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THE DEBATE ON THE INTERNATIONAL FINANCIAL
ARCHITECTURE:
REFORMING THE REFORMERS

Yilmaz Akyiz”

This paper briefly surveys the progress made in various areas of reform of the
international financial architecture since the outbreak of the East Asian crisis, and
explains the principal technical and political obstacles encountered in carrying out
fundamental changes capabl e of dealing with global and systemic instability. It endswith
a brief discussion of what developing countries could do at the global, national or
regional level to establish defence mechanisms against financial instability and
contagion.

I ntroduction

After the recent bouts of turbulence and ingability in internationd currency and financid markets —
induding the 1992/93 EMU crisis — large gyrations in the exchange rate of the dollar,' and the emerging
market crises in Mexico, East A9a, Russa and Brazil, a consensus seemed to emerge that ingtability was
globd and systemic, nationd efforts would not be sufficient to ded with the problem, and there was a need
to overhaul and indeed reconstruct the globa financid architecture. The ensuing debate has concentrated

mainly on the following areas:

() sandards and transparency;
(i) financid regulaion and supervison,
(1) management of the capital account;

(iv) exchangerate regimes,

" UNCTAD, Geneva. An earlier version of this paper was presented at a meeting of the Global Development
Network (GDN.99), "Bridging Knowledge and Policy", Bonn, Germany, 5B8 December 1999. For amoredetailed
discussion of many of the issuestaken up here, see Akyiiz and Cornford (1999).

! Thedollar swung from 79 yen in the spring of 1995 to about 150 yen in 1997, coming back to some 100
yen at the end of the decade. During the past year it showed substantial gyrations against the yen, sometimes
changing by 15B20 per cent within weeks.



(v) survallance of nationd policies,
(vi) provison of internationd liquidity; and
(vii)  orderly debt workouts.

Measures under these headings can help to prevent or manage financid crises, and sometimes sarve
both objectives smultaneoudy. Clearly, reforms in these areas generdly imply significant changes in the
operating procedures and governance of the Bretton Woods ingtitutions (BWIs), notably the IMF. Indeed,
these issues are often addressed in the context of the reform of these ingtitutions, asin the case of the recent
Meltzer Commission Report presented to the United States Congress.

A number of proposas have been made since the Asian crisis in these areas by governments,
internationd organizations, private researchers and market participants. Some of these proposals have been
discussed in internationa ingtitutions such as the IMF, BIS and the newly-established Financid Stability
Forum. A close look at a recent IMF report reviewing the progress so far made shows that many of the
proposals and actions cons dered in these fora have concentrated on margind reform and incremental change
rather than on the big ideas that emerged in the wake of the East Adan financid crisis? More specificaly,
attention has focused on standards and transparency, and, to a lesser extent, financid regulation and
supervison while efforts have been piecemed or absent in the more important aress addressing systemic
ingtability and its consegquences. With stronger-than-expected recovery in East Ada, the containment of the
damage in Russia and Brazil, and rebound of Western stock markets, emphasis has increasingly shifted
towards cogly sdf-defence mechanisms and greater financid discipline in debtor countries. Developing
countries are urged to adopt measures such as tight national prudentia regulations to manage debt, higher
stocks of internationa reservesand contingent credit lines asasafeguard againgt speculative attacks, and tight
monetary and fiscal policies to secure market confidence, while maintaining open capital account and
convertibility. Bigideasfor gppropriateingitutiona arrangementsat theinternationa leve for globa regulation
of capitd flows, timely provison of adequate international liquidity with appropriate conditions, and
internationally sanctioned arrangementsfor orderly debt workouts have not found favour among the powerful.
Some “very big ideas’ did not even make to the agenda of the internationd community as they were
presumably found to be too radica to deserve officid attention. These include:

2 For asummary of the proposals discussed and actions so far taken in the IMF, see IMF (1999a).



(1) A proposal by George Soros to establish an International Credit Insurance Corporation,
designed to reduce the likelihood of excessive credit expansion;

(i) A proposal by Henry Kaufman to establish a Board of Overseers of Mgjor Internationa
Indtitutions and Markets with wide-ranging powersfor setting standards and for the oversight
and regulation of commercid banking, securities business and insurance;

@) A dmilar proposd for the cregtion of a globa megaagency for financia regulation and
supervisonor World Financid Authority with respongbility for setting regulatory standardsfor
al financid enterprises, off-shore as well as on-shore entities;

(iv) Theproposa to establish agenuineinternationa |ender-of-last-resort with discretion to cregte
itsown liquidity;

(v) The proposd to create an internationa bankruptcy court in order to apply an international
version of chapter 11 of the United States Bankruptcy Code for orderly debt workouts;

(vi) The proposal to manage the exchange rates of the G3 currencies through arrangements such
as target zones, supported by George Soros and Paul Volcker;

(vi)  TheTobin tax to curb short-term volatility of capitd movements and exchange rates.

There are certainly conceptua and technicd difficulties in designing reasonably effective globd
mechanisms for the prevention and management of financid ingability and crises. Such difficulties are dso
encountered in designing nationa financia safety nets, and explain why it isimpossible to esablish fall-ssfe
sysems. At the internationd level there isthe additiona problem that any system of control and intervention
would need to be reconciled with nationa sovereignty, diversity and conflicting interests. For al thesereasons
it is not redidtic to expect replication of nationd financid safety systems at the internationd level involving
global regulation, supervision andinsurancemechanisms, aninternationd lender-of-last resort andinternationd
bankruptcy procedures.

However, palitica congraints and conflict of interest, rather than conceptua and technical problems,
appear to be the main reason why the international community have not been able to achieve even amodest
real progressin setting up effective globa arrangementsfor the prevention and management of financid crises.
However, palitica disagreements are not only between industriad and developing countries. There have dso
been considerable differences among the G7 members regarding the nature and direction of reforms. A
number of proposas made by some G7 countries for regulation, control and intervention in the financia and
currency markets have not enjoyed consensus, in large part because of the oppostion of the United States.



By contrast agreement among G7 has been much easer to atain in areas aming at disciplining the debtor
developing countries.

It seemsthat arules-based globa financid systemwith explicit responsibilitiesof creditorsand debtors,
and well-defined roles for public and private sectorsis opposed by mgor industria powers which continue
to favour a case-by-case approach because, inter alia, such an gpproach gives them considerable
discretionary power due to their leveragein internationd financid inditutions. However, it isnot clear if such
asysemwould bedesrablefrom the point of view of smaller countries, particularly devel oping countries. For,
it isnot redidtic to envisage that a rules-based globd financia system could be established on the basis of a
digribution of power markedly different from that of existing multilateral financia inditutions. It would likely
reflect the interest of larger and richer countries, rather than redressing the imba ance between internationd
debtorsand creditors. Such biases against devel oping countriesexist eveninthe so-caled rules-based trading
system?® where the North-South relation is a grest ded more symmetrica than in the sphere of finance where
developing countries are amogt invariably debtors and industrid countries creditors.

Indeed, developing country governments have not away's been supportive of proposed measuresfor
reform. In a sense they have been ambivaent about the reform of the system, even though, because of their
grester vulnerahility, thisis anissue desarving top priority for them. In many cases, thisis motivated by ther
desiretoretain policy autonomy. But they have al so opposed measures, a nationa or globd level, that would
have the effect of lowering the volume of capitd inflows and/or raising their cost even when such measures
could be expected to be effective in reducing ingtability and the frequency of crisesin emerging markets:

() A large mgority of developing countries have been unwilling to impose control on capita
inflows during the boom phase of thefinancid cycle with the objective of moderating them and
deterring short-term arbitrage flows.

(i) Emerging markets are generdly unwilling to introduce bond covenants and collective action
clauses, and have been asking industrid countries to take the lead in this respect.

(i)  Again developing countries are generally opposed to differentiation among sovereign risksin
the Bade capita requirements for international bank lending, ameasure now being proposed
as part of the new framework by the Basle Committee (Cornford, 2000).

3 For adiscussion of the asymmetries and biases against devel oping countriesintheinternational trading
system see UNCTAD (1999).



Giventhese differences among various groups of countries and conflicts of interest, it should come as
no surprise that so far very little progress has been made in the reform of the globa financid architecture. In
what follows | will briefly go through the main areas of reform to discuss the Sate of play and thedifficulties

encountered in the reform process.

|. PROGRESSIN VARIOUS AREAS OF REFORM

A.  Standardsand transparency

It was generaly agreed in the wake of the Asian criss that prevention and better management of
finandid crisesrequired grester trangparency and disclosure of information regarding theactivitiesof thepublic
sector, financid markets and indtitutions and internationd financid indtitutions, particularly the IMF. Thiswas
thought to be necessary for markets to make prudent lending and investment decisons, for governments to
implement effective measuresfor regulation and supervision of financid indtitutions and activities, and for the
IMF to improve its surveillance. While many observers argued that greater availability of information would
not by itself be sufficent to prevent financid crises, it was nevertheless generdly agreed that disclosure and
trangparency were necessary ingredients of an improved financid architecture.

Action in the international community has so far concentrated on setting standards for and improving
the timelinessand qudlity of information concerning key macroeconomic variables, and transparency of public
sector activitiesincluding fisca, monetary and financid policies. Less progress has been made regarding the
finandd reporting of banks and other financid firms, and amost none in the case of highly leveraged
inditutions and offshore markets.

While the laissez-faire ideology has played some role in the dow progress regarding the
transparency of financid indtitutions, there are dso serious conceptud and structurd problems. It isgeneraly
agreed that public disclosure of information submitted to supervisors could in some circumstances enhance
rather than diminishingability. Nor isit clear what condtitutes relevant information, Sncethereisconsderable
variation among indudrid countries in both the quantity and form of publicly disclosed information.
Furthermore, the increased speed at which financid firms can now dter their balance sheet and off-balance

sheet positions renders financial statements out of date dmost before they can be prepared.



Evenmore contentious is the trangparency of the IMF itself. New mechanisms have been introduced
inthe form of PINsfollowing Article IV consultations and a pilot programme for voluntary release of Article
IV gaff reports. However, there are difficulties in attaining full trangparency of the IMF since governments
oftenfind objectionable the disclosure of confidentia information they provide to the Fund. Moreover, owing
to the political sensitivities involved as well asthe questionsregarding itstrack record in macroeconomic and
financid diagnog's, temptations to turn the Fund into a fully-fledged credit rating agency are rightly resisted.
Within these limits, however, there is scope to improve the transparency of the IMF. Its prescriptions could
be subjected to independent review, for instance by a commission congtituted by the United Nations.

B.  Financial regulation and supervision

The officid pogtion hereisto formulate globa standards to be applied by nationa authorities, rather
than to establish a globa regulatory agency. In order to ensure that such standards be adopted and
implemented by deveoping countries, IMF surveillance has now been extended to financid sector issues.
However, it is generdly agreed that the IMF itself should not become a globa standard-setting authority in
financid regulation and supervision, and that the BIS should not become a policeman of the international
financid sysem.

Developments in the past few years have shown that the standards of the Bade Capital Accord are
increasingly divorced from the credit risks actuadly faced by many banks, and are digtorting incentives for
banks regarding the capitd maintained for a given leve of risk. Moreover, while the short-term exposure of
internationa banks hasbeen amajor feature of recent external debt crises, theBade Capital Accord attributes
alow risk weight for the purpose of caculation of capita requirementson interbank clams. Again, inthe case
of the mgority of countries the same capitd charge is assessed againgt a loan to a sovereign with an
investment-grade rating asto one with ajunk-bond rating. These have led to pressure for regulatory changes
which would have the consequence of raising the cost to banks of such lending so that they better reflect its
rsks.

The new capitd rules proposed in June 1999 include, inter alia, provision for risk weights for
exposure to sovereign entities based on externa assessment by rating agencies* However, such an approach

ishighly contentiousfor two reasons. First, past record suggeststhat private rating agencies cannot betrusted

4 For an up to date account of the Basle Committee’ s proposalsfor revised standards see Cornford (2000).



for the assessment of country risk. Secondly, as noted above, such an approach is generaly resisted by
devel oping countries on grounds that the introduction of differentiated sovereign risk weights would leaed for
many of them to an increase in spreads and reduce the volume of lending.

There seems to be consensus that tightened regulation and supervision should be extended to highly
leveraged indtitutions (HL1s— of which the most important examples are hedge funds) ones aswell asto off-
shore centres (subjects closaly related since HLIsare often incorporated in off-shore centres). In the case of
HLIs, this consensus reflects partly the redlization, since the narrowly averted collapse of Long Term Capita
Management in 1998, that such funds can be a source of systemic threet to financia stability, so that the
traditional argument for subjecting them to only light supervision based on their restriction to wedthy investors
capable of protecting their interestsno longer suffices. Moreover, the consensusisal so aresponseto evidence
assembled by certain Asan governments concerning the contribution of such ingtitutions on occasion to the
accentuation of volatility in the markets for currencies and other assets. However, so far little progress has
been made in these areas. These issues are on the agenda of the Financid Stability Forum. Indirect control
of HLI (e.g. through their creditors onthe basis of enhanced transparency) appearsto bethe preferred option.
The extent to which such inditutions may eventudly be subjected to direct control will depend on the
effectiveness of reforms so far proposed.

C. Management of the capital account

The continuing incidence of financia ingability and crisesinindustria countries suggeststhat regulatory
and supervisory reform and transparency are unlikely to provide fal-safe protection in thisarea. And if this
datement is true even of countries with state-of-the-art financid reporting, regulation and supervison, it is
likely to gpply afortiori to most devel oping economies. Thus, capital controlsareincreasingly seen asessentia
for greater stability.

Thereisabroad agreement that the boom-bust cyclein private capita flows needsto be moderated,
and this can be attained by controlling short-term, liquid capita inflowsthrough market-based measures such
as such astaxesor reserve requirements. Controlson inflowswould aso reduce thelikelihood of arapid exit.
Nevertheless, as the Mdaysian experience indicates, should a crigis occur, temporary controls on outflows,
which condtitute an essential complement of debt-standstills (see below), can aso be very effective.

Given that developing countries have no internationa commitment regarding the capita account, the
position of internationd financid inditutions on such matters may be thought to have little practica



conseguence. However, without an unqualified recognition by the MF of the need for control over short-term
capitd flows, devel oping countrieswould generdly be unwilling to goply such measuresfor fear of undermining
market confidence and reducing their overal accessto internationd finance. Indeed, only afew countrieshave
so far resorted to such measures during the boom phase. Moreover, in order to effectively carry out its
bilateral survelllance, IMF recommendations should include capital controls, particularly to countries where
the financid system is not robust enough to intermediate short-term inflows without leading to a build up of
excessve currency risk and fragility. Whileretaining autonomy with respect to capital account policiesremains
essentia for devel oping countries (asoften reaffirmed in G24 communiqués), an officid sanctioning of controls
over certaintypesof capita flowswould congderably strengthen their handin managing their capital accounts.

However, there has been no agreement in the IMF Board on the use of capital controls. Some magjor
shareholders <till consider even moderate formsof control as exceptiona and temporary, rather than essentia
componentsof capital account regimesin emerging markets. They seemto believethat sound macroeconomic
policies and improved prudentia regulations would do the trick. Thus, the IMF Progress Report states that
the “ Executive Board reached agreement on broad principles but differences remain on operationd questions
about the use and effectiveness of capita controls’, and they put “stronger emphasis than was previoudy
placed on the need for acase by case gpproach and on the adoption of prudentia policiesto managetherisks

from internationd capita flows’ (IMF, 19993).

D. Exchangerateregimes

Recent debate on exchange rate policies in devel oping countries has concentrated on the question of
connections between exchange rate regimes and financid crises. Pegged or fixed exchange rates have fdlen
out of favour on grounds that financia and currency crises in emerging markets have often been associated
with such regimes. Accordingly, developing countries are increasingly advised to choose one of the two
extremes, ether to float fregly, or to lock in their exchange rates to one of the mgor currencies, often the
United States dollar, through such arrangements as currency boards, or even smply to adopt the dollar as
their nationa currency.®

However, there are strong doubts that, under free mobility of capital, elther of these extremes will

provide better protection againgt currency ingtability and financia crisis than nominal pegs. Moreover, there

5 For adiscussion of these alternatives see Eichengreen (1999: 103-109).



is a danger that neither will alow the exchange rate to be tallored to the requirements of trade and
compstitiveness. Contrary to some perceptions, countries with flexible exchange rates are no less vulnerable
to financia crises than those with pegged or fixed exchange rates. Differences among pegged, floating and
fixed regimeslielessin ther capacity to prevent damage to the rea economy and more in the way damage
is inflicted: for instance, in red terms Argentina and Hong Kong (China) — both economies with currency
boards — have suffered as much and even more than their neighbours experiencing sharps declines in their
currencies. There now appears to be a growing consensus that better management of exchange rates in
developing countries requires targeting real exchange rates in combination with the control and regulation of
degtabilizing capita flows. Thisisoften seen to offer aviabledternativeto freefloating or to acomplete ceding
of monetary authority to aforeign Central Bank.®

Deveoping countries haveres sted the notion that adoption of aparticular exchangerateregime should
be part of the IMF conditiondity for accesstointernationd liquidity. Inany case, theIMF hasnot alwayskept
to the newly emerging consensus among the mainstream economists to avoid pegged exchange rates. For
instance, the Fund has been supporting an exchange-based stabilization programme in Turkey, put in place
at the end of 1999, with a preannounced exchange rate to provide an anchor to inflationary expectations.

But perhaps more fundamentaly, it is open to question whether emerging markets can attain exchange
rate stability amply by adopting appropriate macroeconomic policies and exchange rate regimes when the
currencies of the mgor industria countries are subject to large gyrations. Indeed, many observers (including
Paul Volcker and George Soros) have suggested that the globa economy will not achieve greater systemic
stability without some reform of the G3 exchange rate regime, and that emerging markets remain vulnerable
to currency crises aslong as mgor reserve currencies remain highly unstable. However, various proposas
for exchange rate coordination, including target zones for G3 currencies (an idea briefly supported by

Germany), have so far been opposed by the United States.

E. Surveillance of national policies

A crucid areaof reformisthe IMF surveillance over the policies of creditorsaswell debtors. In view

of the growing Size and integration of financial markets, every mgor financid criss now has globd

ramifications. Consequently, preventing acrisisisaconcern not only for the country immediately affected but

6 For adetailed discussion of thisissue see UNCTAD (1999, chapter V).
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asofor other countries. Thisiswhy globa surveillance of nationa policiesiscaled for. Sofar, however, IMF
surveillance has not been successtul in preventing internationa financia crises. Thisreflects, in part, belated,
and so far only partid, adaptation of existing procedures to the problems posed by the large private capital
flows, and is closdly related to serious shortcomings in the existing governance of the IMF.

Traditiondly bilaterd survelllance has concentrated on macroeconomic policies, paying little atention
to sustainability of capita inflowsand financia sector weaknesses associated with surgesin suchinflows. After
the Mexican crisis, IMF surveillance was extended to include the sustainability of private capital flows,” but
this did not prevent the East Asan criss. The need for strengthening IMF surveillance has again been
recognized by the Interim Committee in April 1998 which agreed that the Fund “should intensfy its
surveillance of financia sector issues and capita flows’.8 Clearly, to succeed, IMF will need to pay greater
atention to unsugtainable exchange-rate and payment developments and, as dready noted, its
recommendations should include control over capitd inflows. However, thiswould mean amgjor departure
from the current officia gpproach to capital account management.

But perhaps more fundamentdly the failure of IMF surveillance in preventing internationa financid
crises is due to the unbaanced nature of these procedures, which give too little recognition to the
disproportionately large globa impact of monetary policies in mgor industrial countries. Financid crisesin
emerging markets are not ways home-grown; they are often connected with mgjor shiftsin exchange and
interest rates in the mgjor industrid countries. Thiswastrue not only for the debt criss of the 1980s, but aso
for more recent booms and bustsin capita flowsto Latin Americaand East Asa

Certainly, giventhedegreeof global interdependence, astable system of exchangeratesand payments
postions cdls for a minimum degree of coherence among the macroeconomic policies of mgor industria
countries. But the existing moddities of IMF surveillance do not include ways of attaining such coherence or
dedling with unidirectiona impulses resulting from changes in the monetary and exchange-rate policies of the
United States and other major OECD countries. Countries el sawherein theworld economy lack mechanisms
under the existing system of global economic governance for redress or digpute settlement regarding these
impulses. Inthisrespect governancein macroeconomic and financid policieslagsbehind that for internationa
trade, where such mechanisms are part of the WTO regime. But if such a function is to be performed
effectivdly by multilateral financia indtitutions, it would be necessary to reform not only the survelllance

7 IMF Executive Board Decision No. 10950-(95/37) of 10 April 1995.

8 Interim Committee Communiqué of 16 April 1998.
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procedures, but also the governance of these inditutions, including its voting structure and decison-making
procedures, to give greater weight to the views of developing countries. However, so far theonly sgnificant
reform in this respect has been to rename the Interim Committee (International Monetary and Financia
Committee) and to resffirm that after 25 years of exigenceit is no longer interim but permanent!

F.  Provision of international liquidity

Withthe increased frequency of crigsin emerging markets, a consensus has emerged on the need to
provide contingency financing to countries experiencing payments difficulties linked to the capital account, in
addition to the traditiond role of the Fund to provide current account financing. However, the moddlities
regarding the provison of liquidity, itsadequacy, the conditionsattached to it, and itsfunding remain extremely
ad hoc and inadeguate to address the problems associated with systemic ingtability.

Provisgonof liquidity to pre-empt large currency swings has not been theinternationd policy response
to currency crisesin developing countries. Rather assistance coordinated by the IMF has usudly come after
the collgpse of the currency, in the form of bailouts designed to meet the demands of creditors, to maintain
capital-account convertibility, and to prevent default, thereby creating mora hazard for internationa lenders
and investors, and putting the burden on debtors. Moreover, availability of such financing has been associated
withpolicy conditiondity that went at timeshbeyond macroeconomic adjustment, interfering “ unnecessarily with
the proper jurisdiction of sovereign government” (Feldstein, 1998: 26). Findly, provison of funds needed for
bail outs often depended on ad hoc arrangementswith the IMF slarge shareholders, which as creditors often
have important interests to protect.

Effortsto diminate these shortcomingsin the provision of liquidity have been unsatisfactory. The IMF
has taken severd steps to strengthen its capacity to provide financing in crises, including the Supplementa
Reserve Facility established in response to the degpening of the East Asan crigs, and more recently the
creation of the Contingency Credit Lineto provide aprecautionary line of defence againg financia contagion.
However, none of these facilities have resulted in additiond money, reying on the existing resources of the
Fund. A proposa has been made to dlow the Fund to issue reversible SDRsto itsdf for usein the provision
of internationd liquidity (Ezekid, 1998; UN, 1999; Ahluwadlia, 1999). But thiswould reguire an amendment
of the Articles of Agreement and would face opposition from some mgor industrial countries.

The terms of access to such facilities continue to face a number of problems. Clearly, lending in

unlimited amounts and without conditions except for pendty rates would require much tightened globa
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Supervisonover borrowersto ensure their solvency, an unlikely devel opment. While automatic accesswould
ensure atimely response to market pressures, it could a so creete mora hazard and considerablerisk for the
IMF. By contrast, conditiona withdrawa of funds would reduce the risk of mora hazard, but negotiations
could cause long delays, perhaps leading to deepening of the crisis. It could aso lead to irrationa and
unnecessarily tough conditionality since the countries facing attacks on their currencies would be too weak
to resist such conditions.

Pre-qudificationis proposed asaway of avoiding these problems.® In such an arrangement, countries
mesting certain ex ante conditions would be digible for lender-of-last-resort financing, with digibility being
determined during Article 1V consultations. However, it would sill be necessary congtantly to monitor the
fulfilment of the terms of the financing, adjusting them as necessary in response to changes in conditions. In
these respects difficulties may emerge in relations between the Fund and the member concerned.

Suchproblemsare exemplified by the recent Brazilian agreement with the IMF. The Brazilian package
might be described asthe first experiment with the provision of internationa lender-of-last-resort financing to
an emerging market: it was intended to protect the economy against contagion, subject to a stringent fiscal
adjugment and a gradua depreciation of the real throughout 1999. After a political struggle the Brazilian
Government succeeded in passing thelegidation needed to meet thefiscd target. But when the attack Started,
the currency was dlowed to collapse, and the Fund required additiond and more stringent conditions
regarding the fiscal balance in order to release the second tranche of the package.

G.  Orderly debt workouts

Theinternational community facesamgjor dilemmain formulating policiestowardsinternationd capitd
flows. In the absence of capita controls, financia crises are likely to be increasingly frequent, severe and
extensve. When a criss occurs, defaults are inevitable in the absence of bailouts. But bailouts are becoming
increasngly problematic. Not only do they create moral hazard, but moreimportantly, thefundsrequired have
been getting larger and are now reaching the limits of political acceptability. Thisisthe main reason why the
international community has been engaged in finding waysto “involve’ or to “bail-in” the private sector inthe
resolutionof currency and debt crises. However, inthisareatoo no agreement has been reached, inlarge part

because of the resistance of some mgor countries to involuntary mechanisms.

9 Thiswas first proposed by Fischer (1999) and more recently by the Meltzer Commission Report.
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A way out of the dilemmawould be recourseto the principles of orderly debt workoutsaong thelines
of Chapter 11 of the USBankruptcy Code, first raised by UNCTAD inthe 1986 Tradeand D evel opment
Report (TDR) in the context of the debt crisis of the 1980s, and further elaborated in TDR 1998. These
procedures are especially relevant to internationa currency and debt crises resulting from liquidity problems
because they are designed primarily to address financid restructuring rather than liquidation. They dlow a
temporary standdtill on debt servicing in recognition of the fact that an asset grab race by the creditors is
detrimental to the debtor as well as to the creditors as a group. They provide the debtor with access to
working capita needed to carry out its operations while granting seniority status to new debt. Findly they
involve reorganization of assets and ligbilities of the debtor, including extension of maturities, and, where
needed, debt-equity conversion and debt write-off.

Naturdly, the application of bankruptcy procedures to cross-border debt involves a number of
complex issues. However, the principles are straightforward and can be applied without establishing full-
fledged internationa bankruptcy procedures. Themost contentiousissueisthe standstill mechanismsinceIMF
now lends into arrears and it is heavily involved in debt work-outs. Clearly, to have the desired effect on
currency stability, debt standstills should be accompanied by temporary exchange controls over dl capita-
account transactions by residents and non-residents dike. According to one proposa, standstillswould need
to be sanctioned by the IMF. Canadahas proposed an Emergency Standstill Clause to be mandated by IMF
members.X° There could aso be other arrangementsincluding pre-qudification for unilateral standtill decision
by the countries concerned, or empowering an independent pand to sanction such decisons smilarly tothe
way in which WTO safeguard provisions alow countries to take emergency actions.

Asnoted by the M F Progress Report, there has been no agreement over empowering IMF toimpose
says on creditor litigation: “ Some Directorsthought that amending Article V11, Section 2(b) warranted further
consderation; others did not see the need for, or feasibility of, such action” (IMF, 1999). A number of G7
countries, including Canada and United Kingdom, proposed to establish a rules-based system for crisis
resolution, with explicit rules on the respective roles of the public and private sectors. However, private
finandd indtitutions have been opposed to an involuntary mechanism of standdtill or rollover. The United

States continues to defend a case-by-case approach for the reasons aready mentioned.

10 Department of Finance, "Canada's Six-point Plan to Restore Confidence and Sustain Growth",
September 1998.
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This lack of agreement has dso meant placing greater emphasis on voluntary mechanisms (Group of
22, 1998, section 4.4; IMF, 1999b). The dilemmahereisthat the need for mandatory provisions has arisen
precisaly because voluntary approaches have not worked in slemming debt runs. On the other hand, while
a number of proposals have been made to introduce mechanisms to provide automatic triggers, such as
comprehensive bond covenants, automatic debt roll-over options or collective action clauses designed to
enable debtors to suspend payments, these are unlikely to be introduced voluntarily and would need an
international mandate.!! Indeed, developing countries fear that such clauses would reduce their access to
finandal markets, thus inssting that they first be introduced in sovereign bonds of industria countries, an
objective which may require an international mandate.

II. CONCLUSIONS

Discussons above suggest that, despite a proliferation of meetings and communiqués as well as a
multiplication of groups and fora, there remains a reluctance to accommodeate the concerns of developing
countries regarding internationa financia reform. Thus in the current political environment, the maximum
feesble srategy for developing countriesin their seerch for an effective reform at the globa level would seem
to beto pressfor internationa ly-agreed arrangementsfor debt standstillsand lending into arrearsto hel p them
to better ded withfinancia criseswhen they occur. However, until systemicingability and risksareadequately
dedlt with through global action, the task of preventing such crises falls on governments in developing
countries, at the nationd and regiond levd.

There can belittle doubt that the devel oping countries now enjoy much less policy autonomy than any
time in the post-war period. Thisloss of autonomy hasthree origins. First, systemic pressures have increased
on governments as a result of liberdization and integration of markets. This is most vishble in the case of
financid markets. Asaresult of the greater exit option enjoyed by capitd, governments policies have now
become hostage to financia markets, and the kind of discipline that these markets impose on governments
is not aways conducive to rapid growth and development. Second, policiesin developing countries are o
subject to pressures from mgor indudtria powers and multilatera inditutions. Finaly, a number of policy

u Concerning these difficulties see Eichengreen (1999): 66B69. For universal debt roll-over options, see
Buiter and Silbert (1999).
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indrumentsare no longer available to some devel oping countriesasaresult of their international commitments
as part of their membership to such blocks asthe OECD or NAFTA.

Nevertheess, thereis much greater scope for domestic policies for regulating and controlling capital
flows than has been exploited in many developing countries. There is no globa agreement that forces the
developing countriesto open up their financiad markets. Thereisindeed consderablevariationwithinthe South
in the extent to which policy autonomy has beenused inthe domain of finance. For ingtance, while Indiaand
China have pursued amuch more gradua and cautious gpproach to internationa capita flows, many countries
in Latin America have rapidly opened up their capital account and financia sector. Again, a comparison
between the policies adopted by Madaysaand the othersin response to the East Asan financia criss shows
that policy options even under crigs conditions are not as narrow as generdly assumed. If developing
countries are to avoid codtly financid crises, it is essentid that their autonomy in managing capita flows and
choosing whatever capital account regime they deem gppropriate should not be constrained by international
agreements on capita-account convertibility or trade in financiad services, and that they should effectively
exploit the room they have for these purposes.

There is dso much that could be done at the regiond leve, particularly among like-minded
governmentswho are prepared to establish collectiveregiona defence mechanismsagaingt systemicingtability
and contagion. In thisrespect, the experience of Europe with the monetary and financial cooperation and the
ERM, introduced in response to the breakdown of the Bretton Woods system, holds useful lessons. Regiond
monetary and financid cooperation among developing countries, including exchange rate arrangements,
meacroeconomic policy coordination, regiona surveillance, commonrules and regulations over capita flows,
and regiona mechanismsfor theprovison of internationd liquidity, could beaviableand moreeasly atainable
dternative to globa mechanisms designed to atain greeter stahility.
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