthen the current account.
A standard criticism of a large financing package is that it would cause
moral hazard on the part of lenders and borrowers. If moral hazard by lenders
is feared, forced rollovers, or capital controls could have been an alternative. If
moral hazard by borrowers is feared, and I think it should be taken very seri
ously, then strengthening financial supervision, strengthening prudential reg
ulation, and imposing more controls over financial markets would have been
the answer. But the pains of reform do not necessarily have to be accompanied
by an acute foreign exchange crisis.
It seems that the crucial difference between the critics and the defenders lies
in the feasibility and possibility of reforms without a crisis. The IMP argues
that pressing for structural reforms in times of crisis is "grabbing a window of
opportunity;' while critics hop.e that financial and structural reforms are bet
ter attained during peaceful times in the economy.

Crisis Management in Indonesia, October-November 1997
In the Mexican crisis of 1994-95, contagious effects to other Latin American
countries were limited. There was a period of pressure on the currency and
stock markets throughout Latin America, but there was no widespread col
lapse of exchange rate regimes. Argentina and Brazil succeeded in keeping
their respective currency regimes in 1995. Contagion in Asia in 1997-98 was
much stronger and was a factor in both the Indonesian and Korean currency
crises.
The baht continued to depreciate after the IMP-supported program to

Thailand in August. As the baht depreciated continuously through July, Au

gust, and September, other currencies in neighboring countries were also

dragged down. The Philippines, Indonesia, and Malaysia all abandoned their
rather rigid exchange rate arrangements by the end of August. They did so vol
untarily, and without losing much foreign reserves. The collapse of the de facto
dollar peg was already evident by the time Thailand agreed to an IMP
supported program.
When Indonesia asked for an IMP-supported program in October 1997,
there was a sense that the program was "precautionary" in nature because the
country was not under imminent threat of crisis. Macroeconomic fundamen-
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tals were relatively strong (at least in comparison with Thailand), foreign re
serves had not been lost (unlike in Thailand), and the regime shift to a float
ing exchange rate had been smooth.
The rupiah had depreciated by about 50 percent (from the precrisis level on
July 1, 1997) when the IMF and the Indonesian government reached an agree
ment on October 3 1 . The program was expected to prevent further deprecia
tion or even strengthen the overdepreciated currency. The October agreement
contained four elements that should be highlighted: tight macroeconomic
policy, foreign exchange market interventions, the closing of 16 banks, and
structural reform conditionality.
Tight monetary and fiscal policy was agreed on, as usual. The high interest
rate was introduced to prevent the currency from sliding down further, and
tight fiscal policy was introduced to restore the confidence of investors and to
pay for the costs of financial sector reforms. This element is exactly the same
as in the Thai program. Second, interventions to buy the rupiah were con
ducted on November 3. These measures produced confidence in the rupiah
and it appreciated by 10 percent immediately-this was new.
In the end, however, it was the Indonesian rupiah that depreciated the
most. The rupiah reached a low of 15,000 per U.S. dollar on January 23, 1998,
compared with 2400 at the precrisis level. The fall in the currency value to one
sixth of its precrisis level cannot be justified by movement in the fundamen
tals. Something went wrong between the IMF and the Indonesian government
in the period extending from October 31 to mid-January 1998.
With the announcement of the Indonesian agreement, 16 national banks
were closed. This was decisive action, compared to Thailand's "suspension" of
58 finance companies. In fact, the slow resolution of the problem of the fi

nance companies in Thailand might have convinced the IMF to require deci
sive actions in Indonesia. Some aspects of the closures caused controversy af
terward: the criteria for selecting the 1 6 banks were not transparent; not all of
the deposits in the 1 6 banks were protected; and there was no announcement
about the fate of other banks. The explanation was that action was needed to
eliminate moral hazard by bank managers, to hasten the bank restructuring,
and to send a message to the market that reforms were coming. Indeed, clos
ing the banks that were connected to lthe family of President Suharto was con
sidered to be a very tough job.
In addition to banking reforms, several structural reforms were also em
phasized. These reforms included eliminating subsidies to various goods and
commodities industries, including energy and rice; breaking up monopolies,
including the national automotive industry; and reforming the distribution
system of some products.
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These structural reforms were based on both economic efficiency and eco
nomic equity. The monopolies were considered, on the one hand, to be misal
locating resources and harming consumers and users of these products, and,
on the other hand, to be enriching the family members and friends of Presi
dent Suharto. The structural issues might be at the heart of economic effi
ciency in Indonesia, but a relationship to capital flows in crisis was, on the sur
face, unclear. The logic was that "market confidence" in Indonesia would be
strengthened by (a pledge of) tough actions to correct policy problems that
had plagued the economy for so long. Deadlines for these actions reportedly
were not immediate or strict. Most of the structural reforms were planned as
gradual reforms with target dates several years away.
Critics have argued that the role of the IMF in the Indonesian crisis was
more questionable than in Thailand's program. Thailand's fundamentals (in
particular, the large current account deficits) were obviously weak before the
crisis, and the Bank of Thailand made the error of losing most of its foreign
reserves. By the time they approached the IMF, the economy was already very
"sick." In contrast, Indonesia, even in late October was still relatively "healthy."
There are three specific points that critics make. First was the excessively
tight monetary and fiscal policy, which was already discussed in the earlier sec
tion on Thailand. The justification of fiscal surpluses is to enhance confidence
and to pay for financial sector reform. If the economy is heading for a reces
sion, however, fiscal surpluses may not build confidence. Tight monetary pol
icy was recommended to prevent inflation and to restore a more reasonable
level for the exchange rate (recall that the rupiah was down by about 50 per
cent in late October).
Second, to close

16 banks without full deposit protection or a comprehensive

statement about the rest of the financial sector was a mistake, because it caused

i the following months.
a bank run and general distrust in the financial system n
The criteria for selecting the

16 banks were unclear. It was well known among

the informed, rich depositors that there were other banks that were just as weak
as the

16 selected. Sudden death for the 16 banks showed that more of the same

could happen in the near future. Therefore, with deposits not fully guaranteed,
depositors thought it wise to move their money to stronger banks or overseas.

A better policy would have been either to enact more sweeping action or to
take a more gradual approach. For example, the authorities could have dosed
more weak banks, but with a public announcement on the health of the re
maining banks and a full guarantee of deposits in them. A more gradual ap
proach would have been to set up the capital adequacy criteria first and allow
banks to submit rehabilitation plans. The latter option was not attractive,
however, in the light of the Thai example with its record of slow progress. The
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IMF defends its recommendation of the quick closure of the 16 banks, with
out full deposit guarantee, because it says it was necessary to prevent "moral
hazard." To rescue depositors would have increased the cost of financial sector
reforms, and it would have caused bank management to relax. I assert, how
ever, that in order for there to be market discipline to prevent moral hazard,
more information on the conditions of banks had to be provided.
Third, structural reforms were extremely difficult to achieve in the short
run. The problems highlighted in the November program were well-known
problems, and target dates were typically set far enough in the future that they
did not cause any sense of urgency.
Although the critics view Indonesia's economy as having been relatively
healthy, this does not mean that it did not have problems. The Indonesian
macroeconomic situation was relatively strong at the time of its first program,
but the economy did have weaknesses. And with prolonged uncertainty in the
exchange rate markets in the region, the Indonesian economy became more
fragile. Weakness in the exchange rates reflected deteriorating macro funda
mentals. Moreover, the fact that the rupiah had appreciated since November 3,
for about two weeks, shows the initial success of the IMP-supported program.
It was only after the backtracking on policy commitment that the exchange
rate started to fall. One of the banks that closed in November was reopened
(by its purchasing another bank's license) within one week at the same loca
tion. Because the bank was controlled by one of President Suharto's sons, the
market viewed it as backtracking on the part of the government.
Disagreement between the IMF and the Indonesian government caused
most of the exchange rate depreciation, and it is difficult to assign the blame
to either side. Some could say that failure to meet the IMP's deadlines was the
fault of the government. Others could view the IMF as overly optimistic about
the government's ability or willingness to fulfill its commitments. Adjustment
and structural reforms take time. The IMF may take the view that a crisis is a
window of opportunity to press through politically difficult structural re
forms. Critics argue, however, that when an acute crisis s
i at hand, structural
reforms should not be the focus of attention. If investors "wake up" to struc
tural vulnerability before comprehensive measures are crafted, pressures on
the foreign exchange market could worsen.
What would have been an alternative? In my judgment, the initial program
of November 1997 could have been crafted a little more carefully on the fi
nancial market reform. At the end of October 1997, there was no acute short
age of foreign exchange. The financial sector reform should have been more
comprehensive, addressing problems in state banks and private sector banks
altogether, while maintaining public confidence in the financial system during

©International Monetary Fund. Not for Redistribution

The Role of IMP Advice: A Postcrisis Examination

307

the period of financial sector reforms. It is also my view that the November
program was too ambitious, trying to achieve too many things at the same
time. The program in early November should have been more focused on
measures to maintain a relatively strong macroeconomy and bringing up for
eign reserves, in order to prevent contagion from Thailand.

Crisis Management in Indonesia, December 1997-Apri/ 1998
The rupiah again became the focus of investors' attention in December 1997
and January 1998. The rupiah plummeted in December in response to a
rumor that President Suharto's health was declining and Mr. Habibie would be
named vice president in the upcoming election in March 1998. The exchange
rate depreciated from Rp 4,000 per U.S. dollar to Rp 5,500 per U.S. dollar.
Then in January, it went into a free fall. There was a spectacular clash between
the IMF and the Indonesian government over fiscal policy. On January 6,
1998, President Suharto presented a budget for the following fiscal year with
more than a 40 percent increase in size. The IMF objected to this budget, and
a battle ensued. In the IMF's view, this budget violated the tight fiscal policy
goal, causing loss of confidence in Indonesia, and as a result the rupiah quickly
lost value from Rp 5,500 per U.S. dollar on January 1 to Rp 10,100 per U.S.
dollar on January 8, a loss of half of its value in just one week.
Another agreement was reached on January 15, 1998, in an attempt to cor
rect the problem. The agreement was hastily put together in response to the rift
over the fiscal budget, and it included a list of structural policies. The January
15 agreement was unusual in two respects. First, it was announced at a highly
visible signing ceremony attended by President Suharto and IMF Managing Di
rector Michel Camdessus. Second, the documents contained a long list of struc
tural reforms. The purpose of the agreement was to stop what appeared to be a
free fall of the rupiah, and the list of structural reforms seemed only remotely
related to the exchange rate issue. The largest decline in the rupiah occurred
following the IMF agreement on January 15. Ironically, the rupiah, which was
considered to be relatively strong among the Association of South East Asian
Nations (ASEAN) currencies, became the weakest currency in the region.
The program (disbursement) was suspended in March; resumption of
funding was agreed to in April, but with further structural programs agreed to
by Indonesia. Elimination of energy-related subsidies, among others, was
often cited as a trigger for the social unrest that followed.
Critics argue that a list of structural measures did not build much confi
dence at this point. The program failed to address the essential part of market
anxiety-the rupiah's free fall, caused by political uncertainty and a rift be
tween the Indonesian government and the IMF. How investors could be reas-
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sured or encouraged to stay n
i Indonesia was not addressed. The IMF thought
that having President Suharto commit to tough reforms would restore confi
dence, but instead, the result was a loss of confidence by investors as shown by
a further fall in the exchange rate. First, structural reforms had little economic
link to the level of the foreign exchange rate. Second, the logic that tough
structural measures would enhance confidence in the market does not work
when the market has become skeptical about the government's ability to de
liver, as was the case in Indonesia in view of the government's track record
since October. The tougher the measures were, the more skeptical the market
became-the exact opposite of the intended effect.
It is difficult to imagine what could have been an alternative path for In
donesia if we could do it all over again. The initial IMF program had some
flaws-such as the closing of 16 banks without assurance about deposits in
other institutions-but this was not a critical problem, although in my judg
ment, it would have been much better to close more banks, say, forty, in order
to clear out the weak institutions in one stroke, but with a guarantee of de
posits in the rest of the financial system. As mentioned above, a series of events
made investors doubt the commitment of the Indonesian government after
the October 31 agreement. First, one of President Suharto's sons reopened a
closed bank, shedding doubt about the commitment to financial reform and
abolishment of crony capitalism. And the rumored health problems of Presi
dent Suharto caused a sharp depreciation in the rupiah in December. Still,
closer surveillance from late November to December might have saved the
original program. Unfortunately, the IMF was fighting on two fronts: one in
Indonesia and another in Korea. As a result, insufficient attention might have
been paid to keeping the program on track in December.
Consider events in and after January 1998, when the Indonesian govern
ment announced a budget that included an increase of 43 percent in spending
for the following fiscal year. The IMF openly criticized that budget for not
being consistent with the fiscal austerity program agreed on earlier, and the
disagreement resulted in further depreciation of the rupiah.
It is surprising that the Indonesian government crafted a budget that was
not consistent with the IMF-supported program, without the IMF being aware
of it, because, usually, the budget is prepared in close consultation. In this case,
there was a lack of communication between the Indonesian government and
the IMF. Did the Indonesian government deliberately hide the process? Or was
the IMF looking the other way?
It is not clear what the IMF could have done in December and January, but
if the program was to be saved, a lot more consultation should have taken
place, and any disagreement should have been kept behind closed doors.
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Remember that Indonesia came to the IMF with ample foreign reserves and
relatively better macroeconomic fundamentals than Thailand, which is often
criticized for approaching the IMF very late, that is, after having lost most of
its foreign reserves (through Bank of Thailand forward contracts), after hav
ing committed public money to defunct financial institutions (through FDIF
assistance to finance companies), and after having guaranteed all deposits,
thereby causing "moral hazard." None of these "too-late" problems were pre

sent when the IMF was invited to Indonesia. Yet, the outcome was much worse
in Indonesia than in Thailand. Defenders of the IMF cannot argue that In
donesia came to the IMF too late and too sick. Something went terribly wrong
there.

Crisis Management in Korea
Korea started to experience a sharp dep�reciation of its currency in November

1997. The IMF-supported program for Korea was agreed to on December 3,
1997 and approved by the Executive Board on the following day. The won had
been falling by 35 percent from its precrisis level. The contents of the program
were similar to Indonesia's: tight monetary policy, tight fiscal policy, financial
sector reform, trade and capital account liberalization, and structural issues
centered around corporate governance, corporate ownership structure (chae
bols), and labor market reforms.
In Korea, the problem at the beginning of December was the acute liquid
ity crisis, as foreign commercial banks refused to roll over short-term lending
to Korean commercial banks. It was feared that Korea, as a country, would run
out of dollars and default on its dollar liabilities. The package did not address
this problem, and it repeated traditional fiscal and monetary tightening. The
only innovation in addressing the liquidity problem was that the size of the
package was boosted to twenty times Korea's quota.
Not only did the program fail to stop depreciation of the won, but the
largest depreciation came just after the program was in place. This shows that
the IMF-supported program of December 4 did not restore confidence in the
market at all. It was an instant failure. The program neither provided enough
foreign currencies to pay back huge banking liabilities nor did it suggest a
standstill on the hemorrhage of short-term banking liabilities. The latter had
to wait until the IMF program of December 24, 1997.
Critics argue that addressing structural policies n
i the midst of an interna
tionalliquidity problem was irrelevant and did not deal with the heart of the
capital flow problem. It may even have been harmful because the market took
it as a signal that the country's capital problem would not be solved until the
structural s
i sues were solved, which would take a long time. Directing the mar-
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ket's attention toward structural issues did not work in programs in the De
cember 3, 1997, Korean program, or in the Indonesian program ofJanuary 15,
1998.
Critics see the Korean predicament as arising mainly from a liquidity prob
lem in bank lending. Although it was a mistake to create vulnerability by in
creasing bank borrowing to a level twice the size of foreign reserves, the weak
ness in the economy was not at the level that would precipitate the acute
foreign exchange shortage. Buying time to increase foreign exchange should
have been a central goal of an IMF-supported program.
The Korean experience also showed that having only a tight monetary pol
icy did not work when lenders were rushing to get out of the country in a
panic. Some tight monetary policy would have been desirable but in conjunc
tion with either large financing or explicit cooperation from creditors in
rollovers. The alternative to the December 3, 1997, Korea program would have
been either a program with a larger dollar amount, to impress the bankers who
were refusing rollovers, or a decisive standstill arrangement that resembled the
subsequent December 24 program.
Comparing the Russia and Brazil Programs with the Asia Programs
To offer some contrast to the Asian programs, the Russian program in the
summer of 1998 and the Brazilian progr.am of November 1998-January 1999
will be mentioned briefly. The major difference between the programs is two
fold. First, exchange rates were already floated in Asian countries when their
IMF packages were negotiated, while in Russia and Brazil exchange rates were
pegged to the dollar. It was quite strange that the IMF put together rescue
packages for Russia and Brazil in order to defend the dollar peg, while the IMF
earlier scolded Asian monetary authorities for sticking with the dollar peg too
long. After one month in Russia and a few months in Brazil, the dollar peg col
lapsed. Second, fiscal deficits were very large in Russia and Brazil, while they
were a nonissue in Asia. Fiscal tightening was indeed the right prescription this
time for Russia and Brazil.
Critics argue that there are fundamental difficulties in the IMF-supported
programs with Russia and Brazil and that the IMF was quite "soft" toward Rus
sia, compared with its programs in Asia, in several respects. First, when the IMF
supported program was given to Russia, with an attempt to defend the fixed ex
change rate in July 1998, the lessons of the Asian crises had still not been learned.
It was quite obvious to many that maintaining the fixed exchange rate regime
was not feasible at that point. Fiscal deficits were overwhelming and foreign re
serves were declining fast. Both fiscal and current account deficits were filled by
sales of GKO (short-term government debt instruments) to foreign investors. In
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contrast, Asian currencies were all floated before the IMP-supported programs
(e.g., the Thai baht was floated on July 2, and the program was decided on Au
gust 20). Yet, Asian central banks, especially the Bank of Thailand, were criticized
for maintaining the de facto regime too long. It looked very "soft" when the IMF
supported Russia without insisting on floating (a de facto devaluation) the cur
rency. The same argument applies to Brazil.
Second, at least seen from outside, the danger of issuing GKOs was not ad
equately pointed out to the Russian authorities, or alternatively to investors.
Financing fiscal and balance of payments deficits by issuing GKOs, with an in
terest rate higher than 40 percent, was not sustainable by any calculation. The
lesson of the Mexican tesobonos (short-term bonds the supply of which in
creased sharply in the last days leading to the Mexican peso crisis of 1994) was
not learned. This point will be elaborated on below.
Third, the collapse of the tax collection system was at the core of the crisis.
Structural reforms targeted at the tax system would have enhanced "confi
dence" in the market. Fiscal austerity should have been pushed vigorously in
Russia, but not in Asia; the IMF got the prescriptions backward.
Fourth, mismanagement of foreign reserves by the Russian central bank
seems to rival that of Asian countries,-and is even worse if what is reported in
the media about the central bank's accounts being diverted to tax havens
abroad is correct.
Let me elaborate on the point about the mushrooming issues of GKOs. The
unsustainability of financing deficits with GKOs at 40 percent interest was well
known in the market. Investors tended to regard the high yields of GKOs as high
returns with little risk, because they assumed the IMF would bail out the coun
try no matter what, which turned out to be false. Purchasing high-yielding GKOs
was even called a "moral-hazard play'' in the market, implying that the market
well understood that the Russian government would not be able to finance its
debts, but that the IMF would bail out the Russian government anyway.
The IMF seems to have been either complacent because of an apparently
controlled money supply and inflation rate, or too timid in pressing the issue
with the authorities and threatening to warn the market. The danger of short
term government bonds with high interest rates being issued to foreigners be
came quite apparent in the Mexican crisis. The lesson is that using a monetary
approach, which focuses on the money supply, and applying it to the emerg
ing market problem does not work in an environment prone to capital flow
crises. Was this forgotten in Russia?
Brazil is also interesting when compared with Asian cases. Again, fiscal
deficits and overvaluation due to the dollar peg were the sources of weakness.
Instead of addressing these problems, the IMF allowed Brazil to stick with a fixed
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exchange rate regime. The regime collapsed when investors reacted negatively to
news that one of the state governors opposed the fiscal reform plan. Because
Brazil had lost billions of dollars in speculative attacks prior to the IMP
supported program, Brazil and the IMP knew that they were racing against time.
Confidence building by implementing fiscal reforms did not instantly work.
In my judgment, the IMP should have insisted on some fiscal deficit reduc
tion before giving financial support to Russia and Brazil. The IMF was also
misguided in allowing the fixed exchange rate to continue when it provided
billions of dollars as a part of the programs.
Compared with the Asian crises, the root problems of the Russia and Brazil
crises were more of the traditional type resulting from fiscal deficits. Tight fis
cal policy and structural reforms aimed at correcting fiscal deficit problems
would have worked in Russia and Brazil, unlike in Asia. Yet, the conditionality
for these two countries seems to have been "soft," because the program was de
signed to defend their fixed exchange rate regime, while many in the market
thought that the fixed exchange rate had to go. The program stance was also
questioned in light of heavy IMF criticism of the Asian authorities' (especially
the Bank of Thailand's) behavior in defending the fixed exchange rate too long.

Summary
The effectiveness of the IMP programs in· Asia has been questioned because of
several "failures." Overshooting of the Thai baht was not avoided despite IMF
intervention. The IMP also failed to stop contagion spreading from Thailand
to Indonesia and Korea. In Indonesia, the IMP-supported program again
failed to prevent overshooting of the currency. The health of the banking sec
tor became especially weak in Thailand, Indonesia, and Korea and economic
growth rates in the region plummeted in 1998. Many thought fiscal tightening
was not necessary, because the Asian countries had rather respectable records
of fiscal balances, and the market was not concerned about lack of fiscal disci
pline. With tight monetary policy, fiscal tightening surely contributed to the
severity of the economic downturn.
Structural policies are the most controversial. Support packages made con
ditional structural reforms ranging from reform of fmancial institutions, rel
evant to a currency crisis to privatizing government institutions, or to elimi

nating subsidies and monopolies. The Indonesian program of January 15,

1998, supposedly contained forty items on structural reforms. Critics argue
that such a list of structural reforms (except financial sector reforms) has lit
tle relevance to a balance of payments crisis or to alleviate an acute need of
foreign exchange. Some suspect that the list was put together just to impress
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Table 2 . Criticisms o f IMF Policy Advice

Typical IMP Prescriptions

Critics' View

Tight fiscal policy

Needed in order (I) to enhance
"confidence;• (2) to pay for
financial reforms (cover losses
of dealing with weak and
insolvent institutions).

( I) Since Asian countries have a record
of sound fiscal policy, surpluses are not
needed to maintain "confidence."
(2) Faced with an imminent recession
due to a currency crisis, fiscal deficits
should be adopted.

Tight monetary
policy

Needed in order ( I ) to prevent
further depreciation, (2) to
prevent inflation from
depreciation.

( l) Sustained high interest rate policy is
harmful in causing a credit crunch or a
domestic liquidity crisis, and defaults
will rise. (2) Exchange rate was floated, so
that there is no need to be too tight. The
"interest defense" of the exchange rate
does not work.

Exchange rate
policy

Little intervention (except
for Indonesia, Nov. 3).

If some level of the exchange rate should
be defended, enough reserves have to be
there to reassure investors.

Financial sector
reform

(I) Weak and insolvent
institutions should be
separated and dealt with
(liquidation, capital injection,
or merger; auction of bad
assets or institutions).
(2) Remaining banks should
be strengthened. (3) Moral
hazard should be prevented by
limiting payout to depositors.

(1) Which banks should be closed must
be decided by a transparent, independent
supervision agency. (2) Depositors should
be protected to prevent chaos and a bank
run, until the strengthened system s
i
established with a transparent deposit
insurance system. (3) Credit crunch
during the process of financial sector
reform should be avoided, if necessary
by public institutions.

References
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Stiglitz (1998)

the market, in an attempt to regain confidence in the Indonesian govern
ment's and IMF's resolve to carry out tough measures. Contrary to intent, the
long list of structural reforms also gave the impression that reforms were im
possible to achieve quickly, so confidence was lost instead of gained.
The IMF argued that the crisis period provided a window of opportunity
to press a politically unpopular reform program that was good for the econ
omy, though its relationship to the balance of payment crisis may have been
remote. In reality, one can argue that some of the structural policies in In
donesia made social and political situations worse and contributed to an al
ready chaotic situation. Table 2 summarizes the djsputes between critics and
the IMF.

©International Monetary Fund. Not for Redistribution

314

Takatoshi Ito

What Advice for Preventing Crises
Of course, it is better to prevent a crisis than to manage one after it happens.
Many lessons were learned from crises in Mexico, 1994-95; the Asian coun
tries, 1997-98; and Russia and Brazil, 1998-99. First, sound macroeconomic
fundamentals such as fiscal balance, small current account deficits, low infla
tion, and high growth are most important. This is not a controversial point.
Second, whatever the exchange rate regime is, prolonged overvaluation must
be avoided. On the one hand, the Asian currency crises showed that the dollar
peg regime for a country with significant trading relationships with partners
other than the United States does not work. On the other hand, it is simplistic
to say that only free-floating exchange rate regimes would avoid speculative at
tacks. Third, structural issues are better dealt with during noncrisis times, if
possible. Even those who advocate facing structural reform issues during crises
would agree that pushing for structural reforms during noncrisis times is bet
ter. They would argue, however, that structural reforms are more difficult to
achieve politically in noncrisis times.
Sound Macroeconomic Environment
The importance of sound macroeconomic policy is uncontroversial. To any
macroeconomist, there is a standard checklist of what constitutes sound
macroeconomic performance: low inflation, low unemployment, high (but
not excessive) growth, a balanced fiscal budget, and a balanced current ac
count. To achieve these results, monetary and fiscal policies have to be ad
justed in response to internal and external shocks.
In general, the track record of the IMF on giving advice on these macro
economic policies has been very good. Its advice on monetary policy and fis
cal policy (both expenditures and tax cuts) is well-grounded on long experi
ence and economic theory. Sometimes, disagreements occur between the IMF
and countries over growth forecasts, appropriateness of the inflation target,
and the size of fiscal deficits. These disagreements are relatively minor, how
ever, and the resolution of minor disagreements usually does not have signifi
cant consequences.
One possible problem concerns the appropriate advice to give an emerging
country that experiences large capital inflows. If a country experiences capital
inflows without foreign exchange intervention, its currency will appreciate. If in
tervention keeps the exchange rate stable, then foreign exchange reserves in
crease, putting pressure on authorities to increase the domestic money supply. If
intervention is unsterilized, then the interest rate will decrease and an economic
boom will ensue, possibly resulting in a financial "bubble." If intervention is ster-
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ilized, then the interest rate is maintained relatively high, resulting in more cap
ital inflows, perhaps short-term. In summary, the country has a difficult choice
to make among a large currency appreciation (which may damage export in
dustries), excessive growth and inflation, or more short-term capital inflows.8
Exchange Rate Regime
One emerging school of thought believes only two extreme regimes are ro
bust-a currency board system and a free-floating exchange rate regirne.9 The
observation that Hong Kong and Argentina have successfully survived the
contagious effects of currency pressures supports the view that the currency
board regime is robust. Under this system, monetary policy becomes totally
dependent on capital flows. When capital comes in, intervention will increase
foreign reserves, and the money supply will increase, resulting in a decline in
the interest rate.10 That will discourage inflows. When capital flows out, the
money supply will decrease, resulting in a higher interest rate, which auto
matically discourages capital outflows. With an automatic stabilizing mecha
nism, the currency board should work to stabilize capital flows. In addition,
foreign investors feel secure that local currency is backed one-to-one by for
eign currencies. This process holds during noncrisis times, but may not hold
during crises. In a crisis situation, even a very high interest rate may not suffi
ciently compensate for the risk of currency depreciation.
The other possible regime, according to this emerging school of thought, is
a free float. Is there no middle ground? The dollar peg without a currency
board has a poor record as shown in Mexico, Asia, Russia, and Brazil. Moving
to the other extreme of a complete free float, however, may have other risks.
Even with a free float, there is no guarantee that capital inflows will not be
large, with high exchange rate volatilio/ harming export industries. One view
is that excessive capital flows seem to cause harm regardless of the exchange
rate regime. A compromise position would manage exchange rate within a
loose band system (target zone).
A further limitation of the bipolar model is that it ignores the positive expe
riences with exchange rate-based stabilization programs. Some countries with
hyperinflation have shown remarkable progress in reducing the inflation rate
with the exchange rate as a nominal anchor. The question then is when and how
to exit from that nominal anchor without a loss of confidence in the country's
monetary policy.

8See Khan and Reinhart ( 1995).
9See, for example, Eichengreen ( 1999; pp. I 03-09).
10See Williamson ( 1995) for the working of currency boards.
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Exit Policy
Suppose that we do find a middle ground and we believe there is a role for a
nominal anchor. There is still an important question for a country of when to
exit from its pegged regime, because history has shown that, sooner or later,
pegged regimes develop distortions (such as free arbitrage opportunities for
sophisticated investors, or overvalued currencies).
In this context, the IMF study on exit policy11 should be developed into a
checklist for Article IV consultations. However, in light of what happened in
Russia and Brazil, where it endorsed the defense of the currency peg, the IMF
does not seem to be convinced of an appropriate exit strategy.
Early Warning Signals
An early warning system that predicts crises before they happen would be very
helpful to the IMF, to its member countries, and also to investors and specula
tors. The present status of work toward developing such a system, however,
shows that it is very difficult to forecast a crisis. Efforts to reduce the probability
of false alarms will Likely raise the probability of failure to predict future crises.12
Suppose, for example, an economist on Wall Street succeeds in developing
a fairly accurate early warning indicator. The economist would act just before
the crisis, and before anyone else noticed. By changing his behavior, the econ
omist is destroying a once-reliable indicator. Therefore, successful indicators
will not stay successful because of behavioral changes among investors. The
so-called Lucas Critique applies here.13
Sequencing and Capital Controls
Another lesson from the Asian currency crises is that capital accounts must
not be liberalized too quickly. There are preconditions for the -successful open
ing of capital accounts. Macroeconomic stability has to be achie�ed, so that
capital flight does not occur. Domestic money and securities markets have to
be mature and deep. Supervision and regulatory frameworks for sound bank
ing have to be established and tested in the liberalized domestic markets be
fore exposing them to external shocks.

1 1Eichengreen and others (1998).
11See Berg and Pattillo ( 1998), Kaminsky and others (1998), Frankel and Rose ( 1996), and Sachs
and others ( 1996).
13The Lucas Critique became famous in the context of rational expectations macroeconomic
models. As the market participants adjust their behavior when policies change, it is inadvisable to
formulate a new policy on the basis of behavioral patterns observed under a previous policy
regime. The Lucas Critique analogy was first suggested in Ito (1998b).
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A die-hard liberalization advocate (or Washington consensus believer) may

criticize this kind of gradual approach, saying the gradualism would be used as
an excuse not to reform and that would only prolong financial repression and
deny the country the benefits of capital inflows. Introducing foreign competi
tion will speed up the establishment of effective supervision and regulations.
However, the danger of a "twin-crisis"-near simultaneous currency and
banking crises, documented by Kaminsky and Reinhart (1996)-is too great.
Experiences show that building supervision and regulatory framework takes
time, and once a crisis happens, it is already too late. History has consistently
shown that financial liberalization and competition, even only in domestic
markets, often result in a boom and bust cycle. It is not advisable to liberalize
the capital account prior to, or at the same time as, domestic financial liberal
ization, since it would increase the probability of twin crises. Opening of the
capital account should occur after the domestic markets have gone through
liberalization and have become deep and efficient. Domestic players have to
learn to do business in a competitive environment, and borrowers and in
vestors have to learn how to take risks. The IMF's advice should reflect this
wisdom in the literature.
When external liberalization is . carried out, foreign direct investment
should be liberalized first, and short-term capital flows (bank deposits and
short-term government securities)

qm

be the last thing liberalized. The ex

change rate regime has to have enough flexibility to adjust the exchange rate
to external shocks. For those who advocate the use of currency boards, enough
foreign reserves need to be accumulated prior to adopting the currency board
to withstand violent capital inflows and outflows.
The IMP's role here is not to take the risk of pushing liberalization too far
or too fast, but to push for domestic reforms first and to give technical advice
for regulatory changes-such as building a legal framework to prevent moral
hazard, and introducing risk management to domestic markets. Finding the
correct order for sequencing liberalization and an appropriate speed for ad
justment is a challenge for advisors to developing countries.14
Structural Issues and Division of Labor
I have argued that structural issues should be discussed as part of the IMF's
surveillance work, and the push for reforms should not be delayed until a cri
sis occurs. The task of mapping out the details of structural policies may be di
vided among different international organizations: the IMF, World Bank,

14See De Gregorio and others ( 1999) for arguments for a gradual approach.
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Asian Development Bank (or European Bank for Reconstruction and Devel
opment, Inter-American Development Bank, World Trade Organization, Or
ganization for Economic Cooperation and Development, Bank for Interna
tional Settlement, International Organization of Securities Commissions),
and possibly other regional forums. Some coordination would be needed. The
IMF should take the lead in the fmancial sector (banks, nonbanks, and securi
ties firms) because of the link between banking and currency crises. The BIS,
with input from the IMF and World Bank, has prepared guidelines for bank
supervision called the Core Principles for Effective Bank Supervision. Specific
steps for implementing the guidelines need more coordination.
The World Bank and regional development banks are more suitable for the
work on safety net issues, which would become relevant when carrying out
structural reforms such as abolishing food and energy subsidies. Advice on
competition policies (say, abolishing monopoly businesses by"politically con
nected persons") may be obtained from the World Bank, a regional develop
ment bank, and the World Trade Organization.
For regional financial issues, a regional organization could be charged with
surveillance. Although some concerns have been raised about an Asian Mone
tary Fund, proposed in September 1997, the idea deserves fuller discussion. I will
return to this topic. As noted above, an important task for international organi
zations s
i to study and push structural reforms during a noncrisis period, so that
they can be considered seriously before a crisis occurs. In terms of political econ
omy, a regional forum may have greater success in applying peer pressure and in
securing mutual coordination to that end. For example, a free trade zone, a free
investment treaty, or a mutual lending (swap) arrangement for a foreign cur
rency liquidity crisis can originate in such a regional grouping.

Advice and Conditionality
Experiences from Asia show that the following points are important for the
IMP to consider when giving advice to countries in crisis:
( 1) Fiscal surpluses may be inappropriate for countries in a currency crisis
if the country has a good track record in fiscal management (e.g., fiscal
surpluses in most of the past ten years). For countries with large fiscal
deficits, it is most appropriate to require tight fiscal policy. The exact
measures to be undertaken to increase revenues or to decrease spend
ing depend on the country's institutional arrangements.

(2) A high interest rate policy should not be sustained for too long. It is not
desirable if corporations are highly indebted and financial statements
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and accounting standards do not carry precise information. A credit
crunch could start because of asymmetrical information about bor
rowers' conditions and the deterioration in banks' balance sheets.15 A
credit crunch will adversely affect corporations that may be viable oth
erwise. A high interest rate policy has to be measured against this risk,
or if such a policy is absolutely necessary, policy intervention to allevi
ate its costs for viable corporations may be justified. For example, pub
licly owned banks, such as an export-import bank, may be used to ex
pand credit to stop a downturn of the economy. If there are no publicly
owned banks, a support package for the country from international fi
nancial institutions and bilateral programs should be considered as
ways to help corporations directly.

(3) Financial sector reforms are important, but much of the work should
be done during noncrisis periods. Although it is important to identify
and to close insolvent banks, weak but viable banks should be strength
ened with government money if necessary. And deposits could be pro
tected during a crisis period.
(4) Including sectoral issues (other than financial sector reforms) in condi
tionality may or may not work during a crisis. When a sectoral agenda
is too long and too tough, investors in the market may react negatively
because they suspect that the government (or president) will not follow
through.
Of course, specific advice needs to be tailored to specific countries, taking
into consideration the history of economic policies, general economic condi
tions (such as the inflation rate, unemployment rate, and savings rate), political
stability (or lack thereof), social safety nets, and external conditions. It is im
portant for the IMF to establish a balance between its usual prescription-tight
fiscal and monetary policies-and the specific state of health of the countries.

Is There a Role for a Regional Fund?
In view of the questions raised about the IMF's advice to Asian crisis countries
and the inadequate amount of resources extended by the IMF, the establish
ment of a similar regional institution in Asia may be desirable. The Asian
countries have large foreign reserves and ample domestic savings. If these re
sources can be pooled in some way, they can provide a fund to supplement

15See Ito and Pereira da Silva (1999) for the case ofThailand.
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IMP-supported programs. Regional funds could play important roles in re
gional stability. Moreover, structural issues can be addressed more effectively
with country peer pressure during noncrisis times, and regular regional sur
veillance of structural issues could be a key to supplement IMF advice.
Each region, for example, Asia, Latin America, and Central Europe, may be
interested in setting up regional monetary and capital funds that could be used
as "mutual insurance" for liquidity support and financial stabilization. The
benefits of regional funds are threefold. First, a regional fund provides much
needed close surveillance and peer monitoring in the region. Second, a re
gional fund can supplement an IMF support package to a country in a finan
cial crisis. Third, close ties in trade and investment in the region would make
it possible to work out better regional solutions. Contagion is also mostly a re
gional phenomenon.
Regional surveillance could complement the IMF by filling gaps in exper
tise. Some policies may be regarded as insensitive to local conditions and in
stitutions; ending food and energy subsidies in the midst of a crisis has re
sulted in deepening crises. The IMF is strong in macroeconomic analysis, but
the World Bank enjoys a stronger reputation for directing structural reforms.
How much to push reforms during the crisis must be based on careful analy
sis of the country's sociopolitical background. Country peer pressure applied
during noncrisis situations is better than pushing through reforms as a part of
crisis management.
In a world oflarge capital flows, the financial support that the IMF can pro
vide to any one country is naturally limited. Even after increasing quotas and
raising access limits with the Supplemental Reserve Facility, there is a serious
concern about whether IMF support is large enough. In Mexico, Thailand, In
donesia, Korea, Russia, and Brazil, the IMP's contribution was only a fraction
of what was calculated as being needed to stabilize the currency and financial
markets.
Because ''contagion" tends to spread to neighboring countries, those coun
tries with strong trade and investment ties to a crisis country have great incen
tives to work out financial support programs. Understandably, Asian countries
were seriously concerned about contagious effects from Thailand and many
pledged themselves to a support package. It was a step in the right direction.
After the Thai crisis appeared to have been contained, the Asian countries pro
posed an Asian Monetary Fund, a permanent institution set up to handle crisis
containment. The idea was a good one and should have been pursued.
Criticisms abound. The usual objections to the idea of a regional fund can
be summarized as follows. First, if a regional fund offers softer conditionality
to a country, then this would cause moral hazard. Second, if a fund conducts
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regional surveillance, then it needs another international bureaucracy and that
is duplication of work. Thus, critics feel that the IMF and an Asian Monetary
Fund would compete in looser conditionality and that would be bad. Cer
tainly, a "race to the bottom" s
i undesirable.
Counterarguments stress the need for regional surveillance. The IMF can
not be perfect all of the time. IMF advice can be improved, especially on struc
tural policies and on social and political constraints surrounding structural
policies. These points could be raised in discussions between the IMF and the
regional fund. Discussions with regional experts would improve the quality of
both IMF and regional advice. During noncrisis times, competition for advice
may be a good thing. Regional country peer pressure is important in bringing
political pressure to bear and to foster willingness for reforms. However, once
a crisis occurs, the conditionality should be set with a united front. The finan
cial resources of a regional fund would complement IMF resources, when
larger funds are needed.

Conclusion
The IMP-supported programs for Asia did not prevent overshooting of the
currencies and contagion from spreading to neighboring countries and their
currencies. The currency crises turned into prolonged recessions. In many
cases, the programs did not restore market confidence in crisis countries.
The reasons for the failure seem to be that the conditionality in programs
did not address the core problems in these countries. Critics of IMF condi
tionality can be categorized into three groups: those against tight fiscal pol
icy, those against tight monetary policy, and those who question the appro
priateness of structural policies. This paper has examined these criticisms
and questions about the IMF's advice and the appropriateness of the advice
during both noncrisis and crisis periods. My principal conclusions about the
IMF's advice to Asian countries are that fiscal policy was too tight, high in
terest rate policy was maintained for too long, and structural policies some
times seemed counterproductive when their implementation was ques
tioned by market participants.
Advice to countries during noncrisis periods should be divided according
to specialty among the IMF, the World Bank, a regional development bank, the
Bank for International Settlements, International Organization of Securities
Commissions, and others. A regional fund may have a role to play in Asia, in
conducting regional surveillance during noncrisis periods and applying coun
try peer pressure, and in providing additional funds to supplement IMP
supported programs during critical periods.
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IMF advice during noncrisis times should be coordinated with that of other
international organizations to strengthen structural policies. During crisis
times, IMF advice should be more carefully crafted to accommodate differ
ences among countries. The IMF learned, even during the Asian crises, about
how to respond to evolving crises. It s
i also likely that the IMF will continue to
adapt itself in response to criticism. Constructive discussions about IMF ad
vice will generate changes in the organization's operations when it conducts its
next battle against another new type of crisis.
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Comments
Evaluating IMF Programs
Mohsin S. Khan•
This is a very interesting and somewhat provocative paper. As with all of
Takatoshi Ito's papers, this one has a message; in this case, the message is
twofold. First, that IMF advice to countries engulfed in the Asian crisis was
flawed in some fundamental sense. And second, that a regional monetary fund
for Asia, possibly modeled along the lines of the IMF, would have helped in
containing the crises, presumably by offering more financing or different pol
icy advice, or both. I will deal only with the former in these comments as the
author does not really develop the Asian Monetary Fund idea in this paper.
The arguments that have been made for and against IMF policy advice are
well covered, in the context of IMP-supported programs in Indonesia, Korea,
and Thailand from the latter part of 1997. In the point-counterpoint approach
taken in the paper, it is sometimes not very clear where the author comes out
on the issues. But on balance he sides with the critics in making a case that
IMF policy advice should have been different. One good indicator of the au
thor's position in the debate is the amount of space devoted in the paper to
criticism of the IMF, as opposed to its defense. It should come as no surprise
that I feel a strong case can be made for the IMF's position and that the jury is
still out on this matter.
Clearly the Asian crisis was a big international economic event, arguably
the biggest since the 1930s, although the debt crisis of the 1980s would give it
a run for its money. Naturally, it has received considerable attention but it
should be stressed that the role of JMF advice-the title of Ito's paper-obvi
ously goes beyond the Asian crisis. After all, the IMF has supported hundreds
of programs over the years. To judge IMF policy advice, one should try and see
if this advice has been generally good, bad, or indifferent in the context of the
much larger sample of programs. More evidence can be brought to bear on
this particular question.

"The views expressed here are the sole responsibility of the author, and do not necessarily re
flect the opinions of the Lnternational Monetary Fund.
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In a recent paper,1 Nadeem Haque and I surveyed a number of cross
country empirical studies that try to assess whether IMP-supported programs
led to better economic performance, notably an improved balance of pay
ments and current account balance, lower inflation, and higher growth. Of the

16 published studies included in our survey, about half were undertaken by
IMF staff and the remainder by outside academics, which obviously reduces
the possibility of an n
i stitutional bias in the results. Before discussing the re
sults yielded by these various cross-country empirical studies, it is worthwhile
to point out some of the methodological issues raised in the Haque-Khan sur
vey because they apply importantly to the "event" analysis that Ito undertakes
in judging the effectiveness of IMF policy advice to Asian countries.

An IMP-supported program seeks to achieve an adjustment in policies, and
hence in macroeconomic outcomes. Therefore, the proper measure of the ef
fectiveness of a program has to isolate the impact of the program on the out
comes and compare that to the alternative of what would have happened in
the absence of the program. In other words, a comparison has to be made be
tween the actual outcome due to the program with the counterfactual-that
is, the macroeconomic outcome that would have resulted had there been no
program. The counterfactual is the right yardstick by which to assess program
performance and the standard most widely used in economics to measure the
impact of government policy interventions.
But of course the counterfactual is not observed and, therefore, must be es
timated. Several approaches have been suggested as to how to do this. One is
the popular "before-after" approach, which compares macroeconomic perfor
mance under a program and performance prior to the program. While it is
easy to calculate, the before-after method suffers the problem-and it is an
overriding one-that it assumes that all other things remain equal. In reality,
however, nonprogram factors do change over time and that means that the
before-after estimation of program effects

will typically be both biased and

unsystematic over time.
To combat the problems of the before-after approach, alternative methods
have been proposed in the literature. One is the "with-without" approach,
which compares performance of the program country with a control group of
nonprogram countries. But the with-without approach has problems as well,
stemming mainly from the fact that program countries are not randomly se
lected. Instead, they are adversely selected because of their relatively poor per-

1Nadeem Ul Haque, and Mohsin S. Khan, "Do IMP-Supported Programs Work? A Survey of the
Cross-Country Empirical Evidence;' IMF Working Paper 98/169, December 1998.
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formance prior to the program period. This means the results of the with
without approach will be biased. For example, if past economic difficulties sig
nal fewer current difficulties-even in the absence of a program-then the
with-without approach will overstate the positive effects of an IMP-supported
program. This is a sort of "reversion-to-the mean" problem but one can cor
rect for initial conditions and reduce the problems of nonrandom selection of
countries. More recent studies that gauge the effects of programs have made
good use of available statistical techniques to handle the problems associated
with both the before-after and with-without approaches, and thus are able to
get a better handle on the true counterfactual comparison. Their results, there
fore, are more robust.
What are these results? Basically, they show that IMP-supported programs
do improve the current account balance and the overall balance of payments.
The results for inflation are less clear, with most studies finding that the rate

of inflation falls, but the change is generally not significant. In the case of

growth, the consensus seems to be that output

will be depressed in the short

run as the demand-reducing elements of the policy package dominate. Over
time, growth does revive. These newer empirical results indicate that, on aver
age, Fund-supported adjustment programs have been pretty effective in
achieving their objectives. Admittedly, these programs were not dealing with
systemic crises. But for many of the countries in the samples, the balance of
payments crisis was as severe in magnitude for them as it has been for East
Asian countries. Overall, it is clear from the empirical studies to date that IMF
policy advice, in the context of programs, has been quite good.
In his paper, Ito focuses specifically on the elements of IMF policy advice
in the context of the recent programs for Indonesia, Korea, and Thailand-the
crisis cases. He performs an "event" study and concludes that the market did
not "buy" these programs, as evidenced by the fact that the national currency
in each case kept depreciating even after announcement of the program-the
"event." But the event analysis that the author uses is simply an application of
the before-after method, and, as outlined above, suffers from serious prob
lems. Recall that the biggest problem in the event study is that it assumes
everything else is held constant. Can anyone really make this assumption,
given the economic and political turmoil during the period immediately fol
lowing the program announcements in these three countries? I doubt it.
When it comes to specifics, the author basically restates the now standard
trilogy of criticisms of IMF policy advice in the Asian cases-fiscal policy was
too tight, monetary policy was too tight, and too much emphasis was placed
on structural reforms. So much has been said and written about these three
questions that I can be very brief in dealing with them.

©International Monetary Fund. Not for Redistribution

Evaluating IMF Programs

327

First, was fiscal policy too tight? It is now well accepted, even within the
IMF, that fiscal policy was too tight at the beginning of the programs, but not
because the IMF subscribes to the "Herbert Hoover" approach to fiscal pol
icy-that is, tighten fiscal policy n
i a recession! It was simply the case that the
IMF, like most other observers, did not accurately predict the depth of the re
cession. When the IMF realized what was happening to output and employ
ment, it did ease the fiscal stance significantly.
Second, was monetary policy too tight? The answer to this is no, although
the debate continues. The strategy pursued by the Asian countries was to raise
short-term interest rates to achieve two related objectives: stabilize the ex
change rate and prevent an inflationary cycle from setting in. Even if one takes
Ito's results at face value and accepts that overshooting of the exchange rate
was not prevented by tighter monetary policy, the policy was still remarkably
successful in keeping inflation in check. For example, in Korea, inflation rose
from 4.4 percent in 1997 to only 7.5 percent in 1998. In 1999, the price level
has been virtually flat. This outcome was repeated in Thailand as well. Infla
tion in 1998 was 8 percent, compared to 5.6 percent in 1997. Also, the average
monthly change in prices in 1999 has been negative. Only in Indonesia did in
flation jump from 6.4 percent in 1997 to 60 percent in 1998. But again, 1999
saw a significant decline with monthly inflation averaging only 0.6 percent. So
monetary policy, as advised by the IMF, did do the trick on the inflation front.
Third, was there too much emphasis on structural reforms? Here I will de
viate somewhat from the IMF line and say that perhaps the list of structural
actions got too long and there was not enough differentiation between critical
actions and measures that "it would be nice to have." As the crisis unfolded, the
markets began to look to see if anything was being done about the widely
identified problems of the weak financial sectors, corporate governance, and
lack of transparency. It would have been very difficult to reestablish investor
confidence without doing something about these structural problems. Perhaps
the IMF could have been more selective in the structural reforms agenda.
What is really missing from the paper is a description of the alternative
policy package favored by the author, and the counterfactual outcome if it
had been applied. We can only guess at what the outcome would have been,
and it could have been worse. Take the specific example of exchange rates.
Under IMF advice, exchange rates continued to fall, but would they have
fallen more or less under his advice? We just don't know. One thing that is
pretty certain is that lowering interest rates in the middle of an exchange rate
crisis would be bizarre. The paper really needs to spell out an alternative
package that can be compared with the packages that were put in place in the
three crisis countries.
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There is no question that crisis prevention, rather than crisis management,
s
i critical. The author makes a number of useful suggestions in this regard and
we know them all: sound macroeconomic management, an "appropriate" ex
change rate regime, an orderly sequencing of capital account liberalization,
and fixing structural problems in a noncrisis environment. I completely agree
with him here.
Crisis prediction, however, s
i another matter. Ito says it would be useful to
have early warning systems to predict crises. Such models are currently in their
infancy and cannot really be relied upon in making difficult judgments. The
IMF in its surveillance activities has always

examined

the overall macroeco

nomic situation and is now, increasingly, also paying attention to the strength
of financial institutions. While early warning models may aid in monitoring an
economy and occasionally providing warning signals of emerging problems,
the goal of crisis prediction may be intrinsically unattainable. On the one hand,
the very success of early warning indicator models would eliminate the phe
nomenon they were trying to predict if policymakers promptly took appropri
ate corrective action. On the other hand, if policymakers did not react to such
models, but markets took such models seriously, early warning indicators of
crises would essentially result in self-fulfilling prophecies.
In conclusion, I think there is still much to be gained from studying the ori
gins of and policy reactions to past crises, and Ito has certainly provided us
more food for thought in this regard. But for me, what ·emerges clearly from
the Asian experience is that, for crisis prevention, more effective surveillance
over economies and the international financial system is critical. We need sur
veillance that gives us a better grasp of how increasingly integrated markets,
flexible exchange rates, technological and communications advances, and fi
nancial innovation are changing the international and domestic policy envi
ronment. On this I think the IMF and its critics could quite easily agree.
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Kiettisak Meecharoen

Thailand received financial assistance from the IMF following its severe eco
nomic and financial crisis, with the belief that strict adherence to the IMF ad
vice would eventually steer the country out of the crisis.The IMF gave Thai
land technical advice and financial assistance in good faith, with the aim of
bringing about a sustained recovery. The extent of the crisis was unexpectedly
severe, however, and the international fmancial market grew turbulent follow
ing the swift diffusion of Thailand's crisis to other countries. Investors thus be
carne risk averse and engaged in a flight to quality.
In the initial stages of the crisis, market perception usually focused on the
darkest aspect of the developments, that is, e.xtreme pessimism. Given these
self-fulfilling expectations and the vicious circle they created, harsh austerity
measures were necessary. Policy recommendations by the IMF, and their sub
sequent implementation by the Thai authorities were, therefore, sound and
justified by the prevailing conditions and necessarily took a longer time than
in normal circumstances before showing positive results.
In the first stage of the IMF Stand-By Arrangement, both the IMF and the
Thai authorities had to race against time as the situation progressively worsened
and confidence rapidly deteriorated. The primary objective of any of the poli
cies undertaken-monetary, fiscal, or financial sector restructuring-was to re
store investor confidence. Nevertheless, it was very difficult to change the one
sided and mostly pessimistic market perception into a somewhat positive one.

IMF policy recommendations focused on exchange rate policy. In the run-up

to the crisis, Thailand followed the IMF's recommendation to change the ex
change rate system from a basket peg to a managed float regime, which has
proven successful so far. Since this milestone development, the authorities have
been able to gauge effectively the status of the economy, as well as to attain a cer

tain degree of stability. However, both the IMF and the Thai authorities have
learned from this experience that monetary measures that might be effective in
normal times may not be as effective when facing a confidence crisis.
Thailand had experienced a bubble economy for many years, so it was nat
ural for the policy prescription to be reduced and disciplined government
329
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expenditure in order to moderate economic growth to a level consistent with
the underlying fundamentals. At the same time, restructuring measures were
required across all areas of the economy. The severity of the financial sector
problems, however, far exceeded anyone's expectations and the economic
downturn unexpectedly became deeper and more prolonged.
The policy dilemma of pursuing exchange rate stability versus economic re

covery has ignited controversial debates worldwide. In Thailand's experience,

the most important concern was to strike the right balance between the two.
Attaining exchange rate stability was an important concern initially, especially
during a crisis of confidence, but once external pressures subsided, the au
thorities were able to concentrate on reviving economic activity. This strategy
was firmly supported by the IMF.
Without policy advice and financial assistance from the IMF, Thailand
would have been in a weaker position. The IMF's role in giving professional
and experienced policy advice is a crucially important function, especially to
countries undergoing crises. Contrary to perception, the IMF's policy recom
mendations are flexible and adaptable to the changing macroeconomic envi
ronment. Moreover, with the benefit of hindsight, generally, strict adherence
to IMF policy by authorities has significantly contributed to renewed confi
dence in the economy and the authorities' resolve.
As of May 1999, both the IMF and Thai authorities have agreed that Thai
land has passed the trough of the crisis. Throughout its latest quarterly re
views, the IMF team gave the Thai authorities increased flexibility or room to
operate, in terms of both policy framework and performance criteria. For the
past two years, we have had a good and productive working relationship. There
may have been disagreements or differences in opinions but these were minor
issues. The principle we adopted was to follow the majority consensus. The ex
perience has provided valuable lessons that will help avert any recurrence of
the crisis in the future.

Recommendations on financial system reform are highly appreciated as
they will make Thailand fundamentally stronger in the future. It is usually dif
ficult for any nation's authorities to implement reform measures under nor
mal economic conditions; but the crisis has provided the opportunity to make
sweeping structural changes to the financial system landscape. Policy recom
mendations by the IMF have provided important impetus and many have al
ready been translated into concrete outcomes. Most notable was the IMF's key
role in pushing for Thailand's legislative changes, particularly the bankruptcy
law that, despite receiving fierce criticiisms from the parliament, has been ap
proved by both the house and the senate, enabling quicker liquidation or re
organization, thus easing considerably financial sector problems.
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Making structural changes in the midst of sharp economic contraction, al
though necessary, may add to turbulence in the economy. Under these abnor
mal conditions, the Thai authorities and the IMF have learned that the trans
mission effects of monetary policy will take longer than usual before effective
outcomes can be seen. Thailand also needs a corporate sector whose working
culture is transparent, is bounded by standard rules, and has good corporate
governance. IMF recommendations have thus induced the corporate sector to
reconsider its priorities and to restructure so as to become stronger and more
competitive.
Having passed the trough of the downturn, Thailand is now beginning to
see the light at the end of the tunnel. This light is evidenced by the stable cur
rency, low interest rates and low inflation, accommodative monetary and fis
cal policy, and stable trends in many leading indicators. Supported by the sta
ble political system underpinned by democratic principles, investors are now
confident that Thailand is heading in the right direction.
Nevertheless, there remain some downside risks. First, monetary tightening
by the U.S. Federal Reserve could induce an interest rate differential in favor of
the U.S. dollar. If regional currencies depreciate against the U.S. dollar, it may
no longer be possible to maintain low interest rates to stimulate growth. Fur
thermore, if the growth in the U.S. economy slows down following the tight
ening, export performance in Thailand and other countries in the region will
be directly affected. Second, China may not be able to maintain its currency
value and may be compelled to devalue the renminbi against the dollar, which
will inevitably affect the whole region. As Southeast Asian exports compete di
rectly with China, there will be widespread competitive devaluations.
Despite the considerable progress made, Thailand needs to continue its re
structuring efforts to provide the foundation for sustainable economic
growth. Thai authorities cannot afford to be complacent but need to be con
sistent in their policy implementation.
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Comments
A Mixed Record for IMF Advice
john Williamson

Since Takatoshi Ito has mentioned that I invented the term "Washington con
sensus," let me make it clear that I did not use it in the sense that he does, as a
synonym for die-hard advocacy of liberalization. My usage was in reference to
the lowest common denominator of policy advice being given by the Wash
ington institutions to Latin American countries as of 1989.
The market fundamentalism of Ronald Reagan's first term was already
being superseded by the return of rational economic policymaking, and it was
becoming clear which of the ideas of the Reagan years were going to survive
and which were not-monetary discipline but not monetarism, tax reform
but not tax slashing, liberalizatioq of trade and foreign direct investment but
not complete freedom of capital movements, deregulation and privatization
but not the elimination of prudential supervision of financial institutions or
of regulations designed to preserve the environment. I acknowledge that Ito is
in good company in using the term in this corrupted way, but that does not
prevent me from deploring the fate that has befallen the phrase.
Box 1 shows the 10 criticisms of IMF policies that I have detected in Ito's
paper. The first five are taken directly from his second table. The next three
refer to East Asia and come from the text of his paper. The last two are also to
be found in his paper but relate to IMF policy in other parts of the world. I will
discuss each of these 10 criticisms and express my own judgment on the de
gree of validity of each.

Excessive Fiscal Austerity
The East Asian countries all had strong fiscal positions prior to the outbreak
of the crisis, in contrast to what has been typical in crises elsewhere in the
world. This meant that there was no need to tighten fiscal policy, which only
served to deepen the recession the countries had to suffer. The IMF has con
ceded its initial error in insisting on such tightening, as we have heard from
several speakers, including Michael Mussa, during this conference. Indeed, the
IMF rather quickly adjusted its policy on this issue, as Ito describes. Thus,
332
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Box 1. Criticisms of IMF Policies

Talcatoshi Ito's List

Others

•

Excessive fiscal austerity

•

Excessive transparency

•

Excessive monetary austerity

•

Inadequate restructuring of foreign

•

Inadequate exchange rate support

•

Financial sector restructuring

•

•

Structural policy

• Complacency over tesobonos and

financial liabilities

Capital account liberalization
GKOs

•

Support of pegs in Russia and Brazil

while my judgment is that the critics' position on this issue is valid, I also feel
they make too much of it.

Excessive Monetary Austerity
One of the leading participants in this debate is World Bank Chief Economist
Joe Stiglitz, and it is also the case that his position has been exaggerated by pre
ceding speakers, so, without wanting to get into some kind of institutional
brawl, I need to set the record straight. Stiglitz has not argued that there is a
conflict between a need for tight money to prevent a collapse of the exchange
rate and a need for loose money to support domestic activity that should al
ways be resolved in favor of domestic concerns. Rather, he has argued that the
textbooks err in taking it for granted that higher interest rates will always and
inevitably help support the exchange rate. He justifies this by pointing out that
a risk-neutral investor is not concerned with the interest coupon he is
promised but, rather, in the product of the interest coupon and the probabil
ity that he will actually receive the coupon rate.1 Because the latter-the prob
ability of actually receiving payment-must be expected to decline as the in
terest rate rises, the impact of a higher interest rate on the exchange rate is, in
principle, ambiguous. This is an intellectually interesting point that has been
overlooked by the textbooks, including mine.
Could the paradoxical case, where a higher interest rate weakens rather
than strengthens the exchange rate, actually arise in practice? I find this would
be quite implausible when real interest rates are relatively low. One cannot rule
it out, however, if the authorities jack up the interest rate to some astronomi-

1The argument is reinforced if investors are risk-averse rather than risk-neutral.
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cal level, which the market then sees as threatening private sector debtors (and
perhaps even the government) with imminent bankruptcy if maintained for

any length of time. Such a change may well be interpreted as a panic move and
undermine rather than restore confidence. In other words, what we may have
here is a nonlinearity, rather like the Laffer curve. If that is so, then it is criti
cally important for us to begin to get some handle on the circumstances in
which the paradoxical case is likely to arise, to make sure that we do not inad
vertently push countries onto the wrong side of the "Stiglitz curve," where a
higher interest rate is counterproductive, from both exchange rate and do
mestic standpoints.

Inadequate Exchange Rate Support
The case where I worry most that there was a failure to provide adequate sup
port to the exchange rate is in Indonesia. The Indonesian authorities reacted to
the Thai crisis by widening their crawling band, which showed no obvious
symptom of being overvalued, so as to give greater scope for market forces to
absorb any shock that contagion might transmit to them in due course. For
some weeks the rate stayed at the strong edge of the band, but then contagion
struck and the rate was allowed to go from one side of the band to the other,
and to escape from the weak edge, in a matter of hours and without any attempt
to mount a defense. After that there was a rush to cover foreign exchange debts,
which then further weakened the rupiah, which then sparked fears of political
collapse, which then ignited capital flight, which then caused the economy to
collapse. It seems to me that, by far, the best chance of short-circuiting this dis
astrous chain of events would have been to mount a robust defense of the band.
(I am not saying that this would have been sure to succeed, for the element of
truth in the fad about hollowing out exchange rate options that has been so
popular during this conference2 is that intermediate regimes are more vulnera
ble to speculative attacks than either currency boards or floating rates. I am ar
guing that the decision not to mount a defense sealed Indonesia's fate.)

Financial Sector Restructuring
The art of financial sector restructuring is to introduce a package of measures
that is accepted by the public as definitive. In general, one expects that some in-

2My guess s
i that this fad will prove short-lived as countries discover that floating rates preclude
the sort of sustained export-led growth that was at the core ofthe EastAsian miracle that preceded
the crisis.
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stitutions will have to be closed or merged, and there s
i no need to ensure that
the depositors in or lenders to those institutions will remain whole, but the
public needs to be credibly persuaded that those that remain open the day after
will remain open for the duration, and that there is no danger of their suffer
n
i g losses if they leave their deposits where they are. This will involve either re
capitalization of the banks that remain open, or the extension of explicit or im
plicit deposit insurance to deposits in them. In none of the crisis countries of
East Asia was there a credibly definitive financial restructuring such as was
called for. Instead, a number of finance companies or banks were closed, and
the public seems to have been left with the impression that this was a first in
stallment. I find it difficult to believe that the IMF staff were unaware that this
was not a best-practice way of dealing with the problem, but, if they were so ig
norant, it is a pity that there was not a more active communication between the
World Bank and IMF during the critical months of late 1997. There certainly
were people not far away for whom what I have set out above was not news.
Structural Policy
Ito is critical of the IMF for having exploited the crisis to get countries to im
plement structural reforms that had little to do with securing a quick exit from
crisis. Let me acknowledge that I can understand the temptation to use such an
occasion to press for long-needed reforms. Ever since Bolivia decided to use the
need to stabilize its hyperinflation in 1985 as an occasion to introduce a bold
program of structural reform (an initiative that so impressed Jeffrey Sachs that
he subsequently persuaded Poland to do a similar "big bang" reform in 1989),
many reformers have regarded crises as providing an opportune occasion to
press their cause. There is a world of difference, however, between the national
government itself deciding that it wants to exploit such an opportunity and an
international organization deciding that it will use its moment of maximum
leverage to press for reforms. The difference lies in local ownership of the re
form program in the first case and absence of such in the second case. In the
absence of ownership, the temptation to press for reform should be resisted.
Excessive Transparency
We have in recent years gotten so used to the notion that greater transparency
is a good thing that I fear I will cause shock by suggesting that it can be too
much of a good thing. I can recall life in the British Treasury in 1968, when we
were fighting to prevent a second sterling devaluation that the market was bay
ing for but that would have made no economic sense. At the time, the figures
of U.K. reserves published at the end of each month benefited from a gener
ous measure of creative accounting. Had we suddenly come clean in 1968, I
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doubt if there would have been any chance of staving off the dreaded second
devaluation. Of course it is good that the creative accounting has long since
been abandoned, but I believe it was a sensible decision to delay honesty until
such time that it would not precipitate a crisis. In the same way, I do not think
it was wise of the IMF to force Thailand to reveal in October 1997 that it had
mortgaged all its reserves. Honest accounting, like capital adequacy, is some
thing to be done after a crisis is safely past and then maintained in the future,
not something to be rushed into in the midst of a crisis.
Inadequate Restructuring of Foreign Financial Liabilities
There is criticism that the debtor countries should have been assisted in rolling
over their foreign liabilities (and perhaps in making debt-to-equity conver
sions) sooner than occurred; for example in Korea, rollover should have oc

curred in the first rather than the third week of December 1997. Ex post, it is

easy to endorse this view, and we have indeed heard endorsement of it by
members of the IMF staff, including Michael Mussa, during this conference.
Ex post, I endorse it too, but honesty compels me to say that I am not sure I
would have pushed it ex ante, for the reason laid out so starkly by Martin Wolf
in the preceding session. He argued that one needs to make a definitive deci
sion in a crisis between providing enough liquidity to ward off a crisis (the
Bagehot approach) on the one hand, and restructuring liabilities on the other.

An intermediate solution, first giving a financial package and then, if it
doesn't work, restructuring the debts, promises the worst of both worlds, both
encouraging moral hazard before the crisis and then guaranteeing that the cri
sis will actually materialize. Here, I suspect, we have a case where the interme
diate solution really makes no sense.
Capital Account Liberalization
I have had a long-standing dis-agreement with the IMF on capital account lib
eralization. On a first approximation, one can say that the East Asian crisis was
caused by vastly premature liberalization of the capital account, something
that the IMF had been pushing right up to, and even after the outbreak of, the
crisis. Indeed, it seems that, at least in the case of Korea, the IMF embodied a
requirement for further capital account liberalization in the program its client
was expected to sign. I am happy to note that, from what we have heard dur
ing this conference, the IMF now seems to have backed off from this mis
guided cause. I would hope that n
i the future it will not merely tolerate mea
sures to ward off excessive capital inflows of the type adopted by Chile and
Colombia, but will actively encourage all emerging market members threat
ened by too much short-term money to adopt measures of this general type.
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Complacency Over Tesobonos and GKOs
Ito charges the IMF with having complacently watched the buildup of
tesobono liabilities in Mexico

in 1994 and of GKOs in Russia in 1998. At least

in the case of Mexico, this charge appears to be valid.
Support of Exchange Rate Pegs in Russia and Brazil
Ito's final charge is that, in strong contrast to IMF pressure on Asian countries
to float their currencies, it supported currencies pegged at overvalued ex
change rates in both Russia and Brazil. It is dear in retrospect (even if some of
us were not following events in Russia closely enough to have recognized it at
the time) that the ruble was overvalued enough to have given Russia an acute
case of Dutch disease. And it had been dear for some time that the Brazilian
real was overvalued. In the latter case, however, I am not sure that the IMF had
much choice but to support the Brazilian authorities in their chosen strategy
in the fall of

1998, when the world financial crisis appeared genuinely threat

ening, and the Brazilian choice was to try and tough it out with a quasi-fixed
exchange rate. That strategy bought a few months of extra time for the world
financial system to calm down, and my judgment is that those

few months

proved invaluable.
The IMF's record, in my assessment, is mixed. In a number of contexts I
have argued that it does not merit the criticism that it has been receiving. It is
a relief also to hear from Mohsin Khan that, in general, the evidence shows
that countries do better, other things being equal, with IMF programs than
without them. It is even more of a relief to have just heard from Kiettisak
Meecharoen that Thailand is now on the road to recovery. But, at the end of
the day, I have to say that I agree with Ito that this was not the IMF's finest
hour.
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Comments
Mexico as a Benchmark Case
Guillermo Ortiz Martinez

Ito's paper starts with the premise that the IMF's programs for Asia have been
a failure, without setting a benchmark for what a successfuJ IMF program is. I
would like to propose such a benchmark, the 1995 Mexican program that, to
many analysts, was successfuJ in confronting what has been called the first cri
sis of the twenty-first century. Table 1 summarizes the main macroeconomic
aggregates in Mexico and Asia during the IMF programs.
Comparing the results in Asia with those in Mexico, we see that although in
both regions a significant recession took place, the change in the rate of GDP
growth was smaller in Mexico's case. The reason for this becomes clear when we
look at the forced correction in the current account deficit. The Mexican pro-

Table l. Selected Countries: Main Macroeconomic Indicators

(In percent)
GDPGrowth

Inflation

Current Account

Mexico

1994
1995
1996
1997
1998
19991

4.5
-6.2
5.1
6.8
4.8
3.0

7.1
52.0
27.7
15.7
18.6
13.0

-7.0
-0.6
-0.7
-1.9
-3.8
-2.8

Thailand

1996
1997
1998
19991

6.5
-1.3
-8.0
-0.5

4.8
7.7
4.3
0.2

-2.0
12.3
8.2

Indonesia

1996
1997
1998
19991

7.8
4.9
-13.7
-3.9

6.6
11.6
77.6
23.4

-3.3
-2.3
4.5
1.8

Korea

1996
1997
1998
19991

6.8
5.0
-5.8
3.7

4.5
6.6
4.0
1.0

-4.4

-S.l

-1.7
12.6
5.2

Source: J.P. Morgan.
1Forecast of May 1999.
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Table 2. Selected Countries: Exchange Rate Pass-Through
(Inpercent)
1997

Singapore
Philippines
Malaysia

Korea

Thailand
Indonesia

Asia average

Inflation

20.0
21.0
53.8
67.6
87.5
96.9
54.5

2.0
6.1
2.9
6.6
7.7
11.6
5.8

Depreciation

-2.3
3.3
-1.9
-15.6
-23.4
57.3
3.3

I nflation

Depreciation

I nflation

-0.3
9.8
5.4
6.0
5.0
69.2
15.9

8.9
12.2
26.0
26.0
32.1
77.1
28.9

1.7
0.9
4.2
6.3
6.4
40.4
9.7

1995-96 Average

1996

1995

Mexico

1997-98 Average

1998

Depreciation

Depreciation

Inflation

Depreciation

120.2

51.7

2.7

Inflation Depreciation Inflation
27.7

61.5

39.8

gram is the only one in which the economy was not forced to generate a cur
rent account surplus. Compared with the huge current account surplus that
Korea had in 1998, it is clear why the Mexican economy could resume growth
as fast as it did. On another criterion, as both Table 1 and Table 2 indicate, we
have to accept that the programs in Korea and Thailand were extremely suc



cessful in avoiding an inflationary crisis.
Methodologically, assessing the market's response after the announcement
of an IMF program is not a good measure on which to judge, as Ito does, the
success of the program, given the short time horizon he adopts-only one
month after the announcement. To show this we performed the same exercise
as Ito's for the Mexican case, where the IMF program was announced on Jan
uary 26, 1995, and the agreement with the U.S. government was signed on
February 21, 1995. As shown in Table 3, four weeks after the second an
nouncement the exchange rate had depreciated by 20 percent and the stripped
spread increased by almost 50 percent. Figure 1 illustrates that it was not until
April and May that the exchange rate and the stripped spread recovered.

1994-95 Mexico Crisis
While the Mexican and Asian crises shared several common features, the Mex
ican economy experienced a less prolonged recession and the contagion to
other emerging economies was contained. Therefore, it is instructive to look at
those particular factors that were responsible for the quick economic turn
around and for avoiding contagion to other markets.
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Table 3. Mexico's Program Announcement

(Februa.ry 21, 1995

=

Date

100)

Funding Rate

Jan.24
Jan. 31
Feb. 7
Feb. 14
Feb. 21
Feb. 28
Mar. 7
Mar. 14
Mar. 21

36.9
43.8
56 2
64.6
100.0
64.6
100.0
76.8
80.8
.

Exchange Rate

Stripped Spread

97.6
92.0
92.8
102.0
100.0
102.0
100.0
101.7
119.6

72.8
80.5
85.4
1 1 1.3
100.0
111.3
100.0
108.0
146.9

The origins of the Mexican and Asian crises lie in the following:
•

overvalued real exchange rates and large current account deficits financed
to an important extent by short-term capital inflows,

•

large public or private sector short-term debt,

· financial liberalization coupled with excessive short-term inflows that led
to a rapid expansion of credit in the context of a weak financial system,
and
•

abundant liquidity in international financial markets that drove investors
to search for higher yields in emerging markets.

Let me expand on why contagion was largely avoided during the Mexican
crisis.

Early Diagnosis
The Mexican crisis started on December 19, 1994. It was immediately clear to
us that the economy was experiencing a dual crisis. The Mexican crisis com
bined elements of a typical current account and overvaluation speculative cri
sis with a financial market panic, in which the short maturity of the country's
external liabilities exposed it to a self-fulfilling refinancing crisis.
The Mexican crisis of 1994-95 was the first clear-cut example of a dual cri
sis in which the large current account deficit, together with significant amor
tizations of dollar-denominated government debt, proved to be a lethal com
bination for the economy. This explanation for emerging markets' financial
crises parallels the theories explaining bank runs in which depositors suddenly
demand withdrawals of their funds when they fear that other depositors will
withdraw their money, thereby driving the bank into illiquidity and eventual
collapse.
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Figure 1 . Funding Rate, Exchange Rate, and Stripped Spread, 1995
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Determination to Act
President Zedillo understood the severity of this dual crisis and that there was
no alternative but to act decisively and rapidly to establish an orderly macro
economic adjustment in response to the sudden capital outflows, to refinance
short-term public debt by approximately US$30 billion, and to maintain the
solvency of the banking sector. It was our conviction that by acting in this
manner the cost of the adjustment would be minimized.
Four weeks after the onset of the crisis, Mexico had an IMF program in
place, and a financial assistance package from the United States was being ne
gotiated. The negotiations were finished by February 21 and the whole pro
gram was announced in early March 1995.
Addressing the Banking Sector Problem
The fragilities accumulated by the domestic fmancial system, the overindebt
edness of firms and households, and the damaging effects of the crisis all seri
ously threatened the life of the financial system. To preserve the integrity of the
sector, the authorities implemented a series of programs with the following
objectives: (1 )prevent a systemic run on the banking system; (2) avoid moral
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hazard and minimize distortions; and (3) absorb the cost of the banking sec
tor restructuring as a fiscal item and avoid expansion of credit by the central
bank.
With these objectives, the central bank opened credit lines denominated in
foreign currency at a penalty rate so that commercial banks could fulfill their
obligations. A program was established to promote the capitalization of the
banking system, and legal reforms were undertaken to allow greater foreign
participation in the banking system.
By the second half of 1995 the economy was growing at positive rates again,
after falling by 11.8 percent during the first semester and by 6.2 percent for the
whole year. In the three years from 1996 to 1998, the economy grew at 5.2, 7.0,
and 4.7 percent, respectively; and inflation came down from 52 percent in

1995 to 18.6 percent in 1998. Moreover, the government regained access to in
ternational capital markets soon after the announcement of the program, and
in January 1997 we were able to fully repay our loans from the U.S. Treasury,
three years ahead of schedule.
We knew that because markets overreact, policy had to overreact as well if
confidence was to be restored. And in the Mexican case, the international as
sistance package was sufficient to guarantee that all of the maturing liabilities
could be honored. The quick reaction of the Mexican authorities together with
a healthy U.S. economy were crucial elements in explaining the quick recovery
of the economy and in minimizing contagion to other economies.
In contrast, the Asian countries shared important trade and financial links
that intensified contagion, and the crisis took place at a time when Japan was
undergoing an economic recession and its financial system, which has signifi
cant ties in the region, was in an extremely delicate situation.

Criticism of IMF Policies
The three main parts of the IMP-supported Asian programs that have been
criticized are tight monetary policy, tight fiscal policy, and the appropriateness
of structural reform.
In my opinion the first two policies are indispensable to reestablishing the
credibility of the authorities. In the middle of a confidence crisis, if the inter
est rate response is delayed, confidence continues to erode, inflation expecta
tions pick up, and the currency depreciation continues. Therefore, in the midst
of a currency crisis, there might not be a level for the currency where all mar
ket participants feel that the exchange rate has overshot its long-term equilib
rium so that it is a good time to invest in that currency. For this reason, critics
who argue that once the exchange rate was floated there was no reason to pur-
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sue a tight monetary policy are wrong. Once the exchange rate is floating,
monetary policy has to become the nominal anchor of the system. To accom
plish this in the middle of a confidence crisis, it is imperative that the country
follow a tight monetary policy.
A fiscal adjustment is similarly needed for three reasons: ( 1 ) to cover the
flow cost of the financial restructuring; (2) to share the needed adjustment in
absorption with the private sector; and (3) to signal that any additional cost to
the budget or to the banking sector restructuring process, generated by the in
crease in interest rates, can be handled by fiscal means, and that it will not gen
erate inflationary pressures in the future.
Finally, regarding the appropriateness of the structural measures aimed at
reforming the financial sector, I think they should be taken immediately, but
it is necessary to guarantee fully the deposits in the banking system to avoid a
systemic run.

Advice for Preventing Crises
On exchange rate systems, I disagree with the author with respect to the pos
sibility of finding a middle ground between a fully flexible regime and a cur
rency board or monetary union. In the Mexican experience, the adoption of a
flexible exchange rate regime has contributed to reducing speculative pres
sures in financial markets. The flexible exchange rate has served multiple pur
poses. First, it has provided the economy with an additional adjustment vari
able to absorb financial shocks and to take some of the pressure away from
interest rates. Second, a flexible exchange rate facilitates the adjustment of the
real exchange rate to its equilibrium level whenever an exogenous shock war
rants a new equilibrium exchange rate, without affecting the credibility of the
monetary authority. And third, the significant losses that can be incured in the
short run because of the movements in the exchange rate discourage short
term capital inflows.
Regarding the development of an early warning system I agree with the au
thor about the difficulties in forecasting crises.
Again, I fully agree with theoretical arguments in favor of a gradual finan
cial liberalization. However, sometimes the political process leads to a window
of opportunity that might not be open in the future. Under such circum
stances, the choice is between abrupt financial liberalization and no liberaliza
tion at all.
The author ends by proposing the implementation of regional monetary
funds that could be used as mutual insurance for providing liquidity support
and funds for financial stabilizations. Ito advocates the creation of these insti-
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tutions on three grounds: (1) to provide close surveillance and monitoring; (2)
to supplement an IMF support package; and (3) to promote close ties in trade
and investment in the region, which would facilitate better regional solutions.
It is erroneous to think that countries with similar problems and a lack of
market credibility could perform the functions of surveillance and monitor
ing without the assistance of an outside authority. It seems hard to believe that
programs sanctioned by a regional monetary fund could become a signal of
good behavior and reestablish credibility in the country's policies.
Regional monetary funds will tend to exacerbate contagion, given that the
drawing of funds by one country will tend to reduce the availability of funds
for the other members, thereby inducing runs on them.
Last of all, Ito's paper concludes by saying that the IMF programs did not
address the core of the problem in these countries. The author, however, does
not mention what that core actually is.
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Refocusing the Role of the
International Monetary
Fund
David Lipton'*

Despite the recent emerging market crisis, the forces of globalization continue
inexorably to weave a web of interdependence and integration across the
world. The precarious state of the world economy has tarnished the process of
globalization, however, as doubts have arisen about whether the promise of
globalization will be fulfilled. That promise is one where liberalization and in
tegration, supported by the information revolution and the diffusion of tech
nology, will power a significant, sustained increase in global growth. In turn,
economic growth will produce a convergence in living standards between de
veloping and industrial countries. Over the past two years we have seen crisis
and uncertain recovery in Asia, collapse in Russia, strains across Latin Amer
ica, and,. apart from the United States, sluggish growth in the G-7. In April
1998, the IMF projected global growth at 2.3 percent for the year and growth
in world trade at just 3.8 percent.• The emerging market crisis has subsided,
but the rekindling of interest in those markets on the part of international
capital markets inspires worry as well as relief. That worry is whether the glob
alized economy will be stable enough to deliver on its promise.
Doubts about globalization coincide with doubts about the IMF. If the IMF
calculated a global index of public and elite opinion about itself over its entire
history, the graph would be in a trough. Of course, there have been peaks and
troughs in the past. But while the IMF's prominence in crisis management has

*In preparing this paper, I have benefited from discussions with many people, both in and out
of the official international financial community. In particular, my views have been shaped by my
participation n
i discussions with members of the Council on Foreign Relations Task Force on Jn.
ternational Financial Architecture, especially Barry Eichengreen and Morris Goldstein. The views
expressed here, of course, are my own.
1See IMP (1.999b).
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boosted its name recognition, more people are more critical than ever. Inter
estingly, the criticism comes from both ends of the spectrum of views of cap
italism. Some say that the IMF hinders capitalism, through both its advice
(more taxes means more government) and its finance (more money means
more moral hazard), and some of these people want the IMF closed. There are
others who believe that the IMF promotes heartless capitalism, urging liberal
ization without regard to dislocation, labor impact, or environmental damage.
IMF partisans can take heart that its opposition is divided. But, perhaps more
than in a generation, the IMF lacks defenders outside of the official interna
tional financial community.
What has happened? The IMF's problem is derivative of the problems aris
ing from globalization. Remedies for the IMF must center on the institution's
contribution to redressing the problems of globalization. In particular, the
proper role for IMF finance must be embedded in a strategy for the interna
tional financial architecture aimed at making the world safe for globalization.
The strains accompanying globalization stem, in part, from the speed in the
spread of markets outstripping the response from the official community.
That response includes policy and institutional development by national gov
ernments and the modernization of the international financial architecture by
the international community. In short, the official community has fallen be
hind, and now part of the catch-up process entails reevaluating what govern
ments can and should do and what must be left to the markets. National gov
ernments may be abandoning the commanding heights of their economies as
they privatize, liberalize, and end government direction and other interfer
ences. But that does not mean governments have no role or even that they are
less important. Rather, it means new responsibilities and greater discipline
from markets.
Governments must now preside over a process of strengthening the insti
tutional and policy bases of their economies to make them hardy enough to
withstand and then benefit from globalization. Part of that process involves
destruction-tearing down the remnants of state or crony interferences in the
economy; and part of it involves creation-building newer and stronger legal
and regulatory frameworks; but a third part involves shifting the burden of re
sponsibility for absorbing economic shocks from governments to the market
place. The IMF can and should play a role in advancing every part of this
process.
Those who see IMF finance as irrelevant or counterproductive to the func
tioning of markets are reacting to a role that the IMF has had to assume during

this intense period of globalization. Rather than concluding that there is no
proper role for the IMF in financing adjustment in its member countries, it
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time to reexamine whether the world is asking too much when it asks the IMF to
place its financial arsenal against the international markets. Perhaps refocusing
the role of the IMF, in the new international financial architecture under discus
sion, can create a context in which the IMF can more successfully fulfill its role.
This paper presents an approach based on three proposals. First, the interna
tional community should end the large-scale IMF bailouts for member coun
tries with balance of payments problems. That means retracting the implicit
IMF guarantee that has evolved in recent years, and restoring a strong presump
tion of modest access limits for countries seeking IMF finance. Second, the bur
den for coping with economic problems should be shifted away from the IMF
and to the markets and private sector participants. That means encouraging
members to adopt (or, for recent converts, to maintain) flexible exchange rates
in order to end the costly peg defenses we have seen. In this setting, policy ad
justment and normal access to IMF finance should usually suffice. Ifnot, the in
ternational community should encourage workouts with creditors. Third, while
bailouts for countries should no longer be needed, the IMF should still be ready
to respond if the health and integrity of the international financial system is en
dangered. That means creating a large pool of resources as a last line of defense,
and creating a governance structure that allows for the use of these resources
only at a very high threshold of systemic threat.

Origins of the Crisis
Where did the emerging markets crisis come from? What was the international
community's response? There are two camps of thought regarding the genesis
of the crisis. One you might call "the IMF camp" argues that the crisis came
from underlying problems in the affected economies, including deep flaws in
the structure and regulation of domestic fmancial systems.2 After all, every cri
sis country, at least until the crisis spread to Brazil, saw a collapse of its bank
ing system. In short, the problem was various forms of crony capitalism and
the policy and economic consequences that resulted. The IMF camp calls for
greater national prevention efforts, with the IMF catalyzing those improved
efforts; international support for crisis management, including conditional
IMF lending to provide breathing space for countries undertaking adjustment;
and workouts involving private sector restructuring when problems are suffi
ciently severe.

2The IMF camp acknowledges a role for capital markets in the genesis of the crisis, but empha
sizes national policy management. See Fischer (1999b).
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The opposing camp, one you might call the "it's a financial panic, stupid"
camp, argues that the crisis was one of confidence, and that this is an inherent
problem in modern capital markets.3 For that camp, technological advances in
capital markets and poor international regulation were the villains in the saga.
Concern about market psychology is not new to economics, but the modern
version is updated to the new realities of the globalized economy. First, huge
amounts of capital flowed into emerging markets-coming from a wide vari
ety of new financial institutions, delivered by new technologies, abetted by reg
ulators, and flowing with a force never seen before. Some argued that implicit
guarantees of IMF support encouraged excessive risk-taking. Next, panic set
in. And once panic set in, each investor was rational to get out if others were
getting out.
The panic camp points out that just as each investor was smart to get out if
others were getting out, if everyone were calmed, all would stay in. So this
camp argues that in such a crisis no steps should be taken that undermine con
fidence or economic activity. When the IMF's Managing Director pays a visit
to a crisis country, his list of conditions has the effect of emphasizing weakness
and impairing confidence. Hence, conditionality should wait. Instead, the in
ternational community needs to stop the panic by acting as a lender of last re
sort. The other change advocated by this camp is the regulation of capital in
flows. Regulators in advanced countries should amend the Basel capital
adequacy standards to stop encouraging short-term flows (via zero or low
scoring of short-term loans against capital adequacy). And emerging market
countries should discourage "undesirable" short-term inflows through pru
dential regulation or outright capital controls.
Well, was the crisis a flood of capital-first in, then out? Or were some coun
tries "weaker swimmers" than others? The economics profession will be sus
tained for years discussing and writing about this question. In a speech on April
9, 1998, then-U.S. Treasury Secretary Robert Rubin concluded that weak poli
cies and institutions in many developing countries, and an inadequate focus on
risk on the part of banks and investors in industrial countries, combined to
gether to produce vulnerabilities in these economies. It was this combination
that ultimately led to the abrupt collapse in confidence that spread through
Asian and other emerging economies from the summer of 1997 onward.4
The fact that there is truth in the views of both camps makes the response
to the crisis complicated. The agenda for modernization of the international
financial architecture that is emerging from all the meetings, conferences, and
3See Sachs (1998a) and the discussion in Krugman ( 1998).
4See Rubin ( 1999).
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communiques seems to acknowledge the duality of the problem. In brief, what
has emerged as an agenda includes four basic parts.
•

First, industrial countries have said they will act, including using interest
rate cuts, to keep their economies growing.

•

Second, the international community will promote crisis prevention. That
means working with emerging market countries, including through new
efforts to promote standards for good conduct, to improve the policy and
institutional setting in their countries. And it means working in advanced
markets to improve the regulatory framework within which lenders and
investors operate.

•

Third, prevention will have a financial dimension. The IMF's new Con
tingent Credit Line aims to help countries affected by financial contagion.
The new facility is viewed by some as prevention and by others as a step
in the direction of lender of last resort.

•

And fourth, there is very preliminary agreement that when a crisis is se
vere, the private sector will be expected to play a role in crisis resolution.
But as many have acknowledged, in this world of Eurobonds and deriva
tives, creating new mechanisms to do an old job, and to do it without un
dermining healthy markets, will be a challenge.

Access to IMP Resources
The proposed agenda is broad and encompasses many of the key issues that
need to be tackled. Implementing the agenda is likely to improve crisis pre
vention and management. One area that has been left indeterminate, however,
is the scale of IMF finance for crisis management. This indeterminacy in the
debate about access policy going forward surely derives from uncertainty
about what the next crises will be, as well as a desire to maintain room for the
international community to maneuver, and constructive ambiguity about IMF
resource commitment vis-a-vis market participants. The issue is complex and
the rationale for this indeterminacy is understandable. Nonetheless, the re
mainder of this paper argues for the need to put the genie of large IMF lend
ing operations back into the bottle, and to restore a more rigid adherence to
the use of access limits in approving members' use of IMF resources.
This argument is put forward without suggesting that the international
community was wrong to provide large-scale financing during the emerging

market crisis. As fixed exchange rates collapsed and crisis spread, the IMF-led
package was the tool available for combating crisis. The question, going for

ward, is whether crisis management can be improved by combining new ap-
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proaches for the three most challenging items on the architecture agenda: IMF
finance, exchange regimes, and private sector workouts. The international com
munity is coming around to the view that greater exchange rate flexibility is de
sirable. It is also edging in the direction of incorporating private sector restruc
turing and workouts, into procedures for crisis management. If these two
desirable steps are taken, they would go a long way toward permitting a return
to limits on IMF lending. But more important, achieving those two desirable
goals may depend, at least in part, on first limiting IMF lending.
In general, neither countries nor market participants should be led to pre
sume that IMF resources will be available in large amounts. While country au
thorities have strong incentives to avoid crisis, limits on the availability of IMF
resources could affect choices on the margin, helping to dissuade countries
from using or excessively relying on exchange rate pegs. Market participants,
in evaluating potential crisis outcomes, should have a clear idea of the limits
of IMF support so that investment decisions are not subject to undue moral
hazard. In a crisis, more rigid limits would provide clearer benchmarks for the
adjustment and financing mix, as well as for the limits beyond which debt re
structuring and workouts should be initiated. After all, part of the original ra
tionale for limits was so that the IMF could catalyze private resources, instead
of supplanting them.
Traditionally, IMF policy has been to limit financial support to a member
country to a fixed percentage of quota per year and a fixed multiple of quota
over a multiyear period. Before the most recent quota increase, the access lim
its were 100 percent of quota annually and a cumulative limit of 300 percent
of quota. These limits have been adjusted from time to time as quotas changed
and as members' needs changed. Ther·e has long been recognition that in ex
ceptional circumstances access could be granted above the limits, but before
the Mexico crisis that was seldom done. Access was, broadly speaking, geared

to creating an appropriate mix of adjustment and finance, where the scope of
the balance of payments need carne from current account difficulties and the
'need to maintain or restore central bank international reserves.
The crises of the 1990s have posed a new financing challenge for the IMF,
in part because of the predominance of capital market pressures. In earlier
decades, the IMF saw its role as helping to finance current account imbalances,
thereby limiting the extent to which aggregate demand would have to be re
duced through policy adjustments. In the Mexican crisis and the emerging
market crisis, the IMF helped countries finance capital outflows to a much
greater extent than before. Of course, that distinction is not exact in all cases,
but it exists and stems from the expansion of capital market access among
emerging market economies.
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For the most part, official financing of large-scale capital outflows occurred
where pegged exchange rates were attacked, defended, and abandoned, and
where intense capital outflows caused extreme exchange rate depreciation and
threatened widespread financial and nonfmancial bankruptcy. In most of
those cases, current account deficits disappeared, or even turned to surplus as
domestic demand plummeted. Responding to the huge scale of capital out
flows and, in time, the depth of capital market pessimism, the international
community agreed to permit crisis countries exceptional access to IMF funds
{as well as funding from the development banks and bilateral sources). That
response was not wrong. Pegged rates were failing, contagion was spreading
crisis, the consequences for the international financial system looked omi
nous, and the IMF was the bulwark against contagion.
Can the system be changed so that the IMF can restore adherence to access
norms? And, if so, what is the role for the newly created facilities, the Supple
mental Reserve Facility {SRF) and the Contingent Credit Lines (CCL)?

As this paper will argue in some greater detail below, a more widespread re
liance on flexible exchange rates would, as a by-product, likely reduce the
number of countries needing IMF funding and the scale of IMF funding for
those in need. Over the past several decades, countries have come to the IMF
for help with macroeconomic imbalances, structural problems, transition
from communism, and debt difficulties. Often countries have had a combina
tion of these problems. In the absence of peg defenses, there would be fewer
cases where macroeconomic imbalances and international reserve inadequacy
lead to crisis. Greater reliance on exchange rate adjustment and less on reserve
intervention would help prevent capital market runs on central bank reserves.
For the most part, even intense capital market pressures stemming from
doubts about balance of payments prospects would be relieved in a timely and
adequate manner by exchange rate depreciation. Foreign exchange sales on a
modest scale, funded by IMF loans, can play a constructive cushioning role in
supporting imports, much as was the case in earlier crises, when policy adjust
ment, exchange rate depreciation, and the availability of modest IMF support
successfully stemmed capital outflows. Such sales would constitute a tempo
rary departure from a floating exchange rate regime, but could be pre
announced, fixed amounts, and for a limited duration.
. Floating rate regimes do not rule out episodes of extreme depreciation re
sulting from problems of debt sustainability, banking system failure, or other
forms of widespread insolvency. Debt crises, however, should be less frequent
than crises of failed pegs. Difficulties with exchange rate pegs are virtually as
frequent as fiscal and monetary difficulties. Debt difficulties require a buildup
of fiscal or real economic difficulties over a longer period, or significant real
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shocks. In a world of more floating exchange rates, debt buildups will trigger
exchange rate pressures that will impart discipline for addressing the debt
issue, and real shocks can be abated, at least in part, by depreciation. In those
instances where debt problems arise, it is preferable to respond with debt re
structuring rather than massive official financing.
The SRF was created in the context of crisis resolution. The IMF had been
called upon to lead the international community's response to crisis by plac
ing large financial resources in support of the maintenance or restoration of
capital market confidence, and the SRF was a constructive innovation. Its
shorter maturities and higher interest rates, compared with traditional IMF fa
cilities, properly improved incentives for borrowers to return to capital mar
kets sooner. What is debatable, however, is whether the IMF should continue
to provide such large-scale support

as

has occurred in the few instances the

SRF has been activated. If access is scaled back, use of the SRF would dimin
ish. Even with a return to more rigid access norms, there could still be in
stances in which the terms of the SRF are more appropriate than the terms of
Stand-By Arrangements. But determining a set of guidelines for the SRF that
are within normal access limits, in particular when countries might be ex
pected to forgo stand-by terms, requires further consideration.
The CCL, on the other hand, offers a potential tool for crisis prevention.
Provided that the CCL is reserved for countries with strong institutional bases
and strong records of policy management, an "A-list" of countries could be es
tablished, each of which could gain access through its qualification for mem
bership. Membership on the "A-list" would have value if it translated into im
proved capital market access and financing terms. That could include the
establishment of private contingent lending operations, as envisioned in the

CCL facility. If national authorities also perceive stronger incentives to adhere
to the membership terms-that is, through better policy management-the

CCL will prove an effective prevention device.
One obvious problem with the CCL, which has been identified by others, in
cluding the IMF itself, is maintaining proper standards for qualification. The
value of the CCL will be diminished if mediocre performers are admitted, or if
once-stellar performers cannot be de-qualified once their performance slips.
That problem will not be easily managed. A more important problem, however,
s
i that potential access under the facility has not been rigidly limited. The IMF
decided that there would be no general access limits for the CCL and has said it
expects access in.the range of 300 to 500 percent of quota.5 This decision allows

5See IMF (l999a).
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much greater leeway and discretion than has been traditionally the case under
upper credit tranche lending facilities. The potential exists then for the CCL to
become the target for bargaining, with the private sector attempting to pressure
the international community into "upping its ante" in the prevention sweep
stakes. It is instead preferable to strenghten CCL access limits and to set them at
levels consistent with regular conditional lending. Then let the markets deter
mine the value of combined modest finance and IMF seal of approval.

Exchange Rate Regimes
Until quite recently, the role of exchange rate regimes was curiously absent
from the discussion of international financial architecture. The subject has
been an uncomfortable one for the international community. The G-22
Working Group report on architecture avoided it. Emerging market partici
pants tended to defend their particular regimes, and G-7 representatives did
not want to open the door to a discussion of target woes for their currencies.
The IMF view, if there is one, has been that exchange regimes must be tailored
to countries' individual circumstances. The academic community has many
views-if you ask five economists, you get six views. Almost everyone agrees
that the emerging market crisis shows the dangers of fixing exchange rates
without complete policy commitment.6 Many have concluded that emerging
market countries should go to one or the other end of the spectrum, either
float freely or adopt very hard pegs, such as in currency boards, and avoid the
murky middle of discretionary crawling pegs and bands.7
Former U.S. Treasury Secretary Robert Rubin weighed in on the subject,
adopting the "ends of the spectrum" position, and proposed putting some
muscle behind it.8 He suggested the international community should not
"provide exceptional large-scale official finance to countries intervening heav
ily to defend an exchange rate peg." He offered an important caveat, however,
by admitting an exception "where the peg is judged sustainable and certain ex
ceptional conditions have been met, such as when the necessary disciplines
have been institutionalized or when an immediate shift away from a fixed ex
change rate is judged to pose systemic risks." That approach seems to point in
favor of a new presumption against peg defenses, with a large dose of "op-

6Ex.cept for some devotees ofcurrency boards, who argue that the institutional change will force
the necessary disciplines (Hanke, 1998).
7Resisting that tide, Jeff Frankel has recently reasserted the traditional case-by-case argument
(Frankel, 1999).
ssee Rubin ( 1999).
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tionality" for the international financial community, which will strike some as
valuable and others as dangerous.
This new debate is helpful, because the question of what is the best ex
change regime ought to be considered, as it has been historically, in con
junction with the question of what is the appropriate international financial
architecture.9
The history of the international financial system has seen exchange rate
regimes predominate for a period and then fall victim to stresses, strains, and
crisis, as political and economic forces change and make the regime impracti
cal or not useful. Bretton Woods, which was established by international con
vention, was an exception to the more general rule that regimes develop, gain
adherents, last for some years, come under pressure, and then collapse in an
evolutionary process. More often the leadership of a key country or countries,
pledging themselves to a regime, was followed as others joined in consistent
behavior.10 We are now at an interesting and fluid moment in the evolution of
exchange rate practices.
The heterogeneity of practices in exchange rate regimes, in recent years, has
followed from the logic that regimes should be selected on a case-by-case
basis. The trade-offs involved are encapsulated in the often-cited device of the
holy trinity of objectives: exchange rate stability to facilitate commerce and fi
nance, monetary independence to manage domestic demand, and capital ac
count openness to facilitate inflows. The trinity argument is that only two of
the three objectives can be achieved by any exchange rate regime-fixed ex
change rates sacrifice monetary independence, floating exchange rates sacri
fice stability, and capital controls sacrifice openness. The argument also im
plies that no single exchange rate regime is optimal and the choice must be
made on a case-by-case basis suited to the circumstances and policy impera
tives of the country involved.
In the advanced countries, we have seen a period of floating among the
major currencies and infrequent exchange market intervention. At one level,
policymakers have presumed that foreign exchange intervention alone would
have a limited impact given the awesome size of major currency markets. At
another level, policymakers see that markets are extremely sensitive to signals
of their policy intentions. What is really at play is that policymakers in ad
vanced countries consider their main objective to be creating the conditions
for strong domestic economies, and they are convinced that achieving sus-

9JMF Managing Director Camdessus bas called for greater discussion and consideration of this
subject; see Camdessus (1999).
tosee Eicbengreen ( !996), p. 6.
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tained growth .with low inflation is the best recipe for healthy external condi
tions. A corollary of this is reluctance toward any serious subordination of do
mestic instruments to external objectives. Europe is hardly likely to raise in
terest rates soon because of the weakening euro. Japan is desperately trying to
figure out how to conduct an expansionary monetary policy, even though it
might weaken the yen. And the United States, despite its trade imbalance, often
repeats the refrain that it will not use the exchange rate as an instrument of
trade policy.
In emerging market countries, a period of experimentation with adjustable
pegged exchange rates has seen success in some cases, but in others stress,
strain, and failure.
From the late 1980s onward, a number of countries had pegged their ex
change rates to combat high inflation and instability, and some of those coun
tries switched to crawling pegs and crawling bands as their stabilization efforts
progressed. Other countries adopted adjustable pegs to gain policy discipline
and to signal policy commitment. Since Mexico's crisis began in late 1994, a
large number of countries with adjustable pegs have suffered currency crises.
In the prominent crisis cases, in Asia, Russia, and Brazil, but elsewhere as well,
countries have altered their exchange rate regimes to build in more flexibility.
In fact, since the Mexican crisis, about 15 percent of the non-G-10 member
ship of the IMF has abandoned pegged arrangements and adopted floating
regimes.
What these countries have experienced is not something that is incorpo
rated into the holy trinity framework-the costs of regime failure. Empirical
analysis has confirmed that pegs impart and convey discipline and thereby
contribute to price stability.11 Now, it is also clear that when pegs break down,
the costs are high. Whatever the cause of the breakdown-macroeconomic
policy errors, adverse shocks, or swings in capital market sentiment-once
foreign exchange reserves are depleted it becomes very difficult for countries
to reestablish exchange rate stability.12 Restoring confidence is extremely diffi
cult without both credible policies and international liquidity. The resulting
extreme exchange rate depreciation raises the local currency burden of foreign
currency debt, and puts stress on banks, companies, and governments. Cur
rency crisis converted into national bankruptcy dooms a country to a compli
cated process of domestic and international financial workouts that can be
lengthy and debilitating. Worse, it has proven nearly impossible for some of

11See Ghosh and others (1995).
12See Sachs ( 1998a) for a discussion of the circumstances of failed pegs.
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the crisis countries such as Indonesia to organize workouts, given their politi

cal, legal, and institutional weaknesses.
The combination of the globalization of finance and the widespread adop
tion of convertibility in emerging markets in the last decade created the cir
cumstance where defense of an exchange rate peg or its eventual failure could
involve extremely large capital outflows and reserve decumulation. Capital
flows to emerging markets rose dramatically in the period up through 1996.
The breadth of exchange rate convertibility and the liberalization of capital ac
count transactions both facilitated these inflows and permitted both domestic
and foreign investors to engage in capital outflows as well. The implicit guar
antee embedded in exchange rate pegs lowered the perception of risk for in
vestors. And the depletion of reserves, especially in light of short-term debts
and foreign currency obligations, created a combustible mixture.
Worse yet, the failure of pegged exchange rates has proven costly for the in
ternational financial institutions and the international community. As coun
tries defended pegs, or attempted to restore exchange rate stability after de
preciation of the exchange rate, they rightly asked the IMF for help. In Asia,
the international community found out how expensive it was to help countries
replenish depleted foreign reserve holdings and restore a reserve cushion that
would be viewed as sufficient in light of short-term debts. Even the big pack
ages were not immediately convincing, because the dire financial position in
crisis countries left little time for national authorities to undertake needed
policy and institutional changes. And the types of problems that needed fixing
were not just macroeconomic imbalances, but deeper structural and institu
tional problems. The IMF faced two daunting tasks: designing extensive and
intrusive economic adjustment measures without adequate information, and
completing programs so quickly that there was inadequate time for delibera
tion. IMF programs, which in an earlier era might have been negotiated in
weeks, were negotiated in days and approved swiftly under the Emergency Fi
nancing Mechanism. Despite the daunting sums-western support for the
Asian crisis countries, Russia, and Brazil totaled $180 billion-depreciation
was extreme and, in most cases, not reversed quickly, and recessions have
proven to be deep.
With floating exchange rate regimes, it is less likely that we would see such
explosive crises. Provided that rates truly floated-that reserves were not de
pleted in an effort to target a particular rate-several factors would mitigate
crises. First, even if central bank credit and interest rate policies were partially
directed at stabilizing exchange rates or at maintaining exchange rates in "de
sired quiet zones:' the absence of explicit pegs or bands would greatly reduce
the implicit guarantee extended to market participants. Thus, policy short-
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comings and exogenous shocks would lead to fluctuation of exchange rates,
and with them, asset price valuations and real terms of trade, which would dif
fuse the real impact of adjustment broadly in the domestic and global mar
ketplace. As a result, routine exchange rate variability would lead market par
ticipants to enter more broadly into hedging contracts, redirecting risk from
central banks to the markets, and probably from banking systems, to a broader
range of market participants.
With the creation ofthe euro and talk of dollarization in some parts of Latin
America, it may seem incongruous to speak of the benefits of floating exchange
rates. Monetary union brings with it the surrender of monetary policy in the
interests of lower capital costs, greater capital market integration, and hence
higher economic growth. It is possible that the world will see greater monetary
integration or even the creation of large currency blocs in the long run. With
out entering into the complicated subject of optimal currency areas, monetary
union will be workable for some countries where economic factors make it de
sirable, and where political and institutional factors make the commitment to
live with the strictures possible. But in most cases, even if monetary union is a
desirable long-term goal, it will make sense to approach the goal in a nonlinear
way. That is, begin with a floa�ing exchange rate, then sufficiently strengthen fi
nancial and legal institutions and regulatory practices and the conduct of
macroeconomic policy, and then jump to a monetary union. This was one of
the lessons of the European Monetary System crisis in

1992, following which

bands were broadened for the remaining run-up to the euro.13 Even Poland,
which aspires to adopt the euro, seems to have accepted this lesson by widen
ing its band and introducing greater flexibility for its transition period.
The IMF's reluctance to develop

any systematic preference regarding ex

change rate regimes is understandable. The IMF faces a difficult trade-off vis
a-vis its members,

akin to the statisticians' trade-off between type one and

type two errors. The IMF errs if it fails to support a government committed to
addressing its problems, intent on using a nominal anchor to convey its com
mitment, and willing to live with the implied constraints. Alternatively, the
IMF errs if it supports a government proclaiming those ambitions, but unable
or unwilling actually to do so. Hence, the challenge for the IMF in balancing
these two risks is to support committed and able governments without being
susceptible to costly defenses of less committed governments.
Given the costs to the international community when exchange regimes
fail, the IMF has a clear interest in the choice of national exchange regimes and

13See Eichengreen (1996), pp. 171-81, for a discussion of this episode.
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their management. After all, that was part of the logic for the creation of the
IMF. How might the IMF proceed? First, the IMF should, through its surveil
lance, dissuade countries from adopting pegs, unless special circumstances
make the use of a nominal anchor highly valuable. Those circumstances might
include an effort to end a rapid inflation, where the local currency's role as a
nominal anchor has been demolished, or the case of very small, very open
economies, with little need for monetary policy. Whenever those circum
stances do not exist, the IMF should urge countries to adopt a high degree of
exchange rate flexibility. Second, as former Treasury Secretary Rubin has sug
gested, the international community should refrain from supporting excep
tional access to IMF resources in funding large financial packages to defend
pegged exchange rates. But to keep Rubin's optionality caveat from becoming
a loophole for undesirable bailouts, all members should be restricted again to
only ordinary access. Even committed governments fixing their exchange rates
can receive IMF support, but not exceptional access. Denying extraordinary
access limits the risk of costly, failed peg defenses, and limits the incentive for
governments to opt for the peg (or to sustain an embattled peg) in order to
gain access to large amounts of official finance.

Workouts
A second key step toward making our global capital markets function better is

to develop and implement an approach to the restructuring of private claims
when crises are severe. The international community has spent several years
discussing the need for orderly workouts (sometimes called bail-ins). Many
have recognized this as perhaps the most difficult of the international finan
cial architecture issues, given the difficult balance between not undermining
debt service discipline and not undermining the market discipline of creditors
in their evaluation of risks.14 Restructuring has occurred in Korea and
Ukraine, and a preference has emerged for a case-by-case consideration of re
structuring needs. So far, little progress has been made in developing a sys
tematic approach to the subject under which cases could be dispatched.
On the face of it, the international community is attracted to the idea that
workouts should occur. The spreads earned by creditors on financial instru
ments issued by emerging market countries raise the question, what risk other
than restructuring or default risk could explain such prices? It is just not con
sistent for the international community to base its rescue packages on a pre-

14See IMF ( 1999b).
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sumption that all debt service to private creditors must always be paid. Mar
kets, to some degree, are assuming that some mechanism for private sector in
volvement

will be incorporated into workouts when economies have severe

debt-servicing difficulties. Moreover, both the academic and official commu
nities see the development of workouts as instrumental to the process of
damping the excesses to which capital markets seem to be prone. The decline
in emerging market spreads in the first half of 1999, and the resurgence of in
terest in emerging market bond issues, strengthens the logic of Treasury Sec
retary Rubin's call for inducements "for creditors and investors to weigh risks
more appropriately

in decision making."15

Moreover, history is replete with examples of debt restructuring. In each
era of capitalism, there have been sovereign defaults and restructuring. Of
course, while some have been orderly, most have been disorderly, with adverse
consequences for borrowers and creditors alike. It would be historic if in the
present era of globalization, with the sophistication of markets and the finan
cial instruments they spawned, restructuring never took place.
Of course, the lack of progress in developing a broad approach results from
a number of inherent obstacles. Many have expressed the concern that pay
ments discipline not be undermined, that creditor moral hazard not be traded
off for government moral hazard with the effect of retarding needed capital
flows. That point illustrates the larger concern that we do not yet have a broad
conceptual basis for distinguishing when workouts should and should not
occur and what their terms should be. Economists have long analyzed bank
ruptcy in the domestic setting, but no "general theory of international work
outs" has been enunciated.
The alarm over moral hazard, on the one hand, and the alarm over the
sanctity of contracts, on the other, should in time give way to an analysis of the
balance of factors at play. Beyond that problem are operational issues, such as
who decides when a workout will occur and how workout terms are deter
mined or negotiated. And there is a vexing set of issues surrounding the legal
basis for securing the participation of creditors. Last, there is a concern that if
workouts are institutionalized, their prospect or imminence could impart even
greater instability in capital markets, by propelling a rush toward the exits by
creditors and investors. The important search for a clear conceptual frame
work for workouts is sure to continue.16 Several aspects of such a framework
are now emerging.

1SSee Rubin ( 1999).
16See the paper by Eichengreen in this volume.
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There should be an effort to map out a broad approach to conducting
workouts. It will be important for borrowers and capital market participants
to understand the system in which they are operating as investment decisions
are made. That is not to say that simple rules can be prescribed and applied in
individual cases. The history of the recent crisis shows that patterns of indebt
edness and credit holdings as well as issues of timing will require solutions to
be crafted on a case-by-case basis. But this could be within an approach that
has been spelled out in broad terms. That would constitute a compromise be
tween the U.S. and European views that emerged recently.
Creditors should be assured that workouts are not triggered whenever bal
ance of payments problems arise. Broader use of flexible exchange rates should
prevent some instances of monetary policy difficulties from turning into debt
problems by permitting markets to absorb a greater degree of the burden of
adjustment. When a country comes to the IMF, an effort should be made to
find a combination of IMF access that is within normal limits and economic
adjustment by that country that addresses the problem.
When debt sustainability is in question, however, that will prove difficult to
accomplish. Typically, the balance of payments will show a prospective gap de
riving from debt servic;:e (including interest, amortization of debt, and the ex
ecution of derivative contracts). In such a case, all major creditor classes
should be expected to restructure their claims with comparable terms. The
terms of the restructuring will need to depend on the severity of the country's
debt difficulties. In some cases, it will be clear that debt reduction is required
to restore the sustainability of the balance of payments. In other cases, where
it s
i unclear, debt can be rescheduled and, provided that the breathing space
offered is sufficient, eventually serviced in full. The use of a cutoff date for
rescheduling can effectively create a class of senior, post-cutoff-date claims
that will permit countries to earn reentry into capital markets (akin to what
happens in domestic bankruptcy situations). If further mismanagement or
bad luck befalls the country, the rescheduled claims can be revisited and debt
reduction on previously restructured claims can occur.
While that was not the design of the restructuring of commercial bank
claims in Latin America in the 80s, that was the sequence of what evolved. That
"lost decade" was notable for the slow pace of both restructuring and adjust
ment of economic policies. It would be an advance on that evolutionary
process to develop a broad and accepted approach along more modern lines to
be followed in the event of severe crisis.
Implementation of such an approach would leave the national authorities
in the debtor country formally in control of the decision to suspend pay
ments and to approach creditors for restructuring. While the creditors' re-
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sponse would be voluntary, their options would be shaped by the context in
which they were called upon to respond. The international community
needs to structure its financial support in a way that facilitates private sec
tor participation in workouts. First and foremost, the IMP needs to draw the
line on the amount of finance that it will provide, so that a bargaining
process doesn't obstruct achieving private sector participation. In that sense,
getting to workouts is integrally linked to restoring access limits. Second, the
IMP can prevent its finance from boosting debt service payments, as oc
curred in its extended arrangement with Ukraine in 1998, by requiring that

international reserve accumulation not fall below specified levels.17 Beyond

that, the Paris Club, in turn, will condition official debt restructuring on the
IMP program and a commitment from the debtor country to pursue com
parability of treatment of significant creditors. And, if the debtor country,
facing those constraints, limits debt .service in the form of a standstill or par
tial standstill, the IMP's lending into arrears further shapes the context for
creditor response.

Combatting Systemic Threats
This paper has argued that the IMP should set limits on the finance it will pro
vide to help a country in trouble. It should, at the same time, have a significant
pool of finance to respond to system-threatening situations. For most of its
history, the financing provided to individual countries has been to assist those
countries cope with balance of payments problems in situations where the
health and integrity of the international financial system has not been in ques
tion. Decisions regarding IMP support were made with the circumstances of
an individual member as the paramount concern. Those decisions, of course,
were always constrained by the usual need to ensure uniformity of treatment
of members in the application of conditionality and the provision of finance
so that undesirable precedents were not set.
There have been instances, however, when difficulties have become so wide
spread, or when the position of financial institutions in major markets has been
weakened, and concern has arisen about whether crisis might envelop the inter
national financial system. While the IMF has always seen its ordinary resources
as the main reservoir for crisis response, the General Arrangements to Borrow
(GAB) and now the New Arrangements to Borrow (NAB) are explicitly designed
to supplement ordinary resources, if need be, when system-threatening situa-

17See Eichengreen's paper in this volume.
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tions arise. It was apparent in the recent crisis, however, that the potential
financial requirements to stem a global crisis are very large and that circum
stances could arise in which all of the resources presently available to the IMF
could be inadequate to stem the spread of crisis. For a month or so following the
collapse of the Russian ruble, there seemed to be a potential for the crisis to
spread to a number of large developing countries and to have a significant and
dangerous impact on major markets as well. During this event, the easing of in
terest rates and the IMF-supported program for Brazil led to a reversal of capi
tal market sentiment and an easing of crisis concerns. Had the crisis intensified
and spread, however, and had the inte'rnational community wanted to act to
boost reserves in many large countries at the same time, it might have required
hundreds of billions of dollars to do so convincingly. In that case, the IMF's re
sources might well have proven inadequate.
The combined special circumstances that posed the danger of a truly global
crisis are no longer present. And as innovations in the international fmancial
architecture are made, especially the wider use of flexible exchange rates, these
circumstances are less likely to be repeated. The innovations should help pre
vent crisis and its spread. But, just as very few people anticipated the onset and
severity of the recent crisis, it is difficult to know what changes in the global
izing economy, innovations in capital markets, or other factors might precip
itate crisis in the future. The lesson from the fall of

1997 is that

the interna

tional community should be equipped to react forcefully if some constellation
of factors threatens the international financial system. Surely, as we saw in the

fall, monetary policy management in the advanced countries is potent and
may prove decisive in combating dangerous conditions. But it is also possible
that there could be a recurrence of conditions in which capital markets judge
that international reserves in a wide range of countries are inadequate or when
there is a need for a large number of countries to be spending international re
serves simultaneously. While the probability of such a need is low, the costs for
the international community of not having a large pool of resources ready
could be large.
The provision for allocations of Special Drawing Rights (SDRs) was created
to respond to global illiquidity. A general allocation can be decided by an

85

percent vote of the Executive Board and, thus, in principle, be achieved quickly
in crisis conditions. A drawback in the present arrangements for SDRs, how
ever, s
i that SDRs are allocated in accordance with quotas, thus preventing
greater fmancial support to the particular countries that might need it. One
approach to giving the IMF a more flexible response capability would be to
seek a change in the Articles ofAgreement to permit alternative formulas to be
used for SDR allocations. Such a chan.ge, however, is likely to be difficult be-
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cause political action is needed by members to change the Articles of Agree
ment. Small countries, unlikely to be recipients in a crisis, may see the change
as favoring large countries, while some large countries may fear the start of a
slippery slope toward indiscipline if it gives the IMF Executive Board greater
leeway to create liquidity as it sees fit.

An alternative approach would be a two-step procedure that combines a
large general allocation of SDRs with a trust fund into which a select group of
large countries would pool their portion of the allocation and which could be
set aside for use to defend against a crisis. The SDR allocation would have to
be large, so that the participating countries' portion would be significant. A
$300 billion allocation, for example, would provide about $142 billion for the
G-7 and even more for a larger group such as the GAB ($162 billion), or the
NAB participants ($205 billion). A trust fund established by the participants
could be used as a last line of defense to defend the international financial sys
tem in times of dire threat. Many mechanisms could be devised for participa
tion and governance, and important details would have to be worked out by
participants. Principles could be established for the creation of such a fund,
however, along the following lines: (1) include significant countries with a
strong interest in the international financial system, (2) limit the number of
participants to a size that will permit quick activation in times of crisis, and
(3) devise a governance structure with decision-making power that permits
activation to defend the financial system but prevents activation to help indi
vidual, favored countries.
While there are probably several ways to satisfy these principles, one pro
posal would be as follows. The participant group would include the NAB
participants. The trust fund charter would establish a threshold for activa
tion with a requirement that there be a significant and probable threat to the
stability and integrity of the international financial system. The activation
decision would require a supermajority vote. Participants could agree to
consider activation upon a request from IMF management, as in the case of
the GAB and NAB. A further step to fostering conservative management of
the trust fund would be for participants to be the direct creditors to bor
rowing countries, rather than acquiring claims on the IMF as is the case with
the GAB and NAB. If structured in this manner, the fund (and financing
from the fund) would not be an IMF facility, but rather a backstop to the in
ternational financial system and operated in the interests of the international
community.
Under this proposal, countries not participating in the trust fund would
still be SDR recipients. Thus, the desirability of the approach would depend on
whether the distribution of SDRs was itself desirable. At present, an SDR allo-
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cation could be beneficial. Reserve adequacy varies from place to place, but a
boost in liquidity across the developing countries would be beneficial where
there are lingering concerns about the balance between reserve adequacy and
debt positions. Moreover, the use of SDRs by recipients might well have net
beneficial effects, at least as of summer

1999, given that growth remains slow

in many developing countries, trade growth is also slow, and there is slack in
Europe and Japan, which would export to users of SDRs.
The operation of such a trust fund would have both similarities and dif
ferences with a lender of last resort. The fund would differ from the recently
established contingent credit line. It would not lend to countries merely be
cause they had been affected by contagion, even if they had a strong policy
record and their difficulties were intense. The systemic threat criterion
would prevent that. However, the fund would lend freely and at a penalty
rate, as called for in the operation of lenders of last resort. Moreover, the
management of the fund should retain constructive ambiguity about the cir
cumstances in which it might be activated, in order to limit moral hazard on
the part of governments and market participants. That ambiguity would in
clude country eligibility, financing amounts, and the role of conditionality.
Each would have to be determined on the basis of the circumstances of the
crisis being confronted.

Conclusions
During the emerging market crisis, the IMF was asked to take on exceptional
responsibilities under uncertain conditions. Some are harshly critical of the
IMF's performance, and, while no one is fully satisfied with its performance,
others believe the IMF played a crucial role in helping the world through a dif
ficult and dangerous episode. As future events unfold, the international com
munity will be well served to have the IMF ready again to enter n
i to the fi
nancial fray as needed. Part of maintaining the IMF's readiness is to refocus its
role so that its assigned tasks are the right tasks, and so that its effectiveness is
not impaired by a lack of legitimacy and public acceptance. This paper has put
forward a strategy for redrawing the limits on the use of IMF financial re
sources by shifting more of the burden of dealing with economic problems to
the markets and private sector participants. This may prove difficult in the
near future. If crisis reemerges before changes are made in the international fi
nancial architecture, the IMF will be asked to continue in its present firefight
ing mode. If Asian recovery continues and the emerging market crisis recedes,
there may be little besides the memory of the crisis to propel further changes
in the international financial architecture.
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Comments
On the Financial Role of the IMF
jack Boorman

Let me say right off that I fully agree with David Lipton that the proper role
for IMF financing must be set within a strategy for the international financial
architecture more broadly. Under the heading of architecture we include not
just those elements that involve crisis resolution but, even more important, all
those that involve a strengthening of surveillance and of risk assessment. The
extent to which we succeed with the various initiatives aimed at strengthen
ing the system-that is, at prevention-will color the nature of the crises that
still occur.
I also agree with the important point he makes that liberalization and pri
vatization do not imply a lesser role for government. This mistaken concep
tion is what led to financial market deregulation in a number of countries run
ning ahead of the capacity of governments to regulate and supervise private

entities in those markets. If this crisis has taught us anything, it should be a re
minder of the key importance of the institutional infrastructure needed to

manage a successful market capitalist economy-legal systems, bankruptcy
procedures, standards, transparency-many of the things now captured under
the heading of architecture.
It is these changes-together with all the various elements discussed in the
context of involving the private sector in both the prevention and resolution
of financial crises-that we hope will create the conditions under which the
IMF will not have to, as Lipton puts it, place its financial arsenal against the
markets. Both countries and the IMF will have additional armaments in their
arsenal beyond simply financing if this architectural agenda produces what
some of us hope it will.
Mr. Lipton raises questions and makes proposals for three topics that I
would like to comment on: exchange rate regimes, limitations on access to
Fund resources, and an SDR mechanism to deal with systemic crises. Let me
take up first the issues on exchange rate regimes, because I can be brief. Prob

ably enough has been said on this in other sessions, and Lipton seems to be

tilting in much the same direction as implied in those other discussions
namely, that the viable regimes are probably at the extreme positions of flexi366
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bility and fixity. But he also seems to give some indication that he would like
to see most countries settling in at the flexibility end.
I will make just a couple of points on this section of his paper. First, it is
worth remembering that floating rates remove some of the monetary policy
discipline of pegged or adjustable peg regimes. We should not forget too eas
ily the lessons of the

1980s from Latin America, and the high inflation and low

growth that characterized that period.
Second, I think Mr. Lipton overstates the case when he says that "for the most
part even intense capital market pressures stemming from doubts about balance
of payments prospects would be relieved in a timely and healthy manner by ex
change rate depreciation." To the extent flexible rates limit the willingness of pri
vate parties to take on unhedged exposure and thereby remove one of the most
destabilizing dynamic elements of what transpired in Asia, I would agree. But if
markets go to sleep again as regards risk assessment (as happened in late
and early

1996

1997), until a massive swing in confidence in a country's situation fi

nally occurs, even a floating rate could be overwhelmed.
Third, just to note, as Michael Mussa did yesterday, that we need to take
care in describing the large packages put together for the crisis countries and
their relation to those countries' defense of their exchange rates. I think Lip
ton exaggerates a bit when he notes that $180 billion was provided in support
for the three Asia cases plus Brazil and Russia. Of course, those packages were
not fully disbursed. Also, the markets themselves knew they contained some
elements of questionable availability, such as the second line of defense com
ponents. In the cases of Thailand, Korea, and, ultimately, Indonesia, the re
sources that were disbursed were not used to defend the exchange rates-those
rates had been floated before the IMF provided resources under the arange
ments with these countries.
On Lipton's second issue, his suggestion to limit access to IMF resources, I
agree that greater flexibility in exchange rates-or rather, I would put it, more

timely changes in exchange rates regardless of the regime-as well as success

ful efforts to incorporate private sector restructuring into procedures for cri
sis management, could well have the beneficial effect of limiting the needed
size of official support packages, including resources from the IMF. Beyond
this, I am skeptical about the approach suggested. I have four points regarding
this issue.
First, as I have already mentioned, I
adoption of flexible rates

am

less optimistic than Lipton is that

will limit intervention needs in all cases. There may

well be cases where a shift in market sentiment could effectively be countered
with, as he says, "foreign exchange sales on a modest scale, funded by IMF
loans, . . . to play a constructive cushioning role in supporting imports." But
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Mr. Lipton puts more faith in the capacity of floating rates to limit the buildup
of debt problems than I think we can conclude from history.
Second, we have to recognize that both trade and capital flows have far out
run the size of Fund quotas. It was mentioned yesterday that quotas relative to
trade flows are now only one-ninth what they were in the early days of the
IMF. Surely, in relation to capital flows they are vastly smaller, and this is an
average! We all know that for some countries, their quotas are even smaller,
Korea being the case in point. This explains, in part, the largest multiple of
quotas ever committed by the IMF to a member in Korea's case.
Third, I believe Lipton would still be willing to see large access for truly sys
temic cases. But I am not sure we know which cases are indeed systemic when a
crisis is only beginning to unfold. Were the Asian crisis countries systemic? They
surely had some of those characteristics ex post. Brazil must have been at least
technically "systemic," as that was a requirement for the use of NAB/GAB re
sources in that case. I would fear that limits on access, except for systemic cases,
either would not be believed by markets-and hence not affect the moral haz
ard issue-or would tie the hands of the IMF in making decisions in individual
cases. Moreover, I am not sure how the bridge is crossed from the low-access
cases to the major systemic cases-the intermediate ground is not void.
Fourth, I believe the IMF needs to keep itself equipped to deal with coun
tries facing stress in the "old-fashioned way;' by which I mean an effort to re
store market confidence and a spontaneous reflow of private market finance
through a judicious mixture of policy adjustment and official finance.
Yes, I am a strong advocate of pressing ahead to develop the instruments
that private markets and the official community need to ensure maintenance
of exposure to limit the exit of private creditors in certain cases. But I believe
a role will remain for the old-fashioned medicine, and in some of those cases
larger access to IMF resources may be needed and may be appropriate.
I believe my argument applies as well to the SRF and the CCL. Neverthe
less, and especially on the latter, I would hope that the potential need for large
scale resources can be mitigated by incorporating measures to ensure the in
volvement of the private sector.
In this connection, I agree with most of what Lipton says regarding workouts.
I have wondered, however, whether the debate between a European/Canadian
view, on the one hand, of the need for rules or a framework and the U.S. view,
on the other hand, that everything should be kept case-by-case is very produc
tive. I believe the reality is that the international community needs to develop
the necessary instruments to bail in the private sector-bond clauses, measures
to limit and better price short-term flows, Fund policies for lending into arrears,
and perhaps an official mechanism to endorse a stay on a country's debt-service
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payments. With this tool kit, though, each case will have to be dealt with in light
of its specific circumstances. So in the end it will all be case by case.
Finally, just a few words on the idea of an SDR trust fund. As an opener, I
am not completely sure I see where Lipton is coming from on this. His model
seems to envision that most cases will !be nonsystemic and could be dealt with
through restricted access to IMF resources. But he opens the possibility of a
systemwide problem "when there is a need for a large number of countries to
be spending international reserves simultaneously:' As my earlier remarks sug
gested, I foresee cases in between these two extremes, which is why I would not
too firmly tie the IMP's hands on access and would leave a greater degree of
"constructive ambiguity" in the system.
Whatever the difference, we can accept the proposition that there may, at
times, be a very large systemic need. I think Lipton's ideas for dealing with
such a situation are interesting and deserve study plus a review of earlier dis
cussions that raised some of the same questions. Some of the questions that
would have to be explored are the following:

1. Could an allocation be secured quickly in the event of a crisis? It takes 85
percent and history is

not very encouraging on this possibility.

2. If a trust fund of SDRs were to be established, would that solve the deci
sion problem by creating that mechanism before a crisis, to be activated
only at the moment of crisis? Here again, history has not been kind. If
national authorities hesitate to approve a large quota increase, would
they agree to a very large SDR allocation

cum

trust fund that would have

many of the same purposes?

3. Even if such a mechanism were established, could a country, say the
United States, take a decision to activate it and lend from it to another
country-at its own risk, as Lipton suggests-without new legislation at
the time of the crisis? Is this feasible?

4. Would the general IMF membership be willing to see the decision
making authority of the organization tied up in the hands of a "selected"
group of countries that put their SDRs into the trust fund-especially in
a crisis management situation?

5. Would the countries that control the trust fund be willing to see the re

sources made available in a straightforward fashion or would they be tied
up like the second lines of defense in the Asia cases? If the latter, I would
be very cautious on such a scheme.

Together, these questions are more than enough of an agenda to pursue if
the idea of an SDR trust fund is to be considered further.
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The Low-Income Countries' Stake in
IMF Reform
Kwesi Botchwey

The paper by David Lipton puts all the issues on the table, so to speak
arguments on the origins of the recent financial crisis, issues relating to pro
posals for preventing future crises, and ways of dealing with them when they
occur. It is not always clear where Lipton stands, especially in the debate on
origins, but the issues are summed up admirably.
I agree entirely with his proposal that the burden for coping with crises be
shifted more to markets and private sector participants. It is likely that if this
were done in an environment characterized by wider adoption of flexible ex
change rate regimes, it will permit a reversion to limits on access to IMF re
sources. I suspect, however, that the real world is much less tidy than we often
acknowledge and that in the end, the strategy that Lipton puts forward is likely
to meet with difficulties. Lipton himself cites two of them: ( 1 ) if a crisis
reemerges before changes have been made in the international financial archi
tecture, the IMF would likely be asked to stay with its firefighting role; and (2)
if the Asian recovery holds and the turbulence in the market recedes, there
would likely be little interest in any changes in the international system. But
there is an added political problem-few governments will stand by and see
big, powerful creditors suffer the consequences of their own indiscretion or
greed. For reasons of political expediency, governments are more likely to suc
cumb to the power and leverage of such creditors. Moreover, a lot more work
will need to be done to define circumstances in which the IMF will intervene
by way of "exceptional" large bailouts when there is a systemic threat, as Lip
ton suggests. Finally, given the power of the G-7 over the IMF, there is no guar
antee that these exceptional bailouts will always be undertaken in a principled
way and without the influence of geo-political considerations.
My substantive comments, however, relate to an issue that is often left out
in discussions on the restructuring of the international financial architec
ture-namely, the asymmetry in the impact of financial crises on different re
gions and even within countries. I refer, in particular, to the way in which in370
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ternational financial crises and the way in which they are addressed affect the
underdeveloped regions of the world, especially sub-Saharan Africa (SSA),
that are as yet marginalized from private capital markets and world trade. In
raising this subject in this context, I am not by any means suggesting that the
IMF is a development finance institution like the World Bank. The point I am
raising is that in the debate about the restructuring of the international finan
cial system in the wake of major crises, some attention ought to be paid to the
need to mitigate their impact on the poorer regions of the world and, in par
ticular, to improve the flow of resources to them.
SSA faces a particularly daunting development challenge along with the
countries of South Asia. Over the past few years there has been a significant
change in the policy environment in many of these countries, marked by
greater openness to world trade, although admittedly the agenda for policy re
form is by no means finished in these regions. Even for countries that are
recording high growth rates after a long period of stagnation, conditions re
main difficult and domestic saving and investment levels remain low and are
unlikely to increase significantly in the near future. Additionally, aid depen
dence remains high, as does the burden of external debt, and private capital
flows remain insignificant. Now, although the primary responsibility for deal
ing with these difficult challenges remains with the countries themselves, there
are external factors that need to be addressed to facilitate their recovery.
Among other things, international financial crises often affect them detrimen
tally, as this most recent one has, through commodity price declines and a
slowdown in growth performance.
While few SSA countries are likely to attract the scale of private capital
whose sudden reversal brought on the East Asian crisis, nevertheless, there are
lessons that they can ill afford to ignore. The recent crisis highlights important
management issues for SSA. These include:

( 1)

the problem of real exchange rate appreciation and loss of competitive
ness for traded goods;

(2) excessive and rapid accumulation of foreign debt, especially short-term
debt;

(3) the use of foreign borrowing for speculation, especially in the real estate
sector and in stock markets, resulting in unsustainable rates of asset price
inflation; and

(4)

the importance of timing, speed, and sequencing of liberalization of
financial systems and the role of effective institutions in economic
management.
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Undoubtedly, therefore, these countries, marginalized as they are, must still
heed the policy lessons coming out of the postcrisis debates. But for them it is
even more important that the proposed changes in the international financial
system facilitate the flow of development finance to support their develop
ment. A recent study by the Economic Commission for Africa suggests, for in
stance, that even with a near doubling of current domestic saving and invest
ment rates, the Africa region will need external financing of something close
to

35 percent of the region's GDP in order to halve the levels of poverty over

the next

25 years. Addressing the problem of the flow of development finance

to these regions must, therefore, in our view, be an explicit objective on the
agenda for the reform of the international financial system.
What does of all this mean regarding the financial role of the IMF?

As I

have already indicated, I do not mean, in raising these matters, to suggest that
the IMP has a direct role in channeling development finance to these coun
tries. The organization, however, does have an important catalytic role that, for
these countries, is the essence of the IMP's financial role. IMP-supported pro
grams, of course, provide vital resources for countries that need balance of
payment help, but more important, IMP-supported programs in low-income
countries trigger official development assistance as well as private capital
flows. Thus, in the wake of international crises that have hurt development in
the poorest regions of the world, through lost export earnings and/or the fur
ther discouragement of private capital flows, the IMP's financial role must be
redesigned, among other things, to reinforce its catalytic role in mobilizing re
sources for development. In particular, this calls for more secure funding of
the ESAP1 and improvement of its effectiveness.
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Comments
Would Reforming the IMF Stabilize
Global Finance?
Charles W. Calomiris

Does redesigning the IMP's mechanisms for providing assistance offer part
of the means-possibly even the proverbial "silver bullet"-for ending the
roller coaster of booms and crises that are the central concern of the papers
at this conference? Many observers, including David Lipton, view IMP re
form as an essential ingredient for stabilizing the global financial system. Yet,
would-be reformers of the IMP disagree about which reforms are desirable.
The disagreements often reflect differences in opinion about the sources of
instability that motivate reform. To be effective, silver bullets-reputed to be
the most effective means of destroying werewolves-must be aimed at the
right targets. The question, then, is who, or what, is the "werewolf" of global
instability?
Clearly, the participants at this conference have different views on that
question, and one cannot help noticing that where one stands on that issue
seems to depend somewhat on where one sits. On the one hand, some regard
market participants (especially international banks) as the werewolves of the
drama. According to this view, when the moon is full, they cannot help lend
ing enormous sums at paper-thin spreads to Thai and Korean banks, which
they know are insolvent, as in 1996 and early 1997. These werewolves are
morally innocent victims of contagion (having become werewolves by being
bitten themselves), and are deserving of our pity, not to mention our financial
support. This is the view of werewolves I take Michael Mussa and William
Cline to endorse. The silver bullet, according to this view, would be placing
limits on international financial flows (a very costly cure). Thus, the recom
mendation typically endorsed by adherents to that point of view is to avoid
any dramatic change in financial architecture;

an

imperfect world of innocent

financial werewolves is the best we can manage.
Of course, there is another view of the enormous volume and thin spreads
on loans to Asia in 1996 and 1997. Here the werewolf is the political economy
(domestic and global) that supports predictable bailouts, and the destructive
373
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incentives for risk-taking produced by those bailouts. According to this view
(which is also my view), the reason international banks lent enormous sums
at low spreads to Korean and Thai financial institutions, which they knew were
insolvent, was that lenders believed those debts were effectively guaranteed by
the governments of the borrowing institutions. And they further believed that
those governments would receive bridge assistance, if necessary, from the IMF
to avoid defaulting on their implicit g:uarantees. Accordingly, the requisite sil
ver bullet would be a set of policy changes that would undermine the insidi
ous political economy that subsidizes excessive risk.
Will a refocusing of the IMF along the lines David Lipton is suggesting do
the trick? I believe some of his proposed reforms would help to reduce IMF fa
cilitation of bailouts, although I would not view Lipton's proposals (or my
own related efforts) as silver bullets. The IMF influences, but does not control,
the domestic political economy of emerging market countries. Financial sec
tor bailouts have been occurring at great cost to emerging market taxpayers for
twenty years, with or without IMF assistance. Fixing the IMF may reduce their
incidence, but it will not make them go away.
Still, IMF reform could significantly reduce the magnitude of such crises,
and their transmission across countries, by discouraging unwarranted capital
flows from foreign investors whose actions are influenced by the perceived
presence of IMF protection. The Asian financial crises reflected first and fore
most an absence of market discipline in domestic banking. These crises likely
would have occurred with or without IMF involvement. But their costs to do
mestic taxpayers, and their international fallout, would have been far less
without the precipitous foreign inflows and outflows of short-term dollar
denominated funds just before the crises. And without an IMF safety net, for
eign participation in those debacles would have been more limited.
I largely agree with David Lipton's agenda for refocusing the IMF, which
has three main parts. First, he proposes an end to large-scale bailouts. Anyone
who still doubts the importance of government-cum-IMP protection for en
couraging excessive risk-taking should consider the investment advice pro
vided in December

1997

by a prominent emerging-market newsletter to its

clients:
The combination ofincreased Japanese capital inflows over the year, a "dip
buying" investor psychology which is spreading from U.S. retail to emerg
ing market investors, and the massive Asian-crisis-inspired injections of
high-powered global money by the IMF, will combine to ensure support.
Add in the clear moral hazard caused by IMF bailouts-two investors last
week told me that they were planning to put on large Brazilian positions
(even though they were very unhappy with the currency regime) because
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they were convinced that a Brazilian crisis would result in an immediate
IMF bailout-and it is hard to see why fundamentals should matter.
And anyone who believes that the financial collapses in Asia were unfore
castable events in which the risk of collapse was unknown to the market
should read the April 13, 1997, "Survey of Banking in Emerging Markets" by
The Economist, which stated that:
Many analysts are beginning to wonder if the next emerging-market bank
ing crises are not already erupting in the east. . . . A surfeit of lending to
overstretched property developers, state-owned smokestacks, politicians'
cronies and other poor risks has left banks' balance sheets riddled with
holes. . . . Banks in Thailand and South Korea are lurching towards full
blown crisis. Unless regulators act quickly, one of these two might become
the next Mexico or Japan.
Second, Lipton argues that shifting financial risks from governments to the
private sector will require a greater reliance on flexible exchange rates and on
private debt workouts. I agree that flexible exchange rates would be helpful in
many cases, although I would emphasize that the feasibility and desirability of
flexible exchange rates may be greater in countries like Mexico and Brazil than
in other, smaller developing economies.
I also agree that private workouts should become the primary means of re
solving debt crises. The Mexican debt crisis of the 1980s-one of the most
protracted and difficult workouts in history-has had too great an effect on
thinking about workouts. The protracted delays and lost output associated
with that workout, I believe, help explain why the IMF began taking a greater
role in debt resolution in the late 1980s. But the costs of the Mexican workout
(which reflect peculiar legal and political circumstances in that country) are
not representative of what can be expected in other countries in the years to
come, particularly if basic reforms of commercial and bankruptcy law in de
veloping countries are encouraged by international investors.
David Lipton's paper is short on details about the best means of achiev
ing greater private market involvement. I would argue that ex ante involve
ment of private market participants in clearly assuming the risk of default by
emerging market banks is the single most important way of enhancing pri
vate sector involvement.
Banks in developing countries-typically protected by their governments,
and often allied with nonbank domestic borrowers-are the central players in
emerging market financial crises. Market discipline to limit their ex ante risks
would go a long way toward reducing the frequency and magnitude of crises.
If banks were required to issue some minimum fraction of their financing in
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the form of truly uninsured debt, held at arm's length, with a publicly observ
able risk spread, then banks would be constantly subject, on the margin, to the
discipline of the marketplace. Moreover, the risk of bank insolvency would be
far more transparent, and thus weakness in the banking sector would be much
harder for governments not to recognize or to deal with. 1
Furthermore, effective commercial laws, accounting standards, and bank
ruptcy procedures (all of which significantly enhance ex post workouts) will
develop if, and only if, market discipline is present in domestic banking sys
tems to encourage those developments. The recent IMF emphasis on disclo
sure and transparency is laudable, but disclosure

will not be meaningful or

useful unless market participants who are at risk ofloss help to devise the rules
for disclosure, and make proper use of information when allocating funds.
Third, Lipton argues that the IMF should restructure its assistance to sup
port global liquidity, thus short-circuiting the transmission of crises across
countries. I very much agree with that view, and similar ideas underlie the pro
posed changes in IMF structure that Allan Meltzer and I have been advocat
ing.2 Is the IMF's new Contingent Credit Line facility a promising means of re
structuring IMF assistance to provide greater liquidity support without
continuing to bail out the insolvent? I agree with Lipton that it is not.
There are several fundamental design flaws in the new facility. First, it is not
automatically available to countries that have prequalified for it. Rather, access
depends on the IMF's subjective, ex post evaluation that the request reflects a
legitimate liquidity problem. Before gaining access to liquidity, countries must
prove that they are innocent victims. Furthermore, "A-list" status is not clearly
specified as a function of a small number of important and verifiable stan
dards of behavior (e.g., the presence of market discipline in banking), as
Meltzer and I have argued it should be. These two design flaws mean that as
sistance through the CCL will be delayed (not a good feature of a credit line)
and politicized, as has been the norm for IMF assistance. Additionally, the CCL
does not follow the financing and collateralization recommendations Meltzer
and I have advocated, which would help ensure that adequate funds are avail
able when needed, and that they would be used only for genuine liquidity
problems.
Even worse, the new CCL is not a substitute for existing IMF loan pro
grams, but rather it is an add-on program. Thus countries have scant incen
tives to qualify for the CCL, since bailouts will still be available through regu
lar channels. The only way to end bailouts is for the IMF to forswear such

'See Calomiris (1997, 1999) and U.S. Shadow Financial Regulatory Committee (1999).
i is and Meltzer (1999).
2See Calomiris (1999), Meltzer (1998), and Calomr
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means through which it provides as

sistance. Doing so would lead to better decisions by international investors,
greater market discipline, and thus improvements in emerging market coun
tries' policies. It would also encourage adoption of "A-list" conditions to gain
access to real liquidity insurance through an improved CCL.
I found the last part of Lipton's paper bard to interpret, but easy to criti
cize-the part of his analysis that calls for a new "trust fund" of core members
to create increases in global money supply, as needed. I have grave doubts
about the desirability, in general, of monetary coordination among Europe,
America, and Asia. On political economy grounds, I would prefer to see the
United States, the European Union, and Japan pursue their own monetary
policies without the mischief of IMF facilitation of coordination. I see the Lip
ton trust fund as an unwitting means to drag the IMF and its members into
supporting undesirable monetary policies.
For example, suppose that some of the European Union member govern
ments wished to engineer a depreciation of the euro, against the wishes of
the European Central Bank (ECB), possibly to avoid politically painful re
ductions in pension fund benefits or other fiscal expenditures. To be con
crete, suppose five years from now Italy or France were to suffer a balance of
payments outflow associated with a collapse in confidence in its pension
policies (or other n
i fluences on its deficit). If the IMF had the power to cre
ate "global money," European Union members might use the IMF as a means
to force ECB capitulation.3
Not only do I see the Lipton trust fund as a vehicle to undermine the inde
pendence of central banks, I can think of no plausible economic argument to
justify it. Clearly, central bankers in the United States, Europe, and Japan have
a vested interest in global economic growth and do not need the IMF to advise
them when monetary expansion would be desirable to stabilize the global
economy. Central banks, of course, make mistakes (as does the IMF), but they
already weigh global concerns alongside domestic price stability or other do
mestic objectives when setting their monetary policies (witness the Fed's ac
tions in 1998).
In embracing constructive ambiguity as a (non) policy to guide the imple
mentation of this trust fund, David Lipton strikes a tone opposite to his own
wise argument about the need to make IMF policies predictable: ". . . market
participants, in evaluating potential crisis outcomes, should have a clear idea

3For a similar story of how the U.S. Treasury used its monetary powers to pressure the Federal
Reserve to expand the money supply historically, see Calomiris and Wheelock ( 1998).
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of the bounds of IMF support so that investment decisions are not subject to
undue moral hazard:'
The same logic applies to his proposed trust fund. Ambiguity is not con
structive, but rather is an invitation to the usurpation of monetary powers by
fiscal authorities in the guise of international coordination. Just as politically
motivated bank bailouts produce more and worse crises, IMF involvement in
monetary policy would raise average n
i flation, and make monetary policy
more volatile and less predictable. In monetary policy, as in the management
of bailouts, the last thing the world needs is to place more discretionary power
in the IMF.
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Comments
Ideas on Reforming the International
Financial System
Yung Chul Park

At the outset I should make it clear that I belong to the "financial panic" camp.
David Lipton does not seem to include himself in the IMF camp, although he
gives the IMF high marks for its contribution to stabilizing international fi
nancial markets during the two years after the East Asian crisis.
Lipton argues that international financial markets should be able to and in
duced to prevent and manage futures crises themselves. To this end, Lipton
wants the international community to come to an agreement for limiting
member countries' access to IMF credit facilities, including the SRF and CCL,
so as to minimize the problem of moral hazard.
New limits on IMF lending should be supported by encouraging mem
bers to adopt flexible exchange rate systems and private sector workout pro
grams. According to Lipton, the IMF should be restructured in a way that
will enable it to deal primarily with any future systemic threats to the inter
national financial system. For this purpose, he recommends the creation of
a trust fund by pooling the SDRs of a select group of large countries, mean
ing the G-7.
In my comments, I will argue that ( 1) flexible exchange rate systems are
not likely to work as well as Lipton thinks they will; (2) a trust fund is not
needed; and (3) the international community must consider the idea of
establishing regional monetary arrangements more seriously, and allow
more active participation of emerging market economies (EMs) and devel
oping countries (DCs) in developing international standards and arranging
workouts.
In the two years after the crisis erupted in East Asia, numerous proposals
have been put forward to reform the international financial system, by G-7
and G-22 governments, multilateral organizations, and private institutions.
From the point of view of East Asian countries, many of these proposals do
not stand a chance of being implemented, in part because they do not reflect
the lessons of the East Asian crisis.
379
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These proposals begin with the premise that structural weaknesses in the
East Asian countries, together with short-run macroeconomic imbalances,
were responsible for triggering and spreading the crisis through Asia and be
yond. As such, these proposals focus on structural reforms in these countries:
strengthening the prudential regulatory system for banks; improving account
ing practices and disclosure requirements for increased transparency; creating
accountable and transparent corporate governance; and promoting greater
flexibility in the labor market.
In a recent paper, Stiglitz and Bhattacharya

(1999) suggest that these struc

tural weaknesses were not necessarily the causes of the crisis. As Feldstein

(1998)

points out, certainly structural reforms were not needed to gain access

to international capital markets. This does not mean that the crisis countries
in East Asia do not have to carry out structural reforms. Such reforms will
make these countries less vulnerable to speculative attack, but the focus of re
forming the international financial architecture should be the market failures
that cause financial panic and herd behavior.
Short-term capital movements have been too volatile, and crises have been
too contagious to be explained by the rational behavior of market partici
pants. Although it is now well established that international lenders have as
much responsibility for crises as borrowers, one seldom hears any serious dis
cussion as to whether and how lenders to emerging markets should be super
vised or regulated.
My comments below discuss some of the central elements of reforming the
international system, including international standards, exchange rate sys
tems, reserve holdings, and the role of the IMF.

Standards and Enforcement
Most proposals for a new international architecture advocate establishing a set
of international standards and encouraging countries to adopt them. Many
standards already exist: the Basel capital adequacy accord, International Ac
counting Standards Committee accounting standards, International Organi
zation of Securities Commissions' principles of securities regulation, and the
Organization for Economic Cooperation and Development standards of cor
porate governance. The IMF has developed the Special Data Dissemination
Standard and is preparing codes of fiscal practice and monetary and financial
transparencies. Since it may not be feasible from a national sovereignty stand
point to establish and enforce strict global rules or create global authorities
such as a world central bank and world regulatory authority, setting and en
forcing international standards are recommended as a second-best solution.
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Everyone agrees, though, that such standards are not a panacea. They are
often too vague to mean much.1 Major industrial countries cannot agree on
specific standards for banking, corporate governance, disclosure, and ac
counting, because they understandably insist on standards that will serve
their interests. In most of the forums drawing up standards, emerging mar
ket economies and developing countries are not included or are, at best,
underrepresented.
Even if G-7, emerging market, and other developing countries could come
to an agreement on international accounting standards, as well as on banking
and other regulatory issues, there still remains the question of enforcement.
On this issue, some proposals suggest that cooperation and coordination be
tween different supervisory organizations should be strengthened. Others
argue that the IMF should be entrusted with the role of monitoring and su
pervising compliance of its member countries with standards. Still others rec
ommend that enforcement should rely more on incentives to induce countries
to observe standards voluntarily.
The IMF does not have either the personnel or the expertise to undertake a
detailed international supervision of financial and other standards of emerging
market economies. This means that the IMF will have to create an incentive
structure that directly links the amount of money a member

can

borrow to its

banking and other standards. Along with the IMF, it has also been suggested
that financial regulators of advanced countries could also help enforce stan
dards by controlling the access of EMs and DCs to international capital mar
kets on the basis of their record of compliance.2 Many EMs and DCs will find
it difficult to accept these incentive-based proposals, because such schemes
raise issues of fairness and national sovereignty. If the incentive system is de
termined and administered by both the IMF and regulatory authorities of ad
vanced countries, in reality this means that advanced countries can dictate the
access of EMs and DCs to world capital markets and IMF credit facilities.
Incentives will necessarily differ among EMs and DCs, since these
economies cannot be lumped into a single group. Differentiation, however,

will make the incentive system highly susceptible to elements of arbitrariness,
discrimination, and bias. One cannot even discount the possibility that ad
vanced countries could use the incentive scheme to achieve other objectives.
The General Agreement on Tariffs and Trade member countries took seven
years to negotiate an agreement on new rules for freer goods and services

1See

The Eco11omist, January 30-February 5, 1999.

2For a general discussion of these issues, see again The Eco11omist, January 30-February 5, 1999.
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trade, and to create the World Trade Organization in the Uruguay Round

(1986-93). Standards are not rules, but if the member countries of the IMF
cannot agree on setting and enforcing standards, then a negotiation process
like the Uruguay Round may be an alternative solution. This may be particu
larly necessary if the interests of advanced countries diverge from the interests
of EMs and DCs.
The G-7 countries could take the initiative in starting a negotiation process
among the IMF members to establish international standards. The negotiation
may not take as many years as the Uruguay Round did, but it will have to go
through an arduous and protracted process of settling differences between ad
vanced countries and EMs and DCs. Such a negotiation process will be costly,
but unless the IMF member countries come to an agreement on common
standards, the compliance of firms, banks, and governments of EMs and DCs
cannot be ensured. To reduce the number of participants and make the nego
tiation more manageable, participation in the initial stages could be limited to
EMs and DCs with open trade and financial regimes. Without this process,
there could emerge two sets of competing standards supported by the United
States and European Union, respectively. Neither set of standards would in
that case reflect the needs or wishes of EMs and DCs. They would then either
adopt the standards of one or the other, or remain outside both.
EMs and DCs would accept, in priinciple, the argument that international
financial markets should bear the cost of managing crises more than before by
making it dear that all debt service of EMs and DCs to private creditors will
not be paid. As Lipton points out, though, international financial architects
have not been able to develop even a broad framework of workouts involving
provisions for loan contracts and bank credits, or creating standing commit
tees of creditors. For example, most financial architects agree that bond con
tracts should be restructured to include collective-action clauses based on ma
jority vote, but it s
i clear that EMs cannot voluntarily change their new bond
contracts because such a move is likely to raise the cost of borrowing. In this
regard, advanced countries should set an example by first introducing collec
tive-action clauses in their foreign bond contracts. The G-7 countries, how
ever, have yet to agree on whether and how these clauses should be incorpo
rated into bond contracts.
As in the case of setting international standards, EMs and DCs are not in
cluded in the discussion for workouts, although as debtors they will be affected
by decisions on when workouts should be initiated and what their conditions
should be. In this respect, I agree with Lipton that the debt restructuring and
its terms, and the legal base for private sector participation, should be negoti
ated in international forums that include EMs and DCs.
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Exchange Rate System and Reserve Holdings
In the aftermath of the crisis, East Asian countries, except for Malaysia, moved
toward flexible exchange rate systems, with the expectation that greater flexi
i pact of adjustment to exogenous shocks. Flexible
bility would diffuse the m
exchange rates are also expected to give banks and corporations an incentive
to hedge their foreign exposures and, in so doing, reduce the frequency of for
eign exchange crises. It is perhaps too early to assess the effects of the flexible
exchange rate system on East Asia's recent recovery. The available evidence
suggests that, contrary to expectations, the free-floating system has neither en
abled East Asian countries to regain their monetary autonomy nor enabled
them to reduce their holdings of reserves.
In a world of free capital mobility, the East Asian experience suggests that the
adjustment process of a flexible exchange rate system could easily generate a
cycle of boom and bust, accentuated in export-oriented economies. For in
stance, consider a large increase in capital inflows to an EM, attracted by an ex
ogenous n
i crease in productivity. The n
i flow n
i itially creates pressure for cur
rency appreciation. Without central bank intervention, the inflow will be
expansionary, and prices of assets including real property start moving up. Be
cause of this asset market development, the initial appreciation of the nominal
exchange rate, even when it overshoots, does not necessarily generate any expec
tation of depreciation in the short run and, hence, results in further inflows. The
increase in capital inflows will eventually lead to deterioration

in the current ac

count. Depending on the nature of the shock, it may take anywhere from six to
nine months to observe the effect of the increase in capital inflows on exports
and imports. Only when the current account begins to show signs of deteriora
tion would an expectation of currency depreciation set in. Once they see an in
cipient current account deficit, foreign portfolio investors and lenders often re
spond by pulling out their investments all at once, thereby precipitating a crisis.
The reason for the herd behavior of market participants s
i not clear, but East
Asian experiences show that it is related to the market's inability to process and
assess the information available for making investment decisions. At present,
foreign investors are flooded with numerous reports and analyses on short-run
macroeconomic forecasts and on the current state of financial institutions and
corporations published by public as well as private institutions.
The problem is not the lack of information but rather the inability of for
eign investors to process the large amount of information available. In this
state of confusion, there always emerges a group of investors that exercise de
cisive influence on the assessment of available information. Sometimes they
are credit-rating agencies or analysts working for major investment banks or
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other institutional investors. Once they agree that the balance of payment
problems will worsen, then other smaller and less-informed investors follow
the actions of these lenders.
Capital markets of EMs are relatively small in terms of their market valua
tion. In many East Asian countries, in fact, foreign portfolio investors have be
come dominant forces in determining the direction of asset price movements,
since these countries began opening their capital markets in the early 1990s.
The ongoing recovery in East Asia has been attracting large capital inflows to
the region, much more than the East Asian countries can absorb in the short
run. These large inflows could rekindle a real asset boom and speculation.
As noted in the previous section, East Asian policymakers are under con
stant pressure to maintain stable nominal as well as real exchange rates. There
fore, the monetary authorities in these countries may attempt to sterilize some
of the capital inflows as they have before, but the sterilization will not improve
the situation, because it increases either the money supply or interest rates
(when combined with open market sale of securities). Although they realize
that they are fighting a losing battle, the monetary authorities continue to use
monetary policy as the main tool to stabilize the nominal exchange rate. As a
result, these countries do not enjoy any degree of monetary autonomy, al
though they are on a flexible exchange rate system.
The preceding argument does not necessarily mean that EMs should es
chew a flexible exchange rate system in favor of other arrangements with less
flexibility. For example, most EMs would not find it practical or politically
acceptable to move to a currency board. Other arrangements such as crawl
ing pegs with wider bands have their share of problems, and the continuing
debate on the issue is not likely to produce a consensus on an optimal ex
change rate system for EMs and DCs.
If EMs are going to stay with flexible exchange rate systems, they must con
sider introducing a system of control over short-run capital movements to
ease the burden of adjustment through exchange rate fluctuations. In this re
spect, the IMF, while advocating an overall liberalization of capital account
transactions, points to the need to implement measures to influence the vol
ume and characteristics of capital flows. Such measures could include taxes on
short-term foreign borrowing and prudential limits on offshore borrowing.
The Chilean experience with short-term capital controls has been widely
accepted as a successful case. During the 1990s, Chile imposed a 30 percent re
serve requirement on all capital inflows with no interest, and also required for
eign direct investment to stay in the country for at least one year. It is gener
ally agreed that the Chilean policy was successful in lengthening the average
maturity of the country's foreign currency debt.
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disputes Chile's successful

management of capital inflows. He shows that the capital control measures did
not sufficiently reduce the share of short-term to total debt, did not succeed in
slowing the appreciation of Chile's currency, and did not appreciably increase
central bank control over monetary policy. Chile's capital controls also raised
the cost of borrowing. As expected, large firms were able to find ways to cir
cumvent the controls. Edwards has recently placed more emphasis on pru
dential supervision and regulation of financial institutions for the control of
short-run capital movements.
There is another potential dilemma with the Chilean type of control: the ad
verse selection problem. Some foreign investors, including commercial and in
vestment banks, are not focused exclusively on speculation for short-term prof

its. Indeed, many international lenders often move into emerging markets in
search of long-term investment opportunities and establish long-term rela
tionships with local financial institutions. Yet a uniform reserve requirement on

all capital inflows penalizes not only short-term speculators but also those in

vestors who will help strengthen and stabilize EMs' links with the international
financial community. If the tax rate is very high, these desirable investors will

avoid the EMs with capital controls. Their withdrawal will in the end lower the
quality of international investors, more so when foreign investors move to
gether in a herd. A lot more work will therefore have to be done on the modal
ity of capital controls before rushing to construct a control apparatus.
Many EMs, in particular those that have experienced a financial crisis, are
taking measures to build up their foreign currency reserves above the level that
has been regarded as adequate in terms of their import requirements. For in
stance, Korea is currently targeting a level of reserves equivalent to 20 percent
of its GDP, largely because of an increased volume of capital account transac
tions. By any measure, this level is excessive and costly and represents a clear
case of resource misallocation. To reduce the amount of reserve holdings, at
least some of the EMs could enter into an arrangement for precautionary lines
of credit with private financial institutions. They could also rely on the IMF as
lender of last resort, which could provide an additional issuance of SDRs.
There are other schemes for reducing the holdings of foreign currency re
serves. For instance, the IMF could take the initiative in organizing coopera
tive arrangements among central banks to enlarge swap arrangements, both
within regions as well as between G-10 and other countries.> The enlargement
as well as effectiveness of swap arrangements between the G-10 and EMs will

3Griffith-Jones and Kimmis (1999).
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be limited, however. The central banks of the

G-1 0

countries will not have

strong incentives to enter into the swap arrangements with the EM, because
the swaps are, in effect, equivalent to direct lending to the EMs.
Another possible scheme would be to entrust the IMF with the role of man
aging the reserves of its members. For example, a group of countries, not nec
essarily from the same region, may decide to pool a certain percentage of their
reserves to create new credit facilities for themselves. An individual country
belonging to the arrangement would not have to hold as much in reserves as
it would otherwise if it could borrow from the credit facility when it experi
ences a reserve shortage.

As a crisis manager and lender, for instance, the IMF

could manage such a facility, setting the maximum amount and the conditions
under which the participating countries could draw from the facility. De
pending on the demand for such credit lines, the IMF could manage similar
facilities for many groups of countries.

The IMF as a Crisis Manager-Lender and Trust Fund
In a recent paper, Stanley Fischer argues that the IMF can act as crisis lender
or as crisis manager, although it .does not have the power to create interna
tional reserves.4 As crisis lender it has access to a pool of resources contributed
by its collective members, which it can lend to individual member countries.
Because it has the responsibility of negotiating with member countries in a
crisis and arranging financial packages, it serves as crisis manager.
One might question whether the IMF will have enough resources at its dis
posal to serve as an effective crisis lender, but let us assume it could and would.
Then, looking into the future, the IMF will be lending mostly to EMs and DCs
in a crisis, and will serve as their crisis manager. In this scenario, the IMF
would seldom lend to the G-7 countries even when they were in a crisis.
Lipton's proposal for the creation of a trust fund will serve to reduce the role
of the IMF as a crisis manager-lender for EMs and DCs. On paper the IMF will
continue to play the role of an international lender of last resort, but that role

will be taken over by a group of large countries that would directly administer
the trust fund to combat systemic threats to the international financial system.
For the purpose of constructive ambiguity, Lipton wants ex ante country eligi
bility, financing amounts, and the role of conditionality to be unknown. This
constructive ambiguity may be interpreted as lack oftransparency, however, and
could become a source of confusion and arbitrary decisions.

4Fischer (1999).
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Suppose a financial crisis breaks out in an EM. The trust fund will not be
activated unless the crisis is believed to be a threat to the stability of the inter
national financial system. However, the crisis is likely to be contagious and
spread to other countries and regions. At what point, then, should the trust
fund be activated? One might ask why the G-7 countries should have the au
thority to make that decision and assume the role of international lender of
the last resort. If it is going to be established, perhaps the trust fund should be
complemented by regional monetary arrangements.
The structure of the IMF is similar to that of a credit union. However, un
like a typical credit union, there is a clear demarcation between net depositors
{lenders) and net borrowers. Advanced countries constitute the majority of

lenders, whereas EMs and DCs make up practically all of the IMF's borrowers.

Rich industrial countries control the decision-making process as well as oper
ations of the IMF. Given this dominance, one could legitimately raise the con
cern that the IMF may be "too responsive to its principal shareholders, which
are high-income, international creditor countries whose interests do not nec
essarily coincide with those of the global society as a whole."5
One might go one step further by saying that the IMF is constrained in re
flecting the needs and wishes of EMs and DCs. Even though international cred
itor countries themselves are as much responsible for the East Asian crisis as East
Asian countries are, the lMF has been preoccupied with structural reforms of
EMs and DCs, while ignoring the problems on the supply side of capital flows.
In order to redress the imbalance between advanced countries and EMs in
managing the IMF, EMs and DCs should be given the opportunity and be pre
pared to contribute more resources for the operation of the IMF. Commensu
rate with their enlarged contribution, EMs and DCs should be accorded
greater representation both on the Executive Board of Directors and in man
agement. Many EMs are more willing and able to share the burden of financ
ing various IMF credit facilities than ever before. This s
i sue of representation
will become more contentious in the future, if the IMF is given a central role
in surveillance and the enforcement of various standards.
The IMF is an international institution that provides the public good of in
ternational financial stability. Crisis management and prevention does have
externalities, and is the responsibility not only of EMs and DCs, but also of ad
vanced countries. Nevertheless, it is only natural and logical for EMs and DCs
to have a greater voice in managing the organization that is primarily serving
as their crisis lender-manager.

5De Gregorio and others ( 1999).
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Advanced countries will likely object to the idea of giving EMs and DCs a
large representation in running the lMF. They may argue that without the
dominant participation of advanced countries, the IMF may suffer from lead
ership problems, deterioration of the quality of staff output, and laxity in the
enforcement of standards and loan conditions. The same types of criticisms
have been leveled against those who support the establishment of regional
monetary funds.
If the decision-making process at the IMF is not politically neutral, and for
this reason EMs and DCs cannot expect more active participation in the IMF
decision-making process, then the G-7 and the IMF should consider amend
ing the IMF Articles of Agreement to strengthen the independence of the Ex
ecutive Board and give the IMF financial independence.6 Failing this, the G-7
and the IMF should be more positively disposed to the idea of creating re
gional monetary arrangements. Indeed, if one can argue that regional eco
nomic arrangements could serve as building blocks rather than stumbling
blocks, then the same argument can be made for establishing regional mone
tary arrangements.
Regional arrangements could be structured in a way that could comple
ment, not substitute for, the role of the IMF. The Uruguay Round established
the World Trade Organization with much enhanced enforcement powers, and
gave birth to a large number of regional economic arrangements. In fact, more
than 90 percent of all the contracting parties in the General Agreement on Tar
iffs and Trade are signatories to such arrangements.
In the discussion about reforming the IMF, a consensus has emerged that
the organization cannot be the sole locus of future financial liberalization and
the stabilizer of international financial markets. Regional arrangements could
be presented as a complement to IMF efforts to liberalize capital account trans
actions, provided, of course, that such arrangements are subject to outside dis
cipine
l and do not become preoccupied with regional issues and initiatives.
Both multilateral and regional approaches can be effective and efficient in
maintaining international financial stability. This is because financial crises
tend to be regional mainly because trade is regional? With a large increase in
intraregional trade in recent years, financial crises are more likely to spread
through trade linkages than before.
Along with the expansion of intraregional trade, there has also been a large
increase in intraregional capital movements. This development also calls for

6De Gregorio and others (1999).
7Rose (1998).
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closer policy coordination among the countries in various regions to regulate
and supervise regional financial institutions.
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Comments
Some Lessons from the Russian Crisis
Tatiana Paramonova

I would like to focus on those aspects ofthe problem under discussion that are

tied directly to the lessons of the Russian crisis, because in many cases they
provide a graphic illustration of some of the points David Lipton makes in his
paper.

Lessons of the Russian Crisis
The first lesson concerns the exchange rate mechanism and opportunities to
use it for the purposes of macroeconomic stabilization. The experience of
both Russia and a number of other countries shows that attempts to use an ex
change rate peg as a key instrument of anti-inflationary policy are doomed to
fail if they are not backed up by serious transformations in other areas (par
ticularly the fiscal and structural realms). In an environment of insufficiently
strict supervision of commercial banks, and a weakbanking system as a whole,
the fixed exchange rate mechanism in Russia was viewed as an implicit ex
change rate guarantee and (in an environment of high domestic interest rates)
contributed, one could say, to irresponsible and chaotic borrowing in hard
currency.
Another source of policy failure was the way the government securities
market was organized according to the financial pyramid principle, which was
based on attracting expensive and short-term money in the hope of main
taining continuous refinancing. Not only did this policy not promote the im
plementation of fiscal and structural reforms, but it even slowed them down,
because "easy'' borrowed money made it possible to put off"difficult" and un
popular transformations.
The third lesson is for careful preparation and rational implementation of
the liberalization of capital transactions. These preconditions were not imple
mented in Russia, and the huge inflows of foreign short-term capital into the
government securities market resulted in sharply increased vulnerability for the
economic system. It was not just Russian borrowers who were short-sighted,
but also the foreign creditors, who were prepared to lend huge sums of money
390
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against quite dubious projects and guarantees. The most vivid example of
moral hazard occurred in Russia, witlh private investors confident that there
was little likelihood of default because they were counting on money from of
ficial creditors and international financial n
i stitutions, among other things.
A combination of all the above factors contributed to an "explosive mix" in
the Russian economy, which was then ignited partly by the Asian crisis and the
drop in world oil prices, and contributed to the exceptionally devastating cri
sis in August

1998.

Of course, it is much easier to analyze crises that have already occurred than
it is to predict and try to prevent potential crises. Nevertheless, it is obvious
that the policy pursued by the Russian monetary authorities, first to keep in
terest rates low and then to support the previously declared exchange rate,
started heading in the wrong direction some time around October

1997. The

hopes that the Russian monetary authorities had in the curative powers of the
large-scale official aid package announced in July 1998 were not entirely justi
fied either, given the scale of imbalances that had built up in the economy.
Another lesson learned was that decisions regarding a default on internal
debt, a sharp devaluation of the ruble, and a moratorium on payments on for
eign debts were all taken in the absence of any generally recognized rules of be
havior in crisis situations. Thus, Russia earned, I would say, the "honor of
being a trailblazer in a minefield" and setting a precedent for large-scale de
fault. This again emphasizes the urgent need to redesign the architecture of the
international fmancial system as a whole.

Conclusions for the Future Financial Architecture
I would like to share with you certain conclusions that I have drawn since the
August

1998 Russian crisis and from the stabilization measures that have been

taken in the meantime.
First of all, there s
i probably not just one optimal exchange rate mechanism
that would be universally suited for all countries at all stages of development. An
exchange rate peg is possible in combination with other effective economic pol
icy measures. At the same time, it is preferable to move away from a fixed-rate
mechanism when normal economic conditions prevail. Defending a fixed rate
requires considerable outlays from central bank reserves. Abandoning an ex
change rate peg when a currency is being attacked s
i fraught with the danger of
a sharp decline in the exchange rate and a collapse of the financial system.
My second conclusion is that in an environment of increasingly globalized
capital flows, the successful implementation of exchange rate policy in emerg
ing market countries s
i becoming an indicator of a responsible resolution of
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domestic economic and financial problems. As the recent experience of Russia
and a number of other countries shows, defending the exchange rate at the ex
pense of foreign exchange reserves is doomed to failure from the outset when
there are serious economic imbalances. This principle may extend, to a lesser
degree, to the crawling peg system as well. The conclusion is frequently drawn
that in the current environment, emerging market countries have to choose
between a system that allows for a relatively free-floating currency and a cur
rency board arrangement, which for all practical purposes means replacing the
national currency with a foreign currency. It seems to me that this conclusion
is somewhat simplistic.
Indeed, countries with currency board arrangements have successfully
turned away attacks on their national currencies during the recent financial
crisis. As a rule, however, they paid for this with a substantial slowdown in
the rate of economic growth or even recession. On the other hand, some
countries successfully withstood pressure on their national currency without
making formal use of a currency board. These countries are characterized,
first of all, by a healthy macroeconomic situation and a stable financial sys
tem, and second, by a significant level of reserves, which exceed their base
money by a large factor given the current exchange rate. It seems that it is
precisely these factors that determine the relative stability of a currency, re
gardless of the exchange rate system that is nominally in use, since they pro
vide a great deal of freedom to monetary authorities and room to maneuver
in times of crisis.
My final conclusion s
i that it would make sense to focus the IMF's efforts on
the development of measures aimed at both

preventing crises

and overcoming

crises that have already occurred. In this connection I support the idea of Lip
ton's concerning the development of a standard framework for crisis resolution
even if it remains quite general. Indeed, there is an obvious need for generally
recognized mechanisms to overcome crisis situations. So far, the only work in
this area has been directed at involving private investors to help resolve crises. At
the same time, in analogy to the research already done by the IMF on an "exit
strategy" from an exchange rate peg mechanism, one could propose

an

"exit"

strategy from poorly organized and prematurely implemented liberalization of
capital transactions. In other words, internationally recognized procedures for
approaching restructuring, default, and bankruptcy issues are needed. Their
elaboration would allow crisis management to become better organized and cre
ate the prerequisites for more effective and predictable procedures for bailing in
the private sector to help in crisis resolution. It would also be useful to focus on
developing leading indicators of the investment climate, as well as on issues of
transparency in transition economies.
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Key Issues in International
Monetary and Financial
Reform: A Personal Record
of the Conference
Alexander K. Swoboda and ]eromin Zettelmeyer"

The conference on Key Issues in the Reform of the International Monetary
and Financial System had a twofold purpose: ( 1) to broaden the debate on in
ternational financial architecture to more general issues of international and
financial reform and (2) to allow experts outside the usual polky forums, no
tably from academia, to contribute to that debate.
Many of the issues that underlie the agenda for strengthening the architec
ture of the international financial system are not new but arise in new guises
with changing circumstances. A striking change in the environment over the
last two decades has been the technological revolution in telecommunications
and information systems that has underpinned and stimulated financial mar
ket integration and capital mobility as well as domestic and international fi
nancial liberalization. As a result, markets for goods, services, and assets are
becoming ever more unified and developing economies have increasingly been
drawn into these globalized markets. Private portfolio capital flows are playing
a dominant role in the financing of current account imbalances in advanced
countries and an ever-increasing one in financing, and sometimes causing the
current account imbalances of developing economies. At the same time, pol
icy is still made predominantly at the national level even though markets have
become global.
The conference program (see appendix) was designed to examine the pol
icy and institutional responses to the accelerating sequence of crises in the
1990s that are appropriate, at both the national and the international com
munity level, in today's world of increasing capital mobility. The first day was
devoted to the theme of mitigating instability under high capital mobility or,

"The authors are grateful to Manmoham S. Kumar for helpful comments and suggestions.
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if you prefer, under global finance. The first of four sessions was devoted to ex
change rate volatility among the major currencies, a major manifestation of
instability in today's system; the second to another major source of instability,
the boom-bust character of capital flows to emerging market economies; the
consequences of the volatility of capital flows for the balance between adjust
ment and financing was taken up in the third session. The fourth session fo
cused on one of the more contentious issues in the reform debate, the in
volvement of the private sector in crisis prevention and crisis resolution.
The second day was devoted more specifically to the actual and desirable
role of the IMF in the changing international monetary and financial system.
Two sessions dealt with this topic and examined the IMF's role within the sys
tem as (1) a provider of financing and (2) a provider of advice. Rather than
providing a inear
l
summary account of the papers and discussion we instead
offer below a somewhat personal summary of the discussion as it relates to the
main issues that were taken up during the two days of the conference, irre
spective of the order in which the discussion actually took place-although
the organization of this chapter is not entirely dissimilar to that of the confer
ence program.

Exchange Rate Regime Among Major Currencies
Although discussions of international financial architecture have generally fo
cused on preventing and resolving emerging market crises, changes in the ex
change rate regime among major currencies, and the issues they raise for na
tional and international policy, have recently come to the fore in discussions
of international monetary reform, notably with the creation of the euro.
Briefly stated, there are three interrelated questions that were the topic of the
first session of the conference and of the paper by Jean Pisani-Ferry and Benoit
Cceure: Are fluctuations among the major currencies, specifically the euro, the
yen, and the U.S. dollar, likely to increase or decrease n
i the future; what are
the costs of such fluctuations; what, if anything, can and should be done to
moderate them?
On the first question,

Pisani-Ferry and Cceure saw little reason to believe

that either short-term volatility or some medium-term "excessive" move
ments, or misalignments, in the exchange rates of major currencies would not
continue, and may even increase in the future. The euro can be expected to be
fairly volatile for at least three reasons: a system with multiple key-currencies
is likely to be more volatile than one dominated by a hegemonic currency;
with the introduction of a new major currency, portfolio shifts are likely to
occur; and the euro zone is less open than its individual components and
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hence more inclined toward benign neglect in its exchange rate policy. Partic
ipants in the conference, somewhat surprisingly, appeared to agree with this
diagnosis of continuing exchange rate volatility. What was less surprising was
much less agreement on what the costs were and whether and what could and
should be done about it.
Among the costs, of course, are those that will have to be borne by the is
suers of the major currencies themselves. These seemed not to worry most
participants much-in particular, they felt that short-term volatility in the ex
change rate of major currencies could relatively easily be hedged against by the
residents of these countries. That there may be serious costs to major and last
ing misalignments in terms of misallocation of resources was generally ac
knowledged, although there was fairly sharp disagreement on how serious
such misalignments and their undoing were from a systemic point of view.

Fred Bergsten argued that "very large misalignments cause huge, substantive
problems and economic distortions and set you up for subsequent financial
crises as the exchange rates reverse, as they always do-witness 1985-87-and
cause an upsurge of protectionism that can profoundly damage the trading
system." A lively debate ensued with Rudiger Dornbusch, who claimed that,
though the 1980s appreciatio.n of the dollar appeared in the charts "as the
most glorious bubble I have ever seen:' its unwinding did not result in the cat
astrophic outcome described by Bergsten. In fact, he argued, the real economy
of the United States appears not to have been harmed all that much by the be
havior of the dollar in the 1980s.
Two other costs of substantial misalignments were stressed by the authors of
the paper. The first concerns the strains such misalignments can put on politi
cal institutions, in the European Union notably. However, the cost on which
Pisani-Ferry and Creure as well as other participants put the most emphasis is
the cost to third countries, notably emerging market and developing countries.
As Pisani-Ferry and Creure put it, "the euro-dollar-yen rate bas the character of
a public-good for the world economy; this was obviously exemplified by the
Asian crisis of 1997." Indeed, this public-good character of the exchange rate
regime among major currencies, and of international monetary arrangements
more generally, was at the center of the evening address to the conference of the
IMF's Managing Director, Michel Camdessus. These fluctuations do pose a
major problem for third countries, which will be taken up further below.
The central question is, of coucse, what can and should be done to moder
ate the volatility of major currencies' exchange rates. The central idea of the
Pisani-Ferry and Creure paper is to take what they call a two-handed approach
to the problem which de-links policy coordination from exchange rate targets,
as they find the Plaza and Louvre attempt to stabilizing exchange rates and
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coordinating policies through attainment of target exchange rates seriously
wanting. In Pisani-Ferry's words at the conference: "the link that was estab
lished between exchange rate targets and coordination did not withstand the
test of time and, therefore, the two should be dissociated:' The paper sets out
a modest approach to better coordination of macroeconomic policies among
the G-3, which would essentially try to build a consensus on principles of
macroeconomic policy response to various shocks. This would be, in Pisani
Ferry and Creure's view, easier in the case of symmetric shocks affecting all
countries in the coordination zone simultaneously, but some principles could
also be developed for asymmetric shocks. The idea would be "to let different
participants implement the same principles in different ways according to
their own domestic policy-setting institutions." The second element of the
two-handed approach would be the monitoring of the foreign exchange mar
ket. More specifically, Pisani-Ferry and Creure would improve the provision of
information to, and the processing of that information by, the foreign ex
change market, for instance, by the collection and publication of some aggre
gated measure of foreign exchange positions and the reporting of abnormal
risk exposure situations to the G-7 by the Chairman of the Financial Stability
Forum. The IMP, in turn, would compute fundamental equilibrium exchange
rates for the major currencies as a way to structure the dialogue at the G-7 and
would make its estimates available publicly to provide a guide for the market's
expectations.
Discussants on the whole shared the skepticism of the authors of the paper
as to the possibility and the desirability of attempts at exchange rate stabiliza
tion within the G-3 or G-7, including several variants of the target zone ap
proach to policy coordination (although the main proponents of the target
zone approach argued that the latter had been misrepresented by both authors
and discussants; see below). Thus the possibility of targets as such was re
garded as unrealistic. They generally welcomed the separation of policy
coordination issues and exchange rate monitoring stabilization. Dale Hender

son congratulated the authors for identifying the main lesson we have learned
in fifteen years: that "we cannot and should not view the coordination process
through the exchange rate-we need to discuss macroeconomic policy." Par
ticipants, however, were not very optimistic about the prospects for effective
policy coordination among the major countries; nor did everybody feel that it
would be appropriate for the IMP to provide estimates of fundamental equi
librium exchange rates.
Among the participants who spoke on the subject, Alan Blinder and Horst
Siebert were perhaps the most skeptical about exchange rate stabilization at
tempts. Alan Blinder began by questioning the premise that fixing the nomi-
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nal exchange rate is something desirable in and of itself. He argued that nom
inal exchange rate flexibility was necessary to allow sufficient real exchange
rate flexibility to cope with international productivity growth differentials,
terms of trade shocks, and lack of cyclical synchronization, a task that domes
tic wage and price movements cannot accomplish without large real output
and employment costs. In addition, nominal flexibility is needed to accom
modate inflation differentials at a constant real exchange rate. One problem s
i
that such a floating system may indeed produce excessive short-run volatility.
Blinder put it this way: "Exchange rates nowadays are much more like the price
of IBM stock than they are like the price of IBM computers. They are going to
bounce around a great deal because the asset tail completely wags the trade
dog. . . . What we would like of course, if we could find one, is a remedy that
makes exchange rates behave more like IBM stock and less like Yahoo! stock."
Blinder thought that the transparency and information measures suggested by
the paper's authors were on the whole useful, but he doubted that they would
contribute very substantially to avoiding excessive short-term volatility in ex
change rates. He expressed similar doubts with regard to devising principles of
policy coordination that would be robust enough to prove durably effective.

As for the public-good aspect of fluctuations in the dollar-yen-euro exchange
rate, the best solution would be to let third countries float lest they fall victim
to the "foreign-exchange bubble" syndrome.

Horst Siebert reached similar conclusions by a somewhat different route. He
argued that the international coordination of policies required by stabilization
of exchange rates along the lines of target zone schemes was just not achiev
able under present circumstances, and misguided at that. Far better, if one
wants exchange rate stability, to let it be the outcome of price stability within
each of the major countries. This would have the added advantage of putting
responsibility clearly where it belongs. By emphasizing national responsibility
for domestic price levels, with appropriate national policy institutions and
procedures, "the price level remains stable in each country; but you cannot
have two nominal anchors for monetary policy, and the price level should be
the relevant anchor."
A number of participants, however, argued for some form of stabilization
of the major exchange rates. Ronald McKinnon focused on the yen-dollar rate,
arguing that the liquidity trap to which Japan seems to be subjected today is
the outcome of a decrease in interest rates in the United States coupled with
an obdurate long-run expectation of appreciation of the yen that keep Japan
ese interest rates very low. In addition, the threat of protectionism makes it im
possible to depreciate the yen. The result, according to McKinnon, is that "the
Japanese economy is trapped both in terms of the interest rate being at zero
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and the exchange rate being about as low as tolerable!' The solution would be
to stabilize not so much the current exchange rate but the future expected one
so as to break the "ever appreciating yen" psychology. The staunchest defend
ers of stabilization of the exchange value of the major currencies were, not sur
prisingly, Fred Bergsten and John Williamson.

Bergsten

argued strongly that

disillusion with the Plaza and Louvre arrangements, or the

1992-93,

ERM

crisis of

does not imply that target zones have been tried and failed. These

were not target zone experiments, but various forms of pegging attempts.
Critics do not understand that "the target zone system intends to be a system
of flexible exchange rates, managed by a different method than the ad hoc in
tervention that prevails today, in a world where nobody is going to float truly
freely." The aim is not so much to reduce short-term volatility, though the sys
tem may anchor expectations and thus help reduce volatility, but to avoid very
large and exceedingly costly misalignments.
The immediate next question is what exchange rate regime is appropriate
for third countries, emerging market economies in particular, given that volatil
ity

in the exchange value of major currencies will continue. This question is

taken up below, with an emphasis on crisis prevention and management. Here
it is discussed briefly in the more general context of the evolution of the system
toward the extremes of the spectrum ranging from pure floating to hard pegs
of the dollarization on currency board variety.

Ricardo Hausmann

indicated

that the Pisani-Ferry and Cceun! paper had convinced him that nothing much
would be done to stabilize major currencies, which would continue to exhibit a
high degree ofvolatility. In addition, prospects for coordination ofG-7 policies,
along the lines suggested by the authors of the paper, did not appear very likely
to him because information supplied to markets on foreign exchange positions
would be hard to interpret, the appeal to "fundamentals" is more of an admis
sion of ignorance on the part of economic theory than an effective guide to pol
icy coordination, and principles for coordination would be difficult to establish
and might serve chiefly to define how meetings would take place. Instability in
currencies would continue with attendant swings

in commodity prices and

i major currencies
terms of trade, and one must ask why such fluctuations n
should contribute to leading to very large output collapses, in the order of
to

10
15 percent ofGDP in crisis countries. One reason is that these countries can

not borrow abroad in their own currency and cannot borrow for the longer
term domestically, ineluctably leading to currency and/or maturity mis
matches. There are two solutions, Hausmann argued: do away with mismatches
through capital controls or adopt currency boards or dollarization. The latter
does away with mismatches at the cost of real exchange rate fluctuations, but
one may hope that the latter is less disruptive than the financial catastrophes
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that follow f
i one tries to maintain an autonomous currency. This will tend to
lead to a world of fewer currencies in which the IMF may have to rethink its
role as members of these enlarging currency zones (dollar, euro, and possibly
some Asian currency zones) will turn increasingly inward for coordination
purposes. Against this point of view, one may mention, as Tom Willettdid, that
capital mobility, though substantial, is not so perfect as to defeat all attempts at
managed floats.

Characterizing Emerging Market Crises
Two conference papers-one by Mussa and others, and the other by Calvo and
Reinhart-characterized recent swings in emerging market capital flows em
pirically and contrasted them with crises in other periods (the debt crisis of
the 1980s) or countries (the ERM crisis). According to

Mussa, Swoboda,

Zettelmeyer, and Jeanne (henceforth Mussa and others), it is surprisingly hard
to argue that the 1990s were a period of unique volatility of capital flows,
largely because of the debt crises of the 1980s, which lasted longer and led to
large

cumulative losses. Recent crises in emerging market economies, however,

elicited responses from the international community that, in selected cases, in
volved unusually large quantities of official financial support. Thus, there is
little indication that, even with the relatively large official support packages
provided in some recent crises, it s
i possible to avoid substantial short-run
costs when crises do occur; but some suggest that by helping to avoid a pro
longed disruption of normal international financial relations, recovery may be
aided and longer-run costs may be reduced. This raises the question of
whether the traditional trade-off between financing and adjustment needs to
be rethought in the light of the experience of the 1990s (see Box 1).
According to

Calvo and Reinhart, the emerging market

crises of the 1990s

were superficially similar to the ERM crisis in that both involved exchange rate
collapses and (in the case of the European crisis, involving the Scandinavian
group of countries) financial fragility. The emerging market crises were entirely
different in terms of their consequences, however, in large collapses in output
and, at least temporarily, losses in capital market access. Calvo and Reinhart at
tribute the severity of the output collapse to a "Fisherian channel," which is com
plicated by the presence of "liability dollarization" (i.e., private and/or public
foreign-currency-denominated debt). Characteristic of emerging market crises
is a sharp capital flow reversal, which forces a sharp real depreciation. This can
either be channeled through a collapse in nontradeables prices, including real
estate, implying a sharp rise in

ex

post real interest rates that leads to a rise in

nonperforming loans and possibly a banking crisis. Or it can be channeled
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Box I. The "Financing versus Adjustment" Framework in

Light of Recent Crises

Montek Ahluwalia and jeffrey Frankel both pointed out that "financing versus
adjustment" traditionally describes the choice facing policymakers in an open
economy affected by an adverse external or real shock (for example, a deteriora
tion in the terms of trade). When faced with such shocks, maintaining consump
tion and the current accow1t at unchanged levels (in other words, not adjusting)
requires borrowing abroad (financing). Thus a trade-off exists between financing
and adjustment. However, the nature of this trade-off critically depends on
whether the shock is transitory or permanent. For permanent shocks, borrowing
does not lessen the need for adjustment, because without any adjustment loans
could never be repaid. In contrast, if shocks are transitory, it is optimal to finance
them, that is, to only marginally adjust consumption at the time of the shock,
spreading the adjustment over a long term.
How does the experience of the crises of the 1990s fit into the "financing ver
sus adjustment" framework? To the extent that external or real shocks con
tributed to the onset of the crises (which was not always the case), these shocks
were small relative to the huge capital flow reversals that followed. Except for of
ficial borrowing and reserve holdings, "financing"

was

thus not available to

smooth the shock. On the contrary, capital outflows served to magnify it. In this
setting, if reserves and official financing are small relative to the volume of po
tential private outflows, the choice between adjustment and financing is not avail

able, in the sense that "financing is not an option, and the only way of adjusting
is through a recession" (Frankel). A further complication, noteo by Peter Kenen,

was that the

fall in income required to achieve a given current account adjust

ment was probably larger than in the past, as dollar-denominated liabilities in the
corporate sector implied that the exchange rate depreciation had a contractionary

impact, in addition to its traditional expenditure-switching effect. As a result, ad-

through a nominal depreciation, which may mitigate the former effect, but then
dollar liabilities become a problem, resulting in widespread balance sheet dete
rioration and a collapse of the domestic financial sector. Calvo and Reinhart pre
sent evidence on the severity of emerging market crises in the 1990s as measured
by the extent of the capital flow reversal and by a combined index of real ex
change depreciation and reserves loss, and conclude that the severity of the
Asian crises of the 1990s even surpassed that of their Latin American counter
parts and is a significant departure from their historical norm. In addition, they
show that capital flow reversals that involved banking crises tended to be both
more protracted and more severe in terms of cumulative GDP loss than those
that did not, as one might expect in the presence of a "Fisherian channel."
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justment in the Asian crisis was "dysfunctional" in the sense that it occurred
mainly through expenditure reduction rather than expenditure switching.

Even in the new world ofbalance sheet effects and volatile private capital flows,

however, "financing" may still play its traditional role, provided that the volume
of potential official financing is large and private outflows take the form of a fi

nancial run, as noted by Montek Ahluwalia. In this case, adjustment will only be
required to the extent that there are fundamental weaknesses in addition to liq
uidity problems. Thus, in the context of a liquidity crisis, the familiar alternative
between adjustment and financing reemerges, except that the latter must now be
understood as official financing only. The critical distinction is no longer between
transitory and permanent shocks but rather between liquidity and solvency as the
cause of the crisis. While these distinctions are closely related-they both hinge
on whether the underlying problem is self-correcting or not-there is a compli
cation in that a liquidity problem may be self-correcting if and only if there is
enough official financing, unlike a transitory shock, which is exogenous to the
amount of financing available.
Finally,

Jeffrey Frankel pointed

out that the traditional trade-off between

adjustment and financing (taken to include private borrowing) might still be
relevant during the time frame in which signs of weaknesses begin to emerge,
but capital flows have not yet reversed. In this period, policymakers may
have the choice to ignore these weaknesses and borrow (or draw down re
serves), or address them by adjusting, including (as

Yoon Je Cho

remarked)

through structural adjustment. However, exploiting this trade-off in the direc
tion of excessive financing could be damaging because it "improvidently post
pones adjustment" (Kenen), and when

the crisis comes, the situation

is much

worse.

A related topic that received substantial attention was the relative roles of
"fundamentals" and "systemic" weaknesses in causing the crises of the 1990s,
with the former including domestic policy and regulatory failures, and the lat
ter including a tendency of advanced integrated capital markets to overshoot,
both on the inflow and on the outflow side. Two papers Mussa and others,
and in less detail, Lipton-described the crises of the 1990s in these terms, 1
and took the position that there was some merit in both explanations. One
-

1Lipton's paper refers to the school that emphasizes fundamental weaknesses as the "IMF
camp." Ironically, the other paper, written by four IMF staff members, actually places somewhat
greater emphasis on systemic weaknesses.
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way of integrating the two views was suggested by Rudiger Dornbusch in his
comments on Mussa and others. According to Dornbusch, one should distin
guish between financial crises resulting from unsustainable policies (such as
growing macroeconomic imbalances, which in the past has been typical for
Latin America) and situations of vulnerability "that can last forever, but which
also can all of a sudden be brought into question." The latter, exemplified by
the Asian crises, are driven by firms' and bankers' balance sheets rather than
the aggregate current account imbalances. Both types of crises involve funda
mental weaknesses, but crises of the balance sheet type require a liquidity cri
sis as a trigger, and excessive inflows play a role in facilitating the buildup of
balance sheet vulnerabilities in the first place. Thus-at least for the crises that
involved financial fragility rather than, or in addition to, macroeconomic im
balances-fundamental and "systemic" weaknesses are hard to disentangle.
While almost all speakers on this issue embraced the view that the crises of
the 1990s contained both a fundamental and an important systemic compo
nent, there was wide divergence of opinions on the relative importance of
these components. In Martin Wolf's view, recent financial crises ought to lead
to "a recognition of very substantial [systemic] failure. . . . I think a system that
forces countries to make current account adjustments of close to 20 percent of
GDP in two years, a system in which net lending by banks can shift by well
over 10 percent of GDP in a year or itwo, a system that brings fears of world
wide recession only a few months ago out of cloudless sky, is guilty of serious
malfunction." Similarly, Yung Chul Park professed to belong to the "fmancial
panic" (i.e., systemic) school of thought. David Folkerts-Landau, on the other
hand, took the position that the crises of the 1990s were prominently driven
by a "massive failure of national policies in many key emerging countries," in
addition to "financial linkages across the emerging markets themselves," such
as Korean merchant banks taking positions in Brazil and Russia "on the back
of official guarantees." Even Folkerts-Landau, however, acknowledged in his
spoken comments that the international financial system, while not the pri
mary cause of the crisis, "is not blameless." In this context, he mentioned both
international bank lending behavior, which bad played a significant role in the
liquidity cris�s. and technical factors, such as investor behavior dictated by risk
management techniques.
In the discussion, both Guillermo Calvo and Michael Mussa took issue with
Folkerts-Landau's emphasis on the preeminence of policy mistakes in emerg
ing market countries in causing the crisis. Calvo emphasized that capital flows
to emerging markets had a tendency to amplify the consequences of policy
mistakes, adding market failure to policy fa�ure. Mussa pointed out that the
run-up to the crisis, in which interest rate spreads underwent large declines
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just as capital inflows peaked, was clearly driven by the suppliers rather than
"demanders" of capital. Similarly, the massive panic when the crisis hit was a
very important part of the crisis, which deserved greater recognition than it
had received so far in the financial architecture debate.

Exchange Rate Regime for Emerging Market Economies
The question of which exchange rate regime is best for emerging market
economies provoked a lively debate at the conference, inspired by the Lipton
and Calvo and Reinhart papers, which presented widely divergent views on the
subject. David Lipton argued the classic case in favor of flexible exchange rates
as a way of reducing the volatility of capital flows to emerging market
economies and avoiding costly financial crises. He started from the observa
tion that increasing integration of emerging market economies into global fi
nance has both made the failure of pegged regimes more costly and their de
fense more difficult. The latter results from the sheer magnitude of swings in
capital flows that emerging markets can now be exposed to. The former arises
from the fact that the ensuing overshooting of the exchange rate-reflecting a
loss in confiden:e
< after the regime has failed-transforms the currency crisis
into a national bankruptcy crisis by raising the local currency burden of for
eign debt.
In this setting, a floating regime has two important advantages. First, faced
with sharp outflows, a country will be less likely to squander reserves in an at
tempt to maintain the original parity. From the perspective of the interna
tional community, this is good, since it means that countries will be less likely
to ask for bailouts. Second, and perhaps more important, flexible exchange
rate regimes are likely to reduce the likelihood that countries are attacked in
the first place, for several reasons. In the absence of an official exchange rate
guarantee, and faced with day-to-day volatility of exchange rates, borrowers
will have an incentive to hedge their foreign exchange exposures. This prevents
balance sheet vulnerabilities of the type that led to financial crises in Asia and
elsewhere. In addition, economic shocks would lead to a continuous adjust
ment of the exchange rate, and thus avoid catastrophic "lumpy" adjustments
in the form of currency crises.
Lipton's position on exchange rate regimes was broadly shared by several
other speakers. Peter Kenen emphasized that one problem with pegged ex
change rates was that they imparted an incentive to ask for international as
sistance only after it was too late, that is, after a currency attack had been suc
cessful and the country had squandered most of its reserves. Jack Boorman,
while agreeing with Lipton that more exchange rate flexibility was desirable,
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qualified the case for floating regimes in two ways: first, by reminding partic
ipants that there had been instances where pegged regimes successfully im
parted discipline on policies (such as in the context of stabilizing from high in
flation), and second, by arguing that "markets can go to sleep" even in the
presence of floating regimes, and as such, a floating regime does not fully pro
tect countries from a massive swing in confidence.
A contrarian view was presented by Guillermo Calvo based on his paper
with Carmen Reinhart. The essence of Calvo's argument is that the classic
case in favor of floating regimes-while logically correct-is irrelevant in
practice, because most countries with floating regimes face incentives that
induce them to stabilize their exchange rates, that is, to not actually let their
currencies float in the spirit of the term. The main reason for this unwill
ingness to let the currency float is that dollarization-in particular, liability
dollarization, or foreign-denominated debt-is widespread in emerging
markets regardless of the exchange rate regime, implying that swings in the
exchange rates impose large risks on balance sheets. Another reason is re
liance on imported raw materials. Either way, the result is a "fear of floating,"
which in some cases-El Salvador, the Philippines and Venezuela-has made
"floating" regimes essentially equivalent to soft pegs. This, in turn, creates
further incentives for liability dollarization, by the same logic emphasized by
critics of explicit pegs.
Calvo stressed that in the presence of liability dollarization, a country will
be vulnerable to an attack regardless of whether the exchange rate regime is a
peg or a.float. The only way of removing this risk is full dollarization, which
turns dollar-denominated liabilities into domestic-denominated liabilities.
However, Calvo recognized that there were a number of arguments against full
dollarization (part of which coincide with arguments against pegged regimes),
which he discussed as follows:
•

Loss of the exchange rate as a relative price. Calvo played this down on the
grounds that "in a realistic economy, there are several distinct goods, each
with a distinct labor market;' while the exchange rate constitutes only one
relative price: "devaluation makes no group totally happy." In addition, de
valuation could be substituted by other instruments, such as fiscal policy or
a wage subsidy.

•

Loss ofa policy instrument. According to Calvo, the monetary and exchange
rate policy s
i an instrument that most emerging markets should be happy
to lose, since in the presence of"fear of floating" it turned out to be mainly
a procyclical one (an adverse shock leads to tighter monetary policy to pre
vent exchange rate weakening).
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cited evidence that the Fed policies al

ready have substantial impact on emerging market economies, including
those with supposedly floating regimes. "Well, the Fed is our Lord whether
we like it or not."
•

Use offoreign money entails loss ofseigniorage. "The two countries involved
could share the seigniorage."

•

Dollarization leaves a country without a lender of last resort.

This would

hold true only to the extent that the lender of last resort has to rely on
money s
i suance. "However, under dollarization and seigniorage sharing a
large portion of international reserves could be used to provide lender-of
last-resort services."
While several speakers (see above) felt that Calvo and Reinhart had over
stated the case against more flexible regimes and the ease with which the role
of the exchange rate could be replaced by other policy instruments, others
(including

Jeffrey Frankel and Ronald McKinnon)

expressed sympathy with

their views. McKinnon particularly agreed with the notion that the scope for
free floating is severely limited in practice, both for trade and for balance
sheet reasons.
Finally, some speakers, including Takatoshi Ito in his paper on IMF advice,
and John Williamson in his comments on Ito's paper, defended "intermediate"
exchange rate arrangements, including exchange rate bands, against the pro
ponents of either flexibility or full dollarization. Like Boorman,

Ito's paper re

minded the reader of the usefulness of temporary pegs to stabilize from high
inflation.

Williamson

expressed the view that the exchange rate band had

worked well in Indonesia, and took issue with what he viewed as a tendency to
assess exchange rate regimes solely from the vantage point of avoiding crises:
"There are other things in the world, like having a high rate of growth. And I
find it difficult to believe that the East Asian countries would have had 25 years
of miracle growth with floating exchange rates."

The Role of Capital Controls
The macroeconomic dilemma which may lead policymakers to resort to cap
ital inflow controls was compellingly described by Oldrich Dedek and Roberto

Zahler, and later echoed in remarks by Yung Chul Park. According to Zahler, in
the presence of open capital accounts, countries with sound macroeconomic
management can easily become victims of their own success. As perceived
country risk declines, countries with low levels of foreign debt and high do
mestic rates of return will increasingly be viewed as attractive. The ensuing
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debt and equity portfolio inflows lead to rising consumption and investment,
rising prices, and a growing current account deficit. As external liabilities ac
cumulate and the real exchange rate appreciates, expected dollar returns fall
and perceived country risk begins to rise again. Ideally, this would lead to a
gradual undoing ofthe previous boom cycle. But, more often than not, the re
versal in capital inflows

s
i

sudden, triggered by bad news, or a shift in market

sentiment following a realization that the country has become vulnerable to a
liquidity crisis.
As Dedek and Zahler both emphasized, forestalling this sudden shift poses a
major challenge for macroeconomic policy during the boom phase. Monetary
policy is caught between the conflicting objectives of dampening domestic de
mand by increasing interest rates and fending off inflows by lowering them. Al
lowing more exchange rate flexibility is hardly a panacea: its first-order effect
goes in the wrong direction if the objective is to fend off excessive real appreci
ation, while the effect of higher exchange rate volatility as a deterrent to short
term inflows (a mechanism that was also pointed to by other speakers, includ
ing Guillermo Ortiz) may come at a substantial economic cost.2 Sterilized
interventions are costly for the central bank and effective only in the short term.
Fiscal policy tends to be too rigid,. and the reduction in expenditures required
to offset a large inflow can easily go beyond what is politically and socially tol
erable and hurt long-term growth to the extent that it involves public invest
ment. In essence, this leaves taxes on inflows or other controls as a residual op
tion. Dedek and Zahler expressed very different opinions on the usefulness of
this option, however. According to

Dedek, the

Czech experience with capital

controls had not been very encouraging, as markets were quick to work their
way around them. His view was echoed by f. de Beaufort Wijnholds in a later ses
sion, citing the European, and particularly German, experience

in the early

1970s. However, according to Zahler (who was later supported on this point by

Barry Eichengreen), inflow controls can be effective if the authorities are care
ful to integrate them into a sufficiently broad strategy of regulating inflows. In
Chile, this strategy had rested on three pillars: first, a one-year time require
ment for the repatriation of foreign direct investment; second, regulatory re
quirements which reduced the speed at which Chilean firms could obtain fi
nancing � foreign markets (inter alia, related to the firms' credit ratings); and

2In Zahler's view, the extent of exchange rate volatility required to make flexible exchange rates

an effective deterrent was excessively costly for a

country with a large tradables sector. This is re
lated to Calvo's observation that most emerging market countries display a "fear of floating"; see
below. According to Dedek, deliberately increasing exchange rate risk could repel not just desir

able but also undesirable components of capital inflows.
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finally, a noninterest-bearing reserve requirement covering the first year that
foreign funds were held in the country, regardless of their effective duration.
Implicit in Zahler's comments was the notion that to the extent that inflows
regulation in Chile was effective, this was related to its integration in a process
of gradual capital account liberalization. In other words, the point of departure
was one where the capital account had been fairly closed, and the inflow taxes
and other regulatory requirements introduced thereafter represented a less re
strictive, and more market-friendly, means of controlling inflows. This point
was echoed in a later discussion by

Montek Ahluwalia: "Once you get

rid of

capital controls, it is probably not a good idea to stick them on again. But the
impression is that if you have a few capital controls, it is not necessary that you
should be dismantling them very quickly."
The potential role of capital controls in mitigating the volatility of interna
tional capital flows was also discussed in Calvo and Reinhart's paper from the
perspective of crisis prevention and by Mussa and others from the perspective
of both prevention and resolution.

Calvo and Reinhart cited evidence from a

paper by Montiel and Reinhart (1999) that indicates that capital controls had
no statistically significant effect on the total volume of inflows, but altered the
composition of inflows away from short term and portfolio inflows and to
ward FDI. At the same time, however, Carmen Reinhart mentioned several
caveats. The apparent effect of inflows on the maturity composition of debt
could, to some extent, be an artifact of reclassification. More important, capi
tal control measures might simply have. Jed to a substitution of domestic
short-term debt for foreign short-term debt. To the extent that domestic
short-term debt is also an implicit claim on the reserves of the central bank,
such a substitution would not ameliorate the liquidity problem after a sudden
capital flow reversal. It follows that a tax on

all short-term borrowing may be

a preferable strategy to just taxing foreign short-term borrowing. "Thus, gov
ernments that attempt to pursue capital controls will likely be driven to cast a
wide net which covers all financial intermediaries, and even nonfinancial cor
porations, since the latter participate in the sizable interenterprise credit mar
ket. This is an enormous task. Moreover, countries that succeed in this task
may find themselves deeply immersed in central planning."

Mussa and others made two general points on inflow taxes as a preventive
device. First, Chilean-style inflow taxes involve a similar trade-off as that asso
ciated with the provision of any public good. In this case, a reduced risk of liq
uidity crises is paid for by distortionary taxation. Depending on the country
and situation, the cost may or may not be worth the benefit. Second, reliance
on short-term credit may be an equilibrium response by both borrowers and
lenders to asymmetric information (in particular, lack of transparency on the
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side of borrowers). Intuitively, short-term lending could be regarded as the
market's way of providing finance while at the same time keeping the bor
rower "on a short leash," that is, imposing market discipline.3 In this situation,
taxing short-term inflows may not make sense, as short-term financing may be
the only way for emerging markets to obtain finance for certain uses, includ
ing worthwhile ones. Instead, reliance on short-term finance should be re
duced by addressing its underlying causes. This can include the adoption of
standards for greater transparency and sound management of public debts,
and strengthened regulation and supervision of private borrowers.
Outflow controls as a way of resolving crises, according to Mussa and oth
ers, involve an entirely different set of arguments. In a liquidity crisis, imposi
tion of controls on foreign currency payments on the principal of outstanding
loans (and possibly other capital outflows) might serve a useful purpose by
protecting the exchange rate against massive depreciation that would force
many debtors with substantial foreign-currency liabilities into effective insol
vency. Conceivably, even foreign creditors might see some advantage in this so
lution, provided that interest continues to be paid and there was the reasonable
expectation that principal repayments would not be long interrupted. How
ever, there are a number of important limitations and drawbacks. First, capital
controls will do little to resolve a crisis if borrowers are insolvent even in terms
of their capacity to meet obligations in domestic currency, or at the long-run
equilibrium exchange rate. If the underlying problems are deep and persistent,
then the imposition of controls on capital outflows will provide only tempo
rary respite. Second, the imposition of controls to forestall a situation of po
tential default (in contrast with the maintenance of controls already in place)
may be regarded by creditors as much the same thing as an outright default,
leading to the same problems of prolonged disruption of access to international
credit markets. On the side of creditors, this may be a rational response if liq
uidity and solvency problems cannot be neatly differentiated, that is, if liquid
ity problems are taken to be a signal that the debtor may have more persistent
difficulties in meeting payment obligations. Finally, according to Mussa and
others, "in an environment of increasing capital market integration, controls on
outflows must be drastic to be effective, and for that reason require a compre
hensive apparatus of restrictions ready to be activated in the event of a large
capital flow reversal. It is hard to imagine that countries that consistently pur
sue a long-run objective of integration would wish to pay the reputational costs
associated with the maintenance of such an apparatus on a permanent basis."

)Ths
i point is developed in Jeanne (2000).
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Except for the general rationale for outflow controls put forward (but im
mediately and strongly qualified) by Mussa and others, no conference partici
pant attempted a defense of outflow controls. A cautionary note was sounded
by Roberto Zahler, however, who argued that although "as a norm, capital out
flows should be free, prudential considerations suggest a strategy of gradual
and selective opening up" for some financial institutions, namely those that
"operate with a de jure or de facto government guarantee."

Involving the Private Sector in Crisis
Prevention and Resolution
Along with the closely related issue of international moral hazard and the role
of official crisis lending (see below), the extent to which the private sector
should be involved in crisis prevention and resolution proved to be the most
controversial and intensively discussed topic of the conference. Barry Eichen
green's paper was entirely devoted to the topic; two other papers, by David Lip
ton and Michael Mussa and others, discuss it in less detail and in a broader con
text; four panel statements made it their main focus; and several others raised
it more briefly.
Two main approaches emerged in the course of the debate, basically di
vided over automatic versus voluntary bail-in for the private sector. The first,
roughly in line with statements by Barry Eichengreen, David Lipton, and f.

de

Beaufort Wijnholds, can be broadly defined by three ideas: ( 1) greater involve
ment of the private sector in crisis prevention and resolution is desirable and
necessary to reduce the reliance on large-scale official crisis assistance; (2) if
appropriately designed and implemented, certain bail-in measures-in partic
ular, orderly workout procedures and innovations in bond contracts-have
the potential to significantly reduce this reliance; and (3) some prodding-or
at least a lead role-of the international official sector in getting the private
sector and emerging market borrowers to adopt such procedures is justifiable
and probably unavoidable to move beyond the status quo.
In contrast, a second approach, which roughly describes the position taken
by

William Cline and Pablo Guidotti, argued that ( 1) while greater private sec

tor involvement may be desirable in some cases-particularly from the per
spective of more efficient crisis resolution and to accelerate the resumption of
capital flows after the crisis-the international community's best hope in cri
sis prevention lies elsewhere (namely, in better policies and risk management
on the side of countries and creditors); (2) bail-in measures will not, in gen
eral, obviate the need for official crisis assistance, except perhaps if they take
the form of commercial credit lines in combination with a much improved
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domestic debt structure (as emphasized by Guidotti); and (3) private sector
involvement should be "as voluntary as possible" (Cline) and avoid official
prodding. Any official prodding, such as through IMF conditionality, should
be directed at emerging market country policies directly rather than at the
terms of bond contracts (Guidotti).
A number of speakers expressed views that were not encompassed by either
approach, but even here the two "philosophies" outlined above provide useful
reference points.

jack Boorman and Michael Mussa were close to the Eichen

green-Lipton-Wijnholds school in taking the view that some prodding of
creditors and debtors into greater private sector involvement may indeed be
necessary, but they were more skeptical of the potential of private sector in
volvement, desirable

as

it may be, in obviating the need for official interven

tion (see below). Other speakers took more extreme views on both sides of the
spectrum. Compared to Eichengreen, Lipton, and Wijnholds,

Rudiger Dorn

busch and Charles Calomiris were possibly even more concerned about moral
hazard, and less concerned about the adverse consequences of debt workouts.
In addition, while Eichengreen, Lipton, and Wijnholds all carne down in favor
of a case-by-case approach to private sector involvement in crisis resolution
(although Lipton also thought that laying down general principles for con
ducting workouts would be desirable), Calomiris stressed the importance of
clear ex ante rules: "Ambiguity is an invitation to political manipulation in the
guise of political coordination." On the other side of the debate spectrum,

David Folkerts-Landau went further than either Cline or Guidotti in rejecting
changes in sovereign bond contracts as unhelpful to stabilizing emerging mar
ket capital flows (see below).
The differences in basic outlook were reflected in participants' views about
specific areas in which bail-in mechanisms have been proposed. They are
briefly summarized as follows:
•

Most speakers-including all those who subscribed either to the two main
approaches outlined above or some combination of the two--were op
posed to involuntary bail-in mechanisms such as "mandatory haircuts," to
put options in interbank loan contracts, and (with somewhat less force)
to Willem Buiter and Anne Siebert's universal debt-rollover option
(UDROP).4 The main concern, developed in both Eichengreen and Mussa

4This refers to including a debt-rollover option in

all foreign-currency-denominated debt in

struments (both private and foreign, bonds and loans). At his or her discretion, the borrower

would have the option of extending maturing debt for a fixed period (say, three months), pre

sumably at a penalty rate (the precise terms could be negotiated by the borrower and lender them

selves). The option could be invoked only once.
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that while these mechanisms might help reduce moral

hazard on the side of creditors and-in the case of put and rollover op
tions-prevent pure liquidity crises, "application of these mechanisms on
a regular basis may increase the incentive for creditors to flee from a coun
try at the first signs oftrouble. . . . This logic does not apply just to extreme
proposals such

as

'mandatory haircuts; but to any scheme that increases

the expectation that private investors will have to bear a larger share of
losses in the event of a crisis" (Mussa and others). Eichengreen pointed
out that this problem extended! to Buiter and Siebert's UDROP,

as

bor

rowers would generally have incentives to invoke the rollover option not
just in a liquidity squeeze but in the event of solvency problems, in order
to gamble for redemption. In this case, "the costs of creditors who are late
to exit are likely to be larger in the presence of UDROPS than in their ab
sence," suggesting that "UDROPS may aggravate the risk of crises for
countries with weak fundamentals."
•

While no participant opposed the idea of commercial contingent credit
lines outright, several speakers were skeptical of the ability of such
arrangements to provide substantial net liquidity to a country in times of
crisis, on the grounds that private banks, "at the same time they provide
additional credits, can draw down their exposure to the country or sell
short government bills and bonds"

(Eichengreen). In contrast, those who

tended to be more skeptical of bail-in proposals expressed "considerable
enthusiasm"

(William Cline)

toward commercial contingent credit lines,

mainly because of their voluntary nature.

Pablo Guidotti suggested

that

the net liquidity provided by commercial contingent credit lines could be
quite sufficient

in conjunction with a

sound debt and liquidity manage

ment structure on the side of the country, to keep the country's short
term debt low and avoid the need for official financial assistance.
Perhaps not surprisingly, the most controversial class of proposals regard
ing private sector involvement turned out to be innovations in bond con
tracts such as majority voting, sharing, nonacceleration, and collective repre
sentation clauses. On one side of the debate,
supported by].

Barry Eichengreen,

generally

de Beaufort Wijnholds, viewed "the addition of such clauses to

bond contracts as the only practical way of creating an environment con
ducive to flexible restructuring negotiations" as an alternative to "ever-bigger
bailouts." Moreover, because any individual country would be reluctant to
take the first step in adopting such contracts for fear of creating a bad prece
dent, it was essential that the introduction of such clauses be coordinated and
encouraged (say, via IMF conditionality) by the international official com-
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munity. On the other side of the debate,

David Folkerts-Landau argued that

the key to reducing the volatility of capital flows to emerging markets in the
first place was to create a "stable investor base" that did not exist at present,
with many investors routinely exiting (and reentering) the market entirely. To
the extent that changes in bond covenants reduced the rights of individual in
vestors, they would be outright counterproductive: "What is badly needed is
to create a stable [investor] base for emerging market debt-not debt with
special features that curtail investors' rights and expose them to additional li
abilities."

William Cline advocated

a somewhat milder version of this argu

ment, welcoming "experimental" changes in bond clauses, but worried that
mandating such changes might have disruptive consequences on capital
flows. Finally,

Mussa and others took an intermediate position, arguing that

procedures that facilitated workouts could play a useful role ex ante in miti
gating moral hazard, but expressing doubts whetherbetter bond contracts re
ally had the potential of paving a "third way'' for crisis resolution between
outright default on the one hand and large-scale official support on the other:
"Arguably, bond contracts that specify qualified majorities for approval of re
structurings and other similar reforms might make the resolution of future
national defaults somewhat easier. But, in situations where creditors are asked
to accept substantial losses or where there are many creditors with differing
claims against many debtors, resolution of national defaults is unlikely to be
quick or easy."
In terms of the underlying rationale, the controversy on innovations in
bond contracts can be traced back to disagreements on two fundamental
issues:
First, what is the importance of sustaining a high

level of capital

flows to

emerging market economies relative to reducing capital flow volatility?

William Cline and Pablo Guidotti felt that the former should be a paramount
objective. In Cline's view, the central challenge in international finance re
mains the problem of creating "effective collateral substitutes" in the absence
of either global bankruptcy courts or sovereign collateral, so as to overcome
the financial system's inherent bias toward international flows that are too low.
It follows that proven "collateral substitutes" such as the creditor protection
embodied in existing bond contracts should better not be tampered with. In
contrast, Eichengreen, Mussa, Wolf, and many other conference participants
viewed the central challenge of fmancial architecture as how to mitigate excess

inflows as well as excess outflows. Thus, a

reduction in the average volume of

international borrowing may be acceptable if it reduces volatility and con
tributes to avoiding crises. As provocatively put by Martin

Wolf "Because there

is so much difficulty in handling sovereign foreign-currency indebtedness,

©International Monetary Fund. Not for Redistribution

Key Issues in International Monetary and Financial Reform

415

there should be much less of it." Mussa and others suggests furthermore that
the primary "collateral substitute" at work today is the ability of capital mar
kets to deny a debtor access following debt restructuring (i.e., an adverse rep
utation effect), rather than the legal terms of a bond contract

as

such. How

ever, the likelihood of an adverse capital market reaction to a country's failure
to keep its original commitments need not be tangibly affected by the nature
of the contracts, that is, whether or not these commitments are renegotiated
in an orderly way. This explains why the issue of changes in bond contracts is
treated as a sideshow by Mussa and others, in contrast to both Eichengreen
and Cline.
Second, are innovations in bond contracts of the type advocated by
Eichengreen likely to raise the cost of borrowing (and thus reduce the volume
of capital flows)? For

Pablo Guidotti (and,

implicitly,

William Cline)

the an

swer is a clear "yes"; and as implicit from the previous point, both Cline and
Guidotti would view this increased cost as a bad thing. The paper by Mussa

and others is

noncommittal, but takes the view that

if such

mechanisms do

raise the ex ante cost of borrowing, this need not be bad but could be just
what was intended (namely, to have the cost of borrowing better reflect its
risks). Finally,

Eichengreen argued that there may not be any increase in the

cost of borrowing at all. From a theoretical point of view, there were two op
posing effects: while the probability of some form of workout may go up, the
magnitude of any eventful disaster, and consequently the overall losses that
must be distributed, might well go down. "As

The Economist put it in a recent

leader, 'the prospect of an orderly renegotiation rather than a messy default
might actually make some bonds more attractive.' " As an empirical matter,
Eichengreen observed that some British-style bonds, which already incorpo
rate some of the desired clauses, do not seem to command higher spreads
than their American equivalents, although he acknowledged some method
ological difficulties in coming up with a firm conclusion.5 Thus, in Eichen
green's view, facilitating workouts by appropriately modifying bond contracts
may very well

both

reduce the cost of capital

and reduce

moral ha.zard by

making large-scale rescues less likely.
A final contribution to the debate on private sector involvement was
made by

Martin Wolf, who observed that to the extent that emerging market

crises increasingly involved problems of private rather than sovereign debt,
a natural forum in which to "hail-in" private creditors was national bank
ruptcy courts, adding urgency to the desirability of developing bankruptcy
procedures in emerging market countries. He also noted, however, that
5Mainly, to control for other relevant differences across sisuers.
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bankruptcies in the private financial sector were very often quasi-public,
limiting this approach to smaller institutions or the corporate sector.

International Official Assistance· and the Role of the IMF
Virtually all speakers agreed that the role of the IMF should comprise at least
two components: ( 1) "catalytic" lending-that is, noncrisis lending in small
amounts to serve as a stamp of approval and to encourage private capital flows
to developing countries; and (2) liquidity support to stop crises from spread

ing to "innocent" countries-that is, to prevent contagion. In this context, sev

eral speakers welcomed the new contingent credit line (CCL) as a "potential
tool for crisis prevention" (Lipton), but some had doubts about whether it was
up to the task in its current form.

Charles Calomiris criticized the CCL on two

grounds-first, access was not automatic following qualillcation but de
pended on an additional "subjective ex post evaluation;' and second, the crite
ria for qualification were not clearly specified in terms of easily verifiable stan
dards of behavior.

David Lipton, in addition, criticized the lack of hard access

limits, which made the facility vulnerable to "a bargaining process in which the
private sector attempts to pressure the international community n
i to upping
its ante in the prevention sweepstakes." While recognizing the logic of this ar
gument, Jack

Boorman

doubted that rigid access limits would be believed by

markets.
Apart from this discussion, the controversy on the role of official financial
assistance in general and of the IMF in particular concentrated on two points
(see Box 2 for an overview of tasks that speakers believed should be within the
IMF's responsibility):
•

First, should the IMF, and the international community more generally,
continue to provide emergency financing to countries who may

not be in

nocent in allowing a crisis situation to arise but are likely to regain sol
vency in the medium term and/or are sufficiently large to pose a systemic
threat, as it did in the case of the Mexican and Asian crises?
•

Second, should the international community make an effort to create new
facilities or institutions to thwart "truly systemic" threats, i.e., a large pool
of resources to be used in the event that the international financial system
as a whole is endangered?

Finally, a portion of the conference was devoted to discussing the quality
of IMF policy advice in the past, with an emphasis on IMF programs in Asia.
In what follows, the discussion on the above three topics is summarized in
turn.
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Box 2. What Should the IMF Do?

The following list presents options put forth in the conference regarding possible roles for the IMP (Points 2 and 4 are elaborated on in the body of the text):
1. certification of good policies/catalytic lending,
2. conditional crisis lending to individual countries,
3. contingent lending to innocent victims of contagion,
4. global last-resort lending,
5. elaboration of broad guidelines for conducting international debt work
outs,
6. facilitation of swap arrangements among central banks (as a means of
pooling official liquidity),
7. design/administration of a system of controls on short-term capital move
ments,
8. warning markets about policy developments,
9. warning policyrnakers about markets developments, and
10. enhanced surveillance, with the capacity to take "remedial action:'

Large

Scale Crisis Assistance to Emerging Market Countries

-

The case for discontinuing Mexico- and Asia-style crisis lending was made
by

David Lipton in the context of a broad strategy for reform of the

interna

tional financial system. In Lipton's view, the central role that the interna
tional official community has assumed in the last several years to stabilize
emerging market crises is ultimately undesirable, particularly because of its
moral hazard implications. Importantly, Lipton took the position that in the
cases of Mexico and Asia official crisis lending

was justified,

given the ex

change rate regimes that prevailed at the time (prior to the crises) and the
absence of orderly workout procedures to better involve the private sector.
(In this, he disagreed with

Charles Calomiris and Rudiger Dornbusch, who

stated that debt restructuring would have been preferable to large-scale fi
nancial assistance even in the case of Mexico.) In the future, however, "the
international community should end IMF large-scale bailouts for member
countries with balance of payments problems." In Lipton's view, this is feasi
ble if "the burden for coping with economic problems is shifted away from
the IMF and to the markets and private sector participants," in particular, by
encouraging the adoption of flexible exchange rate regimes. At the same
time, general principles-but no fixed rules-should be defined for private
sector workouts that would aJlow a private-sector-led crisis resolution when
crises do occur.
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Lipton's view-or at least its main conclusion, that is, that large-scale coun
try emergency financing could and should be eliminated entirely-was ques
tioned by Jack Boorman, Montek Ahluwalia, and William Cline in comments
on Lipton's paper, and also contradicted by some of the arguments and con
clusions developed by Michael Mussa in his presentation. The views of these
critics can be summarized in four points:

( l ) Crisis prevention, including greater reliance on flexible regimes, will
not reduce the risk of crises as far as Lipton hopes. In

jack Boorman's

words, "David [Lipton] puts more faith in the capacity of floating rates
to limit the buildup of debt problems than I think we can conclude
from history."

(2) Once a crisis

erupts in a large emerging market country, it can pose a

substantial systemic risk. One cannot presume that the presence of the
CCL will entirely shield economies that are linked to the crisis country
through trade and financial channels from adverse spillovers. Thus, the
distinction between intervention for "national" and "purely systemic"
purposes, which is central to the Lipton paper, cannot, in practice,
neatly be made. In the words of Montek Ahluwalia; "The most success
ful case of intervening in a systemic crisis is one where the crisis
doesn't actually become systemic. So 1 think this whole issue of whether
lending to a particular country amounts to simply intervening in a na
tional crisis or becomes a case of preventing a systemic crisis is some
i not always easy to deterrnine."6
thing which, in practical terms, s

(3)

Even ignoring systemic spillovers, there may be cases in which inter
national crisis lending is clearly welfare-enhancing when compared to
the alternatives (capital controls or debt restructuring).

Martin Wolf

put this in simple and somewhat provocative terms: "If a country like
Korea can be given a very large amount of money up front at proba
bly a penal interest rate and you have a very high chance-in fact, in
my view, a virtual certainty-that a few years later it can all be repaid,
and this meets the immediate run on Korea . . . why on earth should
we not do it?"

(4) To the opponents of large-scale financial intervention, the answer to
this question may be obvious: "because it creates moral hazard." How-

6Jn the same vein, jack Boorman asked: "Were the Asian crises systemic? They sure had some of
those characteristics ex post. Was Brazil systemic? Technically it must have been, because there is
a requirement that NAB-GAB resources only be used in such cases and they were used in the con
text of Brazil."
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ever, to the defenders of traditional intervention, moral hazard may be
a serious matter (see Box

3), but not one that necessarily outweighs the

benefits of preventing a systemic crisis or a national default. As Michael

Mussa put

it: "If we hadn't rescued the

800 people we rescued from the

Titanic, we would have taught an even more valuable lesson about peo
ple being careful about getting on ocean liners. But there is a trade-off
here: if every time national default threatens, we say,"let's force it," then
we are not only going to get the creditors; we are also going to do a lot
more damage to a lot of innocent victims."
In summary, participants' attitudes to large-scale IMF crisis lending largely
hinged on how they assessed the evil of international moral hazard (Box

3)

relative to the evil of hurting innocent bystanders-within the crisis country
and internationally-and to what extent they believed that either of these
problems could be ameliorated by other means, such as private sector work
outs, exchange rate flexibility, the CCL, and improvements in domestic poli
cies. Those who viewed moral hazard as the most critical issue concluded that
"the IMP must foreswear such activities institutionally" (Calomiris ). To those
most concerned about mitigating the disruptions caused by financial crises, "a

role

remains

for

the old-fashioned medicine"

(Boorman),

in

addition to

a

greater emphasis on prevention and on involving the private sector.
Large-Scale Facility for Preventing Global Liquidity Crises?
According to

David Lipton, "while

there should be no more bailouts for

countries, the IMP should be equipped to respond if the health and integrity
of the international financial system is endangered. That means creating a
large pool of resources as a last line of defense, and creating a governance
structure for that pool that ensures a very high threshold of systemic threat
for activation." Lipton motivates this proposal with the threat that arose to
the international financial system in the wake of the Russian crisis and the
Long-Term Capital Management (LTCM) debacle: "For a month or so, there
seemed to be a potential for crisis to spread to a number of large developing
countries and to a have a significant and dangerous impact on major mar
kets as well." Eventually, the crisis dissipated following an easing of major
currency interest rates and approval .af the IMP program to Brazil; however,
"had the crisis intensified and spread, and had the international community
wanted to boost reserves in a large number of large countries, it might have
required hundre�s of billions of dollars to do so convincingly." While Lipton
concedes that "monetary policy management in the advanced countries is
potent and may prove decisive in combating dangerous conditions," this
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Box 3. Moral Hazard Consequences of International Crisis Lending
The subject of international moral hazard, and its practical importance as a
factor affecting capital flows in the last several years, was a subject of considerable
controversy throughout the conference. Mussa and

others argue that to the extent

that international financial assistance raises capital inflows or lowers spreads by
reducing either the true risk of a liquidity crisis or the total economic losses suf
fered in a crisis-rather than just shifting the distribution of such losses away
from investors-it is incorrect to speak of moral hazard, as larger inflows and
higher risk-taking on the side of investors might actually be welfare enhancing in
such a case. Moreove.r, to the extent that n
i ternational rescue operations do cre
ate moral hazard, this "cannot be understood as a simple transposition to the in
ternational context of moral hazard that typically arises through domestic poli
cies such as implicit or explicit government guarantees." The latter operate
through an "expectation that the costs of excessively risky behavior by borrowers
and lenders will ultimately be borne by a third party, namely the average domes

tic taxpayer. In contrast, the subsidy element in international support packages
tends to be small," as loans and interest to international official lenders are almost
always repaid. Consequently, "the direct generation of moral hazard because of
expectations that the international community will absorb losses that should be

borne by others cannot be a substantial problem. This said, international finan

cial assistance might contribute to moral hazard indirectly by magnifying the

shifting of losses inside the country in ways that encourage imprudent risk
taking. For example, the anticipation of n
i ternational financial assistance might
allow domestic agents to borrow more from international investors than they
would have done otherwise, raising the ultimate cost of a bailout for the domes
tic taxpayer:'

does not, in his view, obviate the need to "have a large pool of resources on
the ready" in case "capital markets judge that international reserves in

a

wide

range of countries are inadequate."
Lipton saw two possible mechanisms for creating such a pool. One is a gen
eral allocation of SDRs, which could be decided by an 85 percent vote of the
IMF Board and "thus could in principle be decided quickly in crisis condi
tions." However, this would prevent a "concentration of support for reserve ac
cumulation in accordance with the needs that might exist in a crisis:• since
SDRs are allocated in accordance with quotas. "An alternative approach would

be a two-step procedure combining a large general allocation of SDRs with a
pooling of those SDRs by a select group of large countries into a trust fund
that could be used for crisis defense." For example, this group could consist of
the General Arrangements to Borrow (GAB) or New Arrangements to Borrow
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Empirically, Mussa and others take the view that excess inflows to Asia had little

to do with international moral hazard, since the possibility of a large-scale crisis
that might elicit international support was simply not an issue at the time of those
n
i flows. "Russia, in contrast, is the one dear case where moral hazard arising from
expectations of international support plausibly did influence private capital flows
significantly prior to the crisis." William Cline cited research suggesting that "post
Mexico, the increase in the markets and decrease in the spreads was driven more by
global liquidity as measured by [the price on] high-yield bonds in the United States
rather than by moral hazard." While stressing that moral hazard ought to be taken
seriously, Barry Eichengreen also reminded participants that "most investors in
Mexico and Asia were not in fact let off the hook;' and observed that the surge in
foreign investment to Asia was '1ending by banks, not lending through bond mar
kets, and bank creditors were not rescued in Mexico." In contrast, Charles Calomiris
argued that, in addition to the case of Russia, moral hazard had been a relevant fac
tor both in Asia and recently in Latin America. As early as April l997, The Econo
mist had warned of the dangers of an imminent crisis in Asia. Thus, the continued
downward trend in Asian spreads until July could have been driven only by·inter
national moral hazard. Moreover, Mexican spreads had been lower than Argentine

spreads for the last three years. "Now, when you ask rating agencies and investors
why that's the case, they basically tell you that Mexico is, to overstate the point, the
Fannie Mae of Latin America. That is, it enjoys an implicit guarantee of the United
States." Michael Mussa retorted that in his view, the difference between Argentine
and Mexican spreads reflected the difference n
i their exchange rate arrangements
and the fact that "everybody was concerned about Brazil and everyone knew that if
Brazil got hit, Argentina was going to tal<e a hard knock:'

(NAB) participants. They would need to "devise a governance structure that
permits activation to defend the financial system and prevents activation to
help individual, favored countries."
Lipton's proposal was criticized from several angles. At least two speakers

Charles Calomiris and Horst Siebert-questioned the premise that the creation
of a large pool of liquidity was necessary and/or desirable given the scope for
major central banks to diffuse a global liquidity crisis, and given the potential
for such a large pool of resources to ibe misused. "If there is a really systemic
crisis, wouldn't the role of the lender of last resort be that of the main central
banks in a concerted action?" (Siebert). "I would argue that pursuing such a
thing in practice would do more harm than good for political economy rea

sons" (Ca.!orniris). This skepticism was echoed by Kwesi Botchwey: "Given the
balance of political forces in the world today and the way that they impact on
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Fund policy, what guarantee is there that this option will always be exercised
in a principled way?"

Yung Chul Park was

even more explicit, opposing the

trust fund idea on the grounds that it would tilt the balance of power in the
international financial system even more toward the mairi sponsors of such a
trust fund, namely the G-7 countries, and "provide incentives for other coun
tries in other parts of the world to create their own regional arrangements." Fi
nally, Jack Boorman took the view that Lipton's idea merited further study, but
at the same time raised a host of practical difficulties, including: how exactly
the trust fund would be activated, whether it would require new legislation at
the time of crisis, whether the general IMF membership would be willing to
see the decision-making authority of the IMF tied up in the hands of a select
group of countries at a time of crisis management, and finally, whether the re
sources of the trust fund would be available immediately in a crisis event or
only as a "second line of defense:'
Quality of IMF Advice
What had been intended as a general discussion of the quality of IMF advice,
both in the normal exercise of surveillance and as part of conditionality, in
evitably concentrated on recent crisis episodes-in particular, the Asian cri
sis on which the paper by

Takatoshi Ito focused. In

his presentation Ito fo

cused on the criticism that has been leveled at the IMF programs in
Thailand, Indonesia, and Korea and tried to evaluate those programs' success
by providing a before and after type of "event" study. One main aim of the
programs was to restore market confidence and to prevent a collapse of these
countries' currency or, at least, to restore exchange rates to a less depreciated
level. Looking at the behavior of the exchange rates of these three countries
before and after the announcement of an IMF program and rescue package,
Ito concluded that these packages, and hence the underlying policies on
which they were conditional, had failed to convince the markets that they
would work. In his comments,

Mohsin Khan

(seconded on this point by

Mario Draghi) raised doubts about the validity of the type of before/after
analysis used by Ito in crisis situations. He pointed out that recent studies
that try to define the counterfactual more carefully show that IMF programs
have, on the whole, been successful in meeting their aim. One implication of
Khan's comments is that to criticize an existing program effectively one
should propose an alternative program and try to evaluate its differential
impact analytically and empirically.
Three main dimensions of IMF advice during the Asian crisis were subse
quently discussed: tighter fiscal policy, tight monetary policy, and structural
measures, in particular with respect to reforming the financial sector.
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On the first point, with regard to fiscal policy, it is widely acknowledged that
the initial tightening incorporated in the programs was too stringent, but that
element of the programs was fairly rapidly relaxed. The IMF advice on mone
i much more contentious. Ito stated that the critics had two funda
tary policy s
mental objections to the raising of interest rates to prevent further depreciation
and its inflationary consequences. The first is that it squeezes the corporate sec
tor and produces an output collapse; the second is that, at times of crises, it will
not work to prevent the collapse ofthe exchange rate. Ito argued that in the case
of Thailand, the advice on interest rates would have worked only ifthe official
rescue package had been much larger; the $17.2 billion that were committed
did not even suffice to cover the $23.4 billion forward commitment of the cen
tral bank. In addition, interest rates were held high for too long a period, an in
dication again that the policy package and the conditionality were not credible
enough to restore confidence in a sufficiently short time.

John Williamson

also felt that the advice on high interest rates may have

been misguided. While the thesis that high interest rates were needed to pre
vent a collapse of the exchange rate and the attendant solvency problems the
latter would cause in view of existing currency mismatches is coherent, it may
not work for reasons touched.on by Ito and recently put forward by the World
Bank's Joe Stiglitz. Stiglitz argues that high interest rates will have their usual
depressing effects on the economy but that their effect on the exchange rate is
ambiguous because, as Williamson put it, "what interests an investor is the
product of the coupon rate ofreturn and of the probability of getting that rate
of return; while raising the interest rate increases the first of these terms, the
second decreases as the probability that the debtor will go into bankruptcy in
creases." Williamson thought that the effect of interest rate increases would be
the traditional one in situations where what is needed is to increase the rate
from, say, 5 percent to, say, 10 or 20 percent. But when the interest rate rises so
much that you begin to question the solvency of large parts of the corporate
sector, or even of the government itself, Williamson said, the effect on the ex
change rate may well be perverse. This is a phenomenon that should not just
be dismissed but should be studied empirically.
Other speakers staunchly defended the high-interest rate policy advice in
times of crisis. Kiettisak Meecharoen felt that market sentiment about Thailand
at the time of the crisis was so negative that strong measures, including high in
terest rates, were indispensable as was the shift to a floating exchange rate. Mario

Draghi gave four reasons why it was crucial to tighten

monetary policy drasti

cally. First, avoiding a collapse of the exchange rate was crucial in view of the
huge foreign exchange exposure of both firms and banks. Second, many of the
negative effects of high interest rates through their impact on the net worth of
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debtors or the incentive they provide to undertake high-risk projects are felt n
i
the medium term, whereas the effects of a rapidly depreciating exchange rate on
the balance sheet and income of banks and firms is felt immediately. Third, the
trade links prevailing among Southeast Asian countries make contagion diffi
cult to avoid when one exchange rate collapses. And, fourth, if there is a severe
collapse, the positive effect of a depreciation on exports is greatly diminished.
As for interest rates staying high too long, much depends on the determi
nation to correct underlying policy problems and its implementation.

Guillermo Ortiz, when comparing the Asian

and Mexican experience attrib
,

uted the rapid recovery of the Mexican economy and its early return to capi
tal market access partly to the speed with which a program was negotiated
with the IMF and the determination with which it was implemented. He and
other participants felt that one mistake in the Asian crises was that interest
rates were raised too late and in some cases initially too little, prolonging the
period during which they had to stay high.
The third area in which the IMF has been much criticized is in its insistence
on structural reform as part of programs for crisis countries. All participants
who expressed themselves on the subject felt, with some nuances, that bankre
stru,turing was of the utmost importan'e in 'risis countries and that there
should be no hesitation in closing insolvent banks while providing a dear
safety net for depositors to avoid a banking panic. There was much less agree
ment on whether it is appropriate to include other aspects of structural reform
in IMF conditionality when dealing with crisis situations. Proponents of such
structural measures feel that crises provide a window of opportunity for in
troducing reforms; opponents feel that they blur priorities that should go to
macroeconomic policy, the exchange rate regime, and bank restructuring and
may give the impression that the crisis will last for a very long time and will
not be over unless structural reforms have been completed. This does not help
build confidence. In this context, capital account liberalization was one of the
contentious structural reforms that was discussed. This issue was discussed
above. In the present discussion, the question was whether capital account lib
eralization should be included in conditionality in crisis situations.

Draghi thought that the suggestion

Mario

should not be dismissed out of hand, al

though one should proceed cautiousay. The one firm advocate of capital ac
count liberalization in crisis situations was

Jacob Frenke�

who argued that,

coupled with floating exchange rates, capital account liberalization would
allow the authorities to aim interest rate policy at the rate of inflation, its pri
mary function. Moreover, if the long-term goal s
i integration into the world's
goods and asset markets, a constant push for capital account liberalization is
the proper strategy lest controls never be removed. This point of view was not
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generally shared. Stanley Fischer, as he put it in his concluding remarks, found
himself "for once" in disagreement with Frenkel; Fischer thought that capital
account liberalization should indeed proceed over time to reap the many ben
efits of trade in assets as well as in goods, but that it should proceed prudently
and not necessarily in times of crises.
IMF advice at other times, in so-called normal times and as part of "regu
lar" programs, conditionality, and surveillance, was not discussed during the
conference's last session. Two remarks may be in order here. Regular IMF ad
v
ice

receives higher marks in Ito's paper than crisis advice, a view shared by

John Williamson (and evidence cited by Mohsin Khan does support the con
clusion that IMF programs have been, on the whole, successful). Second, if
IMF medicine is to be, as most participants wish, preventive rather than cura
tive, such "regular" programs deserve careful attention and could benefit from
incorporating some of the lessons learned during the recent crises.

Conclusion
In closing remarks, Stanley Fischer focused on three topics: the rationale and
benefits of capital movements; the issue of moral hazard; and prospects for
continuing reform of the international financial system.
There is first, the issue of the benefits of capital movements and, more
broadly, of asset market integration. In answer to the skepticism voiced, no
tably by

Martin Wolf, as

to the desirability or need for encouraging flows of

capital to developing and emerging market economies in view of recent crisis

experience, Fischer argued that there was a serious and analytically coherent
case for freedom of capital account transactions. In the first place, the same
analytical apparatus that economists use to justify free trade in goods at a
point in time applies to trade in assets over time (intertemporal trade, if you
prefer). Second, though net capital flows may be small in relation to either do
mestic saving or domestic investment, they are not necessarily small relative to
net investment and can thus make a significant difference to growth. Third,
capital account transactions allow for better risk-sharing for both lenders and
borrowers. Fourth, international capitals flows, and direct investment in par
ticular, make for healthy competition for domestic financial institutions and
are often accompanied by significant technology transfers. Finally, though this
is difficult to model precisely, there seems to be an association between tight
controls on capital movements and generally inward-looking, anticompetitive
national economic structures.
This is not to deny that there are a number of serious problems associated
with capital flows to developing and emerging market economies, including
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excessive volatility in response to changing market sentiment. Moreover, risk
often appears not to be priced correctly, as indicated in the behavior of spreads
on emerging market debt, signaling the existence of systemic problems. On
balance, however, one observes that governments have not pulled out of inter
national capital transactions in spite of the many shortcomings of interna
tional financial markets. This is a significant indication that the net balance of
benefits and costs is, on the whole, perceived to be on the side of remaining
i more reason to make the
open rather than retreating into autarky. This s

world more stable and to lessen the dangers countries are subjected to when
opening up their capital accounts. In this context, Fischer stated that there is,
in some circumstances, a case for market-based controls on short-term capi
tal inflows and, certainly, for prudential regulations. Another crucial measure
to avoid excessive instability is the adoption of proper and coherent exchange
rate regimes. In this respect, increasing capital market integration and large
potential capital flows make fixed exchange rates increasingly difficult to
maintain unless the peg is very hard indeed. "I think the move to floating ex
change rates for countries that decide to integrate into the international capi
tal market, albeit with appropriate prudential controls and possibly controls
on short-term inflows until their system is strong enough, will continue, while
others like Argentina will peg very hard, and those that are not yet open may
continue with crawling pegs or other forms of pegging;' Fischer stated.
Turning to moral hazard, Fischer argued that the one case where it played a
major role was the Russian crisis. In contrast, available evidence strongly indi
cates that moral hazard did not play a major role in capital flows to Asia. This,
however, does not mean that moral hazard should be dismissed as an unimpor
tant issue. If there is a safety net-and it is one of the functions of the IMF as set
up in the international architecture created in 1945 to "give comfort to mem
bers" and to provide such a net-moral hazard will be present in equilibrium
and the task is how best to deal with it. Thus, the issue is how to obtain the right
trade-offbetween that hazard and efficiency in a sustainable equilibrium. In this

context, Fischer stated, "it is not clear that the way we have handled recent crises
is sustainable:' Whatever system will prevail, whether of the Lipton or of another
variety, moral hazard is an issue that will have to be dealt with. This will involve
better policies on the part of the creditor as well as of the debtor countries, and
methods of involving the private sector. In this context, changing bond and
other debt contracts is an obvious and important first step, and it is difficult to
understand the reluctance of a number of governments in advanced countries,
notably within the G-10, to take the initiative.
Finally, Fischer addressed the concern that the impetus toward reform of
the system was faltering and that nothing much was and would be achieved.
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He suggested that "we are making more progress than meets the eye" and listed
six areas in which significant improvements were under way. Contingent
credit lines, in spite of the criticisms to which they have been subjected, have
great potential in the arsenal for crisis prevention. Involvement of the private
sector is a second area in which progress is being made even though it is more
difficult to achieve than it was in the debt crisis of the 1980s. Third, the Fi
nancial Stability Forum has made an encouraging start. Fourth, steps to
achieve greater transparency of the IMF are proceeding apace, providing not
only information for responsible action by investors but also discipline on the
IMF itself. Fifth, the setting up of international standards is one area in which
much is being done and where work is proceeding very fast; their implemen
tation represents one of the most important and worthwhile challenges for the
international community. Finally, the changes that are taking place in the ex
change rate regimes of individual countries are changing the nature of the in
ternational system in a positive direction. In the end, however, for all these
steps to have the desired effects, better, more stable private sector behavior is
essential, and this

s
i

why measures aimed at bond and other contracts and,

more generally, at better involvement of the private sector in crisis prevention

and resolution are crucial. Fischer concluded that it is reasonable to be hope

ful that the system would behave in a better, more stable fashion in the future,
but that "it is also guaranteed that we will have future crises that come from
causes of which we will say later, 'How did we manage not to foresee them at
the time?"'
From this summary accounting of the proceedings, it is apparent that the
discussion at the conference raised more questions than it provided answers.
That, however, is the mark of all good conferences. Hopefully, the conference
raised interesting questions and posed them in a way that points toward the
right answers.
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FRIDAY, MAY 28
Welcome and Opening Remarks: Alexander K. Swoboda

PART I. MITIGATING INSTABILITY UNDER HIGH CAPITAL MOBILITY
Session 1. The Exchange Rate Regime Among Major Currencies

Paper Title: The Euro, Yen, and

Dollar: Making the Case Against Benign

Neglect

Authors: Benoit Creure and Jean Pisani-Ferry
Chairman: Fred Bergsten
Panelists: Alan Blinder, Ricardo Hausmann, Ronald McKinnon, and Horst
Siebert
Session 2. Moderating Fluctuations in Capital Flows to Emerging Market
Economies

Paper Title: Moderating Fluctuations in Capital Flows to Emerging Market
Economies

Authors: Michael Mussa, Alexander K. Swoboda, Jeromin Zettelmeyer, and
Olivier Jeanne

Chairman: Ernest Stern
Panelists: Oldrich Dedek, Rudiger Dornbusch, David Folkerts-Landau, and
Roberto Zahler

Luncheon Address: Jacob Frenkel
Session 3. The Balance Between Adjustment and Financing

Paper Title: When Capital Inflows Suddenly Stop: Consequences and Policy
Options

Authors: Guillermo A. Calvo and Carmen M. Reinhart
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Chairman: J.J. Polak
Panelists: Montek S. Ahluwalia, Yoon Je Cho, Jeffrey A. Frankel, and Peter B.
Kenen
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Author: Barry Eichengreen
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Martin Wolf
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Ortiz Martinez, and John Williamson
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