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Abstract. This comment discusses the issues regarding the scale of conditional finance offered by
the International Monetary Fund in recent rescue packages, and the related issues regarding a
true lender of last resort. It reviews critiques of the Fund’ s performance in recent emerging-
market crises, noting that they come from opposite directions.

The G-7 and the rest of the internationd financia policy-making community has, over the last
elght months, made a variety of modest reforms to try to reduce the frequency and severity of
international financia crises such asthose of 1997-98 (East Asa), 1994-95 (Mexico), and 1992-93
(European Exchange Rate Mechanism, or ERM). The reforms include steps to improve transparency,
drengthen financiad systems, and involve the private sector more fully in rescue packages. Some critics
have pronounced these measures too smal to merit the title New Financid Architecture, and have said
they are more like remodeling the house, or & most redoing the wiring and plumbing. Whether or not
this characterization isright, | consider these steps to have been useful.

There are severd areas where reform would be so fundamenta as to merit unquestionably the
gopdlaion " financid architecture” Oneisthe question of further liberdization of internationd capitd
flows, and how rapid it should be. Another isthe question of exchange rate regimes, and how flexible
they should be. A third, the subject of this session, isthe question of a global lender of last resort, and
how big it should be.

My comments will focus on the Internationa Monetary Fund (IMF).  The Fund does not meet
the narrow definition of a Lender of Last Resort (LOLR) because it does not print money. Nor doesit
follow the classic Bagehot rules for aLoL R response to abanking criss: " lend fredly, quickly, usudly at
punitive rates, and usudly againg good collaterd” (Little and Olive, thisvolume). In theory the IMF
can creste SDRs, but thisis done infrequently, and never on short notice or to help specific problem
debtors.’  Evenin the case of the supra-normal financing packages that we have seen in some IMF

! David Lipton has recently proposed a 2-step innovation: (i) anew round of SDRs are issues,
and (ii) mgor industridized countries pool their SDRsinto a criss-defense fund. The latter isto be used
only for systemic threats, as Lipton (Somewhat confusingly) aso urges returning the genie of supra:
normd financing back into the bottle. " The Financid Role of the IMF," in Key Issuesin Reform of the
Internationa Monetary System, Conference at the International Monetary Fund, Washington, D.C.,




country rescues in recent years, there is seldom same-day response, and there is never true collateral.
The principle of pendlty interest rates was introduced with the US loan to Mexico in February
1995 and subsequently the Fund's Supplemental Reserve Facility. The creation of the new Contingent
Credit Line could be viewed as another step in the direction of LoLR function for the Fund. But a
massive quantitative expanson of IMF resources (as would be necessary to play LoLR in today’s
globa capita markets) is unlikely even under current rules, and a quditative expanson of the IMF s
roleinto atrue LoLR iseven lesslikdy paliticaly. Theworld isnot reedy for it. Neverthdess, the big
issues surrounding the role of the Fund -- its existence, scale of financing, policies on which loans are
conditiond -- are smilar to the big issues concerning a LoL R narrowly defined. Of particular interest is
the trade-off between cushioning the effects of any given crisis and the dangers of morad hazard in the

longer run.

Critics of the Fund’ srolein recent crises are legion, and their criticisms are not limited to
observations of where the ingtitution could have done a bit better. Some blame the entire criss on the
Fund. But they differ on the nature of the offense. My law isthat " for every critique of the Fund, there
exigs an equa and opposite critique coming from the other direction.” Many of them fit into the
framework of charging that the Fund is either too generous (provoking mora hazard) or too severe
(inflicting needless recessons). It istrue that cushioning the blow does, on the margin, encourage
borrowers and lenders to be alittle less careful in the future. But as has been explained by numerous
authors and analogies (especidly those concerning cars, boats and planes), moral hazard is not areason
to refrain from amdiorating the effects of a given crash, to the extent that you can do so. AsRicardo
Hausmann said earlier, mora hazard cannot be the fundamental market failure. Current internationa
differences in capita/labor ratios and rates of return suggest that the efficient neo-classicd solution is
more capita flows than currently, not less.

Among those who see discipline under the current system that is too harsh, one plausible verson
isthat the root market failure is the absence of internationa bankruptcy proceedings, to give troubled
debtors a say againgt the ondaught of demanding creditors. But it is hard to believe that dl would be
right with the world if it were only not for thislacuna, or it were it not for the other shortcoming of our
system of cross-border investment. Countries can get into severe domestic banking crashes, for
example, even without any internationa help.
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Critiques of the management of the crigs

Critiques of the Srategy that the G-7 and the IMF followed can be dassfied into three aress:
those concarning the effidiency of finendd markets, those concerning the amount of finanding, and those
concerning palicy conditiondity. Many of the critiques contradict each ather. One cannot daim thet
they necessily cancd each other out. But when amember of the public reads so many attacks on the
Fund, he or she might be tempted to condude that where thereis amokethere sfire Thusitis
important to redlize thet the critiques come from different directions, and to congder carefully the
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spedifics of eech one.

Reparding efficiency of financial mar kets

Critique 1: Financial markets work best with no government interference. Thereisno need for
government action inthiscrigs.

Thisisthe view of the no ballout crowd. But | disagree that governments and the IMF
have no roleto play inacrigssuch asthis.

There are three reesons why we need to be involved, and should not Smply try to dlow the
mearket to solve the problem on itsown.

C Hrd, there wastherisk of finandd contagion, and not dwaysto countries that deserved it..

C Second, there was alarge negative effect on our net exportsto East Ada | would not say that
thisis tremendous concern as regards impacts on aggregate US growth or employment. Our
economy had so much momentum going into this arigs - and 4ill has -- that we can withgand
the loss of net exports (without necessarily losng much output and employment rdaive to wheat
otherwise would have hgppened). But there was the danger thet the fdl in the trade balance,
paticulaly the bilaterd balances vis-avis Eagt Ada, will lead to an isolationist or protectionist
palitical becklash within the United States, which would in itsdlf be harmful.

C Third isthe geopalitics  We have agakein East Asan economic success, both as a source of
dability and progressin the region itsdf (Koreaand Thailand have been and are military dlies
and Indonesaisa potentia gte of sodd ingability) and as an example to other deveoping
countries (as deve oping countries around the world have opted for capitaism over date
planning, they have been ingpired by the example of Eagt ASan success).

Sowe can twak away from Eagt Asa

Critique 2. Thiscrisis showsthat financial markets work badly; the countries shouldn’ t have
opened up to international investorsin thefirst place, and we shouldn’ t press them to continue
to do so now.

This critique takes the diametricaly opposed view of the eficdency of finencid markets from
Critique 1.

| would not daim thet modern finendd marketiswork pefectly. Even though some of the
contagion in this case can be explained by cydes of competitive devauaion, it istrue thet it is hard to
explan dl the contagion in thisway. Investors gopear to have had excessve optimiam up to lagt yesar,
and to suffer from excessive pessmism now. But we are better off with modern finendd marketsthen
without them.



Thereisauseful andogy from Robert Mearton, which | will embdlish. Today sfinencd
markets are like superhighways.  They get you where you want to go fagt. By this| mean thet they are
usful: they help countries finance investment and therefore growth, and they smooth and diversfy away
fluctuations. But accidents do occur, and they tend to be big ones -- bigger than they usad to be when
people were nat able to drive so fast. Thelesson is not that superhighways are bad. But drivers need
to drive carefully, society nesds gpead limits or speed bumps, and cars need air bags

Repar ding finanang

Critique 3: Too much public finance in response to the crisis ( vs. Critique 4: Not enough)

There are two versons of the complaint that too much money is being channded to the arigs
countries Thefirg isthe question " Why should we bail out countries thet are such tough competitors
for our own firms on world markets?' The second varigty of the critique has to do with mord hezard.
Both rase important questions. But both have answvers.

Inthe years prior to 1996, US exportsto East Asagrew very rgpidly. Wewould liketo return
to thet peth. The crigs drategy ultimatdy hepsour firms sdl to East Adain three ways short-term,
medium-term, and long-term.

C providing finance, o that the countries can continue to buy our goodsthisyear (evenif a
reduced levels).

C helping to restore growth, o that they can buy more next year, and

C pursuing fundamenta market-opening, so thet buy ill morein the long term.

[ Everyone has now learned about mord hezard, the principle that bailing out investors and
borrowers reduces their incentive to be more careful next time. The mord hazard point is a correct
one, and it entersin to the Eagt Asadeveopmentsin anumber of ways. But thereisadanger of
exaggerding it. Itisagandard principle of economicsthat actionsin one area can generde partly
offsdtting reectionsin another. That isnot in itsdf areason not to teke action. In our highway example,
thereis research demondrating that drivers react to seet belts and arbags by driving faster and less
safdy then they used to. But thet is not areason to dipensewith ar bags. If it were, that logic would
Say that to disocourage dangerous driving, we should put aspike in the seering whed (as Michad Mussa
of theIMF sys) |

The crigs countries dreedy pay large pendties under the current sysem. Standards of living
were saverdy reduced in Lain Americadter the 1982 aridsand in Mexico after the 1994 criss, and
incomes were ds0 sharply depressad in East ASan countries as a consequence of the 1997-98 crids
The countrieswould not willingly choose to repeet the experience

Beyond thet, as we consder whet if anything should be done to modify the internationdl finendia



sysemn 0 as to reduce the frequency and severity of accidentsin the future, perhaps we should consider
that bank |oans gppear to be one of the more danger-prone modes of internationd capitd flows
Foreign Direct Investment has the advantage of gregter Sability. Securitiesinvesment hasthe
advantege that risk iseffidently shared: in the event of trouble, market prices automaticaly dedline
Satidica tests show that the percentage of capitd inflows thet are bank loans, especidly short-term or
floting rate loans denomingated in foragn currency, has adatidicaly sgnificant effect on the probebility
of acurrency crigs, while FDI has asgnificant beneficd effect.

Regar ding policy conditionality

Too much exchange rate flexibility, vs. Not enough.

The exchange rate palicy debate in the current context has some of the flavor of the smilar
Oebate after the Mexican peso arigs. At that time you could reed in any newspaper thet afoolish
mistake had been made regarding the currency; you hed to reed more carefully to figure out thet half the
commentators were saying thet the mistake was not to have devaued the peso earlier and the other half
thet the misiake wasto have devaued a dll.

In the East Adan episode, thereisjudtice in the statement thet Thailand should have dlowed its
currency to deprecidte earlier. But here as dsewhere, there is danger of exaggerating in hindaght how
obviousthiswas Mod of the Eagt Adans hed long been described as successtully preventing their
currendes from becoming overvalued in the way thet Laiin Americans have higoricaly done Many
westernersin fact hed urged them to appreciatether currendes, in reoonse to baance of payments
aurpluses and condgent with the Baassa-Samud son argument thet rapidly-growing countries should
expearience increasesin the reaive price of nonHtraded goods, and therefore redl gppreciation of ther
currendes. Themain point | wish to make with regard to exchange rate policy isthat nather currency
boards on the one hand nor pure floating on the other is gopropriate under dl circumdtances. Following
goad palidesis acomplicated matter, with lots of piecesto the puzzle; one cannot solve dl problems
with asnglewave of the currency wand.  And it isimportant to redlize thet afervent bdief in the virtue
of free markets does not hep sdttle the debate. Free-market monetarists are just as passonate in their
belief thet currencies should floet, on the grounds that central banks have no business buying and sdling
foraign exchange, as are free-market supply-sdersin ther beief that exchange rates should be fixed, on
the grounds thet centrd banks have no business exerdisng independent monetary palicy.

But it istrue that the combination of an overvaued currency and alot of debt denominated in

foreign currency (particularly short-term delot) was amgor contributing factor, perhagps the mgor
precipeting factor, to the arigsin Thailand, much asit wasin Mexico 3 years eatlier.

Too much macro augterity, vs. Not enough

Macroeconomic retrenchment is not the central agpect of the country programs. The audterity
and hardship thet the countries are undergoing in these programs is the conseguence of the crigs and the



loss of investor confidence, not of the IMF' sresponseto the crigs. It is probably inevitable, in
drcumgtances where the priority isto reverse cgpitd flight and atract wary investors, thet interest rates
berased. If the programs are successful, the interest rates can soon be brought back down before they
do lagting damage to the red economy. Initid targets may indeed have been too contractionary. As
regards fiscd audeity, it istrue thet the initid agreements with the IMF were predicated on hopes
regarding economic growth and corresponding budget surpluses that soon proved overoptimigtic. The
targets were soon modified.

Too much required structural reform

The IMF isnat smply gpplying the same cookie-cutter to East ASathat it gpplied in the padt to
Latin Americaor other problem debtors: The new country programs do emphasize sructurd reform
more than macrosconomic auderity. Thisisentirdy gopropriate, in that these countries have higoricaly
followed good monetary and fiscdl polides The Fund hes evolved during its higtory - shifting from the
ba ance-of -payments problems of indudtridized countriesin the 1950s and 1960s, to the currency
problems of developing countries pogt-1973 and their debt problems pos-1982, and then adding the
broader problems of the trangition economies pos-1989. Better that it continue to evolve post-1997,
to address the finencid and other Sructurd problemsin Eagt Ada, then that (like someinditutions) it fall
to change with thetimes.

Themaost important source of mord hezard is between the Asan governments and their finendd
inditutions and large corporations. Thuswe are doing the right thing in pushing them to increese
trangparency and supervison, improve governance, open thair finandid markets, and loosen banking
relationships (directed lending and connected lending). It isahitoric opportunity to get them to
undertake important dructura reforms they would not otherwise have done.
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Internationd financid markets certainly have their own falings. But | believe that the prima
market falureismord hazard at the nationd leved, not a the internationd leve. | havein mind such
practices as directed lending, and implicit government guarantees for domestic banks and corporations,
which we now cal "crony capitaism.” It has quickly become conventiona wisdom thet the Anglo-
American market system works better, with financid ingtitutions operating on an arms-length basis, and
the government role limited to enforcement of rules and strong prudential supervision of banks.  One
must acknowledge the dangers of American triumphaism. As Jeff Sachs has pargphrased Nehru,
"Financia higtory iswritten by the creditors™  Still thereisalot of truth in this conventiona wisdom.

What isthe role of the internationa financid community? It can make this market failure either
worsg, if it gives emerging markets more rope with which to hang themsalves, or better, if it providesthe
discipline by withholding money from countries that do not have the rule of law, functioning bankruptcy
systems, and so on. The key to whether the internationa financia community makes things better or
worse can be the policy of the IMF. If financing lacks appropriate conditionality, it will exacerbate the
mord hazard problem. With gppropriate conditiondity, including on financia structura reform, the



entire contribution of the internationa sector can go the direction of disciplining the domestic market
falure.

At the domestic level, we are accustomed to working backwards from the congtraint of
knowing ex ante that we will protect individua bank depositors ex post. Public statementsto the
contrary would be futile. So we require of banks capita adequacy, minimum reserves, and deposit
insurance. Similarly a the internationd leve: We (the G7) are dways going to do something to help
countries that are following better-than-average policies but that encounter serious financid problems
with systemic implications. The dterndtive to having the IMF do it would be highly politicized bilatera
rescues with less extensive and |ess gppropriate conditiondity. 1t might be guided by such
congderations as US ethnic ties, CNN film clips, and partisan political scandd mongering. In short, the
process would be alot worse without a professond IMF to carry it out.

Currently thereis an ambiguity or indeterminacy surrounding the availability of bailout finance.
After the Mexico package of January 1995, areasonable interpretation of US policy and politics was
"no more large bailouts.” The claim that investors in East Asia had a crash in mind but were counting on
being bailed out in light of Mexico doesri t fit what people were saying, as Sachs and Raddet have
noted. The exception, dl agree, isthat investors treated Russa as something of a” mora hazard" play.
The Mexican bailout had dicited great congressional opposition, and East ASaisnot ascloseor as
clearly rdlevant to US interests as Mexico. Indeed alegidative amendment introduced by Senator
Alfonsed Amato effectively precluded Treasury use of its Exchange Stabilization Fund at the time of
the Tha crisisin July 1997. Subsequently this legidation expired, so that the ESF could be used for
second-line-of-defense financing for Korea. Even then, the Senate refused to authorize the New
Arrangements to Borrow and the IMF quotaincrease. The leading explanation for the contagion that
goread from Russain August 1998 -- hitting even far-removed and unrelated countries like Brazil --
was the revelation that the G7/IMF ether was willing to let important countriesfail, or had to (because
the cupboard was dmost bare). Only after the Russan default and contagion did the Senate finally get
scared enough to vote through the NAB and quotaincrease. The year added up to agood lesson in
sgna-extraction for investors, abeit an expensve one. The combination of (i) the Tha and Korean
baloutsin 1997, (ii) the decison not to throw good money after bad in Russain August 1998, and (jii)
the approved increase in resources in the fall of 1998, together sent the correct Sgnd to investors: the
international community could and would help countries that made good efforts to help themselvesin
their policy choices. In thelast 9 months we have seen that the strategy worked (with some help from
easer monetary policy, in the US and around the world).

Things could have gone differently. The ambiguity seems dangerous. But thereis an advantage
to keeping investors guessing, in thet it limits moral hazard. Just as the Federd Reserve seeksto
preserve a shred of ambiguity regarding the " too big to fail" doctrine domegticdly, so hasthe
international community succeeded in preserving genuine ambiguity about its ballout policies. The
internationa version istruly credible, because nobody knows for sure what the palitical process will
produce, until it happens.



