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Preface

The  Intergovernmental  Group  of  Twenty-Four  on International  Monetary  Affairs  (G-24)  was  estab-

lished  in  November  1971 to increase  the  negotiating  strength  of  the  developing  countries  in discussions  that

were  going  on at that  time  in the International  Monetary  Fund  on reform  of  the international  monetary

system.  Developing  countries  felt  that  they  should  play  a meaningful  role  in decisions  about  the  system,  and

that  the effectiveness  of  that  role  would  be enhanced  if  they  were  to meet  regularly  as a group,  as the

developed  countries  had  been  doing  for  some  time  in the  Group  of  Ten  (G-10).

It soon  became  apparent  that  the G-24  was in need  of  technical  support  and analysis  relating  to the

issues  arising  for  discussion  in  the  Fund  and  Bank,  including  the  Interim  and  Development  Committees.  In

response  to representations  by  the Chairman  of  the G-24  to the Secretary-General  of  the United  Nations

Conference  on Trade  and  Development  ({JNCTAD),  and  following  discussions  between  {JNCTAD  and  the

United  Nations  Development  Programme  (UNDP),  the  latter  agreed  in 1975  to establish  a project  to provide

the technical  support  that  the G-24  had  requested.  This  was  to take  the form,  principally,  of  analytical

papers  prepared  by  competent  experts  on issues  currently  under  consideration  in the  fields  of  international
money  and  finance.

Mr.  Sidney  Dell,  a former  Director  in UNCTAD's  Money,  Finance  and Development  Division  and

subsequently  Assistant  Administrator  of  UNDP  headed  the  project  from  its establishment  until  1990. Dur-

ing  this  period,  some  60 research  papers  were  prepared  by the Group  of  Twenty-Four.  The  higli  quality  of

this  work  was recognized  by the Deputies  and Ministers  of  the Group  and  the reports  were  given  wide

currency,  some  being  published  in five  volumes  by  North-Holland  Press  and  others  by  the United  Nations.

The  project  work  was  resumed  in 1990  under  the direction  of  Gerty  K. Helleiner,  Professor  of  Eco-

nomics,  University  of  Toronto,  Canada.  The  LTNCTAD  secretariat  provides  both  substantive  and  adminis-

trative  backstopping  to the  project.  Funding  is currently  being  provided  by  the G-24  countries  themselves,

the International  Development  Research  Centre  of  Canada  and  the  Governments  of  Denmark  and  tlie  Neth-

erlands.  As  a result,  it has been  possible  to continue  to provide  the  Group  of  Twenty-Four  with  timely  and

challenging  analyses.  These  studies  are being  reissued  periodically  in compendia.  This  is the elevent)i
volume  to be published.





Intei'natiomd Monetaiy and Financial  Issues for  the 1990s

THE  IMF  AND  THE  WORLD  BANK  IN  THE  NEW
FINANCIAL  ARCHITECTURE

Montek  S. Ahluwalia*

Abstract

Thefiaequency of  crises in recent siears has drawn attention to the weaknesses in the
internationalfinancial  system and rekiridled  interest in its re.form. Atfii"sr,  the ci'isis  in East
Asia, followed  by the collapse in the Russian Federation, with spillovei" effects on Wall Street,
created  a widespread  perception  that  the existing  system  was hopelessly  inadequate  and  a i"adical

reform was needed. This was the spirit  of  Prime Minister  Blair's  impassioned call  foi'  "building
a Bretton Woodsfor  the new millennium",  which r'aised expectations of  a major" institritional
restructuring.  More recently, asfinancial  mai-kets have stabilized, the initial  enthusiasinfor
radical  re.form has subsided and the ongoing  discussions on the newfimincicilcircliitectui-e  have
a inore limited  scope. Theyfocus on wa3is of  impmvirig  surveillance  in intei"nationalfincincicil
markets, strengthening  thefinancials)istem  in developing counti"ies,  cind incieasing  ti'cinsparency
and theflow  of information  to private  mai"kets to allow thein tofunction  bettei:  Tcilk o{
restructriring  the Bretton Woods institutionsfoi"  the new millennium has given svay /o ci inore
modest objective of  strengthening  cooperation  between t1ie International  Monetarv  Fioxd and
the World Bank to increase their e.ffectiveness in crisis prevention and crisis management.

The Fund and the Bank have a long histoiy  of  cooperation, and one can cei"tain4si  build  on
this tradition  to iinprove their capacit3i to meet fiitui'e  challenges. However: the nature <4
cooperation  in thefutui"e need not be a simple extrapolation  of  the past. Tlie challenges facing
the intei-ncitioiudfinancial  system toda3i aie quite d0ffei"entfroin tliose of  the past, and it is
preciselv  because of  these differences that there is a needfoi" a new financialarchitecture.  The
purpose of  this paper" is to evaluate the iinpact of  developments 01? the relative  i"oles of  tlie F und
cmd the Bank in thefirture.  The paper is divided  intofour  sections. Section I provides a bi'ief
overview  of  the chcmging roles of  the F  xozd and tlie Bank in the past which led to a considerable
overlap in their activities  in the l 980s. Section Ilsummarizes  Wh31 the crises of  the l 990s are
finulmnentally  difei'entfi"om  eai'liei' episodes of  balance-of-pci.siinents dgfficulties and therefore
callfor  very dgfferent t'esponses.  Section III  discussessome oj'the inain  elements  n'hicji  htnie

been proposed  as part  of  the newfinancialarchitecture  cuid exciinines theii' iinplicationsfoi'  the
i'oles of  the F  und rind the Bank. Ser'tion I V pi'esents  (/ suminai'.si  assessment  of  wu'ious  pi'oposals
for  improving  coottlinatirin  between the Frmd and the Bank cur'renth:  under  crmsidei'atiori  (/lu/
evaluates their  relewrnce in the fig}it G!{ tlie larger  refoi'ins  needed in thes.sistein.

'  Thevicwsexprcsscdarethoseofauthoranddonotnecessarilyretlecttheviewsof'thcGoveminentot'lndia.Acknowlcdgcincnts
arc due to Yilinaz  Akyax,  Gcrry Helleiner,  Decna Khatkhaie,  Sarwar Latifand  Narendra Jadhav for useful coinincnts  on an earlier
draft.



2 AMuwdia.'  The IMF  and  t}re Woi"ld Bank  in the New  Financicd  Ai-chitectui'e

I.  Evolution  of  the  overlap  between

the  Fund  and  the  Bank

TheFund  andthe  Bankwere  originallyestablished

as part  of  the  international  financial  architecture  cre-

ated  at Bretton  Woods,  based  on  the  system  of  "fixed

but  adjustable  par  values".  Under  this  system  coun-

tries  undertook  two  critical  commitments:  (i)  to

maintain  their  exchange  rates  within  a very  narrow

range  of  the  declared  par  values,  to  be changed  only

with  the  prior  approval  of  the  Fund;  and  (ii)  to  eschew

restrictions  on  current  payments.  These  commitments

reflected  the  deternnination  of  participating  countries

at the  time  to avoid  tlie  debilitating  experience  ofthe

inter-war  years  when  competitive  devaluations  and

exchange  restrictions  produced  a downward  spiral

in world  trade.  Restrictions  on  current  payments  were

seen to be antithetical  to the expansion  of  trade  and

were  t)ierefore  to be avoided,  but  the  system  did  not

seek  to eliminate  or  even  regulate  restrictions  on  capi-

tal account  transactions  which  were  in place  in most

countries  and  were  expected  to continue.

A. The first  phase: distinct identities

The  Bretton  Woods  architecture  envisaged  veiy

different  roles  for  the  International  Monetary  Fund

and  the  World  Bank.  The  Fund  was  established  to be

t)ie  guardian  of  the  par  value  system  and  was  expected

to oversee  its operation,  ensuring  that  countries  com-

plied  with  the commitments  undertaken  by  them.

It also  stood  ready  to provide  short-term  finance,  sub-

ject  to appropriate  macroeconomic  conditionality,

to lielp  countries  deal  with  temporary  balance-of-

payments  problems  in a manner  which  would  not  be

"destructive  of  national  and international  prosper-

ity".  As  supervisor  of  the system  as well  as a finan-

cier,  the Fund  dealt  with  both  industrialized  and

developing  countries  and its approacli  to managing

balance-of-payments  problems  was  very  similar  in

bot)i  cases.

Tlie  World  Bank's  original  function  was  the  fi-

nancing  of  reconstruction  in war-torn  countries  and

development  in developing  countries.  Tlie  former

was  quickly  taken  over  by  Marshall  Aid  and  the  Bank

settled  down  at a veiy  early  stage  to tlie  task  of  fi-

nancing  projects  in developing  countries.  It was

expected  to finance  projects  wliich  were  economi-

cally  viable  but  wliicli  otherwise  might  not  be

financed  because  of  tlie scarcity  of  domestic  re-

sources  and the difficulty  in obtaining  external

finance  since  international  capital  markets  were  rela-

tively  undeveloped  at the  time.  Bank  financing  was

generally  accompanied  by project-level  condition-

ality  which  occasionally  also  extendedto  sector-level

policies,  but  it did  not  involve  macroeconomic

conditionality.  The  Bank  did  make  regular  assess-

ments  of  development  policies  and prospects  of

individual  borrowing  countries,  but  this  was  prima-

rily  to establish  the  creditworthiness  of  the  borrower

and  not  with  a view  to specifying  conditionalities

for  its lending.'  Unlike  in the  case of  the  Fund,  the

Bank's  membersliip  was  asymmetric,  distinguishing

between  borrowing  and  non-borrowing  members,

with  the  Bank  lending  only  to the former.

The  two  institutions  functioned  with  very  little

overlap  for  the first  25 years  of  their  existence,  as

each  provided  finance  which  was  for  different  pur-

poses  and  was  linked  to very  different  types  ofpolicy

conditionality.  However,  development  finance  can

never  be completely  divorced  from  macroeconomic

policy  and  there  were  some  jurisdictional  overlaps

in the  early  years.2  Recognition  of  the  possibility  of

overlapping  activities  led  to  the  issuance  in 1966  of

fornnal  guidelines  for  Fund-Bank  collaboration,  de-

marcating  areas  of  primary  responsibility  for  each

institution.  The  Fund  was  assigned  primary  respon-

sibility  for  "exchange  rates  and  restrictive  systems,

for  adjustment  of  temporary  balance-of-payments

disequilibria,  and  for  evaluating  and  assisting  mem-

bers  to work  out  stabilization  programmes  as a sound

basis  for  economic  advance".  The  Bank  was  assigned

primary  responsibility  for  "the  composition  and

appropriateness  of  development  programmes  and

project  evaluation  including  development  priorities".

Tlie  1966  guidelines  recognized  that  between

these  two  "clear  cut areas of  responsibility"  there

were  other  areas  of  interest  to both  institutions,  e.g.

the  stnicture  and  functioning  of  financial  institutions,

the adequacy  of  money  and capital  markets,  the

capacity  to generate  domestic  savings,  external  fi-

nancing  and extemal  debt,  and that  in these  areas

each  institution  would  form  its own  view  and  differ-

ences  were  implicitly  accepted.  However,  in the event

of  a conflict  of  views  in an area within  the  primary

responsibility  of  one  institution,  the view  of  tliat  in-

stitution  would  prevail  over  t)iat  of  tl'ie ot)ier.  Tliese

issues  could  be discussed  between  the two  institu-

tions,  but  the guidelines  explicitly  ruled  out any

critical  review  by  one  institution  wit)i  a member  coun-

try  on issues  wit)iin  tlie  primary  responsibility  of  tlie

otlier  institution,  except  witli  tlie  latters'  prior  con-

sent.
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E.  The  overlap  ire the  1980s

Changes  in the world  economy  in the 1970s

forced  both  the Fund  and  the Bank  to reorient  their

activities  in a manner  whicli  considerably  increased

the  overlap  between  the  two  institutions  in  the 1980s.

The  role  of  the Fund  changed  dramatically  after  the

collapse  of  the par  value  system  in 1973.  The  shift

by  major  currencies  to floating  rates,  combined  with

the  growth  of  capital  markets,  made  the  Fund  irrele-

vant  as a source  of  finance  for  industrializedcountries.

No  major  industrialized  country  borrowed  from  the

Fund  after  1976  and  its financing  role  thereafter  fo-

cused  only  on developing  countries,  with  countries

in transition  being  added  in due course.  The  Fund

responded  to the  needs  of  its exclusively  developing

country  clientele  by  introducing  several  new  facili-

ties  tailored  to their  special  requirements,  which  had

the  effect  of  moving  Fund  financing  closer  to devel-

opment  financing  of  the  type  provided  by  the  Bank.

The  critical  factor  driving  the change  was  the

recognition  that  the balance-of-payments  problems

of  many  developing  countries  were  of  a stnictural

nature  and  therefore  very  different  from  the tradi-

tional  Fund  conception  in  which  balance-of-payments

deficits  were  seen as a reflection  of  excess  agye-

gate  demand.  Deficits  caused  by  excess  demand  were

obviously  best  handled  by  demand  restraint,  supple-

mented  by  exchange  rate  changes  whenever  it was

felt  necessary  to stimulate  the production  of  trade-

ables  relative  to non-tradeables.  Adjustment  was

expected  to be accomplished  in a relatively  short

period  of  time,  which  is why  IMF  standby  arrange-

ments  typically  provided  finance  for  a period  of

between  one year  andl8  months,  to be repaid  be-

tween  three  to five  years  after  each  drawing.  This

approach  was  inappropriate  for  developing  countries

suffering  from  structural  constraints  which  limited

their  capacity  to expand  the  production  of  tradeable

goods.  Reducing  aggregate  demand  to reduce  the

cunent  account  deficit  in  this  situation  often  led to

underutilization  of  capacity  and  unemployment,

which  could  not  be countered  by depreciating  the

exchange  rate  to stin'iulate  tlie  production  of  trade-

ables.  Expanded  production  of  tradeable  goods  could

be acliieved  only  by  removing  structural  bottlenecks,

which  often  required  a period  of  increased  invest-

ment,  a process  whic)i  would  take  time.  Tliis  meant

that  current  account  deficits  had  to be financed  over

a longer  period  and  the  period  of  repayment  also  had

to be extended.  These  considerations  led  to t)ie es-

tablishment  of  tlie  Extended  Fund  Facility  (EFF)  in

l 974,  w)iich  enabled  developing  countries  to receive

assistance  over  a tlu'ee-year  pei'iod  (and  tl'ierefore  also

in  a larger  total  amount)  and  extended  the  repayment

period  to between  four  and  eight  years,  which  was

later  extended  to between  four  and 10 years.

Fund  financing  also  moved  closer  to Bank

financing  because  of  the introduction  of  conces-

sionality  for  low-income  countries.  In 1976  the  Trust

Fund  was  established,  financed  by  profits  on  the  sale

of  a part  of  the  Fund's  gold,  to make  medium-term

loans  (repayable  over  a period  of  between  five  and

10 years)  to low-income  countries  at near  zero  inter-

est rates  and with  weak  conditionality.l  Ten years

later  another  concessional  facility  was  introduced

responding  to the  problems  of  low-income  countries

in Africa  suffering  from  persistent  economic  stag-

nation  after  the oil  shocks  of  the 1970s.  It was

recognized  that  revival  of  growth  in these  countries

was  possible  only  if  larger  balance-of-payments  defi-

cits  could  be financed,  and  that  the  financing  had to

be on concessional  terms  because  their  debt-servic-

ing  capacity  was  severely  constrained.  In 1986  the

Fund  established  the Stnictural  Adjustment  Facility

(SAF)  to make  loans  to IDA-eligible  countries  at

0.5 per  cent  interest  repayable  between  the  fifth  and

tenth  year  after  each  drawing.  This  was  followed  a

year  later  by  the  Enhanced  Stnictural  Adjustment  Fa-

cility  (ESAF),  designed  to provide  a larger  volume

of  resources  on  the  same  terms,  but  with  more  strin-

gent  conditions."

The  Bank  also  moved  closer  to Fund-type  ac-

tivity  by shifting  from  its earlier  exclusive  focus  on

project  financing  to providing  balance-of-payments

support.  Most  developing  countries  experienced  a

mounting  burden  of  debt  following  tlie  oil  crisis

which  created  serious  macroeconomic  imbalances

and  led to a slowdown  in growth  by  the end  of  tlie

1970s.  The  Bank's  management  came  to the conclu-

sion  that  it could  make  little  impact  on development

in  this  situation  if  it continued  to focus  only  on project

lending.  Weaknesses  in macroeconomic  and  sectoral

policies  in tlie  developing  countries  were  seen to be

at the root  of  theirpoor  performance  and  unless  these

policy  weaknesses  were  corrected  it was felt  tliat

continued  project  lending  could  make  little  differ-

ellCe!  Tlie  Bank  t)'ierefore  introduced  Structural

Adjustment  Loans  (SALs)  in 1980  to provide  non-

project  tied  assistance  in suppon  of  wide-ranging

policy  refonns  aimed  at increasing  the efficiency  of

resource  use. Tiie  package  of  reforms  typically

covered  tax  policy,  price  decontrol,  trade  policy,  pi'i-

vatization  of  public  enterprises  and refonns  in tlie

financial  sector.  In 1982  Sector  Adjustment  Loans

(SECALs)  were  introduced  wit)i  policy  conditionality

being  more  nan'owly  focused  on a paiticular  sector.
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Since  adjustment  lending  resembled  balance-

of-payments  financing  it created  an obvious  overlap

with  the Fund,  with  the possibility  of  conflict  be-

tween  the  two  institutions.  To avoid  conflict,  it was

clarified  that  SALs  would  deal  with  policy  issues

other  than  fiscal  policy  and  exchange  rates,  which

were  the core  areas  of  the Fund.  Since  fiscal  and

exchange  rate  issues  could  not  be entirely  avoided

in formulating  SALs,  the  Bank  undertook  to coordi-

nate  with  the  Fund  on  these  issues  in  order  to ensure

that  adjustment  lending  did  not  become  a means  of

sustaining  an unviable  macroeconomic  position.  In

fact,  the  expectation  was  that  in  practice  SALs  would

generally  be used  in  cases  where  a Fund  programme

was  already  in place.

For  its  part,  the  Fund  recognized  that  its ESAF

programmes  for  low  income  countries  had  to be

firmly  grounded  in appropriate  structural  policies

which  could  bring  about  sustainable  growth.  ESAF

programmes  were  therefore  preceded  by  considera-

tion  bythe  Board  ofa  PolicyFramework  Paper  (PFP),

prepared  jointly  by  country  authorities  and  the  staffs

of  the  Bank  and  the  Fund,  which  was  expected  to lay

out  tlie  medium-term  policy  agenda  to be followed

by  the  country.  Joint  preparation  of  the  PFP  was  in-

tended  to  ensure  full  coordination  with  the  Bank  and

also  to ensure  "ownership"  by  the  country.  In  prac-

tice,  it did  achieve  coordination  between  the two

institutions,  but  for  a variety  of  reasons,  including

the lack  of  capacity  in  many  low-income  countries,

the success  achieved  as regards  ownership  is ques-

tionable.

Adjustment  lending  proved  to be a useful  inno-

vation  partly  because  it responded  to developing

country  demands  for  more  flexible  conditionality

than  that  usually  associated  with  Fund  programmes.

Fund  conditionality  was  typically  limited  to a few

(atmost  10)keymacroeconomicpolicyvariablesand

focused  heavily  on fiscal  discipline  and  restraint  on

domestic  credit  expansion.  Targets  for  each  perform-

ance  variable  were  precisely  quantified  by  specifying

particular  levels  of  domestic  credit,  credit  to the  gov-

ernment,  or reserves  to be met  at the end  of  eac)i

quarter,  and  failure  to meet  any  one  target  could  lead

to drawings  being  internipted.  SAL  conditionality

was  mucli  broader,  often  covering  as many  as 30-50

policy  actions  in different  areas!"  Instead  of  fixing

specific  compliance  dates  for  policy  action,  SALs

were  tranclied  so that  disbursement  under  each

tranche  could  be effected  once  the  agreed  set ofpolicy

actions  relating  to that  tranche  had  been  taken.  The

Bank  was  generally  also  more  flexible  in determin-

ing compliance,  relying  on a broad  assessment  of

whether  the  programme  was  on track.  SECALs  added

a new  dimension  of  flexibility  since  developing  coun-

tries  were  able  to obtain  financing  based  on reforms

in only  one  sector,  where  they  might  be more  easily

acceptable  for  domestic  reasons.  Adjustment  lend-

ing  increased  rapidly,  reaching  about  25 per  cent  of

Bank  lending  in the second  half  of  the 1980s;  and

this  is a measure  of  the extent  of  overlap  between

the  two  institutions.

A  by-product  ofthe  overlap  was  the  emergence

ofthe  so-called  Washington  Consensus,  which  sought

to integrate  the  approaches  of  the  Fund  and  the  Bank.

Sound  development  policy  was  sought  to  be defined

as a combination  of  (i)  macroeconomic  balance  (ba-

sically  a low  fiscal  deficit),  which  was  the  traditional

concem  of  the  Fund,  and  was  viewed  as an essential

precondition  for  growth,  and  (ii)  efficiency-enhanc-

ing  reforms  (e.g.  decontrolling  private  sector  activity,

opening  the  economy  to trade  and  foreign  investment,

and  privatizing  the public  sector  as much  as possi-

ble),  which  was  the focus  of  the structural  reform

effort  spearheaded  by  the  Bank.  The  consensus  was

modified  over  time  in  response  to criticism  on some

important  points,  e.g. the  possibly  negative  effect  of

fiscal  discipline,  and  sometimes  also  market-oriented

reforms,  on the  poor.  This  led  to a redefinition  of  the

consensus  to recognize  that  structural  reforms  must

be supplemented  by  direct  efforts  at poverty  allevia-

tion  by  protecting  certain  types  of  government

expenditure,  e.g. in the social  sectors,  which  were

especially  important  forthe  poor  and  also  by  increas-

ing  expenditure  on poverty  alleviation  programmes.

Developing  countries  were  particularly  con-

cerned  that  a consensus  on  broad  directions  of  policy

should  not  degenerate  into  a "one  size  fits  all"  ap-

proach,  and  they  consistently  emphasized  the  need

to tailor  programmes  to suit  the circumstances  and

constraints  of  individual  countries.  Differences  across

countries  couldarise  on  issues  ofpace  and  sequencing,

and  also  on the strategic  importance  of  concentrat-

ing  on particular  areas.  The  Fund  and  the  Bank  also

differed  on these  issues.  The  Fund  typically  placed

much  greater  empliasis  on fiscal  balance,  calling  for

relatively  quick  reductions  in the fiscal  deficit  irre-

spective  of  how  they  were  achieved,  while  the  Bank

focused  much  more  on efficiency-enhancing  refonns

some  of  which  could  involve  trade-offs  with  deficit

reduction.  The  emphasis  to be placed  on tariff  re-

duction  as a structural  reform  measure  at a time  of

fiscal  stringency  is an obvious  example  where  the

Bank  was  often  in favour  of  a faster  reduction  in tar-

iffs  to reduce  trade  distortions  even  at the cost  of  a

liigber  fiscal  deficit,  while  tlie Fund  tended  to be
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Conflict  over Aiyntimt  ttnd the Concoiclat  ofl989

much  more  concerned  about  the impact  of  sucli  re-  by so many  developing  countries.  T)ie  Concordat
ductions  on fiscal  balance. focused  instead  on the limited  objective  of  improv-

ing  coordination  between  the  Bank  and  the  Fund  and

avoiding  conflicting  advice  if  possible,  wliile  pre-

serving  the  independence  of  action  of  each  institution.

Despite  the  overlap  there  was  no overt  conflict

between  tlie  Fund  and  the Bank  until  the celebrated

case of  Argentina  in 1988,  when  the Bank  decided

to go a)iead  witli  adjustn'ient  lending  even  tliough

negotiations  witli  tl'ie IMF  for  an Extended  Fund

Facility  had  recently  collapsed.  In the  Bank's  view,

the Fund  was  insisting  on too  strong  a fiscal  correc-

tion  because  of  its traditional  focus  on aggregate

demand,  whereas  tlie  Bank,  being  more  concerned

about  stnictural  refonns,  was  willing  to accept  a less

ambitious  fiscal  target.  It is well  known  that  the

Bank's  management  was  under  pressure  from  the

United  States  Treasuiy  to go ahead  witli  the  loan.7  In

the  event,  the  Fund's  judgement  was  vindicated  wlien

it became  clear,  shortly  after  the  approval  of  the  ad-

justment  loans  by  the  Bank's  Board,  tliat  Argentina

would  not  be able  to meet  the expected  criteria  of

fiscal  performance  and  disbursements  liad  to be in-

temipted.

In the event  of  a disagreement,  tlie  Concordat

prescribed  an extensive  process  of  consultation  but

the  final  decision  was  left  to be taken  by  tlie  Execu-

tive  Board  of  the institution  conceriied  after  hearing

the view  of  the other  institution.  What  tliis  meant

was  that  tlie  management  of  one  institution  could  not

be vetoed  by  the management  of  the  otlier,  even  if  it

differed  on issues  witliin  the primary  responsibility

of  the other  institution.  In sucli  cases  the Executive

Board  of  the  lending  institution  would  have  t)ie  rig)it,

after  having  heard  the view  of  the otlier  institution,

to act independently.

II.  The  crises  of  the  1990s:  new  sources

of  fragility

ISSues of  coordination  between  tlie Fund  and

the  Bank  surfaced  again  at tl'ie time  of  tlie  East  Asian

crisis  as botli  institutions  worked  toget)ier  to iielp

crisis-liit  countries.  Eac)i  institution  also  introduced

innovations  in its lending  policies  to respond  to tlie

new  situation.  At  first  glance  this  can  be viewed  as a

logical  continuation  of  tlie  overlap  wliicli  liad  devel-

oped  over  the I 980s.  However,  t)iere  are significant

differences  between  tlie  crises  of  tlie  l 990s  and  earlier

payments  problen'is  suffered  by  developing  countries,

and  tliese  differences  l'iave  impoitant  implications  for

tlie  role  of  tlie  two  institutions  in tlie  future.  A brief

digression  on tlie  distinctive  features  of  tlie  new  type

of  crisis  is tlierefore  appropriate.

Tl'ie  Argentina  fiasco,  as it has been  described

by  Polak  (1997),  generated  conceni  in several  quar-

ters.  It was  the first  case  wliere  tlie  Bank  proceeded

witli  adjustment  lending  despite  a clear  finding  of

macroeconomic  unsustainability  by  the Fund  staff.

Tlie  Fund  was  understandably  concenied  t)iat  it might

create  a precedent  whicli  would  encourage  countries

in difficulty  to postpone  or avoid  taking  necessary

corrective  steps,  and  seek  support  froin  the Bank  as

an easier  alternative.  Tliis  would  undennine  tlie  cred-

ibility  of  tlie  Fund  as tlie  establisl'ied  arbiter  of  w)iat

was  needed  to acliieve  macroeconomic  stabilization

and  devalue  its good  liousekeeping  seal of  approval.

Also,  tlie  G-  10 deputies  were  concerned  about  lack

of  coordination  between  tlie  two  institutions  leading

to tlie  possibility  of  conflicting  policy  advice  to t)ie
country  concenied.

Eacli  of  tlie  inajoi-  crises  in tlie  I 990s

Intensiveconsultationsensuedbetweentlietwo  Mexico  in 1994,  East Asia  in  1997,  tlie  Russian

institutionstoresolvetheseprobleinsandculininated  Federation  in 1998  and Brazil  in 1999  - liad  t-ea-

intheso-calledBank-FundConcordatofl989,wliicli  tures  peculiar  to itsella,  but tliey  all sliai-eci  an

superseded  the earlier  guidelines  on Bank-Fund  impoi-tant  coininon  cliaracteristic.  Tliey  svei'e  ci'i-

collaboration. T)ie inain f"eatures oftlie  Concordat sesot'coi'ifidenceoriginatingintliecaliitalaccount
are sunnnarized  in box 1. It is sigi'iificant  tliat  the  and thei-efcire  very  different  froin  eai-liei-  episodes

Concot-dat  did not  seek  to elin'iinate,  or  even  i-educe,  cif  payments  probleins  in developing  countries

the ovet-lap  between  tlie  Bank  and  tlie  Fund.  On tlie  wliicli  typically  arose  in tlie  curi-ent  accocint."  Tlie

contraty,  the overlap  was  accepted  as a natural  de-  vulnerability  of  developing  countries  to sucli  ci-i-

velopment  given  the changed  cii-cuinstances  oftlie  ses lias increased  in tlie  1990s  because  inany

world  economy  and  tlie  dil"ficulties  being  expeiienced  countries  liave  liberalized  i-estrictions  on capital

A. Crises ofcoi4fidence
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THE  CONCORDAT  OF  1989

The  Concordat  of  1989  defined  each  institution's  area  of  "primary  responsibility"  more  elabo-

rately  than  in the 1966  guidelines.

The  Fund's  areas  of  primary  responsibility  were  "the  aggregate  aspects  of  macroeconomic

policies  and  their  related  instruments  -  including  public  sector  spending  and  revenues,  aggre-

gate  wage  and  price  policies,  money  and  credit,  interest  rates  and  the  exchange  rate".

The  Bank's  areas  of  primary  responsibility  were  development  strategies,  sector  and  project

investments,  structural  adjustment  problems,  policies  dealing  with  the  efficient  allocation  of

resources,  priorities  in government  expenditure,  reforms  of  the  administrative  system,  the

production  trade  and  financial  sectors,  the  restructuring  of  state  enterpi-ises  and  issues  related

to creditworthiness.  The  mandate  of  the  Bank  specifically  excluded  the  aggregate  aspects  of

economic  policies,  which  were  the  exclusive  preserve  of  the  Fund.

It was  recognized  that  both  the  Fund  and  the  Bank  had  legitimate  concerns  with  regard  to

macroeconomic  and  structural  issues,  and  that  each  institution  would  need  to  undertake  inde-

pendent  analysis  of  these  issues  and  take  the  results  into  account  in their  policy  advice  and

lending  operations.

Elaborate  procedures  were  laid  down  to  enhance  coordination  between  the  Bank  and  the  Fund

through  periodic  meetings  at various  official  levels,  including  sharing  of  information  between

the  two  institutions.  These  procedures  were  designed  to keep  each  institution  aware  of  the

views  of  the  other  on a more  continuous  basis.  The  Bank  was  expected  to ascertain  the  view

of  the  Fund  on  the  adequacy  of  macroeconomic  policies,  before  forinulating  its  own  opinion,

even  in  cases  where  there  was  no  Fund  programme.  Similar  obligations  were  imposed  on  the

Fund  vis-A-vis  the  Bank  with  regard  to developmental  and  structural  policies.

In  the  event  of  irreconcilable  differences  on  a matter  within  the  primary  responsibility  of  one

institution,  tlie  Concordat  stipulated  that  "the  institution  which  does  not  have primary  respon-
sibility  would,  except  in 'exceptional  circumstances',  yield  to the  judgement  of  the  other
institution".  Polak  (1997)  reports  that  the  original  draft  prepared  by  the  Fund  had  made  it
mandatory  to yield  in such  cases  but  this  was  not  acceptable  to the  Bank,  and  the  present

version  with  the  exception  clause  was  finally  agreed.  Exceptional  circumstances  were  "ex-

pected  to be rare",  but  when  they  did  arise  the  managements  were  expected  to consult  their

respective  executive  boards  before  proceeding.

Eacli  institution  was  also  allowed  to lend  to a member  in arrears  to the  other  institution  sub-

ject  to appropriate  consultation.  The  key  consideration  was  that  each  institution  would  con-

sider  whether  the  arrears  to the  other  were  an indication  that  its  own  resources  would  not  be

safeguarded.

movements  in  order  to  integrate  more  fully  into  glo-

bal financial  markets  and  improve  tlieir  access  to

inteniational  capital  flows.  Wliile  access  l'ias  defi-

nitely  improved,  tliis  l"ias been  ac)iieved  at tlie  risk

of  greater  volatility  and  instability.  Financial  n'iar-

kets  liave  long  been  known  to suffer  from  euplioria

and  panics  wliic)i  can  create  boom-bust  cycles,  and

this  applies  to  tlie  inteniational  capital  inarket  also.

Inflows  can  exceed  tlie  level  wananted  by  underly-

ing  fundamentals  w)ien  perceptions  are  favourable,

as was  clearly  t)ie  case  in  East  Asia  before  the  crisis,

but  outtlows  can  also  be disproportionately  large

wl'ien  perceptions  cliange  and  tliere  is a loss  of  con-

fidence.
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It is important  to appreciate  that  the  risks  faced

by developing  countries  integrating  with  global  fi-

nancial  markets  are  substantially  greater  t)ian  for  in-

dustrialized  countries.  One  reason  for  this  is that

developing  countries  are objectively  more  vulner-

able  to c)ianges  in external  economic  circumstances

and  this  is bound  to be reflected  in greater  instabil-

ity  in investor  perceptions.  However,  this  "objec-

tively  justifiable"  instability  is magnified  by infor-

mation  deficiencies.  Investors,  especially  portfolio

investors,  typically  have  much  less information  about

conditions  in developing  countries  than  in industri-

alized  countries  and  this  can  exaggerate  the  response

to negative  developments,  leading  to greater  vola-

tility.  Lack  of  information  also  increases  the likeli-

hood  of  herd  behaviour  and  the  risk  of  contagion,

botli  of  which  intensify  volatility.  Developing  coun-

tries  not  only  face  greater  volatility,  but  they  are also

more  vulnerable  to any  given  level  of  volatility  be-

cause  of  the  thinness  of  their  markets  compared  witli

tlie  size  of  resources  that  can be moved  by glo'oal

investors.  The  same  degree  of  volatility  in capital

flows  therefore  has a much  greater  impact  on prices

in developing  country  markets  (both  forex  and  equi-

ties)  than  in industrialized  countries.

Instability  is heightened  by  tlie  fact  tliat  it is

not  easy  to predict  what  can  cause  a crisis  of  confi-

dence  in  a particular  situation.  One  can  be fairly  sure

tliat  economies  tl'iat  are  fundamentally  strong  on all

counts  are unlikely  to become  victims  ofpanic  behav-

iour.  At  the  opposite  end  of  the  spectrum,  economies

that  are  visibly  weak  will  invariably  have  problems,

t)iough  sucli  economies  are  inore  likely  to suffer  from

clironic  external  payments  difficulties  rather  than  tlie

danger  of  a sudden  crisis.  Between  t]iese  extremes,

)'iowever,  there  will  be inany  countries  where  an

otliel-Wise  strong  econoinic  performance  may  be sud-

denly  clouded  by  the emergence  of  some  weaknesses.

If  investor  perceptions  always  changed  as a continu-

ous response  to clianges  in econon'iic  fundamentals,

inflows  would  dry  up gradually  as weaknesses

ei'iierged,  giving  clear  warning  signals  and ample

time  to take  corrective  action.  However,  investor  per-

ceptions  often  c)iai'ige  in a discontinuous  fasliion.  A

build-up  ofnegative  factors  may  be ignored  for  some

time  by  investors  in tlie  belief  that  it is eit)ier  tempo-

rary  or  will  be conected  by  appropriate  policies,  but

if  t)iis  does  not  happen  perceptions  can c)iange  sud-

denly,  triggering  a sudden  reversal  of  capital  flows.

T)iis  can easily  turn  into  a self-fulfilling  panic  in

w)iic)i  t)ie  financial  markets  may  fail  to play  a stabi-

lizing  role.  Instead,  t)ie system  is puslied  from  an

initial  equilibrium  to anotl'ier  equilibrium  wliic)i  is

much  less favourable  and from  which  recovery  is
not  easy.')

What  triggers  a panic  will  vary  from  situation

to situation.  In Mexico,  for  example,  vulnerability

had  built  up over  time  witli  a steady  deterioration  in

the current  account,  reaching  8 per  cent  of  GDP  in

1994,  and  a substantial  real  appreciation  in the  peso

in the years  preceding  the crisis.  The  large  current

account  deficit  was  not  seen to be a problem  at the

time  because  it was  financed  by strong  private  in-

flows.'o  Perceptions  changed  in  the  course  of  tlie  year

because  of  a series  of  negative  developments  includ-

ing  a shift  to a more  expansionary  macroeconon'iic

policy,  the  assassination  of  a presidential  candidate

and the rebellion  in the Chiappas  region.  Lack  of

transparency  in disclosing  the extent  of  reserve  use

in the course  of  the  year  intensified  tlie  strength  of

the negative  investor  reaction,  which  led to a large

withdrawal  of  funds  towards  tlie  end  of  the year.

East  Asia's  vulnerability  arose  from  w)iat  we

now  know  was  a pervasive  weakness  in  tlie  financial

sector,  though  this  was  coinpletely  missed  by Fund

surveillance  and  also  by  tlie  World  Bank,  which  )iad

an extensive  involven'ient  in Indonesia  and  soine  in-

volvement  in Tliailand.  It was also inissed  by tlie

intemational  credit  rating  agencies  whic)i  are an im-

portant  source  of  infonnation  for  financial  inarkets.

The  only  warning  signals  spotted  by Fund  surveil-

lance  in 1996  were  the size of  the current  account

deficit  in Thailand  and the real appreciation  of  tlie

baht,  and  these  were  discussed  by  tlie  Fund  witli  t)ie

Thai  authorities."  However,  the deptl'i  of  the crisis

in Thailand  and its spread  to otlier  countries  as

investors  concluded  that  similar  weaknesses  were  en-

demic,  was  certainly  not anticipated.

The  major  factors  whic)i  contributed  to fragil-

ity  in East  Asia  varied  across  countries  and are

sunnnarized  in box  2. Tliey  are clearly  linked  to

weaknesses  in tlie  financial  sector  in tlie  sense  tliat  a

stronger  fmancial  system  would  liave  avoided  many

of  t)ie problems.  Banks  would  not liave  lent  so ex-

tensively  to liighly  leveraged  corporations,  especially

those  witli  large  volumes  of  unliedged  foreign  debt.

T)iey  would  also  liave  avoided  large  unliedged  ex-

posure  to foreign  borrowing  On t)ieir  own  account.

Tliis  would  )iave  moderated  foreign  inflows  ii'i tlic

earlier  years  by creating  a more  realistic  perception

of  tlie  retun'is  on investment  and tlie  risks  involved.

It would  also  iiave  avoided  t)ie very  large  build-up

of  slion-tel-In  loans  fron'i  inteniational  conunercial

banks  wliicli  was  an important  source  of  vulnerabil-

ity  in all  t)ie affected  countries.
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Box  2

FACTORS  UNDERLYING  EAST  ASIAN  CRISIS

Many  of  the factors  which  contributed  to the currency  crisis  in East Asia  reflect  weaknesses  in
the financial  sectors  of  the countries  of  the region.  There  were  variations  from  country  to coun-
try, but  the following  factors  were  relevant  over  most  of  the region.

Large  private  inflows,  attracted  by favourable  investor  perceptions,  were  channelled  into  un-
productive  domestic  investments  by banks  and other  financial  intermediaries  which  were  ei-
ther  too weak  to undertake  proper  credit  appraisal  or were  knowingly  engaged  in cronyism,  or
both.

T)ie  financial  system  tolerated  high  debt-equity  ratios  which  made  corporations,  and also  the

banks  lending  to t)iem,  higlily  vulnerable  in the event  of  a downturn.

Exchange  risk  was underestimated  by both  banks  and corporations,  possibly  because  of  the

experience  of  nominal  exchange  rate stability.  This  encouraged  an excessive  unhedged  expo-
sure  to  foreign  borrowing,  often  short  tenn.

Total  external  debt  was not  high  (except  perhaps  in Indonesia)  but  the ratio  of  short-term  debt
to foreign  exchange  reserves  increased  sharply  in the years  preceding  the crisis.  Banks  in the
Republic  of  Korea  were  actually  encouraged  to borrow  short  term  as this  segtnent  was liber-
alized,  whilelonger-term  borrowing  remained  restricted.  The offshore  banking  facilities  in
Tliailand  had the same effect.  The  build  up of  short-term  debt  added  to vulnerability  in the
event  of  non-renewal  of  such loans.

Lack  of  transparency  also made  surveillance  ineffective  and may  have delayed  adjustment.

T)iailand's  intervention  in forward  exchange  markets  pre-committed  much  of  Thailand's  avail-
able reserves  witl'iout  tliis  being  known  to the market.  Similarly,  the Republic  of  Korea's
foreign  excl'iange  reserves  were  not  effectively  available  because  they  had been  lent  to brancl'ies
of  tlie  country's  banks  abroad  to meet  their  sliort-term  obligations.  Earlier  public  disclosure
of  these actions  would  have  led markets  to cl'iange  perception  earlier,  in wliich  case the change
may  have  been more  gradual.

Foreign  banks  lent  excessively  to East Asian  banks  possibly  because  of  the perception  that
goven'iments  would  ultimately  guarantee  tl'iese loans.  Critics  have argued  that  the Fund's  Mextco
bai)out  contributed  to t)ie pei-ception  tliat  such loans were  effectively  governtnent-guaran-
teed.

B. Managing  the new type qfcrises

Managing  tlie  new  type  of  crisis  poses  special

pi-obleins.  A loss  ofconfidence,  wliatever  its cahise,

can be liiglily  destabilizing  because  of  t)ie  possibil-

ity  ofa a large  reversal  of  capital  flows.  Net  positive

inflows  on wliic)i  a country  depended  in order  to

finance  t)ie cun-ent  account  deficit  may  cease  alto-

gctlier,  as new lending  is l'ield  back.  It may  also

becoine  negative  as slioi't-tenn  loans  are not  rolled

over.  Tlie  open  capital  account  also  inakes  it easier

l'ol' doinestic  capital  to flow  out in anticipation  of

excliange  rate  depreciation.'2  Unlike  tlie  traditional

balance-of-payments  crises  originating  in tlie  cunent

account,  in wliidi  pressure  typically  built  up gradu-

ally,  crises  originating  in t)ie capital  account  can

explode  quite  suddenly,  creating  a sudden  need for

t-mancing  witli  very  little  time  to negotiate  a pro-

gramine.  Tlie  volume  of  t-mance  needed  is inucli

larger  tlian  earlier,  ai'id most  of  tl'ie financing  is also

generally  needed  up front  if  cont-idence  is to be re-

stored.  If  credible  corrective  policies  are quickly  put

in place  and enougli  financing  is made  available  to

calin  markets,  it inay  be possible  to restore  confi-

dence  relatively  quickly,  in wliicli  case capital  flows

may  retuni  relatively  quickly  to nonnal  levels.  In sucli
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Table  /

FISCAL  BALANCE  TARGETS  IN FUND  PROGRAMMES
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Source:  World  Bank  (1999).

Acmal
1997

Initial
)yackcige

1.0

2. 5

0.0

0-0.3

l .0

First
rel)lSlO1l

Second
reVl.";lOll

Thircl
reVl.';1011

l .0

-8.5

situations  it may  not  be necessaiy  for  the financing

package  mobilized  to be fully  disbursed  axid, even  if

it is, repayments  can be made  very  rapidly  fror':i  t)ie

restoration  of  norinal  capital  flows.  Unlike  in the  case

of  structural  balance-of-payments  problems,  the fi-

nancing  needed  for  a crisis  of  confidence  does  not

liave  to be long  term  and,  in any  case,  certainly  not
concessional.

Restoration  of  confidence  must  obviously  be

t)ie  prime  objective  of  policy  in sucli  crises,  but  it is

often  not  clear  wliat  is needed  to achieve  tliis  objec-

tive.  In Mexico  in  1994  the  crisis  was  quickly

contained  and Mexico  made  a relatively  quick  re-

covery.  East  Asia,  on tlie  other  hand,  was  very

different.  Tlie  Fund  was  able  to put  togetlier  rescue

packages  for  Thailand,  Indonesia  and  the  Republic

of  Korea  in a commendably  sliort  time,  and it re-

ceived  full  cooperation  from  the  World  Bank  and  tlie

Asian  Developn'ient  Bank,  botli  of  w)iid"i  contributed

to the  rescue  packages  in the forin  of  structural  ad-

justment  loans  to supplement  Fund  financii'ig.

However,  unlike  in tlie  case in Mexico,  tlie  Fund's

East  Asia  progran"imes  did  not  succeed  in stabilizing

tlie  situation;  in fact,  the currency  collapse  actually

intensified  after  t)ie progran'imes  were  put in place

and all  t)iree  countries  suffered  an exceptionally  s)iarp

economic  contraction.  Growtli  forecasts  for  tlie  pro-

granune  countries  were  revised  downwards  on

several  occasions  in quick  succession,  giving  rise  to

criticism  in soi'iie  quarters  tliat  tlie  Fund's  pro-

grannnes  were  not  only  inadequate  but  also  may  liave

actually  worsened  tlie  situation.  Tliese  developinents

clearly  eroded  tlie  credibility  of  t)ie Fund  as a crisis
manager.  '=

Tlie  East Asian  experience  illustrates  tl'ie inetl

fectiveness  oftraditional  stabilization  prograinines,

with  their  reliance  on fiscal  restraint  and  interest  rate

policy  in tlie  face  of  crises  originating  in tlie  capital

account.  The  Fund  has been  widely  criticized  for

insisting  on a traditional  dose  of  fiscal  restraint  in

East  Asia  even  tliough  none  of  t)ie  East  Asian  coun-

tries  suffered  from  fiscal  iinbalances  at tlie  time  of

the crisis.  It has argued  tliat  even  if  a fiscal  imbal-

ance  was  not  tl'ie cause  of  the problem,  soi'iie  fiscal

restraint  iiad  to be part  of  tlie  solution  because  an

increase  in government  savings  was necessary  in

order  to bring  about  the improveinent  needed  in the

current  account  to ensure  external  balance.  However,

tliis  argument  ignores  tlie  special  nature  oftlie  East

Asian  situation  wliere  capital  outflows  liad  pre-

cipitated  excessive  cunency  depreciation,  wliicl'i  liad

strongly  negative  balance-slieet  effects  on banks  and

corporations,  wliicli  in turn  depressed  domestic

demand.  Fiscal  tiglitening  is norinally  pan  of  a tra-

ditional  Fund  adjustment  package,  especially  one

involving  depreciation  of  tlie  excliange  rate,  because

depreciation  is norinally  expected  to liave  a stimu-

lating  effect  on tlie  demand  for  tradeables  and

aggregate  demand  restraint  is needed  to maintain

macroeconoinic  balance  while  allowing  tt'ie cunent

account  to improve.  In East  Asia,  liowever,  any  de-

inand-stimulating  effects  of  cunency  depreciation,

working  tlirougli  tlie  relative  price  of-tradeables,  were

completely  swamped  by tlie  negative  balance-slieet

effects  oft)ie  large  cunency  depreciation.  Tliis  nega-

tive  effect  was  not taken  into  account  in tlie  Fui'idas

prograinn'ies,  per)iaps  because  tlie  extent  of  tlie  de-

preciation  was not anticipated.  Tlie  initially  tiglit

fiscal  targets  were  of  course  loosened  veiy  considei'-

ably  wlien  it becaine  evident  tliat  tiie  econon'iies  were

undergoing  an exceptionally  s)iarp  ecoi'iomic  contrac-

tion  (see table  l ). Nevenlieless,  t)ie initial  tiglitness

calls  into  question  tlie  appropriateness  oftlie  macr-

oeconoinic  policy  design.
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Tlie  Fund  also  relied  lieavily  on interest  rate

policy  in its East  Asian  progran'unes,  and again  in

Brazil,  but  t)iis  policy  failed  to prevent  an exchange

rate collapse  in all tliese  cases  while  imposing  se-

vere  economic  costs  in t)ie  sliort  nin.  T)ie  World  Bank

( i999)  has implicitly  criticized  tlie  Fund's  approach

by arguing  tliat  tlie  en'ipirical  evidence  that  high  in-

terest  rates  help  restrain  currency  depreciation  is

inconclusive,  w)iereas  tliere  is strong  evidence  that

tliey  damage  economic  growth.  The  limitations  of

interest  rate  policy  in handling  a currency  crisis  origi-

nating  from  the  capital  account  certainly  need  to be

studied  carefully,  especially  because  the financial

coinmunity  tends  to regard  liigli  interest  rates  as an

essential  element  in any  stabilization  package.

One  can be reasonably  certain  that  high  inter-

est rates will  succeed  in reducing  pressure  on the

currency  when  t)iis  pressure  arises  from  a widening

of  t)ie  current  account  deficit  in a situation  of  excess

aggregate  deinand.  In sucli  a situation  high  interest

rates  lielp  to reduce  aggregate  demand,  which  auto-

matically  moderates  tl'ie pressure  on tlie  exchange

rate. However,  wliere  exc)iange  rate  depreciation  is

being  driven  by  capital  outflows,  liiglier  interest  rates

are presumably  expected  to lielp  by  increasing  the

retuni  Oil  domestic  assets  and  encouraging  an inflow

of  capital.  Tliis  relationsliip  may  not  work  quite  as

expected.  Tlie  interest  rate  level  needed  to offset  tlie

perception  of  an innninent  depreciation  is very  liigl'i

aim such  )iig)'i  rates,  if  maintained  for  any lengtl'i  of

tiine,  can depress  tlie  real  economy.  Stiglitz  and

Fui'inai'i  (1998)  point  out  tliat  if  tlie  disruptive  effect

of  raising  interest  rates  on tlie  real  econoiny  leads  to

a sufficient  increase  in t)ie  default  risk  it could  theo-

retically  counter  tlie  incentive  effect  of  liigli  interest

rates  oll  capital  flows  and  t)ius  actually  worsen  tlie

situation.  East Asia  was  panicularly  vulnerable  to

tlie negative  effects  of  liigh  interest  rates  because

corp*irations  were  )iig)ily  leveraged  and  commercial

banks  were  also  extensively  exposed  to tlie  property

sector  against  collateral  of  real  estate,  tlie  value  of

w)iicli  is liiglily  sensitive  to interest  rates.

Critics  of  tl'ie Fund  liave  argued  t)iat  lower  in-

terest  rates  would  liave  avoided  some  t-mancial

distress  witliout  necessarily  worsening  tlie  extent  of

excliange  rate depreciation,  and miglit  even  liave

lielped  acliieve  an earlier  recovery  because  tlie  real

economy  would  )iave  perfonned  better,  encouraging

an earlier  retun'i  of  confidence.  Fund  spokesi'iien  point

io tlie  gradual  recovery  in excliange  rates  w)iic)i  )ias

since  taken  place  in t)ie  Republic  ofKorea  and  Thailand,

witli  a parallel  decline  in interest  rates  in those  COLlll-

li-ies,  as evidence  tiiat  tlie  policy  was  basically  sound

though  painful  in tlie  short  run!"  This  is clearly  an

area  where  further  research  is necessary.

III.  The  new  financial  architecture:

some  key  elements

Tlie  new  type  of  crisis  witnessed  in the l 990s

has important  implications  for  tlie  functioning  of  the

Fund  and  the Bank  in the  future.  These  institutions

had  evolved  mechanisn'is  for  cooperating  in handling

the  older  types  of  payments  problems,  but  tlie  crises

of  the 1990s  pose  new  challenges  and  possibly  also

call  for  somewhat  different  policy  responses.  In  tliis

section  we  focus  on some  of  the  key  elements  cur-

rently  being  discussed  in the context  of  tlie  new

international  financial  architecture  to help  deal  wit)i

tliese  problems.  T)iese  are:

Strengtliening  tlie  financial  sector  in develop-

ing  countries;

Improving  bilateral  and  n'iultilateral  surveil-

lance;

Making  tlie  Fund  a genuine  lender  of  last re-

sort;

Introducing  mechanisms  for  orderly  negotia-

tions  with  private  creditors;

Managing  tlie  social  consequences  of  crisis;

Creating  an internationally  agreed  regime  for

restrictions  on the capital  account.

The  future  role  of  tlie  IMF  and  the  World  Bank

sliould  be defined  in the  liglit  of  decisions  made  on

tliese  issues.

A. Strengthening the financial  sector

Tlie  most  con'imonly  discussed  lesson  from  East

Asia  is tliat  it is necessary  to strengtlien  tlie  financial

sector  in developing  countries,  especially  for  coun-

tries  integrating  witli  inteniational  financial  inarkets.

T)iis  is ultin'iately  a process  of  institutional  develop-

ment  wliic)i  can be ac)iieved  only  over  several  years,

but  tl'ie first  step is to improve  t)ie  regulatory  fi'ame-

work  goveniing  various  pans  oftlie  financial  sector.

The  discussions  on t)ie new  t-mancial  arcliitecture

liave  outlined  t)'ie action  needed  on several  fronts.

Refonns  in tl'ie banking  system  must  obviously  liave

top priority,  given  tlie  special  importance  of  banks

in t)ie financial  systein.  Tliis  calls  for  improvement

in tlie  prudential  nonns  and  standards  applied  to COnl-
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inercial  banks  and  also  in the supervisory  systen'i  for

inonitoring  and ei'iforcing  them.  Regulatory  reform

is also  needed  in tlie  operation  of  securities  markets

and tlie  functioning  of  tlie  insurance  sector.  These

refonns  need  to be underpinned  by reforin  of  the

substructure.  Accounting  practices  and standards

need  to be upgraded  in most  developing  countries  as

an essential  precondition  for  improving  the  allocative

efficiency  of  botli  the  banking  system  and  the  capi-

tal  market.  Also,  experience  in East  Asia  has shown

tliat  domestic  bankniptcy  laws  are often  inadequate

for  private  creditors  and  domestic  banks  wishing  to

take  legal  action  to recover  loans.  Finally,  improve-

ments  in corporate  governance  are also  needed.

It is also  recognized  that  the  need  for  reforms  is

not  limited  to developing  countries  and  that  improve-

ments  are needed  as well  in financial  markets  in

industrialized  countries.  The  international  operations

of  institutions  such  as hedge  funds  and  other  invest-

ment  institutions  operating  from  offshore  banking

systems  are inadequately  regulated  at present.

Leveraged  trading  in  particular  needs  better  regula-

tion,  at least  in terms  of  disclosure,  so tliat  lending

institutions  can be better  inforined  about  the risks

involved.'5  Some  features  of  bank  regulation  in in-

dustrialized  countries  actually  encourage  shoit-term

flows  to developing  countries  by  ascribing  lower  risk

weights  to sliort-terni  loans,  thus  creating  a regula-

tory  incentive  for  short-run  lending  wliich  increases

tlie  potential  volatility  of  flows  to developing  coun-

trtes.

Tlie  broad  coverage  of  the refornis  needed  for

tlie  new  financial  arcliitecture  reflects  the fact  tliat

fmancial  markets  are  liiglily  ii'iterconnected  and  regu-

lation  of  one segment  of  tlie  n'iarket  will  not  serve

tlie  purpose.  It is necessary  to take  an integrated  view

of  tlie  functioning  of  tlie  international  financial  sys-

tem and all its sub-sectors  instead  of  tlie present

segmented  approach  in wliich  regulatory  issues  re-

lating  to individual  sectors  are discussed  in separate

organizations,  e.g. banking  issues  are discussed  in

tlie  Basle  Coininittee  wliile  issues  related  to t)ie  func-

tioning  oftlie  securities  markets  are discussed  in tlie

International  Organization  of  Securities  Connnis-
sions  (10SCO).

Tlie  United  Naticins  Conunittee  cin Develop-

inent  Planning  suggested  tlie  creation  of  a World

Financial  Organization  as a soit  ofsuprai'iational  body

exei-cising  supervisory  powers  ovei-  tlie  financial  sec-

tor  as a w)iole."'  Tlie  G-7  countries  liave  opted  for  a

inore  mocfest  altemative  olabringing  togetl'ier  national

authorities  oftlie  G-7  countries  and tlie  inajcii-  infer-

national  institutions  and other  concerned  interna-

tional  bodies  in a Financial  Stability  Forum  wliicli

will  act as a consultative  group  rather  tlian  a supra-

national  supervisor.  The  forum  consists  of  two

representatives  from  the IMF,  the World  Bank,  tlie

Basle  Committee,  the  Bank  for  International  Settle-

ments  (BIS),  IOSCO  and  the Interiiational  Association

of  Insurance  Supervisors  (IAIS)  respectively,  and

three  representatives  from  each  of  the  G-7  countries.

The  33-member  fonim  will  be chaired  by tlie  Gen-

eral  Manager  of  the BIS  for  a three-year  period  and

will  be serviced  by a small  secretariat  based  in tlie

BIS.  No  developing  countries  are included  in tlie

forum  at present,  altliough  it lias  been  reported  tliat

it may  be expanded  to include  some  emerging  mar-

ket  countries  "at  a later  stage".  Inclusion  of  major

developing  countries  in this  forum  is surely  essei'i-

tial  to ensure  even  a minimal  degree  of  participation

and  representation.

It is important  to recognize  tliat  there  are prac-

tical  problems  in establishing  intemational  regulatoiy

standards  for  various  parts  of  the financial  sector.  It

is xiecessary  to distinguisli  between  tl'iose  areas  wliere

standards  already  exist,  wliid"i  have  gained  wide  ac-

ceptability  among  industrialized  countries,  and  otlier

areas  where  tliis  }ias yet  to be acliieved.  Examples  of

the fonner  are tlie  standards  relating  to prudential

norins  and  supervision  of  banks  evolved  by  tlie  Basle

Conunittee,  the standards  relating  to tlie  opei-ation

of  securities  markets  evolved  by IOSCO  and stand-

ards  for  regulating  insurance  evolved  by [AIS.

Considerable  lioinogenization  of  standards  lias  taken

place  across  industrialized  countries,  but there  are

important  differences.  Prudential  standards  applied

in the  Japanese  banking  systein,  for  example,  did  not

fully  n'ieet  intemational  expectations.

A practical  problem  in applying  inteniational

standards  of  financial  regulation  to developing  coan-

tries  is t)iat  t)iese  staimards  i'iiay  requii-e  soine

modifications  to take  account  of  developing  counti'y

characteristics.  For  example,  tlie  Basle  Cominittee

standards  for  pi-udential  nonns  and supei'vision  ofa

coininercial  banks  were  designed  foi- banks  operat-

ing in industrialized  countries  witli  fully  developed

financial  markets  and very  ef'ficient  legal  systeins,

and  could  pose  prcibleins  ifapplied  in countries  wliicli

do not liave  siinilar  well-developed  financial  inar-

kets.  For  exainple,  mark-to-inarket  practices  f"oi-

valuing  securities  can present  problems  wlien  secu-

rities  n'iai-kets  are illiquid.  Similar  pi-oblems  will  arise

in otlier  areas  wliei-e  standards  already  exist,  sucli  as

in t)ie operation  of  securities  inarkets  and in in-

surance.  Tlie  existing  standard-setting  bociies  arc
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dominated  by industrialized  countries  and are not

likely  to  identify  modifications  of  international  stand-

ards  for  developing  countries.  There  is an area  wliere

the Fund  and  the Bank  could  play  a useful  role  by

defining  modifications  appropriate  for  developing

countries  and  also  by  determining  phased  transition

paths  for  achieving  full  compliance  with  intemational

standards.  Transition  patlis  defined  by  tlie  Fund  and

the Bank  are  more  likely  to acquire  international  re-

spectability  and  will  provide  developing  countries

with  operational  guidance  in moving  to higlier

standards.  Progress  by  individual  countries  could  be

i'noi'iitored  by the Fund  in the course  of  bilateral

surveillance.  In addition,  the  Fund  and  the  Bank  could

offer  teclinical  assistance  to countries  needing  such

assistance  to achieve  compliance  in individual  areas.

Establishing  common  standards  in some  of  the

otber  areas  will  be much  more  difficult.  Account-

ancy  standards,  for  example,  are  much  stricter  in the

United  States  than  in Europe  and  although  the  Inter-

national  Accounting  Standards  Committee  is working

to evolve  common  standards,  it is not  clear  wliether

the United  States  would  accept  any  dilution  of  the

Generally  Accepted  Accounting  Principles.  Corpo-

rate  goveriiance  is a relatively  new  concern  even  in

industrialized  countries  and there  are considerable

differences  in corporate  governance  practices,

depending  on whetliertlie  country  follows  the  Anglo-

Saxcin  inodel,  tlie  Gennan  model  or the Japanese

model.  T)ie  OECD  is currently  working  on an inter-

national  standard  for  corporate  governance,  but  it is

unlikely  to go muc)i  beyond  stating  some  veiy  broad

principles,  the  practical  application  of  which  would

be very  different  in different  countries.  Common

standards  for  bankruptcy  laws  are perhaps  furthest

in t)ie future.  Here  again,  practice  varies  consider-

ably  across  industrialized  countries,  with  the  balance

between  debtor  and creditor  interest  being  struck

differently  froin  countiy  to country.

To  sunmiarize,  the  effort  to upgrade  regulatory

and  supervisoiy  systen'is  in different  parts  of  tlie  fi-

nancial  system  in developing  countries  will  certainly

increase  the transparency  of, and flow  of  infonna-

tion  fron'i,  emerging  country  markets,  and  tliis  s)iould

lielp  t-niai'icial  inarkets  to function  more  effectively

vis-a-vis  t)iese  countries.  However,  some  caveats  are

iinportant.  First,  tlie  introduction  of  regulatoiy  struc-

tui-es  is no guarantee  against  a financial  crisis  -  tliere

are numerous  exainples  of-crises  occuiring  in regu-

lated  financial  markets  in developed  countries.  Tlie

effectiveness  of  regulation  depends  on liow  tlie  sys-

tein  is iinplemented  in practice,  and tiiis  depends

t'ieavily  on tlie  quality  ofsupervision.  It will  take  sev-

eral  years  for  supervisory  institutions  in developing

countries  to build  tlie  supervisory  skills  needed.  An-

otlier  caveat  relates  to  the  nature  of  regulation  itself.

There  is a growing  body  of  opinion  tliat  tlie  focus  of

supervision  in banking  should  move  away  from  en-

forcei'nent  of  standard  nonns  relating  to capital

adequacy,  asset  classification  by risk  category,  pro-

visioning  etc. to a comprehensive  assessment  of  the

risk  management  system  in eacli  bank.  Supervision

would  then  focus  on assessing  the adequacy  of  the

risk  management  systen'i  in each  bank  and  checking

whether  tlie  system  is actually  being  followed.  It is

obviously  impossible  to define  common  international

standards  in this  type  of  approach.  Nor  would  it be

appropriate  for  developing  countries  to be judged  by

adherence  to traditional  mechanical  nonns  wliile  in-

dustrialized  country  institutions  switch  to more

sophisticated  systems  of  risk  assessment,  whicli  give

their  financial  institutions  much  greater  flexibility.

All  this  underscores  the  fact  that  conventional

wisdom  on  financial  regulation  is itself  evolving  and

it is important  for  the  developing  country  constraints

and  perspectives  to be taken  into  account  in evolv-

ing  standards  in future.  The  expansion  of  the Financial

Stability  Forum  to include  developing  countries  and

tlie  role  of  tlie  Fund  and  the  Bai'ik  as spokesmen  for

the developing  countries  are particularly  important

in tliis  context.

B.  Improvedsurveillatice

Surveillance  is a core  activity  of  tlie  Fund,  whicl'i

conducts  bilateral  surveillance  of  individual  coun-

tries  tl'irough  its annual  Article  IV  consultations  and

multilateral  surveillance  through  periodic  reviews  of

tbe international  economic  situation  in t)ie fonn  of

tlie  WorldEconoinic  Outlook.  Bot)itypes  of  surveil-

lance  need  to be strengtl'iened  so that  vulnerabilities

are identified  at an earlier  stage  in future.

Bilateral  surveillance  needs  to be strengtliened

to address  tlie  various  infonnation  deficiencies  wliicli

contribute  to instability  in financial  markets  facing

developing  countries.  Timely  availability  of  infor-

mation  and  transparency  are critical  in tliis  context.

Tlie  establislunent  of  the IMF's  Special  Data  Dis-

semination  Standard  in 1996  is an important  advance.

For  its pait,  tlie  Fund  has published  a Code  ofGood

Practices  on Fiscal  Transparency  and is cunently

working  on a Code  of  Conduct  on Monetai-y  and Fi-

nancial  Policy.  Implementation  of  tliese  codes  will

lielp  present  a muc}i  n'iore  reliable  picture  of  tlie  fis-
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cal  and  monetary  conditions  in  member  countries  on

a comparable  basis.

Particular  attention  will  have  to be paid  to fi-

nancial  sector  weaknesses,  especially  in  developing

countries  which  are more  integrated  with  global  fi-

nancial  markets.  Since  both  the  Fund  and  the  Bank

are  actively  involved  in  work  on  the  financial  sector

there  is scope  for  greater  cooperation  between  the

two,  and  we  will  return  to this  subject  in  section  IV.

However,  effective  surveillance  requires  the  Fund  to

cooperate  not  only  with  the  World  Bank  but  also  with

other  important  players,  including  in  particular  BIS

and  IOSCO.  The  recently  establislied  Financial  Sta-

bility  Forum  will  help  the  Fund  in  this  context.

In the  past,  surveillance  was  designed  prima-

rily  to keep  the  Fund  and  member  governments

informed  of  developments  in individual  countries.

In future  it must  play  a much  larger  role  in feeding

infomiation  to financial  markets  to improve  market

efficiency.  This  raises  problems  because  of  the  con-

straints  of  confidentiality  associated  with  Article  IV

consultations.  Tlie  Fund  has  recently  introduced  the

practice  of  releasing  Public  Infonnation  Notices

(PINs)  summarizing  tlie  outcome  of  Board  discus-

sions  of  Article  IV  consultation  reports,  where  the

country  under  review  requests  such  release.  This  is

clearly  a step  in  the  right  direction.  However,  out  of

138  Article  IV  consultations  concluded  in 1997/98

countries  chose  to have  PINs  released  in only  77

cases,  a fact  whicli  indicates  tliat  many  countries  wish

to retain  confidentiality.  Tliis  may  be  partly  because

countries  wliich  do  not  have  and  are  not  seeking  sub-

stantial  access  to international  financial  markets  do

not  see any  advantage  in releasing  PINs.  However,

countries  seeking  access  to financial  markets  are

likely  to take  a different  stand  and  in any  case  will

be  pus)ied  towards  greater  disclosure  by  market  pres-

sure.

If  surveillance  is expected  to  improve  tlie  func-

tioning  of  financial  markets  it must  also  pay  greater

attention  to market  perceptions  t)ian  is done  at

present.  It is not  easy  for  t)ie  Fund  to incorporate

market  perceptions  in forinal  surveillance  activity

since  governments  can  always  downplay  suc)'i  assess-

ments  as being  subjective.  But  greater  use  of  market

sources  can  often  add  useful  information.  For  exam-

ple,  tlie  build-up  of  non-perfot'n'iing  assets  in some

of  t)ie  East  Asian  banking  systen'is  was  not  docu-

mented  in  official  circles  but  was  definitely  suspected

by  n'iarket  circles,  wliic)i  routinely  discounted  tlie  low

officially  reported  figures  (Kliatkliate  and  Dalla,

1995).

Multilateral  surveillance  also  needs  to be in'i-

proved.  It  must  focus  more  sharply  on  developments

which  could  add  to instability  in the  external  envi-

ronment  facing  developing  countries.  The  impact  of

industrialized  countries'  policies  on  developing  coun-

tries  through  their  impact  on world  trade  lias  been

the focus  of  attention  for  some  time.  Their  impact

on  capital  flows  to developing  countries  is equally

important.  For  example,  low  interest  rates  in indus-

trialized  countries  created  conditions  which  favoured

a heavy  flow  of  capital  to developing  countries  and

also  made  them  vulnerable  to a reversal,  but  this

vulnerability  was  not  sufficiently  highlighted  in  mul-

tilateral  surveillance.  Tliese  linkages  need  more

attention  in  future.  Multilateral  surveillance  does  not

of  course  imply  an ability  to achieve  policy  correc-

tion.  The  Fund  has  not  played  a significant  role  in

policy  coordination  among  the  G-7  countries  in tl'ie

past  and  this  situation  is unlikely  to  cl'iange.'7How-

ever,  it  could  tiy  to  become  a more  vocal  spokesman

for  developing  countries,  which  are  not  represented

in  G-7  deliberations  at all,  and  yet  are  liiglily  vulner-

able  to G-7  policy  decisions.

The  Bank  can  play  an independent  supplemen-

taiy  role  in  multilateral  surveillance  by  liigliligl'iting

longer-term  problems  of  particular  interest  to de-

veloping  countries.  Tlie  recent  practice  of  issuing  an

anual  publication  on  global  economic  prospects  for

developing  countries  is a useful  step  in tliis  direc-

tion;  it is not  necessary  to acliieve  close  coordina-

tion  between  tliis  publication  and  tlie  Woi'ldEcoiroinic

Outlook.  Differences  in  perspective  between  tlie  Fund

and  tl'ie Bank  can  legitimately  exist  in view  of  tlie

Bank's  special  focus  on development  issues,  and

transparency  requires  tl'iat  tliese  differences  be fully

aired.

C. The Fund  as lender of  last resort

A major  issue  in tl'ie discussions  On tlie  new

financial  architecture  is wlietlier  there  sliould  be an

international  lender  of  last  resoit  to deal  wit)i  situa-

tions  where  otlierwise  well-managed  economies  are

liit  by  panic  outflows  of  capital.  Tlie  analogy  is drawn

wit)i  tlie  domestic  banking  systen'i,  w)'iere  tlie  central

bank  acts  as a lender  of  last  resoit  tci prevent  a sol-

vent  bank  from  falling  victim  to a run  on deposits.

Since countries witli  open capital accounts are l)o-
tentially  vulnerable  in t)ie  same  way  to a loss  cif

confidence  w)iicli  may  not  reflect  any  weakness  in

fundan'ientals,  it is argued  tliat  tlie  new  financial  ar-

cliitecture  sliould  include  an interiiational  lender  of
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last  resort  to help  countries  deal  with  such  situations.

There  are several  practical  problems  which  have  to

be resolved  before  this  idea  can  be put  into  practice.

One  set of  problems  relates  to the availability

of  resources  on the  scale  required.  The  Supplemen-

tal Reserve  Facility  (SRF)  introduced  by  the  Fund  in

December  1997,  is an important  new  instrument

which  allows  the  Fund  to provide  short-term  finance

without  limit  in  the  event  of  exceptional  balance-of-

payments  difficulties  attributable  to a sudden  and

disniptive  loss  ofmarket  confidence.'8However,  the

Fund's  total  resources  are not  sufficient,  even  affer

the  implementation  of  the  last  quota  increase  and  the

activation  of  the New  Arrangements  to Borrow

(NAB),  to enable  it to meet  all  the financing  needs

that  could  arise  in tliis  context.  Keynes'  original  vi-

sion  of  a Fund  empowered  to  create  its  own  liquidity

witliout  limit  is too  radical  to be accepted.  A less

radical  but  feasible  alternative  would  be to amend

the Articles  to allow  the  Fund  to issue  SDRs  to itself

for  use in lender-of-last-resort  operations,  subject  to

a cumulative  limit  on the  total  volume  of  SDRs  that

could  be created  by  the  Fund  for  this  purpose.  The

limit  could  be determined  by  an 85 per  cent  major-

ity,  as is the case for  a general  allocation  of  SDRs.

Witliin  this  limit  the  Fund  should  be empowered  to

issue  SDRs  to itself  to finance  lender-of-last-resort

operations  approved  by  the  Board.  SDRs  created  for

this  purpose  should  be extinguished  on repurchase

by  t)ie  borrowing  countiy,  to be reactivated  again  only

in similar  circumstances.  This  arrangement  has sev-

eral  advantages.  It would  not  amount  to a permanent

increase  in unconditional  liquidity  as in the  case  of  a

general  allocation  of  SDRs.  The  additional  liquidity

would  be activated  only  in the  context  of  lender-of-

last-resort  programmes  and  would  be linked  with

appropriate  conditionality  and subject  to majority

support  in the  Board,  which  in  practice  requires  sub-

stantial  support  from  the  G-7  countries.  The  liquidity

created  would  be only  for  the  duration  of  the crisis

since  t)'ie SDRs  would  be extinguished  on  repurchase.

In the  absence  of  such  an arrangement,  the  only

alternative  is the one proposed  by Fischer  (1999),

wlio  argues  t)iat  while  an interi'iational  lender  of  last

resort  is definitely  needed  it is not  necessaiy  that  it

must  be able  to create  its own  liquidity.  That  func-

tion  could  be just  as effectively  performed  by the

Fund  "arranging"  finance  from  different  sources.  Tlie

credibility  of  this  alternative  obviously  depends  on

the ability  of  the Fund  to mobilize  resources  on a

sufficient  scale  when  needed.  The  East  Asian  expe-

rience  is not  encouraging  in this  context.  The  Fund

was  able  to mobilize  a total  of  $117  billion  for  Indo-

nesia,  the Republic  of  Korea  and  Tliailand,  consist-

ing  of  its own  resources  and  contributions  from  the

World  Bank  and  the Asian  Development  Bank  and

from  bilateral  sources  (see table  2). However,  the

bilateral  contributions  for  Indonesia  and  the Repub-

lic of  Korea,  which  were  almost  half  of  the total

package  for  these  countries,  were  only  a "second

stage  back-up"  with  considerable  uncertainty  about

the circumstances  under  which  they  would  become

available.'9  The  programmes  of  Indonesia  and  the

Republic  of  Korea  were  clearly  inferior  to the  Mexi-

can  programme  in 1995,  in which  there  was  a large

bilateral  United  States  contribution  ($21 billion).  If
the  bilateral  contributions  for  Indonesia  and  the Re-

public  of  Korea  are excluded,  the total  volume  of

resources  mobilized  for  East  Asia  was  only  $76  bil-

lion  compared  with  $ 49 billion  for  Mexico,  wliereas

a comparable  figure  for  the three  East  Asian  coun-

tries,  using  GDP  as the  scaling  factor,  would  be close

to $200  billion!  The  inadequacy  of  the  financing  pro-
vided  in East  Asia  has been  identified  by  the  World

Bank  (1999)  as one  of  the  reasons  why  the  Fund  pro-

grammes  did  not  succeed  in  stabilizing  the  situation

in the  initial  stages.2o

We also  need  to consider  whether  it is desir-

able  to draw  on the  resources  of  the  World  Bank  and

the  relevant  regional  development  bank  to meet  the

needs  of  crisis  financing.  This  may  have  been  una-

voidable  in the East  Asian  case because  there  was

no other  source  from  which  resources  could  have

been  mobilized,  but  the discussions  on the new  fi-
nancial  architecture  should  consider  whetlier  this  is

an ideal  arrangement.  As  pointed  out  earlier,  the fi-

nancing  needed  to deal  with  crises  of  confidence  is

quite  different  from  that  normally  provided  by  mul-

tilateral  development  banks,  and  this  would  suggest

that  the appropriate  longer-term  response  is to

strengthen  tlie  capacity  of  the Fund  to meet  all  the

requirements.  Direct  involvement  of  the  World  Bank

and  the  relevant  regional  development  bank  in crisis

lending  operations  only  distracts  these  organizations

from  theirprimaiy  function,  whicl'i  is to provide  long-

terin  development  finance,  a distraction  which  is

particularly  undesirable  in an environinent  wliere  tlie

flow  of  such  lending  has been  declining  in real  tern'is

over  the  past  decade.  The  Bank  should  of  course  be

free  to negotiate  adjustment  lending  separately  for

crisis-hit  countries,  and such  lending  may  well  be

needed  as part  of  stnictural  reforms  in the  post-crisis

phase,  but  this  should  be a separate  activity  with  no

compulsion  to complete  the process  in time  to in-

clude  resources  as part  ofthe  total  financing  package.

Structural  adjustment  lending  requires  time  in order

to design  an appropriate  policy  'framework,  and  this
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Table  2

COMPOSITION  OF  RECENT  RESCUE  PACKAGES"

Brazil,  1998

Indonesia,  1997

Mexico,  1995

Republic  of  Korea,  1997

Russian  Federation,  1998d

Thailand,  1997

($ billion)

IMF
World
Bank

10 0

Regional
dev. bank  Bilateral

4.2

1 .2

14.5"

21.1

31.1'

23.1

1.5

10.5

Tota[

Source:
a The rescue packages for each country represent resources available  over different  periods for each case.
b Fnmi industrial  countries,  including  direct assistance froin Japan and from others through BIS.
c Comprises  $20 billion  from the United States, $1. l billion  from Canada and a $10 billion  credit line froin the BIS.
d Conditional  commitments  to the end ofl999.  Of  these, $1.5 billion  shown under =bilateral= consists of  Japanese support

cri-financing  the World Bank.

process  should  not  be hurried  to fit  within  the  time-

frame  in which  a crisis  management  package  has to

be finalized.

These  considerations  suggest  tliatthere  is a need

to strengthen  the  Fund's  ability  to provide  finance  in

crisis  situations.  One  way  of  doing  this  is through  a

greater  expansion  of  quotas.  Industrialized  countries

have  been  reluctant  to agree  to large  quota  increases

in the  past  on tlie  ground  that  sucli  increases  are not

necessary  because  creditworthy  countries  have  am-

ple access  to liquidity  under  nonnal  conditions  in

global  capital  markets.  However,  crises  originating

in the  capital  account  exemplify  cases  of  market  fail-

ure and  since  these  cases  can  n'iultiply  rapidly  because

of  contagion,  tliere  inay  be a need  for  Fund  finai'ic-

ing  on a large  scale  in sucli  situations.  It can still  be

argued  t)"iat a large  increase  in Fund  quotas  is not  t)ie

best  way  of  empowering  tlie  Fund  to deal  witli  crisis

situations  since  quotas  increase  the general  finai'ic-

ing  capability  of  t)ie  Fund.  Tliis  concet'n  can be met

by giving  t)ie Fund  access  to special  borrowing

facilities  ayailable OIIIY for lender-of-last-resort
progrannnes.  Tlie  General  Arrangements  to Borrow

(GAB)  and t)ie NAB  provide  suc)i  backup,  but tlie

availability  of  tliese  resources  is subject  to tlie  spe-

cific  consent  of  tlie  contributing  countries  for  each

call,  in effect  giving  each  contributing  country  a veto

on t)ie use of  its resources  for  eac)i  panicular  pur-

pose.  What  is needed  are  pre-arranged  lines  of  credit

from  the  major  central  bai'iks,  which  could  be coordi-

nated  through  tl'ie BIS  and  be available  automatically

for  use by tlie  Fund  in lender-of-last-reson  pro-

grammes  approved  by  the Fund's  Board.  The  major

developing  countries,  which  are  members  of  the BIS,

could  join  in contributing  to these  lines  of  credit  Oil

an appropriate-burden  sliaring  basis.  If  becomes  nec-

essary  to access  resources  from  tlie  World  Bank  or

the relevant  regional  development  bank,  this  s)iould

be in the form  of  bridge  finance  to tlie  Fund,  wliic]i

can be repaid  by  the Fund  in a short  time.

The  conditionality  to be attacl'ied  to last-resoit

financing  also  poses  fonnidable  problems.  One  view

is that  sucli  a facility  must  be very  different  from  tlie

present  arrangeinent  wliereby  countries  negotiate

progrannnes  with  the Fund  after  a crisis  lias arisen

and access  to resources  tlierefore  depends  on tlie

outcome  of  negotiations  undertaken  in situations

wl'iere  t)ie country  is in a weak  position  and can be

pressured  into  accepting  ui'inecessarily  tougli  condi-

tionality.2'  Since  central  banks  acting  as lenders  of'

last reson  lend  freely  (i.e.  in large  ainounts)  to scilvent

banks  facing  liquidity  problems,  witli  no conditicins

except  a penal  interest  rate,  it is sometimes  argued

t)iat  countries  facing  panic  outtlows  sliould  liave  siini-

far  access  to large  yolumes  of  i-mance  to calin  mai-kets

witliout  )iaving  to negotiate  on conditionality  at tliat
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time  (see, for  example,  Griffitli-Jones,  1999).  Tliis

ignores  tlie  fact  that  central  banks  provide  last-re-

sort financing  only  to banks  which  face  liquidity

problems  but  are otherwise  solvent  and  that  central

banks  are particularly  well  placed  to judge  the sol-

vency  of  banks  in distress  because  of  intensive

supervision.  The  existence  of  supervision  reduces  tlie

moral  liazard  that  could  otherwise  arise  with  last-

resort  financing.  Since  similar  intrusive  supervision

does  not  exist  for  countries,  automatic  extension  of

low-conditionality  financing  would  attract  the  charge

of  moral  liazard.  Conditionality  in tl'iis  situation  be-

comes  the  only  basis  for  ensuring  solvency.

One  way  out  of  t)ie dilemma  would  be estab-

lisli  a precautionary  or contingency  financing

ai'rangement  under  wliich  a country  could  pre-qualify

for  future  assistance  by  con'iplying  with  performance

conditions  agreed  witli  tlie  Fund  before  there  is any

crisis,  in excl"iange  for  which  it would  obtain  assured

access  to sliort-term  financing  on a large  scale  in  the

event  of  a crisis.  T)ie  knowledge  that  such  an anange-

ment  is in place  can be expected  to calm  markets

and  reduce  tlie  likeliliood  of  a panic-induced  crisis.

A proposal  of  t)iis  type  was  considered  by  the IMF

at t)ie  time  of  tlie  Mexican  crisis  but  was  not  found

practical.  It is being  considered  again  in the  wake  of

tlie  East  Asian  crisis.  T}iere  is considerable  support

for  sucli  an arrangement,  but  designing  a precaution-

ary  facility  poses  several  problems.

Tlie  major  difficulty  wit]i  a contingency  financ-

ing  facility  is tliat  perfot'mance  criteria  thought  to be

appropriate  prior  to a crisis  cannot  continue  to be

tlie  only  performance  requirements  if  a crisis  does

occur.  Tliis  is because  crises  rarely  take  tl'ie forin  of

a purely  inational  panic  arising  in an otherwise  com-

plete)y  normal  situation.  W)iat  is mucli  more  likely

is tliat  countries  face  a crisis  because  tliey  are sud-

denly  perceived  to )iave  become  vulnerable  because

or  some  adverse  extemal  or intemal  development,

or because  of  belated  recognition  of  a weakness

wliic)'i  existed  earlier  but  was  not  known  to t)ie  mar-

ket. In sucli  situations  tliere  is a need  for  some

adjustment  in policy  to reflect  the new  developn'ient.22

A paitial  solution  lies  in treating  pre-qualification  as

a basis  for  releasing  at least a first  tranche  of  tl'ie

ciisis  package,  wit)i  relatively  minimal  conditionality,

wliile  simultaneously  initiating  negotiations  to de-

terinine  appropriate  conditionality  for  additional

suppoit.  Sucli  an arrangement  could  iielp  to stabilize

markets  if  pre-qualif-ication  is seen to increase  tiie

probability  that  Fund  resources  will  be inade  avail-

able  in tlie  event  of  a crisis.2'

Pre-qualification  could  also  pose  some  difficult

problems  in  the  pre-crisis  period.  Any  departure  fron'i

agreed  performance  criteria  would  either  require

pron'ipt  corrective  action  or withdrawal  of  cover.

Since  the  effectiveness  of  the  pre-qualification  safety

net depends  upon  its availability  being  publicly

known,  any  witlidrawal  of  cover  would  also  liave  to

be made  public,  and  this  could  generate  controversy

because  the  witlidrawal  of  cover  could  itself  precipi-

tate  a loss  of  confidence.  Performance  requiren'ients

in the  pre-crisis  period  could  also  cliange  as a result

of  a change  in external  circumstances  whic]'i  in the

view  of  the Fund  might  warrant  intensification  of

policy  parameters  for  continued  eligibility  for  cover.

If  tlie  required  cl'iange  in tliose  parameters  is not  ac-

cepted  by  the  country,  the  Fund  mayhave  to withdraw

cover,  which  again  is bound  to attract  controversy.

D.  Orderly  debt  restructuririg

A lacuna  in the  existing  system,  which  n'iakes

it difficult  to handle  crises  of  confidence,  is that  credi-

tors  liave  an incentive  to exit  at tlie  first  sign  oftrouble

in tlie  hope  of  escaping  before  tlie  crisis  gets  out  of

liand,  which  in turn  intensifies  the  crisis.  It is argued

that  the system  would  be more  stable  if  countries

facing  panic  outflows  could  liave  recourse  to an in-

ternationally  sanctioned  inedianism  for  invoking  a

temporaiy  standstill  during  wl'iic)i  the goveriiment

could  initiate  discussions  with  major  private  credi-

tors,  infotm  them  of  measures  being  taken  to deal

with  tlie  crisis  and,  where  relevant,  of  tlie  extent  of

Fund  support  available,  and negotiate  a restructur-

ing  of  payment  obligations  so that  the  country  could

meet  them  without  a disruptive  depreciation  of  tlie

cunency.24  Such  an arrangement  would  ensure  that

the burden  of  adjustment  is sliared  more  fairly  be-

tween  lenders  and  the  debtorcountiy  and  would  avoid

tlie  n'ioral  liazard  in tlie  present  system  whereby  Fund

resources  are used  to repay  private  creditors  wlio  get

away  scot  free."s  It could  also  be used  to encourage

xiew private  sector  lending  if  new  flows  could  be

given  seniority  over  pre-crisis  debt,  tlius  creating

incentives  to "bail  in"  tlie  private  sector.

Debt  negotiations  wit)i  private  creditors  liave

taken  place  in tlie  past,  but  tliey  liave  liad  no fonnal

legal  sanction  and creditors  iiave  been  teclmically

free  to treat  suspensions  of  payment  as a default.  In

practice,  t)ie  outcome  l'ias depended  upon  the degree

of  support  a country  can  mobilize  from  official  quar-

ters.  In tlie  l 980s  tlie  Managing  Director  of  tlie  Fund

took  t)ie initiative  to persuade  tl"ie New  York  banks
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to provide  a fresh  infusion  of  funds  as a condition

for  Fund  financing  of  debt-burdened  Latin  Ameri-

can countries.  More  recently  in the Republic  of

Korea,  tlie  United  States  Treasury  Secretary  is re-

ported  to liave  intervened  personally  to encourage

t)ie  New  York  banks  to cooperate  in restructuring  the

s)iort-teim  obligations  of  banks  from  the  Republic

of  Korea.  However,  these  cases involve  a higli  de-

gree  of  non-transparency  and  it is doubtful  whether

similar  support  would  be extended  to other  countries,

especially  those  which  do not pose  systemic  risk.

Establishing  an internationally  agreed  procedure

whereby  countries  could  introduce  a temporary  stand-

still  with  IMF  approval,  and perhaps  also  involve

t)ie  IMF  in  the restructuring  negotiations,  would  make

tlie  process  more  transparent  and  even-handed.26

Several  practical  problems  have  to be resolved

before  debt  restructuring  can be implemented.  First,

tliere  is the problem  of  deterinining  which  debts

sliould  be covered  by the standstill  and the subse-

quent  restructuring  negotiations.  Clearly,  trade  credit

sliould  be completely  excluded  to avoid  disruption

in current  payments.  Otlier  debts  can  be categorized

into  (a)  sovereign  debt  owed  to government  or  other

official  sources;  (b)  sovereign  or  semi-sovereign  debt

owed  to private  creditors,  i.e. banks  or  bondliolders;

(c) commercial  bank  debt  owed  to other  banks  or

bondliolders;  and (d) private  sector  debt.  Attempt-

ing  to restructure  debt  in all  tliese  categories  is

impractical  and it is tlierefore  necessary  to focus  on

some  in'iportant  categories.  Sovereign  debt  owed  to

goven'unents  is covered  by  the Paris  Club.  Private

sector  debt  is best  left  to noimal  market  forces  and

bankruptcy  procedures.  Debts  in (a) and (c) above

are perliaps  tlie  most  suitable  for  negotiated  restruc-

turing.  Since  tlie  context  in whicli  the restnicturing

may  be considered  is a crisis  of  confidence,  tlie  fo-

cus  of  tlie  negotiation  must  be on sliort-term  debt  in

tliese  categories.  This  could  be defined  as debt  witli

original  or  residual  inaturity  ofone  yearto  18 montl'is,

leaving  otlier  debts  in these  categories  outside  tlie

restructuiing.  Even  if  debt  restructuring  is limited  to

some  categories,  it is relevant  to consider  wliet)ier

tlie  standstill  provisions  sliould  be applied  to all  cat-

egories  pending  t)ie outcon'ie  of  negotiations.

More  generally,  it is necessary  to consider

wlietlier  the standstill  s)iould  extend  beyond  debt-

related  payments  to cover  otl'ier  capital  outflows  as

well.  It is difficult  to justify  unilaterally  freezing

payments  due  to foreign  creditors  wliile  an open  capi-

tal  account  allows  domestic  capital  to exit  freely  and

intensify  tlie  crisis,  wliic)i  could  lead  to den'iands  for

inore  drastic  debt  restructuring  to ensure  viabi]ity.

Special  problems  arise  where  foreign  residents  hold

bonds  denominated  in domestic  currency.  It is not

practical  to seek  to restructure  repayment  obligations

to foreign  holders  of  domestic  bonds  but  not  to otli-

ers. If  payments  are allowed  in domestic  currency

but  it is sought  to block  repatriation,  this  becomes  a

restriction  on repatriation  of  capital.  Sliould  sucli

repatriation  be restricted  while  otlier  repatriation

(e.g.  by  direct  foreign  investors)  is not?  There  is no

consensus  as yet  on these  issues.

Another  set of  issues  relates  to the practical

problem  of  conducting  negotiations  witli  a large

number  of  creditors.  In  the  Latin  American  debt  cri-

sis ofthe  1980s,  most  of  the  debt  was  sovereign  debt

owed  to a handful  of  commercial  banks  and  it was

easy  to identify  and  negotiate  with  few  major  credi-

tors.  Today,  commercial  bank  debt  is much  less

concentrated  than  it was  earlier,  and so tlie  number

of  commercial  banks  involved  is n'iuch  larger.  Tl'iis

creates  a possible  free-riderproblem  in w)iidi  smaller

banks  liave  an incentive  to act as free-riders,  refus-

ing  to accept  restructuring.  It is not  clear  IIOW tliis

can be eliminated.  The  proportion  of  debt  in tlie  form

of  bonds  has also  increased  substantially,  and it is

impossible  to negotiate  witli  large  numbers  of  bond-

liolders  in the absence  of  legal  provisions  in bond

contracts  providing  for  collective  representation  and

specifying  the extent  of  majority  consent  needed  to

apply  the restructuring  terins  to all  bondliolders.

Perliaps  tlie  most  diff-icult  issue  is tlie  extent  to

wliic)i  the IMF  should  be directly  involved  in pro-

viding  son'ie  sort  of  official  sanction  to tlie  standstill

and  possibly  also  assisting  tlie  country  concerned  in

debt  negotiations.  Involvement  of  tlie  IMF  lias ad-

vantages  because  it would  l'ielp  to evolve  unifonn

practices  wliicli  can  be followed  in all  cases.  It could

also  link  the availability  of  additional  Fund  suppon

to an agreement  on restructuring,  incentivizing  botl'i

tlie  debtor  and the creditor  to come  to a reasonable

agreen'ient,  and  also  ensuring  effective  burden-shar-

ing.  However,  tliere  is resistance  to getting  tlie  IMF

directly  involved  in sanctioning  departures  from  debt

contracts  and in detei'inining  tlie  tenns  ofrenegotia-

tion.

Tl'ie cunent  state  of  tlie  consensus  on debt  re-

structuring  in official  circles  is per)iaps  best reflected

in tlie  repon  of  tlie  G-22  Working  Group  on Finai'i-

cial  Crises.  Tlie  repon  en'ipliasizes  tlie  )iigli  cost  of-

even  a temporary  suspension  of  payments  and  tliere-

fore  urges  the need  "to  make  tlie  strongest  possible

efforts  to meet  the tenns  and conditions  of  all debt

contracts  in full  and on time".  It recognizes  tliat  a
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temporary  suspension  may  become  unavoidable  in

certain  circumstances,  but  it stipulates  that  this  op-

tion  should  be considered  only  when  it is clear,  from

consultations  with  the  Fund  and  other  international

financial  institutions,  that  even  with  appropriately

strong  policy  adjustments  the  country  will  experience

an exceptionally  severe  financial  and balance-of-

payments  crisis.  The  report  specifically  warns  against

"disruptive  unilateral  action"  -  an implicit  criticism

of  the Russian  unilateral  repudiation  in 1998  -  and

recommends  trying  to achieve  a cooperative  solu-

tion.  Tlie  report  goes on to recommend  facilitative

measures  which  would  make  it legally  possible  to

renegotiate  with  creditors  should  this  become  nec-

essary,  such  as the inclusion  of  various  types  of

collective  representation  clauses  in  bond  contracts.

To summarize,  the  G-22  Working  Group  stops

short  of  endorsing  an internationally  approved  proc-

ess for  invoking  a standstill  with  IMF  approval.  The

requirement  of  prior  consultation  with  the  Fund  and

examination  of  altemative  policy  options  implies  that

debt  restructuring  is not  a "first  resort"  instrument  in

crisis  containment  and  tliat  countries  must  first  try

to stabilize  tlie  situation  through  conventional  meth-

ods. In practice,  this  means  that  there  could  be a

period  during  wliich  t}ie  system  will  be under  pres-

sure and outflows  could  continue  to occur.  In the

absence  of  fixiancing  ofthe  lender-of-last-resort  type,

efforts  to contain  t)iese  outflows  may  not  be very

successful  and may  force  resort  to restrictive  higli

interest  rate  policies  wliich  may  have  very  high  sliort-

term  economic  costs.  Tliis  illustrates  the basic

dilennna  witli  debt  restructuring  proposals.  There  are

strong  moral  liazard  grounds  for  discouraging  debt

restructuring  except  as a last-resort  option.  However,

if  debt  restructuring  can be resorted  to only  after

conventional  means  liave  been  exhausted,  there  is a

danger  tliat  it will  be used  only  after  most  of  tlie  dam-

age  lias  been  done,  and  not  to forestall  damage  as its

proponents  would  like.

E. Managing  thesocial  consequences of

An  impoitant  feature  of  recent  crises  is tliat  tlie

iinpact  on tlie poor  can be very  severe.  Estimates

pi-ovided  for  Indonesia,  Mexico,  tlie Republic  of

Korea  and  T)iailand  by  tlie  World  Bank  (1999)  sliow

a sliai-p  decline  in real  wages  and  an increase  in ui'i-

einployment  rates  between  t)ie  pre-crisis  year  and  tlie

post-crisis  year  in all t)iese  cases.  Estimates  of

clianges  in poveity  in East Asia  are inore  tentative

because  they  depend  on the change  in income  dis-

tribution,  which  is not  easy  to predict,  but  large

increases  in poverty  are expected  in all  tlie  crisis-

affected  countries.

Crisis  management  strategies  must  therefore  tiy

to ensure  that  the  negative  impact  on  the  poor  is mini-

mized.  Although  fiscal  discipline  may  require  a

reduction  in total  real  government  expenditure,  this

should  be achieved  while  protecting  those  expendi-

tures  which  are  of  particular  importance  for  the  poor.

For  example,  a reduction  in total  subsidies  may  be

unavoidable  but  the  focus  should  be on cutting  sub-

sidies  which  are not  effectively  targeted,  of  whicli

there  are usually  many,  while  preserving  those  sub-

sidies  which  are effectively  targeted  at the  poor.  There

may  even  be a case  for  increasing  targeted  subsidies

in certain  circumstances.  Similarly,  it is necessary  to

protect  expenditure  on social  services,  especially

health  and  education,  which  are crucial  inputs  into

the welfare  and human  capital  of  the poor.  These

expenditures  often  suffer  during  periods  of  fiscal

tightening  and  this  is typically  at the expense  of  the

poor.  The  effort  to  preserve  or  perhaps  even  increase

pro-poor  expenditures  while  reducing  total  expendi-

ture  can succeed  only  if  otlier  expenditures  can be

subjected  to even  deeper  cuts.  This  is not  easy,  but

that  only  reveals  the nature  of  the difficult  choices

involved  in  achieving  adjustment  with  a human  face.

Special  efforts  can  also  be made  to provide  so-

cial  safety  nets  which  would  help  to  maintain  income

levels  of  the poor  and  tliose  affected  by unem-

ployment.  Special  public  works  programmes  for

providing  wage  employment  could  be introduced,  or

expanded  where  they  already  exist.  The  cost-effec-

tiveness  of  these  programmes,  however,  depends

critically  on the  extent  of  leakage  to non-target  groups

and also  on tlie  productivity  of  the resulting  assets

created.  International  experience  suggests  that  leak-

ages to non-target  groups  can be very  large  unless

progran'imes  are very  carefully  designed  and  moni-

tored.  Efforts  to acl'iieve  quick  results  will  lead  only

to projects  w)iich  liave  liigli  public  visibility  but  low

efficiency.

This  is clearly  an important  area  for  Fund-Bank

collaboration.  Tlie  Bank  can )ielp  in formulating  ap-

propriate  perfot'mance  criteria  for  Fund  progrannnes

wliicli  would  ensure  t)iat  t)ie pro-poor  con'iponents

of  expenditures  in t)ie govenunent  budget  are not

reduced.  The  Bank  can also  directly  finance  social

safety  net prograinmes  w)iicli  can be very  useful  in

tl'ie post-crisis  pliase,  provided  tliat  they  are designed

in a inanner  wliicli  maximizes  effectiveness.  How-



hiterncitioiud  Monetarv  and  Fiwncial  Issuesfor  the 1990s 19

ever,  as pointed  out  earlier,  these  programmes  sliould

be separate  from  financing  provided  in the context

of  crisis  management  whic)i  should  ideally  be sourced

from  tlie  Fund.

j'.  Capital  accoutxt  liberalizahon

Prior  to the East  Asian  crisis,  industrialized

countries  were  pressing  for  broadening  the  mandate

of  the  Fund  to include  liberalization  of  capital

movements,  and  this  was  reflected  in the Interim

Committee's  statement  in Hong  Kong  (China)  in

October  1997  calling  for  consideration  of  an amend-

ment  to the  Fund's  Articles  to make  liberalization  of

capital  movements  one  of  the  purposes  of  the  Fund.

Although  many  developing  countries  have  liberal-

ized  tlie  capital  account  to varying  degrees,  most  still

retain  substantial  capital  controls  and  many  devel-

oping  countries  liave  reservations  about  giving  the

Fund  an expanded  mandate  in this  area for  fear  that

it might  create  pressure  to liberalize  capital  account

transactions  at a faster  pace.  The  crises  in East  Asia

and  Brazil  have  highlighted  tlie  problems  w)iich  can

arise  if  the  capital  account  is liberalized  prematurely

and  the  pressure  for  rapid  movement  in tliis  area lias

t)ierefore  diminished,  but  tlie  issue  remains  on tlie

agenda  of  the Fund's  Board  and  will  liave  to be ad-

dressed  as part  of  the  new  architecture  for  the  global

financial  system.

Given  the  increased  importance  of  capital  flows

in tlie  global  economy,  and  the  fact  tliat  many  devel-

oping  countries  are progressively  integrating  with  the

global  financial  market,  it is somewhat  incongruous

tliat  tlie  Fund  )ias no mandate  at all  in this  area.  If  the

Fund  is to function  effectively  as the  principal  inter-

national  overseer  of  the international  financial

system,  it can be argued  that  it must  have  some  man-

date  for  monitoring,  and  perliaps  even  regulating,

restrictions  on capital  account  transactions.  It is im-

portant  that  this  should  not become  an instrument

for  pushing  developing  countries  prematurely  into

liberalization  of  tlie  capital  account,  denying  thein

tlie  flexibility  to iinpose  controls  on capital  tlows  if

tliey  feel  tliese  are needed  for  macroeconon'iic  man-

ageinent.  One  way  of  giving  t}ie Fund  a liinited

inandate  would  be to abandon  tlie  approacli  of  in-

cluding  the liberalization  of  capital  inovements  as

one  of  tlie  purposes  of  the Fund  and  focus  instead  on

tlie  limited  objective  of  enabling  the Fund  to super-

vise  capital  restrictions  wit)'i  a view  to creating  more

orderly  conditions  in international  capital  markets.

The  only  obligation  on  members  should  be to inform

the Fund  of  the restrictions  they  impose  on capital

account  transactions  and  also  any  changes  made

therein.  Countries  would  then  be free  to adopt  any

regime  they  liked,  and  also  change  it at will,  but  tl'ie

subject  would  become  a legitimate  issue  for  discus-

sion  by  the  Fund,  and  countries  would  be under  some

pressure  to justify  their  actions  in the  course  of  sur-

veillance.2'

A  regime  of  this  sort  could  also  evolve  into  one

whereby  developing  countries  may,  of  their  own  vo-

lition,  accept  binding  obligations  to avoid  imposing

restrictions  on certain  types  of  capital  transactions

except  in consultation  with  the Fund.  Restrictions

imposed  in emergency  conditions  could  be made

subject  to review,  with  a presumption  of  retuni  to

normal  conditions  within  a predetermined  period.

This  would  give  the  Fund  a role  in supervising  obli-

gations  accepted  by  developing  countries  of  tlieirown

volition  and help  to increase  transparency  and in-

vestor  confidence  in  emerging  markets.  The  incentive

for  developing  countries  to accept  obligations  vol-

untarily  would  depend  on whether  financial  markets

viewed  sucli  discipline  witb  favour  as reflected  in

credit  ratings  and  yield  spreads.

From  tlie  perspective  of  developing  countries

tliere  will  be tlie lurking  suspicion  tliat  even  a lim-

ited  mandate  is likely  to generate  pressure  on tliem

to liberalize  tlieir  capital  account  at a faster  pace  and

could  also  be reflected  in Fund  conditionalities  at

times  when  Fund  financing  is needed.  Tliis  is a le-

gitimate  concetn  w)iicli  cannot  be liglitly  dismissed.

To some  extent  it can be addressed  by  suitable  draft-

ing  of  tlie  mandate.  More  substantively,  developing

countries  could  insist  that  sucli  anangen'ients  sliould

only  be considered  as part  of  a package  wliere  tlie

Fund's  ability  to act as a lender  of  last resort  is

strengthened,  and it is also  given  some  autliority  to

provide  legal  sai'iction  to restrictions  on capital

payments  wliich  may  }iave  to be iinposed  in an einer-

gency.  Industrialized  countries  liave  so far sliown

little  inclination  to suppon  proposals  wliicli  increase

the financing  available  to the Fund  or put  t)'ie Fund

in a position  where  it inay  legitimize  new restric-

tions  imposed  on capital  movements  by  a developing

country.  However,  a one-sided  use of  tlie Fund  to

push  for  liberalization  of  capital  markets,  witliout  also

strengthening  it in ways  tliat  would  lielp  contain  vola-

tility  and  instability  is clearly  unbalanced.  Progress

in this  aspect  of  the  new  t-inancial  arcliitecture  may

require  balanced  movement  on both  fronts.
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IV.  The  Fund  and  the  Bank  in  the  new

architecture

In this  section  we  examine  various  proposals

relating  to the  future  role  of  the IMF  and  the World

Bank  which  are being  considered  as part  of  the dis-

cussions  on the new  financial  architecture.  These

proposals  reflect  the state  of  the current  consensus

on architecture  issues,  which  emphasizes  the need

to make  financial  markets  work  more  effectively

rather  than  supplant  them.  The  role  envisaged  for

the Fund  and  the Bank  in this  framework  is one  of

improving  surveillance  and  contributing  to strength-

ening  tlie  financial  sector  in developing  countries  to

prevent  crises  from  occurring.  It also  envisages

strengtJiening  the  capacity  of  these  institutions  to deal

with  crises  if  they  occur,  and  this  is to be achieved

not  by  radical  restnicturing  but  by  improvements  in

their  existing  capacities  and  better  cooperation.

T}ie  existing  arrangements  for  cooperation  be-

tween  the  two  institutions  liave  been  reviewed  on

tlie  basis  of  the  experience  in handling  the  East  Asian

crisis.  Bot}i  institutions  have  concluded  that  the

Concordat  of  1989  continues  to provide  an accept-

able  framework  for  Fund-Bank  cooperation,  but

additional  arrangements  for  cooperation  are needed

ill  SOllle  AREAS.

A. Cooperation  in fmancial  sector work

Tliere  is general  agreement  that  Fund-Bank  co-

operation  needs  to be greatly  enhanced  in work

related  to tlie  financial  sector.  Strengthening  the fi-

nancial  sector  in developing  countries  is necessary

both  from  the  point  of  view  of  macroeconomic  sta-

bility  and from  the point  of  view  of  allocative

efficiency.  Both  institutions  t}ierefore  have  a strong

interest  in this  area  wit)i  somewhat  different  empha-

ses. T)ie  Fund  is concerned  with  financial  sector

isSues  whicli  affect  inacroeconomic  balance,  are rel-

evant  for  t)ie  effectiveness  of  macroeconomic  policy

instruments,  or  concern  problems  w)iich  can gener-

ate systemic  risk.  The  Bank  is concerned  with

developing  and  implementing  strategies  for  the  me-

dium-tern'i  developn'ient  of  tlie  financial  sector,

including  restructuring  of  banks  and  financial  insti-

tutions,  improving  systems  of  prudential  regulations

and supervision,  and  related  capacity-building.  Tliis

broad  division  of  responsibilities  necessarily  leaves

a substantial  area  of  overlap.

The  United  Kingdom  recommended  the estab-

list'unent  of  a common  department  for  financial  sector

ISSUES to service  both  institutions.  This  has not  found

favour  and  instead  each  institution  plans  to strengthen

its own  capability  with  elaborate  arrangements  for

consultations  at various  levels,  including  field-level

coordination  in financial  sector  work,  participation

in each  other's  missions  and  even  joint  missions.  A

Financial  Sector  Liaison  Committee  has been  estab-

lished  comprising  senior  staff  ofthe  Monetaiy  Affairs

and  Exchange  and  the  Policy  Development  and  Re-

view  Departments  of  the Fund  and  of  the Financial

Sector  Board  and  the Poverty  Reduction  and  Eco-

nomic  Management  Network  of  the Bank.  The

committee  will  help  coordinate  the work  of  the two

institutions  in  this  area  and  delineate  respective  roles

for  the  two  institutions  reflecting  their  mandates  and

comparative  strengths.

The  effectiveness  of  these  arrangements  can

only  be judged  on tlie  basis  of  actual  experience  in

the  future.  However,  it is important  to emphasize  t)iat

while  mechanisms  for  consultation  aimed  at elimi-

nating  disagreen'ients  to the extent  possible  are

desirable,  the  achievement  of  a common  Bank  Fund

position  on all  financial  sector  policy  issues  should

not  be viewed  as an overriding  objective.  Financial

sector  development  in developing  countries  in an

environment  of  global  financial  integration  is a com-

plex  process  in which  perceptions  of  best  practice

are still  evolving.  Tliere  may  be room  for  different

views  on many  points  and  it is more  important  for

tlie  Fund  and  t]ie  Bank  to remain  open  to ideas  from

outside  in this  area, including  tlie  views  of  market

participants  and national  regulators,  than  to reach

common  positions  on all  issues.

An  important  area  where  tlie  Fund  and  the  Bank

can cooperate  is in ensuring  tliat  the  concerns  of  de-

veloping  countries  are appropriately  taken  into

account  in the development  of  international  regula-

toiy  standards  fort}ie  financial  sector.  As  participants

in the G-7  Financial  Stability  Forum,  they  can help

shape  the  evolution  of  an international  consensus  on

tlie  application  of  standards  in different  areas  to de-

veloping  country  situations.  Once  standards  are

agreed  in the relevant  international  forum  t)iey  can

help  to evolve  guidelines  for  applying  tliese  standards

in developing  countries,  including  tlie  detennination

of  appropriate  transition  paths  which  take  account

of  countiy-specific  constraints.  They  can also  pro-

vide  technical  assistance  to developing  countries

seeking  assistance  in attempting  to comply  witli

agreed  standards.  Finally,  tlie  two  institutions  can

cooperate  to en}iance  tlie  effectiveness  of  Fund  sur-



Internmional  Monetarv  and  Financial  Issuesfor  tlie 1990s 21

veillance  in monitoring  implementation  of  these

standards  in individual  developing  countries.

B.  Coordination  ivy crisis  management

operations

While  existing  mechanisms  for  coordination

between  the  two  institutions  for  their  normal  lend-

ing  operations  are broadly  acceptable,  they  are not

adequate  in  crisis  situations,  as the  East  Asian  expe-

rience  shows.  The  suddenness  with  which  the  crisis

broke  in East  Asia  left  very  little  time  for  consulta-

tion  and,  as it happened,  tlie  Bank  differed  from  the

Fund  on many  aspects  of  crisis  management.  Some

of  these  differences  relate  to differences  on struc-

tural  policies  wliicli  are within  the domain  of  the

Bank.  For  example,  the Fund  programme  involved

closure  of  16 insolvent  banks.  Because  of  the  severe

time  constraints  within  which  the Indonesian  pro-

gramn'ie  was  foimulated,  the  Bank  was  not  adequately

consulted.  We  now  know  that  tlie  Bank  had  reserva-

tions  about  tlie  Fund's  approacli.  The  closure  of  the

banks  was  announced  in a manner  which  created

uncertainty  about  tlie  security  of  deposits  in  the  other

banks,  leading  to a run  on deposits  and a flight  of

capital  which  worsened  t)ie cunency  collapse.  The

Bank  also  appears  to have  liad  a different  view  on

tlie  extent  of  fiscal  restraint  and  the  interest  rate  poli-

cies  advocated  by  tlie  Fund,  both  of  whic)i  are  within

tlie  Fund's  area  of  primary  responsibility.  However,

this  division  of  responsibility  sliould  not  make  tlie

Bai'ik's  views  irrelevant.  Since  short-tenn  stabilization

measures  can disnipt  tlie  development  process,  or

conflict  witli  longer-term  structural  policy  objectives,

it is necessary  for  t)ie  Bank's  views  to be adequately

reflected  in formulating  crisis  management  pro-

grammes.

Recognizing  these  difficulties,  the two  institu-

tions  have  reached  agreement  on new  procedures  to

ensure  effective  coordination  between  them  in fu-

ture  crisis  management  operations.  Tlie  responsibility

for  tlie  overall  stabilization  prograinine,  including  tlie

adoption  of  urgent  structural  ineasures  w)iicli  n'iay

l'iave  to be taken  in tlie  initial  stage  of  stabilization,

rests  squarely  wit)i  t)ie  Fund.  However,  in future  tlie

Bank  will  be fully  involved  in progranune  forinula-

tion  in the  early  stages  tlirougli  participation  by  Bank

staff  in Fund  iniSsions  or tl'irougli  parallel  missions.

Tlie  Bank's  involvement  is obviously  especially  nec-

essary  in order  to deal  witli  structural  issues  wliere  it

lias prii'nary  responsibility,  and wliere  it may  later

even  engage  in direct  lending.  The  proposed  proce-

dure  will  also  allow  the Bank  to contribute  to tlie

foimulation  of  other  parts  of  the  programme  as well.

If  the Bank  was not  in a position  to make  fin'n  rec-

ommendations  on structural  issues  within  the

time-frame  in which  the  crisis  management  package

has to be finalized,  the Fund  would  take  the  necessary

decisions,  on  the basis  of  preliminaiy  understandings

with  Bank  staff,  to be modified  later  on the  basis  of

more  in-depth  work.  The  introduction  of  ex post

flexibility  in this  way  is a definite  improvement.  Fol-

low-up  activity  on the structural  side  would  be

undertaken  by  the Bank,  with  Fund  staff  participat-

ing  in Bank-led  missions.

The  Bank's  contribution  to programme  fonnu-

lation  would  obviously  be most  useful  in situations

where  it has an ongoing  involvement  in the  crisis-liit

country,  but this  cannot  be taken  for  granted.  Tlie

Fund  and the Bank  therefore  propose  to identify  a

group  of  key  emerging  countries  where  significant

financial  sector  refori'ns  are under  way,  or  are likely

to be required,  and  to assist  the  authorities  in evolv-

ing  appropriately  sequenced  plans  for  financial  sector

reform.  By  focusing  Fund  surveillance  and  Bank  sec-

tor  work  on structural  issues  in tbe finaxicial  sector

in t}iese  countries  in this  way,  both  institutions  ex-

pect  to develop  an improved  understanding  of  tlie

financial  system  and to identify  possible  probleins

for  conective  action,  wliicli  will  lielp  in fonnulating

crisis  management  progrannnes  sliould  tliis  become

necessary.

Tlie  current  consensus  on Fund-Bank  coopera-

tion  also  appears  to favour  direct  financing  by the

Bank  to supplement  Fund  financing  at times  of  cri-

sis. The  Emergency  Structural  Adjustment  Lending

(ESAL)  procedure  recently  approved  by  t)ie Bank  is

designed  to enable  tlie  Bank  to play  tliis  role.2"' Tlie

approacli  adopted  in tl'iis  paper  is different.  We liave

argued  tliat  Bank  financing  sliould  not  be pan  of  tlie

crisis  n'ianagement  package,  altliougli  tlie  Bank  inay

well  involve  itself  in adjustn'ient  lending  as pait  of

post-crisis  restructuring.

In addition,  tlie  Bank  could  play  an even  more

in'iportant  role  in tlie  post-crisis  recovery  pliase  by

lielping  countries  regain  access  to inteniational  capi-

tal markets.  Given  t)ie  infonnation  asyminetries  frciin

wliic)i  developing  countries  sufl"er,  and tlie inarket

failures  associated  witli  contagion,  it is quite  possi-

ble that crisis-liit  developing  countries  may  find  it

dift-icult  to access  cominercial  markets  even  tliougli

policy  correctives  liave  been  put  in place  wliicli  jus-

tify  fresli  access.  Tlie  World  Bank  could  play  a

market-coinpatible  role,  bringing  developing  coun-
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tiy  borrowers  back  to the market  earlier  rather  than

later  through  the  use of  its guarantee  facility.  Since

market  access  is likely  to be needed  by the  private

sector,  the Bank's  insistence  upon  a government

counter-guarantee  is not  an ideal  arrangement.  Di-

Juting  this  requirement  will  require  legal  changes  in

the  Bank's  Articles,  but  it is time  that  the  Bank  con-

sidered  such  changes  to  allow  it  to use suitablypriced

guarantees  to help  private  sector  borrowers  to re-

enter  international  capital  markets  in the  post-crisis

phase.

C.  Should  the  Fund  be  merged  with  the

Bank?

An  issue  which  needs  to be addressed  is

whether,  in view  of  the  perceived  need  for  coopera-

tion  and  coordination  between  the  Fund  andthe  Bank

in so many  areas,  there  is a case  for  merging  the  two

institutions.  Proposals  for  merger  have  surfaced  in

the past  because  the  overlap  between  the  two  insti-

tutions  made  it difficult  to distinguish  the Fund's

activities  from  those  of  the Bank  and  merger  was

seen  as a logical  way  ofavoiding  duplication  of  work

and  possible  conflicting  advice  (see  Crook,  1991).

The  suggestion  for  a merger  lias  been  advanced  again

-  in the  aftermath  of  East  Asia  -  by  former  Secretary

of  the  Treasury,  George  Schultz."

A  merger  would  be logical  only  if  one  were  to

conclude  that  there  is no distinctive  role  for  the  Fund

in the new  financial  architecture  which  cannot  be

perfonned  just  as efficiently  by the Bank.  This  is

clearly  not  tlie  case.  On the  contrary,  the  distinctive

features  of  latter-day  crises  imply  that  the  Fund's  role,

both  in surveillance  and  as a financing  institution,

has become  more  distinct  from  that  of  the  Bank.  Sur-

veillance  in future  must  focus  much  more  on  market

perceptions  and  short-term  factors  which  could  af-

fect  confidence,  and  these  areas  are outside  the

special  expertise  of  the Bank.  Surveillance  by  the

Fund  in future  must  therefore  involve  more  exten-

sive  consultation  between  the Fund  and  many  other

participants  in the international  financial  system  in

addition  to the Bank.  The  financing  requirements  for

liandling  latter-day  crises  are also  very  different  from

wliat  they  used  to be. The  Fund  has to be able  to

provide  large  volumes  of  finance  to support  pro-

grammes  aimed  at restoring  confidence,  but  unlike

in 1980s  such  financing  does  not  have  to be long-

term  and  certainly  not  concessional

These  developments  suggest  that  instead  of  a

merger  of  the  two  institutions  the  role  of  the  Fund  in

the  future  should  actually  become  more  distinct  from

that  ofthe  Bank.  The  Fund  should  focus  more  sharply

on sources  of  instability  in the international  finan-

cial  system  and  on handling  balance-of-payments

problems  which  are either  short-term  or systemic  in

nature.  It could  even  be argued  that financing  op-

erations  related  to chronic  balance-of-payments

problems  of  low-incon'ie  countries,  e.g. the  ESAF  and

the Heavily  Indebted  Poor  Countries  (HIPC)  Initia-

tive,  are  much  closer  to structural  adjustment  lending

where  corrective  policies  focus  heavily  on  extensive

stnictural  reform,  and  should  perhaps  be shifted  to

the  Bank,  with  cooperation  from  the  Fund  being  made

available  on  technical  matters.  The  problem  of  trans-

ferring  the resources  involved,  which  are currently

located  in the Fund,  will  present  legal  difficulties,

but  this  problem  could  be overcome  provided  that

the  principle  is accepted.

D. Reform of  the Irgterim and Development
Committees

A  common  complaint  about  the  present  system

is the  lack  of  a high-level  political  forum  which  takes

a unified  look  at interrelated  issues  sucl'i  as the

functioning  of  the international  financial  system,

macroeconomic  stability  and  policy  coordination  in

the  n'iajor  industrialized  countries,  special  problems

of  vulnerability  of  emerging  market  economies,  and

the impact  of  international  trends  on the develop-

ment  process.  The  Fund-Bank  annual  meeting  of

Governors  is largely  ceremonial,  and  given  its size  it

cannot  be anything  else.

The  Interim  Committee  and  the Development

Committee  are more  compact  political-level  bodies

which  meet  twice  a year.  Though  they  have  a sub-

stantially  overlapping  membership,  they  function  as

separate  committees  with  Fund-related  issues  being

dealt  with  in the  Interim  Committee  and  Bank  issues

in the Development  Committee.  Their  functioning

leaves  a great  deal  to be desired.  Until  recently,  both

committees  operated  with  procedures  in which  inost

of  the time  was  devoted  to prepared  speeches  with

little  opportunity  for  substantive  interaction  between

Ministers.  The  procedure  has been  greatly  improved

in this  respect  in recent  years,  but  the objective  of

creating  a foium  capable  oftaking  an integrated  view

of  the interrelated  issues  of  international  finance,

trade  and  development,  with  substantive  discussions

at a high  political  level,  has yet  to be achieved.

The  principal  reason  why  the two  committees

have  not  served  as forums  for  substantive  discussions
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is simply  that  the industrialized  countries  have  not

found  it necessary  to use t)iem  for  this  purpose.  They

engage  in fairly  extensive  interaction  among  them-

selves  in the  G-7,  based  on detailed  preparatory  work

at the official  level  by deputies  from  capitals,  and

positions  arrived  at through  this  process  are often

presented  in  the  meetings  ofthe  two  committees  more

or less as faits  accomplis.  Industrialized  countries

do not  perceive  the  need  for  a substantive  discussion

with  developing  countries  at a political  level  before

formulating  their  own  position,  because  the  consent

of  the  developing  countries  is not  actually  needed  in

order  to push  policy  in the Fund  and  the  Bank  in the

direction  they  want.  On rare  occasions  developing

countries  have  used  their  voting  power  to block  an

initiative  by  industrialized  countries,  as happened  in

Madrid  in 1994,  when  the industrialized  countries

had  a strong  interest  in pushing  through  a special

allocation  of  SDRs  in favour  of  transition  countries

but  were  unwilling  to concede  a significant  geqeral

increase.  Since  the decision  required  an 85 per  cent

majority,  the developing  countries  were  in a posi-

tion  to block  the  proposal,  which  they  did,  but  they

did  not  succeed  in extracting  agreement  on a general

lnCreaSe.

The  need  to consult  developing  countries  was

seen  to be more  compelling  in the  wake  of  the East

Asian  crisis  in order  to secure  agreement  on  the  broad

outline  of  the new  financial  architecture.  However,

the United  States,  which  took  the initiative  on this

issue,  bypassed  the  Interim  Committee  and  invited

an ad hoc  collection  of  22 countries  (the  G-22,  which

has since  been  expanded  to G-33)  to discuss  the is-

sue. The  group  included  a number  of  emerging

market  economies  w)iich  were  judged  to be "systemi-

cal)y"  important,  many  of  which  would  not  have  been

included  if  t)ie discussions  had taken  place  in the

Interim  Committee,  which  reflects  the  constituency

structure  of  the IMF  Board.  It is more  representative

of  t)ie  diversity  of  developing  countries,  but  it does

not  include  all  the economically  significant  emerg-

ing  market  economies,  and  involvement  of  significant

"stakeholders"  was  obviously  felt  to be necessary.

Various  proposals  for  reform  of  the Interim  and

Development  Cominittees  liave  been  made  in t)ie

recent  past.  A long-standing  proposal  to convert  the

Interim  Committee  into  a council  with  decision  mak-

ing  powers,  w)iich  was provided  for  in the Second

Ainendinent,  was recently  considered  by t)ie IMF

Board  but  did  not  meet  with  approval.  Two  propos-

als for  restructuring  tlie Interim  and Developinent

Conunittees  are currently  under  consideration.

(i) The  first  is to  retain  the  present  two-committee

structure  but  make  the committees  more  sym-

metric  by  making  the  Bank  a full  partner  in the

Interim  Committee  and enforcing  a clear  de-

lineation  of  responsibilities  between  the two

committees  to avoid  overlaps.  In  this  case,  glo-

bal  economic  issues,  including  their  implica-

tions  for  development,  would  be discussed  only

in the Interim  Committee  while  the Develop-

ment  Committee  would  focus  on specific  de-

velopment-related  initiatives,  including  those  in

which  they  Fund  is involved  such  as ESAF  and
HIPC.

(ii)  The  second  alternative  involves  the creation  of

a single  overarching  group  at Ministerial  level

to address  global  economic  issues,  with  the  In-

terim  Committee  and  the Development  Com-

mittee  continuing  to address  specific  Fund  and

Bank  issues  as at present.  The  Fund  and the

Bank  would  be full  partners  in the  new  group,

while  other  institutions  such  as the  WTO,

UNCTAD,  BIS  and  10SCO  could  be permanent

observers  and  could  be involved  in the  prepara-

tory  work  for  agenda  items  in these  areas.  The

group  could  meet  twice  a year  as tlie  Interim

and Development  Committees  do at present,

with  a plenaiy  session  in tlie  morning  for  tlie

overarching  group  followed  by  separate  Interim

and Development  Committee  meetings  as at

present.  The  new  group  could  also  meet  on other

occasions  if  circumstances  warranted  witliout

being  linked  to meetings  of  the two  commit-
tees.

Tlie  first  alternative  clearly  reflects  a minimalist

approach  and is unlikely  to achieve  any  significant

in'iprovement  on present  practice  other  than  giving

t)ie Bank  a more  elevated  position  in the Interim

Committee  in the event  that  the conmiittee  is not

converted  into  a council.  Tlie  second  alteriiative  is

clearly  more  ainbitious  and involves  a substantive

change  in the  present  arrangements.  Its main  advan-

tage  is that  it would  create  a new  international  forum

at wliidi  major  industrialized  countries  and devel-

oping  countries,  including  all tlie  emerging  n'iai-ket

countries,  could  interact  wit)i  eacli  otlier  and  also  witli

the major  players  in t)ie  global  financial  system,  sucli

as the BIS,  UNCTAD,  IOSCO  and WTO,  in order  to

evolve  a consensus  Oil  critical  issues  facing  tlie  g]obal

economy  from  tlie  perspective  of  botli  industrialized

and developing  countries.

T)ie  country  composition  of  t)ie new  forum

could  be made  wider  tlian  t)iat  of  tlie  Interim  Com-
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mittee  by including  the  top 10 industrialized  coun-

tries  by size  of  quota  in the Fund,  plus  the top 10

among  the  other  members,  whicli  include  oil-export-

ing countries,  transition  countries  and developing

countries,  plus  all those  countries  not  already  cov-

ered  by this  criterion  but  which  represent  tlieir

constituencies  on tl'ie IMF  Board.'o  This  formula  is

likely  to produce  a group  of  around  30 countries

wliich  would  include  all the major  "stakeholders"

defined  in terms  of  economic  potential,  and would

ensure  a degree  of  representativeness  based  on ob-

jective  selection  criteria.

This  would  create  a credible  international  fo-

i-um which  could  take  an integrated  view  of  the

functioning  of  the  g]obal  economic  system  in  which

operational  issues  related  to the Fund  and  the  Bank

would  be only  part  of  the  agenda.  The  fonim  would

include  some  of  the  major  non-government  partici-

pants  in the  international  financial  system,  which  is

necessary  given  the enormously  increased  role  of

private  markets.  The  proposal  also  has tlie  advan-

tage  of  continuing  the Interim  and Development

Conunittees  in moreorless  theirpresent  foims,  which

is useful  for  providing  operational  guidance  for  the

Fund  and tlie  Bank  respectively.  A potential  prob-

lein  in tliis  proposal  will  be the  pressure  to expand

tlie  new  inteniational  forum  to include  various  inter-

nationa]  agencies  connected  with  one  or  other  aspect

of  development.  Too  broad  a definition  of  develop-

ment  will  widen  the net too  much  and  dilute  the

effectiveness  of  tlie  fonim  if  it is ever  established.

Tliis  should  obviously  be avoided.

Notes

Bl)Ill  ilic quality  of iis pn>jcct portfolio  and tlic credit-
wnrtl'iincss  ofits  bom+wers  were  iinportant  considerations
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linkii'ig  disbursements  for  a gniup  of  prt+jccts  to t)ic  pursuit

nl'iniicrnccnnoinic  liolicics  to cnnmil  intlatirin.  In tlic inid-
I%Os  the Bank  also  engaged  in nun-project  lending  for

lnclra in prnviilc  mucl'i needed liahincc-of-liayincnts

'irippnrt (see Ka1iur  ct al., 1997).
3 Tlic  Ti-usl  Fund was included in tlic 1iackagc  at tlic tiinc  tit'
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nlitain  the ctmscn[  of' tlic  developing  countries  to tlic

amcndincm.  T)icsc  countries  liad  participated  in tlic

discussiunt;  nn intcrnatirinal  inonctary  rcfurins  in tlic

Cnininittcc  *iF Twenty in tlic hol'ic  of' sccuring soinc link
lie(yvccn  t)ic  prt+iiaisiini  nfliquiility  it>rough  SDRS  and  thc

cv1iiinsinn  nt' dcvclu1iincm  assistance. No sucli link wa';

ttcccptc*l,  linwcvcr.  antlthc  Trttst  Fund  was  nfl'crcd  inhtcad

ilS  il %(')p

4 ESAF  intcrch[  t-;ttc'i  lltel'e  sul'isidi.iacd  liy grant'i  t'rnin  t)ic

.iid  liudgcts  nFsninc  iiid  donors.  Tliis  intmduccd  iin ovci-lap

(admittedly  very  sinall  ) on the  resources  side  between  tlic

Fund  and  the  Bank/IDA,  since  interest  subsidies  caine  froin

the  same  pool  of  resources  froin  wliich  I DA  contributions

were  inade.

5 Fiscal  probleins  in borrowing  coumries  alsci  inade  it

difficult  for  inany  devcloping  countries  to inaintain  a

pipeline  of  new  projects,  because  they  could  not  always

find  the  counterpart  doinestic  resources  needed  to add  to

the  projects  already  under  way.

6  Manyofthesepolicyinitiativesinvolvedregulatory,legal

and institutional  changes  which  could  not  be reduced  to

precise  quantitative  targeting.  Soine  of  the inultitude  of

actions  were  in the  nature  of  consequential  action  witliin

the  same  areas  to bring  about  institutional  refonn.

7 It is relevant  to note  that  the Bank's  Vice  President  for

Developinent  Policy  at the  tiine,  Stanley  Fischer,  who  is

now  First  Deputy  Managing  Director  of  the Fund,  had

expressed  reservations  on proceeding  with  the  Argentine

loan  in view  of  the  fiscal  problems  identified  by  the  Fund

(see  Kapur  et al., 1997).

8 Balance-of-payinents  probleins  in the  past  typically  arose

from  a deterioration  in the  cunent  account  caused  either

by doinestic  prilicy  misaligninents  or  a change  in external

circuinstances  or, in the  case  of  developing  countries,  by

structural  constraints  on the supply  side.  The  structural

nature  of  balance-of-payments  probleins  in developing

countries  has long  been  recognized  and  it calls  for  a longer

period  of  adjustinent,  and therefore  a larger  cuinulative

amount  of  financing,  but  tlie  annual  financing  need  in such

cases  is still  defined  by  the  degree  of  pressure  on the  current

account.

9 The  theoretical  literature  on panics  and bank  runs  treats

such cases as cxainples  of  multiple  cquilibria  (see, for

exainple,  Diainond  and Dybvig,  1983).

10  Theconventionalwisdoinatthetiinewasthatifacunent

account  deficit  was  not  a ret1ection  of  public  sector  deficits,

and  was  being  financed  by private  tlows,  the  i'narket  had

clearly  judged  it to be sustainablc  and  there  was  no  cause

to worry.  This  obviously  ignored  the  potential  instability

in private  flows,  a lesson  which  has been  learned  since

then.

I I The  Thai  cunent  account  deficit  had  reached  8 per  cent  of

GDP,  the saine  leve1 as in Mexico  before  the crisis,  and

there  was  also  a real  appreciation  cif  the  baht,  though  not

as much  as in the  case  of  tlie  peso.  Fund  surveillance  cleariy

pickcd  up signals  which  liad  preceded  the  crisis  in Mexict'i,

butit  did  not  pick  up tinancial  sector  weakness  whicli  had

not  been idcntiticd  as a cause  of  crises  earlier.

12  This  is not  to deny  i)iat  capital  tlight  can take  place  even

without  capital  account  liberiilization.  However,  while  a

regulated  systcin  has leakages,  tlic  speed  at whicli  outf1ows

can take  place  in the Facc ot'rcstrictions  is obviously  inucli

Inwcr.

13 Scc, for exainl'ilc,  Riidclct  and Sac)is (19')8). T)ic failure

of the Funtls  limgrainincs  in the Russian Federation and

Braxil  was less damaging  to ilic  Fund"s  credibility,  hccausc

in +hn<c cai;ex; tlic  Failure  was  due  to nun-ncrfnrinancc  of

the rcquircincnt';  under  tlic  pmgraininc.  Tliis  is innst

gliiring  in tlic  case  of' tlic  Russian  Federation,  but it was

also  true  in Brazil,  w)icrc  fiscal  coininitincnts  under  tlic

)irograininc  were  callcd  into  qucstion  in tlic  legislature,

i)ius  crcating  doubts  about  tlic  g(wenlmelltaS  ability  in

iinplcincm  tlie  pmgraininc.

14 A Fund  StatTsrudy  (Lime  ct al., 1999)  )iiis  defended  i)ic

liigh  interest  rate  policy  followed  in East  Asia  by +irguing

that  it uiah not  associated  witli  an cvccssivc  cuntriictiun  in

innncy Sup)ily. Rciil grOWf)l  in m(lIle7  suliply  and dnincsiic
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crcditin  all  three  cciuntries  was  adequate  to accominodate

growt)i,  and  it was  particularly  accominodative  in

Indonesia.  A lower  interest  rate  policy  would  have  ineant

an even  faster  growth  in money  supply,  with  the risk  of

imensifying  the  int1ation-depreciatirin  cycle.

15 Disclosurealoncinaynotbemuc)ilielpbecausethecom-

plexity  of  many  derivative  instruinents  inakes  it veiy  dif-

ficult  to deterinine  tlie  net  cxposure  to risk  ofinstitutions

extensively  involved  in derivatives  trading.  The  whole

issue  of  the  inanageinent  of  risks  associated  with  deriva-

tives  is one  which  needs  greater  attention  from  regulators

not  only  in developing  countries  but  also  in industrialized

countries.

16  The  relationsliip  between  such  a body  and the national

regulators  was  never  clarified,  although  it is c!early  an

iinportant  issue  which  cannot  be avoided.

17  The  inarginalization  of  the Fund  in substantive  policy

coordination  ainong  G-7  countries  was  most  evidet'it  at

tlie  tiine  of  the  Plaza  Accord  and  the  Lourre  Accord.

18  SRF  resources  are inade  available  over  a period  of  one

year  and  cariy  an interest  rate  300  basis  points  above  the

nonnal  Fund  charges.  They  are expected  to be repaid

between  one  and one  and a lialf  years  after  withdrawal,

but  the  repayinent  period  can  be extended  by a year.  In the

latter  case  the  interest  spread  increases  to 500  basis  points.

I')  ItwasrelativelycleartliatthebilateralpackageforThailand

was  to bc disbursed  ptri'i  passu  with  Fund  financing.  No

part  of  the  bilatera)  package  for  Indonesia  or  the  Republic

of  Korea  was  disbursed.

20  The  Fund  staff  study  of  the  East  Asian  experience  ( Lane

et al., 1999)  adinits  that  the  resources  inade  available  under

the  prograinines  were  deeined  to be sut'ficient  only  oll  the

assuinption  that  tlic  prograinines  would  lead  to a quick

restoration  of  confidence  reversing  the  capital  outflow.  This

did  not  happen,  however.

21 The  recent  Brazilian  package  is an exainple  of  a Fund

arrangeincnt  negotiiited  in anticipation  of  a crisis,  but  even

that  negotiation  was  carried  out  at a stage  wlien  the  crisis

was  looining  and  conditionality  was  therefore  fairly  stiff.

22  If  all possible  types  of  adverse  developinenis  could  be

fully  anticipated,  the  appropriate  policy  response  in each

hypothetical  case  could  also  be defined  and agreed  in

advance,  and  t'inancing  cciuld  be extended  automatically

in the event  of  a crisis,  subject  to the  pre-agreed  policy

corrections  bcing  adopted.  However,  it is clearly  im-

possiblc  tci anticipate  all tlic  circuinstanccs  in which  a crisis

would  be triggcred  and  agrecinent,  reaclicd  in advance  on

the corrective  action  ncedcd.  In the  absence  of  such

agrceinent,  soinc  negotiation  ('iF suitablc  conditionality  after

tlic  crisis  occurs  appcars  unavoidable.

23  Since  pre-qualification  iinplics  a substantial  convergence

of 1icrccptions  between tlic govcmincnt and the Fund be-
fore  the  crisis,  it could  be argued  that  it incrcascs  tlic  pmb-

ability  thtit  a inutually  acccpiablc  adjustincnt  pmgriiininc

tn deal  witli  tlic  crisis  will  lie negotiated.

24 T)iis 1imccss  is inutuiilly  l'icncficial for both *lcl'itors and
creditors  just  as dnincstic  bankruptcy  laws  arc dcsignctJ

to prcvcnt  creditors  froin  engaging  in a =grah  race"  for

aSSctS, wliich  would  (1111:Y pusli ilie debtor ininliquidating.
Since  tlic  value  rit'tlie  tirin  as a going  concern  is generally

greater  than  the value  of  its assets  in liquidation,  bank-

ruptcy  laws  pnwidc  oppoitunitics  for  finns  to bring  in

frcsli  capital  ainl  restructurc  tlieir  1ebts  in a mutually  bcn-

cticial  intumcr  fur  l'iotli  debtors  and creditors.

25  Exiting  creditors  would  not be seen to benefit  if Fund

pi-ogramincs  actually  succeeded  in stabilixing  exchange

rates.  Hnwcycr,  wlicn  tlicsc  t'iiil  to do so, as iri East Asia,

the Russian  Federation  and Brazil,  creditors  able  to exit

because  of  Fund  financing  do benefit.  The  benefit  is evi-

dent  where  the  debt  is denominated  in doinestic  cunency

and  the  exit  enables  thei'n  to avoid  the  loss  of  confidence,

but  it is also  present  where  the debt  is denoininated  in

foreign  currency,  since  exiting  creditors  avoid  the  increase

in default  risk  associated  with  an exchange  crisis.

26  This  is not  to suggest  that  it would  ensure  identical  tcnns

of  debt  restructuring.  That  would  necessarily  depend  on

the  circumstances  of  each  case.

27  Thisiseffectivelytheforinulathatwasusedforexchangc

rate  regiines  in the  Second  Ainendinent  after  the  collapse

of  the Bretton  Woods  system.  Meinbers  can choose

whatever  regime  they  wish,  but  they  inust  infonn  the  Fund

of  their  choice.

28  SALs  are specifically  designed  to allow  the  Bank  to lend

in conjunction  with  a Fund  prograinine  to countries  facing

a crisis  where  there  is a presuinption  that  the  country  will

need  structural  adjustinent  lending  in the  post-crisis  p)iase.

ESALs  have  a inuch  shorter  repayinent  period  (between

three  and  five  years)  and  cariy  an interest  rate  at least  400

basis  points  higher  than  t)ie Bankas nonnal  lending  rate.

29  Schultz,  writing  jointly  with  William  Simon  and Walter

Wriston  (Schultz  et al., I ')98),  first  criticized  the  Fund  for

iinprudent  lending  and  adding  to irioral  hazard  in East  Asia,

and  argued  tliat  it should  be abolislied.  Subscquently,  he

suggested  thc  altemative  of  incrging  it with  the  World  Bank

(Schultz,  1998).

30  Tlie  20 countries  that  would  qualify  on tliis  basis  in thc

first  two  categories  arc  the  Unitcd  States,  Gcnnany,  Japan,

France,  the  United  Kingdoin,  Italy,  Caniida,  Bclgiuin,  the

Netherlands  and SwiL'crland  ainong  the industrialixcd

coumrics,  and Saudi  Arabia,  tlic  Russian  FctJcratinn,

Cliina,  India,  Brazil,  Venezuela,  Mexico,  Argentina,

Indoncsia  and Soutli  Africa  iiinnng  the  others.  All  the  G-22

participants would be included cxcc1it  Australia, Hung
Kong  (China),  the Republic  of  Knreii,  Malaysiii,  PolamJ

and  Thailand.  Soinc  of  these,  c.g.  Australia,  would  bclikcly

to be included  as constituency  representatives.
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THE  BIS  AND  ITS  ROLE  IN  INTERNATIONAL

FINANCIAL  GOVERNANCE

Stephany  Griffith-Jones

with  Jenny  Kimmis*

Abstract

Tliere is gmwing  consensris concerning  the need to iinprove  interncitionalmeclianismsfor
tlie prevention  and management  qf.financial  ci"ises. The Bcmkfoi"  International  Settleinents  (BIS)
has a mandate  to promote  internationalcoopei"ation  on rnonetarsi andfinancicdissues  u'ith the
objective  to contribute  to international  financial  stability.  Initiallsi,  BIS's  activitvfocused  ver3'
much on financial  stabilif4v in the major  industrial  countries,  but it has increasinglsi  widened  its
activities  to include  developing  countries,for  which intei'nationalfinancialstability  and gi'eater
efficienc)i  infinancial  markets woi4dwide  is essentialfor  sustaining  economicstability  and
growth.

B[S and the Bcisle Committees'  - which are pail  of  the so-called  "Ehisle  process"  - (/o /u)/
operate  assupranational  or  inultinational  entities,'  thei'e  is no  intei'national  law  that  pi'ovides  a

basisfor  their  globalactivities.  Rathei;  collective  agr'eeipxents among ineinbers o{  B[S aricl the
Coinrnittees  ai'e implemented  on the basis qf  national  legislation  or regulation  of  eacli of  the
countries  involved  in the  pmcess.  Frequently  such  agreements  m'e  also  adopted  by c'ounti'ies

not  pailicipating  in the  Basle  process,  the  most  pmminent  case  being  the  capital  adequacy

standards  adopted  by  the  Basle  Cominittee  On Eanking  Supei"vision  (BCBS),  it'/tic/i  hcive  beeri

accepted  b3i bank regulators  worldwide  as effective  global  standcirds.

An important  questionfor  thefutui'e  i'ole qf  BIS is whethei' this pi"ocedure continues  to be
appi'opr'icite  cisfiwncialglobcilization  deepens cmd as the role of  developing  c'ountries increttses.
Another  iinportant  challenge  is the  growing  need  to include  in  the  Baste  process  more  pai'tic'ipttnts

fiom  developing  cormti'ies, which are pla.siing an evei' moi'e impoi'tant  role in intei'nationalJimmce
and which suffer  mostfrom  the dfects  offinancicil  instabilitsi  and cui'rency  ci'ise.'<.

This paperfirst  i'eviews the inain  firnctions  oj'BIS  and thefeatures  of  7/70 Baste pmcess. [t
examines the wor'kfor  pminoting  financialstability  and pi"eventing  cr'ises c'cri'r'ied out b3' /In' A't<r
BIS Cornmittees  and the i'ole of  BIS in crisis  immagenxent, and discusses the issue ofrneinbervhip
and managemeiU (!7' B[S, in par'ticulai'  the gi'osving  butstill  very liinited  /'o/('  0/  developing
counti-ies.  The  papei'  a/SO rncikes.saomesuggestioris  o/l  hosv  BIS  :v u'ork  shouhl  be deepened  (l/u/

bi'oadened, esper'ially  with i'egai'd to the pailicular  r'onc'ei'ris  of  the developing  counfr'ies.
Specgfically. it recoinmeiuls  tJurt BIS trnd the Coinrnittees be develolied  into tr /)o(/v ol'gh>lial
pi'udential  i'egidtrtion,  pt'omotingfintincialstability  global4si rind in individual  countr'ies,' thtrt
the role of  BIS in officitd  lending  be exteiuled  to supplement  the r'ecenth' t'retrted  //ic' [MF
Contingency  Cr"edit Line,' tlwt  the pai'tir'ipcitiori  r4 developing  counti'ies  in BIS and tht'  Coinnrittees
befirrtlier  increased,' and tluit  B[S pr'ovide /710/"(' irifor'nurtimi  on capittiltmd  banking  markets,
especicillvfoi'  policy  inakei's.

'  WcshouldlikctothankGcrryHellcincrforcoininissioningthisintcrestingstudyandt'orhisvaluablcanddctailcdsuggcstinns.
We arc very  grateful  to many  BIS  collcagucs  for  their  pcrccptivc  insiglits  and t'or all thc inforination  iind  inatcriii!  pmvidcd  during  a
visit  to BIS.  Wc are also gratet'ul  to Yilmax  Akyiiy  and John Toyc  at UNCTAD  For thcir  intercsting  suggestions.  As iilways,  tlie
responsibility  for  any inistakcs  is our  own.
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I.  Introduction

Over  the  last  two  decades,  financial  crises  have

tended  to occur  with  increasing  frequency.  Many  of

these  crises  have  affected  developing  countries,  of-

ten with  devastating  effects  on their  growth  and

development.  The  crisis  which  started  in mid-1997

in East  Asia,  and  then  spread  to several  parts  of  the

developing  world  as well  as affecting  also  the  devel-

oped  economies,  has illustrated  the seriousness  of

the effects  of  these  crises  and the urgent  need  to

improve  intemational  mechanisms  for  both  crisis  pre-

vention  and  management.

As a consequence,  financial  stability  - both

domestically  and  internationally  -  emerges  as a key

objective  of  economic  policy.  BIS  had  a mandate  to

promote  international  cooperation  on monetary  and

financial  issues,  with  tlie  pursuit  of  international  fi-

nancial  stability  at the  heart  of  its activities.  Initially,

its  activities  focused  very  much  on  financial  stability

in the  major  industrial  countries,  but  it has increas-

ingly  widened  its activities  to include  developing

countries.  BIS  is not  just  an intemational  organiza-

tion  but  also  a bank;  as sucli,  it offers  banking  services

to virtually  all  central  banks.

From  the  perspective  of  developing  countries,

it seems  particularly  important  that  BIS  - and tlie

Committees  that  constitute  the  Basle  process  -

achieve  the  two  following  objectives  that  are  of  great

importance  to developing  countries:  (i)  to contribute

as much  and  as effectively  as possible  to greater  in-

temational  financial  stability  and  to greater  efficiency

in financial  markets  worldwide  -  efficiency  particu-

larly  in tlie  sense of  helping  to sustain  long-term

grovvth  and  development',  the  pursuit  of  this  objec-

tive  also  implies  crisis  prevention  and  better  crisis

n'ianagement  to make  financial  crises  less  likely  and

less costly  if  they  unfortunately  do occur;  (ii)  to in-

crease  the participation  of  developing  countries  in

tlie  management  and  activities  of  BIS  itself  and in

t)ie different  Committees,  as these  constitute  an

important  part  of  the  process  of  globa]  financial  gov-

ernance.  This  is desirable  with  a view  to ensuring

that  developing  countries'  concerns  are  addressed  and

tlieir  interests  sufficiently  well  represented,  and  also

to improving  the  effectiveness  of  BIS's  work  related

to developing  countries.

BIS  was  created  under  international  law  witli  a

specific  mandate  to promote  central  bank  coopera-

tion  for  the purpose  of  maintaining  global  finan-

cial  stability  and providing  additional  facilities  for

international  financial  operations  (Giovanoli,  1989;

Helleiner,  1994).  Inteinational  cooperation  at BIS  is

based  firmly  on  the  principle  of  national  (home)  coun-

tiy  control  (Kapstein,  1994).  This  starts  from  a diag-

nosis  that  sovereignty  still  resides  at the level  of  the

nation-state  and  that  parliaments,  particularly  of  large

countries,  are  often  unwilling  to cede  power  to inter-

national  bodies,  even  though  financial  systems  and

capital  flows  are becoming  ever  more  globalized.

Thus,  the  BIS  Committees  do not  operate  as a supra-

national  or multinational  entity.  Indeed,  there  is no

international  law  that  provides  a basis  for  all t]ieir

global  activities.  Instead,  national  central  bankers  and

regulators  meet  regularly  in the BIS  context  to ne-

gotiate  -  each  pursuing  national  objectives  and  per-

ceptions  -  and  to reach  compromise  consensus

agreements.  These  collective  agreements  are subse-

quently  implemented  using  national  legislation  or

regulation.

Furthermore,  countries  not  participating  in these

discussions,  e.g. developing  economies,  often  also

adopt  the  agreements  reached  through  the  Basle  proc-

ess. This  is well  illustrated  by  the  capital  adequacy

standards  adopted  by the BCBS,  which  liave  been

accepted  by  bank  regulators  worldwide.  T]ie  fact  that

agreements  reached  via  this  very  ad IIOC process  are

accepted  by  national  legislators  and  regulators  world-

wide  is seen  by  senior  BIS  officials  to testify  to the

perceived  legitimacy  of  the process  itself  (White,

1998).  It could  of  course  be argued  that  as central

banks  worldwide  become  more  independent,  they

become  less accountable  to their  national  deino-

cratically  elected  institutions;  to the  extent  that  tliis

weakens  the  legitimacy  of  central  banks  at a national

level  (which  has as yet  not  emerged  as a major  issue

but  which  may  do so, especially  where  central  banks

are seen  as excessively  concerned  with  inflation  and

not  with  growth),  BIS  could  indirectly  see its legiti-

macy  weakened.  In this  respect,  it may  be desirable

for  BIS  -  or  its member  central  banks  -  to report  on

a regular  basis  to national  parliaments  on its activi-

ties  to ensure  transparency.

More  broadly,  an important  question  for  tlie

future  role  of  BIS  is whether  this  process  of  "bottom

up"  global  regulation  or  "global  governance  on the

quiet"  continues  to be appropriate  as financial  glo-

balization  deepens  and as the role  of  developing

countries  increases.  If  this  is so, then  tlie  Basle  ad

hoc  methods  of  global  governance  need  to be deep-

ened  and  expanded  to include,  for  example,  closer

collaboration  between  different  regulatory  bodies

(e.g.  the BCBS,  the International  Organization  of

Securities  Commissions  [IOSCO]  and  tlie  Insurance
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Regulators).  A very  important  step  along  this  path

was  taken  by the G-7  finance  ministers  and  central

bank  goveniors  in Februaiy  1999,  when  they  cre-

ated  the Financial  Stability  Fonim  with  the purpose

of  ensuring  more  effective  coordination  between

national  and  international  authorities,  relevant  super-

visory  bodies,  as well  as to reduce  systemic  risk.  The

Forum  will  be chaired  for  the first  three  years  by

Andrew  Crockett,  General  Manager  of  BIS.  It will

be supported  by  a small  secretariat  located  in  Basle.

If,  however,  this  approach  becomes  increasingly  in-

sufficient  to deal  with  the difficult  and  complex

challenges  of  financial  globalization,  a transition  to-

wards  a more  supranational  approach  may  in the

medium  terin  be required,  along  the  line  of  propos-

als made  for  a World  Financial  Authority  (Eatwell

and Taylor,  1998),  although  this  will  probably  re-

quire  more  complex  international  negotiations  and

an international  law  or  treaty.

Another  important  challenge,  if  the  path  cho-

sen is a continuation  and  deepening  of  the BIS  ad

hoc  international  govemance,  as the creation  of  the

Financial  Stability  Forum  indicates,  is the growing

need  to include  more  participants  from  developing

countries,  which  are  playing  an increasingly  impor-

tant  role  in  international  financial  matters,  and  which

suffer  most  from  the effects  of  financial  instability

and  currency  crises.  It  may  be difficult  to make  com-

patible  an expansion  of  BIS  membership  witli

maintaining  tlie  intimate  club-like  inodus  operandi,

wliicli  reportedly  facilitates  agreement  and consen-

sus decision-making.  From  the  perspective  of

developing  countries,  tlie  issue  is, liowever,  how  tliey

can become  as integrated  as possible  into  BIS  and

its surrounding  Committees,  in ways  that  assure  that

their  interests  are sufficiently  represented.  Tliis  is-

sue has also  become  particularly  relevant  for  the

Forum  for  Financial  Stability,  as no developing  coun-

tries  that  are recipients  of  capital  flows  and  prone  to

currency  crises  liave  as yet  been  invited  to partici-

pate.

In section  II oftliis  paper,  tlie  inain  features  and

functions  of  BIS  as well  as of  t)ie  Basle  process  will

be examined.  Section  III  will  then  focus  on t)ie work

for  promoting  financial  stability  and  preventing  cri-

ses, mainly  carried  out  by  the key  BIS  Conunittees,

and examine  tlie  role  of  BIS  in crisis  management,

particularly  its contribution  to t)ie inteniational  fi-

nancing  packages  put  toget)ier  for  developing

countries  in crises.  Section  IV  will  discuss  the issue

of  meinbersliip  and management  of  BIS,  and in

particular  the limited,  tliough  growing,  role  of  de-

veloping  countries.  Section  V will  look  at liow  BIS's

work  should  continue  to be deepened  and  broadened,

particularly  in relation  to including  developing  coun-

tries  and  their  interests  in BIS  activities,  but  also  in

relation  to integrating  the  regulatory  activities  of  non-

banking  financial  sectors  more  closely  into  t)ie

activities  of  BIS  and  the Committees.  Finally,  the

paper  will  provide  some  policy  recommendations.

II.  Main  features  and  functions  of  BIS

and  the  Basle  process

A.  The  BIS

The  Bank's  predominant  tasks  are summed  up

most  succinctly  in part  of  Article  3 of  its original

Statutes:  they  are "to  promote  the cooperation  of

central  banks  and  to provide  additional  facilities  for

international  financial  operations".  An  important  aim

of  this  increasing  central  bank  cooperation  lias  been

to promote  intemational  financial  stability.  With  rap-

idly  integrating  financial  markets  in the world  and

with  the  risk  of  crises  also  spreading  globally,  inter-

national  central  bank  cooperation  is becoming  even

more  essential.  Naturally,  central  bank  coordination

at BIS  has also focused  Oil  improved  colierence  of

monetary  policies  in particular,  and  macroeconomic

policies  in general  - important  subjects  w}iich  go

beyond  tlie  scope  of  this  paper.  T)ius,  BIS  is an

important  forum  for  inteniational  monetary  and fi-

nancial  cooperation  between  central  bankers  and,

increasingly,  between  other  regulators  and supervi-

sors.  As  BIS  (1998)  itself  put  it, "tlie  stability  of  tlie

international  monetaiy  and  financial  systen"is  bas long

been  a central  conceni  of  tlie  central  bankers'  meet-

ings  at the  BIS".

BIS  was  founded  in 1930.  It is the  oldest  inter-

national  organization  in tlie  t-ield of  international

monetaiy  cooperation.  In l944,  on tlie  occasion  of

the  Bretton  Woods  Conference,  it was  reconnnended

that  BIS  be liquidated,  following  t)ie  founding  of  IMF.

In tlie  event,  BIS  experienced  a great  expansion

atter  World  War  II,  and  began  collaboration  wit)i  IMF.

It played  a key  role  in botli  t)ie  creation  and opera-

tion  of  various  intra-European  payn'ients  arrange-

ments  in tlie  post-World  War  II era. Tl'ie Basle

governors'  meetings  generated  initiatives  wliic)i

attempted  to fight  successive  waves  of  speculation

against  different  developed  countries  between  1960

and 1971.  BIS  was  also  tlie  forum  for  t}ie  creation  of

t)ie  General  Anangements  to Bonow  (GAB),  under

whicli  tlie  G-10,  as well  as Switzerland,  make  re-
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sources  available  to  the  International  Monetaiy  Fund,

outside  their  quotas.

The  Governors  of  the  G-10  Central  Banks  meet

regularly  on  the  occasion  of  tlie  Basle  monthly  meet-

ings.  These  G-10  meetings  have  become  an important

forum  in which  much  wider  activities  -  including

setting  up  the  key  Basle  Committees  -  have  been  put

in motion  by  the  G-10  Central  Banks  in the pursuit

of  intemational  financial  stability,  for  example  in the

fields  of  financial  market  monitoring,  banking  su-

pervision,  payment  and  settlements  systems.  While

these  meetings  and  activities  traditionally  focused

on events  in the G-10  countries,  a growing  number

of  meetings  now  focus  on developments  in emerg-

ing  markets  as well,  or on the world  economy.

However,  even  when  emerging-market  countries  are

the focus  of  discussions,  still  too  often  the  perspec-

tive  from  which  developments  in them  are  analysed

is that  of  the G-10  countries.  Indeed,  some  of  the

important  meetings  at which  developing  economies

are discussed  are still  reportedly  only  attended  by

G-10  country  representatives,  though  governors  of

the  major  central  banks  of  developing  countries  (par-

ticularly  Asian  and  Latin  American),  as well  as of

the Russian  Federation,  are increasingly  invited  to

attend.

Although  much  of  the  focus  of  tlie  work  done

by  BIS  (and  of  this  paper)  is on the  financial  system,

it is also  important  to underline  the role  of  BIS  and

its meetings  in international  coordination  of  mon-

etary  policy,  as well  as technical  work  and  research

on the  conduct  of  monetary  policy.  Between  1964

and tlie  end  of  1993,  BIS  hosted  the Secretariat  of

the  Committee  of  Governors  of  the  Central  Banks  of

the  Member  States  of  the  European  Economic  Com-

munity.  In this  context,  the  secretariat  ofthe  European

Committee  of  Governors  -  based  at BIS  -  performed

a number  of  key  functions  for  the  growing  European

integration,  both  of  an operational  nature  -  BIS  acted

as Agent  for  the European  Monetary  Cooperation

Fund  -  and  in the context  of  preparation  for  the

European  Exchange  Rate  Mechanism  (ERM)  and

European  Monetary  Union  (EMU).  Indeed,  the  Com-

mittee  of  European  Governors  and  the European

Monetary  Cooperation  Fund,  both  serviced  by the

secretariat  based  at BIS,  were  the bodies  for  mon-

etary  cooperation  in the  European  Community.  These

tasks  were  then  taken  over  first  by the European

Monetary  Institute  (in  January  1994),  and  then  by

the European  Central  Bank.  This  development  has

reportedly  been  an important  incentive  in encourag-

ing  BIS  to "fill  this  gap"  by  increasing  its activities

in relation  to developing  countries  since  1994.  At

the same  time,  the need  for  a greater  role  for  BIS

vis-A-vis  developing  countries  increased  sharply,  par-

ticularly  owing  to the Mexican  peso  crisis  and the

East  Asian  crisis.

Though  the  direct  role  of  BIS  in European  mon-

etary  integration  has diminished,  the influence  of

European  countries  in BIS  (particularly  amongst  its

staff)  may  be somewhat  higher  than  in  IMF.  This  may

be one  important  factor  why  BIS  has always  tended

to be more  pragmatic  on issues  such  as capital  ac-

count  and  financial  liberalization  in developing

countries,  tending  to streSS both  costs  and  benefits,

and  always  emphasizing  issues  of  timing  and  pre-

conditions  for  successful  liberalization.

E. The process of  achieving  agreements

The  process  of  achieving  agreements  -  on mat-

ters  such  as international  standards  for  regulation  of

the  financial  sector  in  different  countries  -  is a diffi-

cult  one, as each  country  starts  off  with  different

traditions,  accounting  systems  and  domestic  regula-

tions.  Domestic  firms  press  for  minimizing  the  extent

and  costs  of  any  changes  arising  from  international

agreements.  BIS  and, in particular,  the committees

underthe  aegis  of  G-10  Central  Bank  Governors  have

operated  via  international  cooperation  based  firnily

on home  country  (state)  control,  rather  than  through

entrusting  it to some  international  institution.  Mem-

bers  of  the various  committees  which  meet  at BIS

negotiate  positions  among  themselves,  each  re-

flecting  more  their  national  interests;  each  has also

consulted  with  private  sector  actors,  especially  fi-

nancial  institutions,  in  his/her  own  country.2  The  aim

is to reach  a negotiated  agreement  acceptable  to all

G-10  countries,  and  to the  public  and  private  sector

actors  involved.  These  agreements  are often  ratified

by  ministers  and  central  bank  governors  of  the  G-10

countries  and,  if  required,  are approved  by  G-10  leg-

islatures.

Most  of  the  agreements  reached  liave  also  been

accepted  and  implemented  by  developing  countries.

The  acceptance  by  non-G-10  countries,  of  standards

agreed  by  G-10  countries,  lias been  encouraged  by

the fact  that  non-G-10  countries  see them  as broadly

desirable.  This  is not  only  due to efforts  made  by

various  Basle  Committees  to disseminate  their  agree-

ments,  but  also  because  private  rating  agencies

consider  meeting  Basle  capital  adequacy  standards

as an important  element  in rating  financial  insti-

tutions.  IMF,  the World  Bank  and  the regional
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development  banks  have  also  played  a big  role  -

especially  through  their  surveillance  and through

conditions  attached  to their  loans  -  in  the  spreading

of  the  standards  adopted  by  the Basle  Committees.

Indeed,  it was  stressed  in several  ofthe  meetings  held

at BIS  that  there  was  a fairly  sharp  and important

distinction,  broadly  seen as desirable,  whereby  in-

stitutions  like  BIS  and  the Committees  linked  to it

formulated  standards  and norms  for  financial  sec-

tors  and  institutions  such  as IMF  and  the  World  Bank,

which  help  to disseminate  them  and  to survey  their

implementation  in developing  countries.  As de-

scribed  below,  the  process  of  formulation  of  standards

and norms  is mainly  done  by G-10  representatives,

though  with  the  increasing  participation  -  and  espe-

cially  consultation  -  of  some  developirig  countries.

The  fact  that  basically  the G-10  committees

formulate  standards  and  developing  countries  "ac-

cept"  them  assumes,  possibly  sometimes  incorrectly,

that  the  same  standards  are equally  applicable  to dif-

ferent  categories  of  countries.  Furtheimore,  the fact

that  developing  countries  are only  partly  represented

in the deliberations  on determining  these  standards

could  reduce  their  legitimacy  for  developing  coun-

tries.

It  needs  to be stressed  tliat  even  though  the  proc-

ess has been  functional  in achieving  very  important

intemational  agreements,  it has not  really  been  suc-

cessful  in  preventing  crises,  even  when  the  risk  that

provoked  or  contributed  to a crisis  had  already  been

identified  before  the  crisis.  Thus,  the  BCBS  was  only

set up in the wake  of  the failure  of  the Bankhaus

Herstatt  in }974,  even  though  it had  been  recognized

for  some  time  that  banks  with  large  operations  posed

special  problems.  Concrete  work  on forging  interna-

tional  capital  adequacy  standards  was  encouraged  by

the  Mexican  debt  crisis  of  1982.  The  G-10  Commit-

tee on Payment  and  Settlement  Systems  (CPSS)  was

set up in 1990  following  various  periods  of  financial

distress  with  inteniational  repercussions,  as well  as

a better  understanding  of  the nature  of  risks  in pay-

ments  and  settlements,  particularly  after  a large

increase  in financial  transactions  occurred  in the

1980s.  On some  occasions,  the process  lias moved

forward  very  slowly.  Herstatt  risk  was  identified  (and

named)  in 1974,  yet  the first  initiatives  were  prom-

ulgated  by  the CPSS  only  at the  end  of  Marcli  1996,

tliat  is 22 years  later.  Fortunately,  Herstatt  risk  did

not  cause  any  major  international  problen'i  during  that

period,  arguably  mainly  due  to luck.  Tlius,  to a cer-

tain  extent,  the CPSS  does provide  an exan'iple  of

central  bank  preventative  actions  being  implemented

before  a crisis  liappens.

More  generally,  the agreements  which  have

been  reached  have  probably  contributed  to prevent

crises  that  would  otherwise  have  happened  or  mod-

erated  ones  that  have  occurred.  Furthermore,  it should

be stressed  that  the  tasks  of  regulators  are made  par-

ticularly  difficult  owing  to two  types  of  problems.

First,  information  asymmetries  normally  identified

for  market  actors  also  operate,  to a certain  extent,

for  regulators.  When  a new  instrument  or sector  is

developed,  it is difficult  also  for  regulators  to deter-

mine  precisely  the  nature  and  seriousness  of  the  risks

involved,  altliough  previous  experience,  as well  as

theory,  can  help  sketch  the  broad  contours  ofthe  risks

involved.  Secondly,  when  new  financial  markets  or

instruments  are being  developed,  there  is a sense  of

excitement  in  the  markets,  which  is encouraged  both

by  the  novelty  and  the  large  profits  that  are nomally

made.  A  wave  of  "market  knows  best"  sentiments  is

frequently  transmitted  to governments  and regu-

lators.  Once  an important  failure,  or crisis,  lias

occurred,  both  infori'nation  on tlie  precise  risks  in-

volved  and awareness  of  the dangers  increase

substantially;  as a result,  regulatory  action  is usually

taken.

It also  seems  interesting  to mention  tliat  al-

though  the  process  broadly  operates  via  consensus

agreements  among  the  G-  10 countries,  its more  pow-

erful  members  liave,  at various  times,  forced  tl'ie

process  in rather  unconventional  ways.  In t)ie  n'iid-

1980s,  progress  in harmonizing  approaclies  for

capital  adequacy  standards  were  seen as "too  slow"

by United  States  authorities.  Tlie  United  States  and

the United  Kingdom,  representing  the two  largest

financial  centres  by  far,  struck  a bilateral  deal,  based

on the  British  approach  to risk-weiglited  capital  stand-

ards.  This  sharply  increased  the intensity  and speed

of  negotiations  in the  BCBS  and  contributed  to tlie

Capital  Adequacy  Agreements  (Helleiner,  1994;

Kapstein,  1994;  Wl'iite,  1996).

One  important  future  c)iallenge  for  t)ie Basle

process  is tlie  need  to include  participants  from  de-

veloping  countries  in the Comn'iittees  Oil  a more

systematic  and  fonnal  basis.  Increased  participation

in the  meetings  s)iould  be acliieved  in a way  tliat  does

not detract  from  tlie  efficiency  ii'ivolved  in inaking

decisions  tl'irougli  tlie  Basle  Coininittees.  It lias, for

example,  been argued  tliat  one of  tl'ie reasons  why

t)ie  Con'in'iittees  are more  efficient  in reacliing  agree-

ments  tlian  t)ie  worldwide  organization  of  securities'

regulators  (IOSCO)  is because  the foriner  liave  a far

sinaller  membersliip,  wliicli  has sliared  values  and

conceptual  frameworks,  and  allows  it to operate  in a

"club-like"  atinospliei-e.  However,  tliese  probleins
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sliould  not  be over-stated,  as mechanisms  (such  as a

rotating  membership)  can  be found  to  make  consist-

ent  a far  broader  representation  in the  Baste  process

(to  include  different  categories  of  developing  coun-

tries,  including  poorer  and smaller  countries),  with

continued  efficiency  in decision-making.

It is also  extremely  important  that  not  only  off-

sliore  centres  be increasingly  incorporated  into  the

Basle  process,  but  also  that  mechanisms  be found  so

tliat  such  offshore  centres  do not  continue  to make

desirable  clianges  in regulation  difficult  or  impossi-

ble.  Indeed,  in  recent  discussions  on  the  possible  need

to regulate  institutional  investors  -  such  as mutual

funds  or  hedge  funds  -  it has been  argued  (even  by

t)iose  who  see it as desirable  to diminish  the  risks  of

cunency  crises)  that  any  such  regulations  would  be

avoided  by  a flight  to offshore  centres.  Therefore,  a

crucial  element  for  improving  global  regulation  is to

explore  ways  -  at least  for  those  aspects,  tliough  also

ideally  for  taxation  purposes  -  for  offshore  centres

to come  onshore.  It is very  encouraging  that  one  of

tlie  three  Working  Groups  of  the  Financial  Stability

Forum  is devoted  to offshore  centres.  rt is to be hoped

that  it will  address  not  only  its main  brief,  which  is

tl'ie important  issue  of  whether  offshore  centres  un-

dermine  global  stability,  but  also  the  issue  of  whetlier

offsliore  centres  make  desirable  regulation  less fea-

sible.

III.  How  do BIS  and  the  Basle

Committees  promote  financial

stability?

A.  Financial  regulation  and  the  Finatxcial

Stability  Forum

Action  to encourage  financial  stability  can be

broadly  classified  as directed  eitlier  to prevention  of

crises  and/or  to crisis  management  and resolution.

C learly,  crisis  prevention  is better,  clieaper  and  inore

effective  for  sustaining  growtli  tlian  crisis  n"ianage-

inent  or i-esolution.  However,  good  crisis  manage-

inent  is a]so  important  if  crises  do  occur.  BIS  and  tlie

B;isle  Coininittees  liave  t-ocused  particularly  strongly

on activities  relating  to finai'icial  ci-isis  prevention,

especially  On n'ieasures  tliat  strengtlien  tl'ie financial

sectoi'  botli  within  countries  and  intemational]y.  BIS

and tlie  Cominittees  are clearly  tlie  main  focus  or

international  coordination  of  financial-sector  regu-

lation.  Tliis  is paiticularly  true  faor banking  systems,

but is also  true  in relation  to coordination  wit)i  in-

surance  regulators.l  Links  are also  growing  with

IOSCO,  particularly  in the context  of  the Joint  Fo-

rum  (see  below)."  Consequently,  BIS  appears  to be

the obvious  starting  point  for  any future  global  fi-

nancial  regulation,  such  as an international  supervi-

sory  surveillance  secretariat  -  first  proposed  by  the

Canadian  Government  in April  1998  -  built  on in

the Standing  Committee  for  Global  Financial  Regu-

lation  proposed  by Clare  Short  and  Gordon  Brown

to the October  1998  Development  Committee,  or

indeed  for  a super-regulator,  that  at a later  stage  would

attempt  to fully  integrate  global  regulation  between

the different  financial  sectors  and  internationally.

In  October  1998,  the  G-7  finance  ministers  and

central  bank  governors  approved  this  idea  in princi-

ple  and  asked  Hans  Tietmeyer,  then  president  of  the

Bundesbank,  to develop  the  United  Kingdom's  pro-

posal  and  more  generally  to consider  cooperation  and

coordination  between  the various  international  re-

gulatory  and  supervisory  bodies,  and  to  make  recom-

mendations  for  any  new  arrangements.  Tietmeyer's

report,  released  in February  1999,  outlined  areas

where  improvements  to cunent  arrangements  were

necessary,  but  stated  that  "sweeping  institutional

changes  are not  needed  to realise  these  improve-

ments"  (Tietmeyer,  1999).  It was proposed  tliat  a

Financial  Stability  Forum,  which  would  meet  regu-

larly  to discuss  issues  affecting  the global  financial

system  and  to identi  fy  actions  needed  to enhance  sta-

bility,  be convened.  The  Forum  was formally  en-

dorsed  by G-7  finance  ministers  and central  bank

governors  at their  February  meeting  in Bonn  (see

appendix  2),  and  met  already  for  the first  time  in the

spring  of  1999.

The  Tietmeyer  report  had outlined  three  main

areas  in whicli  current  arrangen'ients  sliould  be in'i-

proved:  (i)  identification  of  vulnerabilities  in national

and international  financial  systems  and sources  of

systemic  risk,  as well  as effective  policies  to miti-

gate  them;  (ii)  developn"ient  and implen'ientation  of

compreliensive  intemational  rules  and standards  of

best  practice;  and  (iii)  ensuring  consistency  of  inter-

national  rules  and arrangements  across  all types  of

financial  institutions.

Eac)i  G-7  counti'y  will  liave  tliree  representa-

tives  on tl'ie Forum,  fron'i  tlie Finance  Ministry,

Central  Bank  and Supervisory  Arit)iority.  Tlie  G-7

stated  tliat  while  tlie  Forum  will  initially  be limited

to G-7  countries,  it is envisaged  that  otlier  national

autliorities,  including  from  emei-ging-market  coun-

tries,  will  join  tlie  process  at some  stage. IMF  and

tlie  World  Bank  will  )iave  two  representatives  eac)'i,
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as will  the  BCBS,  IOSCO  and  the  International  As-

sociation  of  Insurance  Supervisors  (IAIS).  BIS,

OECD  and  the two  BIS  Committees  will  all have

one  representative  on the Forum.

The  Forum  will  initially  meet  twice  a year,

beginning  in the  spring  of  1999.  One  of  the  key  aims

of  the  Forum  will  be to better  coordinate  the  responsi-

bilities  of  the  main  national  and  international  authori-

ties  and  supervisory  bodies,  andto  pool  the information

held  by  these  various  bodies,  in order  to improve  the

functioning  of  markets  and reduce  systemic  risk.

Subsequent  to its meeting  in  April,  the  Financial  Sta-

bility  Forum  has definedthree  ad hoe  working  groups

to tackle  recommendations  on three  key  subjects

defined:

(i) To recommend  actions  to reduce  the destabi-

lizing  potential  of  institutions  employing  a high

degree  of  leverage  (HLIs)  in the  financial  mar-

kets  of  developed  and  developing  economies;

(ii)  To evaluate  measures  in borrower  and  creditor

countries  that  could  reduce  the  volatility  of  capi-

tal flows  and  the risks  to financial  systems  of

excessive  short-term  external  indebtedness;

(iii)  To evaluate  tlie  impact  on global  financial  sta-

bility  of  the uses made  by  market  participants

of  financial  offshore  centres,  and  the  progress

made  by  sucli  centres  in  enforcing  international

prudential  standards  and in complying  witli

cross-border  ixifonnation  exchange  agreements.

As  regards  offshore  centres,  an assessment  will

be made  of  the additional  efforts  required  to

avoid  undenegulation  or inappropriate  disclo-

sure  in offshore  centres  contributing  to global

financial  instability.

The  working  groups  comprise  officials  from

developed  and  developing  market  economies,  inter-

national  financial  institutions  and  supervisory  group-

ings,  and  will  draw  on work  completed  or  under  way

in various  public  ai'id private-sector  fonin'is.  Senior

officials  from  developing  countries  liave  been in-

cluded  wliere  tl'ieir  expei'tise  is seen as paiticularly

relevant.  For  exainple,  tlie  group  that  will  study  meas-

ures  to study  volatility  of  capital  flows  includes  sen-

ior  representatives  fron"i Cliile  and Malaysia,  two

countries  tliat  l"iave implemented  measures  to curb

inflows  and outflows  (Malaysia  for  botli,  and  C)iile

for  inflows).

Tlie  setting  up of  tlie  Fixiancial  Stability  Forum

is a very  valuable  first  step  towards  in'iproving  tlie

coordination  and cooperation  of  tlie  various  bodies

which  work  towards  improving  the way  markets  work

in order  to improve  global  stability.  The  question  lies,

however,  in whether  the Fonim,  as it has been  pro-

posed,  will  be representative  and strong  enough  to

address  all  these  complex  issues.

First,  the  omission  of  any  developing  countiy

authorities  in the initial  years  of  the Forum  itself

appears  to be an important  error.  It has been  increas-

ingly  accepted  that  developing  countries  are impor-

tant  actors  in the increasingly  globalized  financial

system,  and  that  currency  crises  in these  countries

pose  systemic  threats  to tlie  international  financial

system.  Representation  of  developing  countries  on

the Fonim  would  be desirable  botli  for  legitimacy

reasons  and  because  it would  provide  the  body  with

a wider  range  of  expertise  and  perspectives.

Ways  could  easily  be found  to include  devel-

oping  countries  in  the  Forum  without  making  it too

large.  If  three  developing  country  representatives

were  included,  tlie  membersliip  of  the  Forum  would

rise by less than  10 per cent.  Developing  country

representatives  from  countries  witli  large  levels  of

private  capital  inflows  or with  major  financial  cen-

tres  could,  for  example,  be chosen  on a regional  basis,

i.e. one  representative  each  from  Asia,  Latin  America

and Africa.  This  would  also  ensure  tliat  tlie  interests

of  poorer  countries  are represented.  The  representa-

tives  could  be appointed  for  a fairly  shod  period  (e.g.

two  years)  and  then  rotated.  Tliis  type  of  representa-

tion  by  developing  countries  has been  working  ratlier

well  in other  contexts,  for  example  on the  boards  of

tlie  Bretton  Woods  institutions.

Second,  doubts  liave  been  voiced  over  tlie  in-

stitutional  strength  of  tlie  new  Forum.  Witli  a veiy

small  secretariat  in Basle  (currently  it lias  only  tliree

staff membersl  meeting only twice yearly, and no
power  of  enforcement,  will  tlie  FOIIIIII  Jiave suffi-

cient  institutional  muscle  to deal  witli  tlie  tasks  that

liave  been  identit-ied?  Can  its response  be speedy  and

agile  enougli  to a rapidly  clianging  inteniational  pri-

vate  systen'i?  Tlie  setting  up of  t)ie FO]lllll  represents

a significant  enliancement  of  tlie  system  of  global

reguiation  by agreement  and peer  pressui-e  tliat  lias

been sliown  to work  reasonably  well  in tlie  context

of  t)ie BIS  Coinmittees,  as discussed  above.  How-

ever,  in tlie  medium  tenn,  in a world  ofopen  financial

markets,  an inteniationa)  body  wlicise  Board  meets

regularly  and iias tlie power  to n'iake  and enforce

policy  may  well  be needed.  Tliis  would  point  towards

a body  more  akin  to some  kind  of  World  Financial

Aut)iority,  wl'iic)i  would  be ei'idowed  witli  executive

powers  along  tlie  lines  of  a WTO  for  finance.
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BIS  already  plays  an important  role  in crisis

management  and  resolution,  especially  as relates  to

crises  affecting  developing  countries.  The  lead  role

here  is played  by  IMF,  which  not  only  puts  togeth-

er the main  financial  package,  but  also  imposes

conditionality  on developing  countries  in crises.

However,  even  if  secondaiy,  the  role  which  BIS  plays

in contributing  to the financial  packages  has been

growing  for  at least  three  reasons.  Firstly,  given  the

size  of  tlie  financial  packages  required,  particularly

in the  context  of  capital-account-led  balance-of-pay-

ments  crises,  the  contributions  that  BIS  can assemble

-  drawing  mainly  on credits  from  the G-10  Central

Banks  -  have  the  advantage  of  additionality  and  flex-

ibility.  The  flexibility  relates  to the  fact  that  the  scale

of  the contributions  is not  linked  to formal  limits,

such  as the size  of  IMF  quotas,  but  depends  solely

on tlie  scale  of  tl'ie  problem  and  the  political  willing-

ness to lend.  Secondly,  the  loans  coordinated  by  BIS

are not  explicitly  linked  to additional  conditionality

fordeveloping  countries,  although  theirdisbursement

may  be linked  to meeting  IMF  conditionality.  Loans

witliout  policy  conditionality  are particularly  appro-

priate  for  providing  finance  to developing  countries

witli  capital-account-led  crises  not  caused  by their

own  policy  mistakes  but  by  external  factors,  such  as

contagion  and  imperfections  in intemational  capital

markets.  Thirdly,  the most  recent  loan  coordinated

by  BIS-that  for  Brazil  (see  below)  -  was  not  a bridge

loan  as all  other  BIS  loans  to developing  countries

liave  been,  but  a proper  credit  facility  granted  for

one year.  T]'iis  is an interesting  innovation,  as was

tlie  fact  tliat  tlie  BIS  loan  was  part  of  what  could  be

called  a preventive  financing  package  ratherthan  one

of  full  crisis  i'nanagement.

B. The role ofBIS  in crisis prevention

A central  element  in crisis  prevention,  both  in

developing  countries  and  internationally,  is strength-

ening  financial  systems.  As  White  (1996,  1998)  has

suggested,  tlie  international  financial  system  can be

seen to be based  on tliree  pillars:  financial  institu-

tions,  financial  markets,  and  payment  and  settlement

systems.  In tliis  context,  measures  to prevent  crises

can be classified  ii'i  a tliree  dimensional  matrix.  Tlie

colunms  comprise  tlie  different  categories  of  finan-

cial  institutions,  including  banks,  investment  dealers,

insurance  companies,  )iedge  funds  and otliers.  Tlie

rows  are  tlie  markets  for  tlie  individual  operations,  a

growing  proportion  of  wliicli  are tradeable.  Behind

tliis  fagade  is a tliird  dimension  comprising  tlie  sup-

poiting  infrastructure  (or  "pluinbing"  as it is known

in the  jargon)  for  the international  financial  system,

including  the  payment  system,  as well  as the clearing,

netting  and  settlement  systems.  The  infrastructure  is

one  of  the  most  rapidly  changing  dimensions  in the

international  financial  system,  as new  systems

emerge  (e.g.  in  trading  in derivatives)  and  others  are

greatly  modified.  Disturbances  at the  level  of  finan-

cial  institutions,  markets  or  infrastnicture  cannot  only

interact  very  negatively  with  each  other  (e.g.  sharp

changes  in the  prices  of  financial  assets  determined

in  financial  markets  can  contribute  to undermine  the

solvency  of  financial  institutions,  as occurred  in East

Asia);  disturbances  in some  or  all  of  these  dimensions

can also  have  very  large  and  disruptive  implications

for  key  macroeconomic  variables,  such  as interest

rates  and  exchange  rates.

A  numberofinternational  agreements  have  been

reached  over  the  years  to strengthen  the  three  dimen-

sions  of  the matrix,  financial  institutions,  financial

markets,  and  financial  infrastructure.  A  very  central

part  -  but  not  all  -  of  the  work  has been  carried  out

by  three  BIS  Committees;  indeed,  there  exists  a BIS

Committee  dealing  with  each  of  these  individual

pillars.  Thus,  the Basle  Committee  on Banking  In-

stitutions  deals  with  one  ofthe  key  sectors  of  financial

institutions  (banks),  though  not  with  other  institu-

tions,  where  coordination  of  the  regulation  is either

carried  out  by other  regulators  (e.g.  securities  and

insurance)  or there  are regulatory  gaps  (e.g.  hedge

funds).  The  former  Euro-Currency  Standing  Com-

mittee  deals  with  financial  market  developments

thought  likely  to have  systemic  implications,  as well

as collecting  crucial  data  on market  developments.

Finally,  the  Committee  on Payments  and  Settlements

Systems  deals  with  international  agreements  on the

cnicial  issue  of  strengthening  the  financial  infrastruc-

ture.

].  The Baste  Cominittee  O/7 Bankirig  Supei-vision

Tlie  BCBS,  whicli  is the  best  known  ofthe  Com-

mittees  which  liave  their  secretariat  at BIS,  was

establislied  by the central  bank  governors  of  the G-

10 countries  in 1975.  Since  its creation,  the BCBS

lias  been  working  to improve  banking  supervision  at

the intemational  level.  Its work  covers  tliree  areas.

Firstly,  it provides  a forum  for  discussion  on super-

visory  issues;  secondly,  it coordinates  the  supervision

of  international  banking  groups  and t)ieir  cross-

border  activities;  tliirdly,  it aims  to improve  financial

stability  by improving  standards  of  supervision.  The

Conunittee  is inade  up of  senior  representatives  of

bank  supei'visory  autliorities  and  central  banks  from
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12 countries:  the  G-  10 plus  Switzerland  and  Luxem-
bourg.

While  the work  of  the BCBS  was originally

centred  on supervisoiy  issues  arising  in the context

of  the G-10  countries,  the  rapid  pace  of  globalization

and  the resulting  need  for  international  cooperation

to involve  a wider  group  of  countries  have  been  re-

flected  in the recent  efforts  of  the Committee  to

extend  its reach.  In  the  last  few  years,  the  BCBS  has

been  expanding  its links  with  non-member  countries

in order  to strengthen  pnidential  supervisory  stand-

ards  in all  the  major  markets  (for  details,  see below).

For  developing  countries  pursuing  financial  integra-

tion  in the  global  economy,  a sound  banking  system

with  an adequate  regulatory  and  supervisory  frame-

work  is one  of  the  main  prerequisites  (World  Bank,

1997).  The  BCBS  has made  a contribution  to pro-

mote  financial  stability,  through  the definition  of

sound  supervisoiy  practices.  It is also  increasingly

active  in  helping  their  implementation  in non-mem-

ber  countries  (see  below).  Owing  in particular  to the

complexities  of  properly  implementing  banking  su-

pervision  in developing  countries,  further  efforts  in

this  direction  seem  desirable  and  urgent.

(a)  Tlie  Basle  Concordat  (1975)  to the

Supervision  of  Cross-border  Banking  (1996)

The  early  concerns  of  the BCBS  focused  on

ensuring  that  all internationally  active  banks  were

adequately  supervised  on a consolidated  basis.  In

1975,  the Committee  issued  the Basle  Concordat

which  established  the  principle  that  no foreign  bank-

ing  establishment  should  escape  supervision,  and  that

the liome  supervisor  is responsible  for  the global

operations  of  banks  lieadquartered  in their  territoiy

and should  supervise  them  on a consolidated  basis.

The  Concordat  has been  revised  a number  of  times

since  then,  but  the basic  principles  have  remained
tlie  same.

In 1992,  the Committee  produced  its report

Miniinum  Standartlsfor  the Supervisirm oflnterira-
tional  Banking  Groups  aiul  their  Cross-boi-der

Establishinents,  in which  basic  standards  were  set

out to ensure  that  home  supervisors  operate  effec-

tively  and  tliat  they  liave  adequate  access  to

information  about  the cross-border  activities  of

banks.  If  these  standards  are not  met,  host  countries

can retuse  to grant  a banking  licence  or  home  super-

visors  can close  down  a bank.  However,  continued

concern  over  the adequacy  of  information  available

to supervisors  prompted  the  preparation  of  a further

report  by  a joint  working  group  of  the  BCBS  and  the

Offshore  Group  of  Banking  Supervisors.  This  report,

The Supei"vision of  Cmss-border  Banking, presents
29 recommendations  designed  to strengthen  the ef-

fectiveness  of  supervision  by  home  and  host-countiy

authorities  of  banks  which  operate  beyond  their  na-
tional  borders.

(b)  The  Capital  Adequacy  Agreements

In 1987,  the BCBS  published  proposed  guide-

lines  for  the measurement  and assessment  of  the

capital  adequacy  of  banks  operating  internationally.

In 1988,  the guidelines  were  approved  by  bank  su-

pervisors  from  the  G-10  countries,  plus  Luxembourg

and  Switzerland.  Underthe  agreement,  known  as tlie

Basle  Capital  Accord,  these  countries'  bank  super-

visors  were  obliged  to impose  by  the end  of  1992  a

minimum  risk-adjusted  capital  asset  ratio  of  8 per

cent  on all  banks  operating  under  their  jurisdiction.

The  agreement  was  intended  to establish  com-

mon  regulatory  conditions  among  the banks  of

participating  countries  in orderto  prevent  unfair  com-

petition  arising  due to lighter  regulatory  conditions

in some  countries,  and  also  to raise  the  levels  of  bank

capital  in the G-10  countries.  Despite  some  draw-

backs,  which  we sliall  examine  below,  tlie  Capital

Accord  succeeded  in establisliing  standards  by  wliicli

all  banks  can  be compared,  and  resulted  in  a strengtli-

ening  of  bai'ik  capital  among  tlie  G-10  countries.  Tlie

widespread  compliance  with  tlie  Basle  Capital  Ac-

cord  among  the G-10  countries  may  be attributed  to

a combination  of  pressure  from  domestic  supervi-

sors, acting  under  international  peer  pressure,  and

market  discipline  (White,  1996).  For  reasons  dis-

cussed  above,  tlie  capital  adequacy  guidelines  liave

been  voluntarily  accepted  by an increasing  number

ofcountries,  including  many  ofthe  developing  econo-
nues.

Originally,  tlie  Capital  Accord  centred  on credit

risk  in the calculation  of  capital  adequacy.  During

the 1990s,  tlie  BCBS  lias been  working  on refining

tlie  capital  adequacy  standards  to take  account  of

market  risk,  particularly  that  arising  from  the huge

increase  in bank  trading  in futures  and options.  A

major  revision  was introduced  in 1995 w)ien  tlie

Conmiittee  issued  a set of  recominendations  extend-

ing  capital  requirements  to market  risk,  in wliicli  tlie

Connnittee  accepted  tlie  use of  intemal  risk  inanage-

ment  systems  (subject  to certain  restrictions)  of

financial  institutions  to determine  tlieir  exposure  to

market  risk.  This  was  seen by some  observers  as an
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important  step  towards  regulators  working  more

closely  with  the  market.  There  are,  however,  several

concems  about  this  new  approach,  including  wor-

ries  that  the internal  analysis  of  risk  for  capital

adequacy  purposes  may  result  in  lower  requirements

than  would  a standard  approach  (Griffith-Jones,

1998a).  Supervisors  will  need  to bear  this  concem

in mind  when  looking  at the  capital  requirements  of

financial  institutions.

While  the  Capital  Accord  has been  an extremely

useful  tool  for  the  universal  comparison  of  financial

institutions,  it has  been  shown  to have  certain  short-

comings,  and  further  work  on revising  capital

adequacy  requirements  will  be necessary.  One  ex-

ample,  which  became  evident  in the  analysis  of  the

recent  international  financial  crisis,  is that  the cur-

rent  categories  for  risk  weighting  bank  assets

introduce  a bias  in  favour  of  sliort-term  lending.  The

risk  weight  currently  recommended  by  BIS  forclaims

on non-OECD  institutions  with  a residual  maturity

of  up to one  year  is 20 per  cent,  whereas  claims  over

one year  have  a recommended  risk  weight  of  100

per  cent.  This  makes  short-term  lending  to non-

OECD  countries  more  profitable  than  long-term

lending  for  international  banks,  and  this  may  have

contributed  to the  heavy  build-up  of  short-term  debt

in some  East  Asian  countries  immediately  prior  to

tlie  recent  crisis.  It may  therefore  be desirable  to di-

minish  the  regulatory  incentive  towards  short-term

lending,  for  example  by narrowing  the difference

between  capital  adequacy  requirements  for  long-  and

short-term  credits  (Griffith-Jones,  1998b).  A  further

distinction  in the capital  adequacy  rules  which  may

require  revision  is that  between  OECD  and non-

OECD  countries,  as lias  repeatedly  been  pointed  out

in G-24  communiqu6s.  It may  be more  appropriate

to base  tl'iis  distinction  on the  quality  of  banking  su-

pervision.  In June  1999,  the BCBS  published  a

consultative  paper  outlining  in the Capital  Accord

the  planned  shape  of  a broader  refomi  of  capital  ad-

equacy  ratios.  These  proposals  are still  at an early

stage  of  development,  and  have  now  been  submitted

for  consultation.

As regards  tlie  acceptance  of  tlie  capital  ad-

equacy  guidelines  by  developing  countries,  problems

liave  arisen  due  to the failure  to adjust  bank  capital

adequately  for  non-perforining  loans.  Tliis  is because

emerging  market  countries  often  liave  poorly  de-

veloped  accounting  standards  and insufficient

infoi'mation  on tlie  quality  of  bank  assets  (Fitzgerald,

1998).  Tliis  problem  was  also  liighlighted  by  the  re-

cent  crisis  in East  Asia,  wlien  apparently  well

capitalized  banks  were  revealed  as insolvent,  as the

crisis  unfolded  (BIS,  1998).  This  raises  the broader

issue  that  capital  adequacy  and  provisioning  require-

ments  should  possibly  have  either  an explicit  or  an

implicit  countercyclical  element  whereby  standards

are tightened  during  periods  of  "booms"  and  surges

of  capital,  and somewhat  loosened  during  periods

of  "busts"  and  capital  out  flows  (see Griffith-Jones

et al., 1999).  Such  regulatory  practice  could  help

moderate  excessive  swings  in bank  lending,  whicli

currently  exaggerate  both  overheating  of  the econo-

my  and  recessions.  Current  practice  -  where  regulation

is introduced  more  rigorously  during  a crises  -  has

the  opposite  and  often  undesirable  procyclical  effect."

The  fact  that  developing  countries  seem  to be more

prone  to crises  -  and  that  these  often  lead  to numer-

ous company  bankruptcies  - raises  the issue  of

whether  capital  adequacy  standards  in those  coun-

tries  should  be higher  (as is the  case for  example  in

Argentina).  The  costs  and benefits  of  such higher

capital  adequacy  standards  for  developing  countries

need  to be carefully  evaluated,  and  it seems  far  more

desirable  that  this  be done  by  developing  countries

themselves,  and  not  the  imposition  of  general  stand-

ards.  However,  analysis  of  international  experiences

in  this  area  by  the  BCBS  or  BIS  could  be very  valu-

able.

The  Capital  Adequacy  Agreements  will  also

face  new  challenges  in  the  future,  such  as those  pre-

sented  by bank  lending  to hedge  funds  or for

derivative  operations,  wliich  may  require  further

changes  to regulation.  Moreover,  in the context  of

developing  countries,  it is important  to bear  in mind

that  standards  set among  G-10  nations,  sucli  as the

capital  adequacy  standards,  represent  minimum  re-

quirements  and  that  in  the  case of  some  developing

countries  it may  be pnident  to set higher  capital/as-

set ratios.

(c)  The  Core  Principles

In April  1997,  the  BCBS  released  a set of  Coiv

Principlesfor  E.[fective Banking  Supervision backed
by  a three-volume  Compendium  of  guidance  docu-

ments.  These  guidelines,  wliich  were  mainly  based

on the work  and decisions  of  the Committee  over

tlie  previous  two  decades,  cover  all  aspects  of  bank-

ing  and  are intended  to be applied  to all  banks.  Tlie

25 Core  Principles,  whicli  are designed  to serve  as a

basic  reference  for  national  agencies  worldwide  to

use in tlie  supervision  of  all  banking  organizations

within  their  jurisdictions,  cover  seven  broad  topics:

(i)  the preconditions  for  effective  banking  supervi-

sion;  (ii)  licensing  and  structure;  (iii)prudential  regu-
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lations  and  requirements;  (iv)  methods  of  ongoing

banking  supervision;  (v)  information  requirements;

(vi)  formal  powers  of  supervisors;  and  (vii)  cross-

border  banking  (BIS,  1997).

In developing  the  principles,  the Committee

worked  closely  with  the supervisory  authorities  in

fifteen  emerging-market  countries.  The  document

was  prepared  by representatives  of  the BCBS  and

from  Chile,  the  Czech  Republic,  Hong  Kong  (China),

Mexico  and  the Russian  Federation.  Nine  other

economies  were  also  closely  associated  with  the

work:  Argentina,  Brazil,  Hungary,  India,  Indonesia,

Republic  of  Korea,  Malaysia,  Poland  and  Singapore.

This  was  a major  step for  the Committee  towards

increasing  the participation  of  emerging-market

countries  in  their  discussions  and decision-making

processes.

The  Asian  crisis  revealed  distinct  weaknesses

in  the  supervisory  structures  in  many  emerging-  mar-

ket  countries  and  highlighted  the relevance  of  the

Core  Principles.  The  BCBS  believes  that  achieving

consistency  with  the Core  Principles  in all  countries

will  be an important  step towards  improving  finan-

cial  stability.  However,  while  the  Principles  represent

a set of  extremely  useful  minimum  standards  with

which  all  countries  can  strive  to comply,  it is impor-

tant  not  to see them  as a panacea  to financial

instability.  Additionally,  implementing  the  Core  Prin-

ciples  in all  countries  is likely  to be a lengthy  and

complex  process,  complicated  by  issues  such  as vaiy-

ing  accounting  standards  ixi different  countries.

Thus,  the main  challenge  for  BIS,  and  other

institutions  such  as IMF,  is to ensure  that  the Core

Principles  are implemented  globally.  BIS  began  by

asking  supervisors  around  the world  to endorse  the

Core  Principles.  To provide  a forum  for  the discus-

sion  ofproblems  associated  with  implementation,  tlie

BCBS  has  created  a Liaison  Group  and  a wider  Con-

sultation  Group  of  G-10  and  non-G-10  countries.  In

1998,  the  Liaison  Group  conducted  a survey  on im-

plementation  designed  to identify  tlie  steps  t)iat

supervisory  authorities  are taking  to implement  tlie

Core  Principles,  the problems  tliey  face,  and  tlie  as-

sistance  wliich  they  may  require  (BIS,  1998  ). It would

be very  important  and urgent  for  BIS  to expand  its

activities  in tliis  field,  so as to assist  developing  coun-

tries  -  including  the poorer  and  smaller  ones  -  with

technical  assistance  in inatters  such  as implement-

ing  tl'ie Core  Principles  for  Banking.  The  BIS

Financial  Stability  Institute  described  below  would

provide  a natural  basis  for  this,  but  complementaiy

action  - focused  more  on in-country  training  -

appears  to be required.  Given  BIS's  expertise  and

role  in setting  standards,  it seems  veiy  well  qualified

to play  a complementaiy  role  in  that  beginning  to be

developed  by  IMF  and  the  World  Bank.

(d)  The  'Voint  Fonim"  and  the  involvement  of

non-member  countries

In order  to address  new  challenges  presented

by  the  breakdown  of  barriers  between  different  sec-

tors  of  the  financial  world  and  the  growth  of  financial

conglomerates,  the  BCBS  has been  strengthening  its

links  with  international  supervisors  working  in otlier

financial  sectors.  In  early  1996,  the Joint  Forum  on

Financial  Conglomerates  was  establislied,  bringing

together  representatives  from  the  BCBS,  IOSCO  and

IAIS.  Thirteen  developed  countries  are represented

in the Joint  Forum:  Australia,  Belgium,  Canada,

France,  Geimany,  Italy,  Japan,  Netherlands,  Spain,

Sweden,  Switzerland,  the United  Kingdom  and tlie

United  States.

The  Joint  Forum  has reviewed  tlie  means  to fa-

cilitate  infonnation  sharing  between  supervisors,  botl'i

within  their  own  sectors  and  in different  sectors,  and

ways  to enhance  supervisory  coordination.  T!ie  Joint

Forum  is also  working  on issues  conceri'iing  intra-

group  transactions  and exposures  witliin  t-inancial

conglomerates.  In February  1998,  tlie  Joint  Forum

issued  a package  of  consultative  papers  addressing

several  different  aspects  relating  to tlie  supervision

of  financial  conglomerates.  Despite  these  effons  to

enhance  supervisoiy  coordination,  progress  in estab-

lishing  a consolidated  supervisoiy  framework  has

been  slow.

The  BCBS  lias  also  been  broadening  its work

in respect  of  expanding  its links  with  non-member

countries.  As discussed  above,  the Core  Principles

were  drawn  up with  t)ie  active  participation  of  offi-

cial  representatives  froin  einerging  markets.  Tliis

marked  an iinportant  step  in encouraging  tlie  fonnal

involvement  of  non-inember  countries  in tlie  delibera-

tions  ofthe  Committee.  Ot)ier  recent  efforts  to expand

the work  of  the Basle  Connnittee  to non-member

countries  include:  tbe dissemination  tliroug)iout  tlie

world  of  policy  papers  on a wide  range  of  supervi-

sory  matters;  tlie  creation  of  a network  of  supervisory

authorities  wlio  meet  at an inteniational  conference

eveiy  two  years;  tlie  creatiori  of  regional  supervisory

conm'iittees  to enliance  supervisory  cooperation  at

the local  level;  and  tlie  provision  of  some  supervi-

soiy  training  both  in Basle  and  regionally.
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2. TheCoinmitteeontheGlobalFinancialS)istem

The  Committee  on the Global  Financial  Sys-

tem (CGFS  -  until  recently  the Euro-Currency

Standing  Committee  -  ECSC)  works  on another  of

the three  pillars  of  financial  systems,  that  of  finan-

cial  markets.  The  Committee  monitors  developments

in international  financial  markets  and  discusses  is-

sues  which  affect  their  functioning  and  stability.  The

tasks  it performed  have  been  recently  redefined  to

fall  into  three  categories  (for  details,  see appendix

3): systematic  short-term  monitoring  of  global  finan-

cial  system  conditions  so as to identify  potential

sources  of  stress;  in-depth  longer-term  analysis  of

the functioning  of  financial  markets;  and  articula-

tion  of  policy  recommendations  aimed  at improving

market  functioning  and  promoting  stability.

Originally,  the  ECSC  was  established  to exam-

ine  the  expansion  of  bank  lending,  andwas  concemed

with  issues  arising  from  the debt  crisis  during  the

1980s.  More  recently,  the  Committee  has been  con-

cerned  with  issues  such  as the growth  of  credit

derivatives  markets  and  capital  flows  to developing

countries,  as well  as broader  issues  such  as the im-

plications  for  the  banking  industry  of  changes

resulting  from  technological  progress,  increasing

globalization  and  product  innovation.

BIS  compiles,  analyses  and  publishes  a wide

range  of  statistical  data  on developments  in interna-

tional  banking  and  financial  markets  undera  mandate

from  the  ECSC.  The  BIS  Consolidatedlnternational

Banking  Statistics  (forinerly  The  Maturity,  Sectoi-al

and Nationality  Distribution  of  International  Bank
Lending),  which  is a key  source  of  information  on

creditor  exposures  and  countries'  external  debt,  is

an important  example.  Under  a mandate  from  the

Committee,  BIS  collects  and  publishes  these  statis-

tics  from  national  (creditor)  sources,  so that  risks

arising  from  this  area  of  market  activity  can  be moni-

tored.

The  banking  statistics  produced  by  BIS  can be

used  to draw  attention  to strains  in  international  mar-

kets,  as was  the case  in the period  immediately

preceding  the  recent  troubles  in East  Asia.  In the 1997

BIS  Annual  Report,  the financial  fragility  in some

Asian  countries  -  particularly  Indonesia,  Malaysia,

the Philippines  and  Thailand  -  had  been  highlighted

(see pp. 107-114).  The  report  drew  attention  to the

heavy  exposure  of  some  of  the region's  banks  to

short-term  foreign  currency  financing,  problems  en-

countered  by countries  with  recently  liberalised

financial  sectors,  and  other  issues,  such  as directed

lending,  which  were  later  to feature  in many  analy-

ses of  the financial  crisis  in East  Asia.

Unfortunately,  although  BIS  was  able  to use its

data  to compile  an extremely  accurate  picture  of  the

weaknesses  building  up in some  Asian  economies,

the low-key  expression  of  their  concerns,  presum-

ably  designed  not  to be alaimist,  caused  the  warnings

to go unheeded.  Partly  in response  to the  Asian  cri-

sis, the Committee  has to agree  upon  a number  of

proposals  forimprovingtheBISInternationalBank-

ing  Statistics  in terms  of  coverage,  quality  and

timeliness.  It was  decided  that  lags  in the  reporting

of  data  to BIS  and  in  the  release  of  data  to the  public

are to be reduced,  reporting  will  now  be on a quar-

terly  best-efforts  basis,  there  will  be a move  to report

exposures  on an "ultimate  risk"  basis,  and  efforts  to

add  new  reporting  countries  will  be intensified  (BIS,

1998,  p. 174).  While  these  improvements  will  be veiy

valuable,  there  is also  a case for  an analysis  based  on

this  data  to be made  more  widely  available  and  for

concerns  to be more  strongly  voiced.

BIS  is now  also  maintaining  an extensive  data

base  on  international  securities  markets  and  has also

expanded  its coverage  of  derivatives  markets.  The

growth  of  financial  innovations,  such  as over-the-

counter  derivatives,  while  designed  to facilitate  the

transfer  of  market  risk  and  therefore  enhance  finan-

cial  stability,  have  also  made  financial  markets  more

complex  and  opaque.  This  has created  difficulties  in

monitoring  patterns  of  activity  in these  markets  and

the distribution  of  risks  in tl'ie global  financial  sys-

tem  for  regulators,  central  banks,  market  participants

andotherauthorities.  BIS  studies  have  suggestedthat

improved  infomiation  on the size  and structure  of

derivatives  markets  is needed  to enhance  their  trans-

parency  and  facilitate  a more  comprehensive  moni-

toring  for  systemic  risk.

In  response  to this  situation,  the  CGFS  has also

drawn  up a framework  for  the regular  collection  of

statistics  on  over-the-counter  derivatives  markets  on

the  basis  of  reporting  by  leading  market  participants.

These  statistics  will  be compiled  by  national  central

banks  and  published  by  BIS  on a semi-annual  basis.

In addition,  BIS  also  publishes  the  results  of  the  tri-

ennial  survey  conducted  by  central  banks  (Central

Bank Suiyey qf  Foreign Exchange and Derivatives
Market  Activity).  These  efforts  to improve  transpar-

ency,  particularly  in relation  to derivatives,  are widely

welcomed.  However,  this  sector  is constantly  evolv-

ing  and  there  is a concern  that  regulatory  reporting

will  never  be able  to keep  pace  witli  this  complex

and dynamic  market.  Difficulties  are made  greater



Interncitioncil Monetarv and Fincincial Issuesfor  the 1 990s 39

by the fact  that  there  are already  many  gaps in re-

porting  derivatives;  it would  seem appropriate  for

major  central  banks  and  BIS  to attempt  to improve

registration  of  derivatives  by  making  it obligatory.

This  Committee  also  works  on longer-term

analyses  of  structural  developments  which  impact

on financial  stability.  In 1997,  the  reports  from  two

working  groups,  set up the  previous  year,  were  pre-

sented  to the Committee.  The  first  examined  the

implications  for  systemic  risk  of  recent  structural

changes  in financial  markets,  such  as the emergence

of  non-bank  financial  institutions  as providers  of

services  traditionally  carried  out  by  banks.  The  sec-

ond  working  group  examined  changes  in portfolio

management  practices  with  the  aim  of  developing  a

better  understanding  of  cross-border  capital  flows.

3. The Comrnittee  on Payinent  and  Settlement

S,vstems

The  CPSS  works  to identify,  define  and pro-

mote  ways  to reduce  risks  and  improve  the  efficiency

of  national  and  cross-border  payment  and  settlement

systems,  including  those  for  securities  and foreign

exchange  market  transactions.

With  the increase  in the volume  of  financial

transactions  in recent  years,  the  exposure  of  firms  to

possible  non-payment  by a counterparty  has risen

significantly,  andthe  Committee  has made  many  pro-

posals  on how  payment  and  settlement  systems  could

be strengthened.  Much  of  the  Committee's  work  fo-

cuses  on interbank  fund  transfer  systems,  as banks

continue  to be at tlie  centre  of  the international  fi-

nancial  system.  In 1997,  the  CPSS  produced  a Repoil

0/7 Recd-Tiine  Gross  Settleinent  Svsteins.  This  report

provides  an overview  of  real-time  settlement  systems,

which  are now  in place  in most  G-10  and  some  other

countries,  as well  as looking  at the risks  associated

with  such  systems.

In recent  years,  the  CPSS  lias  also  extended  its

work  to cover  settlement  systems  for  securities  and

foreign  exchange,  and  clearing  arrangements  for  ex-

cliange-traded  derivatives.  To furtlier  t)iis  work,  tl"ie

Conunittee  has extended  its cooperation  witli  other

international  regulatoiy  autliorities,  sucli  as a recent

joint  initiative  wit)i  IOSCO,  wliich  established  a dis-

closure  framework  for  securities  and settlement

systems.  In 1996,  the CPSS  reaclied  an agreement

on exposure  to settlement  risk  in foreign  exchange

markets  (or  Herstatt  risk).  In its repon,  tl"ie Con'in'iit-

tee establislied  t)iat such  settlen'ient  exposures  are

much  largerthan  had  been  estimated  and  also  indicated

ways  in which  market  participants  could  reduce  risks.

In  order  to further  their  work  in these  areas,  the

CPSS  has also  been  fostering  closer  links  with  non-

G-10  Central  Banks,  particularly  those  of  developing

economies.  This  has taken  the  form  of  meetings  be-

tween  the  Committee  and  non-G-10  Central  Banks,

and  payment  systems  seminars  and  workshops  that

have  been  organized  in conjunction  with  BIS  for

various  regional  central  bank  groups.  In developing

the Core  Principles  for  Payment  and Settlements

Systems,  the  Committee  involved  the  central  banks

of  a number  of  emerging  market  economies:  Brazil,

Hong  Kong  (China),  Hungary,  Malaysia,  Mexico,

Russian  Federation,  Saudi  Arabia,  Singapore  and

South  Africa,  as well  as West  African  countries.  It is

important  to note  that  countries  which  are at differ-

ent stages  of  financial  development  have  different

concerns  and  priorities:  whereas  some  emerging

market  countries  are primarily  concemed  with  es-

tablishing  efficient  and quick  basic  payment  and

settlement  systems,  such  as cheque  clearing,  the  G-

10 countries  are more  concerned  about  reducing  risk

in  payment  and  settlement  systems.  Therefore,  some

division  of  labour  may  be justif-ied  in the  operation

of  this  Conmiittee.

4. The  Financial  Stabilitv  Institute

In response  to the need  to strengthen  financial

systems  worldwide,  BIS  and  the  BCBS  have  recently

established  t)ie  Financial  Stability  Institute.  T)iis  In-

stitute  will  focus  on promoting  better  and  more

independent  supervision  of  banking,  capital  markets

and  insurance  services;  it will  also  promote  tlie  im-

plementation  of  the Core  Principles  for  Banking

Supervision.  It will  achieve  these  objectives  mainly

througli  workshops,  seminars  and  otlier  activities  tliat

will  disseminate  best  supervisoiy  practice.  Tlie  In-

stitute  will  tiy  to facilitate  interaction  between  t)ie

private  sector,  central  banks  and  supervisoi'y  aut!iori-

ties,  and is hoping  to establisli  close  links  wit)i

organizations  suc)i  as IMF  and the World  Bank.  It

will  also  develop  links  witli  tlie  Toronto  Inten'iational

Leadership  Centre  for  Financial  Sector  Supervision

(the  Toronto  Centre),  sponsored  by  tlie  World  Bank

and tlie  Goveritn'ient  of  Canada,  wliicli  l'ielps  bank

supervisors  fi-oin  emerging  inarket  countries  to sl'iai-e

experiences  witii  other  bank  supervisors  and facili-

tates  tlie  exc)'iange  of  infonnation.

As  t)ie  blurring  of  tlie  barriers  between  tlie  dif-

ferent  areas  of  tlie  financial  sector  increases,  tlie  need
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for  a coordinated  approach  to financial  sector  super-

vision  becomes  more  pressing.  It is planned  that

in the  future  the Financial  Stability  Institute  will

broaden  its coverage  to include  other  areas  of  the

financial  sector,  looking  at issues  such  as the  imple-

mentation  of  Core  Principles  currently  being  devel-

oped  for  the  securities  and  insurance  sectors.

C. The role of  BIS  in crisis management

Financial  crises  are unpredictable,  and  often

unfold  extremely  quickly.  It is therefore  essential  that

good  lines  of  communication  be established  and

n'iaintained  between  the major  actors  in a crisis  (the

central  bank,  the  treasuiy,  supervisory  bodies  of  dif-

ferent  countries)  in order  that  each  is well  informed

and decisions  can be reached  quickly.  Indeed,  as

White  (1998)  points  out,  BIS's  most  important  con-

tribution  to  crisis  management  is ensuring  that  policy

makers  know  each  other  well  and  have  open  lines  of

communication.

The  intemational  community,  in particular  the

G-  10 Central  Banks,  have  also  provided  bridge  loans

tlirough  BIS  to countries  experiencing  financial  dif-

ficulties  which  are waiting  for  funds  from  the  World

Bank  or other  international  financial  institutions.

Bridge  loans  can  provide  necessaiy  liquidity  and  can

also  signal  international  support  for  policy  changes

undertaken  by  an economy  which  has run  into  finan-

cial  difficulties.

In 1995,  in response  to the Mexican  peso  cri-

sis, BIS  coordinated  two  international  financial

support  programmes  for  Mexico  and  Argentina.  As

part  of  t)ie international  support  programme  for

Mexico  put  together  in early  1995,  BIS  ananged  a

sliort-tenn  credit  facility  of  up to $10  billion  in fa-

vour  of  the Central  Bank  of  Mexico.  This  facility,

wliich  was  backed  by  a group  of  participating  cen-

tral  banks,  was  available  from  March  to September

1995,  but  was  i'iever  activated.  In the  same  year,  BIS

granted  a bridging  loan  of  up to $1 billion  to the

Central  Bank  of  Argentina.  This  facility  was  made

available  in six  separate  tranclies,  from  April  to Sep-

tember  1995,  to pre-finance  loans  from  the World

Bank  and  the  Inter-American  Development  Bank.

BIS  )ias also  played  a role  in t)ie international

response  to tlie  financial  crisis  wliich  unfolded  across

tlie  globe  in late 1997  ai'id througliout  1998.  Firstly,

BIS  participated  in a multilateral  initiative  oft)ie  G-  10

and otlier  Asian  and European  countries  to provide

liquidity  to  the  Bank  of  Thailand  in  the  form  of  short-

term  bridging  finance.  However,  this  facility  was  not

activated.

In addition  to providing  bridge  loans,  BIS  has

recently  coordinated  a credit  facility  of  up to $13.28

billion  in favour  of  the Central  Bank  of  Brazil.  This

loan  is part  of  the $41.5  billion  international  finan-

cial  support  programme  put  together  by IMF  in

November  1998  to try  to save  Latin  America's  larg-

est economy  from  financial  collapse.  The  BIS  credit

facility  had  the  backing  of  19 central  banks  from  the

G-10  and  certain  other  European  countries.  This  fa-

cility,  which  has a draw  down  period  of  one  year,  is

linked  to disbursements  under  a Supplemental  Re-

serve  Facility  provided  to Brazil  by  IMF.

The  role  of  BIS  in crisis  management  may

change  in the  near  future.  Firstly,  the  introduction  of

IMF's  Emergency  Financing  Facility  and  especially

the  new  Contingency  Credit  Line  may  mean  that  there

will  be less call  for  BIS  bridge  loans  in the future.

Secondly,  the  huge  amounts  now  involved  in cross-

border  private  financial  flows  may  well  imply  that

IMF  will  not  always  have  adequate  resources  to re-

store  market  confidence  in troubled  economies,  as

we saw recently  in East  Asia.  This  may  mean  that

mS will  be called  upon  to provide  some  of  the loans

which  make  up an international  rescue  package.

IV. Membership  and  management;

participation  of  developing  countries

Before  1996,  BIS  membership  was  constituted

by  the  G-10  and Switzerland,  as well  as other  devel-

oped  countries,  the  main  East  European  countries  and

only  two  developing  countries,  South  Africa  and

Turkey  (see  table  l ). In 1996,  several  large  develop-

ing  countries  were  invited  to join  BIS:  they  were

Brazil,  Cl'iina,  Hong  Kong  (China),  India,  Mexico,

Republic  of  Korea,  Saudi  Arabia  and  Singapore.  Tlie

Russian  Federation  also  joined  that  year.  Tlie  devel-

oping  countries  invited  to join  were  clearly  the  largest

ones  -  both  in GDP  and  population  -  as well  as those

which  are very  large  financial  centres  and/or  have

very  high  incomes.  Two  issues  n'iay  be raised  in tliis

context.  Could  and  sliould  this  members)iip  be

broadened  further?  With  what  criteria?  Should  all  cat-

egories  of  developing  countries  be represented  (as,

for example,  the G-241  or s)iould  more key develop-
ing  countries  be included?  S)iould  at some  point  in

tlie  long  tenn  BIS  aim  at liaving,  like  IMF,  universal
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Table  1

MEMBERSHIP  OF  BIS,  MARCH  1998

G-10  Members

Belgium

Germany

Netherlands

United  Kingdom

Other  Pre-1996  Members

Australia

Czech  Republic

Finland

Iceland

Lithuania

Portugal

South  Africa

Yugoslavia

Joined  in  1996

Brazil

India

Russian  Federation

Joinedinl997

Bosnia  and  Herzegovina

Slovenia

Canada

Italy

Sweden

United  States

Austria

Denmark

Greece

Ireland

Norway

Romania

Spain

China

Republic  of  Korea

Saudi  Arabia

Croatia

France

Japan

Switzerland

Bulgaria

Estonia

Hungary

Latvia

Poland

Slovakia

Turkey

Hong  Kong  (China)

Mexico

Singapore

The  Former  Yugoslav

Republic  of  Macedonia

membership,  but  with  weighted  and  rotating  repre-

sentation  on the Board?  This  seems  particularly

valuable,  with  the  BIS  having  a very  important  role

in the  Financial  Stability  Forum,  as it would  facili-

tate  its having  a tnily  global  perspective.  Some  of

tlie  changes  suggested  may  require  modifications  of

the BIS  Statutes,  particularly  of  its Article  8(3).

BIS  has three  administrative  bodies:  the  Gen-

eral  Meeting,  the Board  of  Directors  and  the

Management.  At  present,  the Bank's  Board  of  Di-

rectors  is drawn  exclusively  from  the  G-10  countries.

T)ie  Board  of  Directors  comprises  the  Governors  of

the Central  Banks  of  Belgium,  France,  Germany,  Italy

and  the United  Kingdom,  and t)ie Cliairinan  of  tlie

Board  of  Governors  of  the Federal  Reserve  System,

as ex-officio  members,  each  of  whom  appoints  an-

other  member  of  the same  nationality.  The  Statutes

of  BIS  also  provide  for  the election  to tlie  Board  of

not  more  than  nine  governors  of  other  member  cen-

tral  banks  (BIS,  1998).  The  elected  members  of  t)ie

Board  are currently  all from  developed  countries.

Presumably  there  are no restrictions  in the BIS  Stat-

utes for  having  one or more  representatives  from

developing  countries  on t)ie  Board  of  Directors,  and

this  clearly  seems  a desirable  step.

Recently  BIS  lias taken  a step to en)iaxice  its

developing  countiy  work  by opening  a representa-

tive  office  for  Asia  and tlie  Pacific  in Hong  Kong
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(China),  and reportedly  BIS  is also  evaluating  the

possibility  of  establishing  a branch  in  Latin  America.

The  staff  of  BIS  (including  temporary  staff)  is

fairly  small  (around  500  people),  but  of  an extremely

higli  professional  standard,  as reflected  in the very

high  quality  of  BIS's  publications,  and  in particular

of  the BIS  Aniwal  Report  (which  has, for  example,

drawn  attention  systematically  to risks  in the  inter-

national  financial  system,  especially  those  relating

to developing  countries,  often  before  other  interna-

tional  institutions  have  done  so).  Though  the  staff  is

very  international  (drawn  from  29 countries),  devel-

oping  countries  are poorly  represented.  Indeed,  senior

BIS  staff  has expressed  a positive  interest  in attract-

ing  more  staff  from  deve]oping  countries.  This  seems

liiglily  appropriate,  and  special  actions  may  need  to

be taken  for  tliis  purpose.  At  a later  stage,  it seems

important  that  some  management  positions  too be

allocated  to colleagues  from  developing  countries.

T)iere  may  also  be a case  to broaden  the  staff,  from

other  perspectives  (to  include  academics,  private

sector  practitioners,  etc.).  Again  new  mechanisms,

sucli  as secondments  or  visiting  staff,  may  be useful;

tliis  could  build  on the BIS  Visiting  Fellowship

scheme  for  short-term  seconders  from  emerging

market  central  banks.

In section  III,  we  have  described  tlie  incorpora-

tioi'i  of  developing  countries  in some  of  the  work  of

tlie  Basle  Conmiittees.  The  monthly  meetings  of  gov-

eniors  discussed  above  are two-day  events;  most  of

tlie  key  sessions  seem  to be exclusive  to G-10  cen-

tral  bank  govemors.  Here,  greater  developing  country

participation  seems  desirable;  however,  there  are a

nuinber  of  ot)ier  inteniational  meetings  at BIS  in

w)iicli  developing  countries  are better  represented.

Tliere  is also  a growing  range  of  specific  activities

for  developing  countries,  organized  by  BIS,  such  as

t)ie two  regional  conferences  (one  for  Asia  and  one

for  Latin  America).  However,  it seems  even  more

essential  to integrate  developing  countries  more  fully

into  tl'ie mainstream  work  of  BIS  and  the Commit-

tees. All  important  question  is whether  developing

countries  wis)i  to organize  -  probably  best  on a re-

gional  basis  - BIS-like  arrangements/meetings,

beyond  wliat  already  exists.  Sucli  anangements/sets

of  meetings  an'iong  regional  regulators  could  be

strongly  linked  to -  but  be broadly  autonomous  from

- BIS  and tlie  Connnittees.  Tlie  advantage  of  sucli

complementary  anangen'ients  would  be tliat  they

could  draw  n'iore  and better  On COll]nlOll  regional  is-

sues and  features  offinancial  systems  witliin  regions.

V.  The  future:  broadening  BIS  as a

basis  for  enhancing  its  role  in the

new  financial  architecture

A.  Increased  role  in  global  regulation

BIS  and  the  Basle  Committees  are tlie  main  fo-

cus of  international  coordination  of  regulation  in

banking.  As  the  secretariat  of  the IAIS  is now  based

at BIS,  there  are very  close  links  witli  the interna-

tional  regulation  of  insurance.  There  are  also  growing

links  between  BIS  and  the Committees  with  the se-

curities'  regulator,  IOSCO,  for  example  via  the  Joint

Forum,  on regulating  the increasingly  important  fi-

nancial  conglomerates.

As  a result,  BIS  together  with  the  Committees

and  its links  with  otherregulatory  bodieswould  seem

to make  the  Bank  a natural  base  for  the  construction

of  a future  body  of  global  regulation.  A  very  impor-

tant  intermediate  step  forthe  creation  of  such  a body

was  the above-mentioned  proposal  made  by  the

United  Kingdom  for  a new  and  permanent  Standing

Committee  for  Global  Financial  Regulation,  that

would  be charged  with  developing  and  implement-

ing  a mechanism  to ensure  that  the  necessary

international  standards  for  financial  regulation  and

supervision  are put  in  place  and  properly  coordinated.

The  broader  aim  would  be to deliver  the global  ob-

jective  of  a stable  financial  system.  Indeed,  tlie

proposal  suggested  that  this  Standing  Committee

bring  together  not  just  the Basle  Committees  and

other  regulatory  groupings  but  also  the  World  Bank

and IMF  on a regular,  perhaps  monthly,  basis.  The

President  of  the  Bundesbank,  Hans  Tietmeyer,  was

in charge  of  preparing  detailed  recommendations  on

the operation  of  this  institution.  Tliis  report  led to

the creation  of  the Financial  Stability  Forum  dis-

cussed  above.

In the medium-terni  future,  such  a Standing

Committee  could  evolve  into  a far  more  ambitious

institution,  a global  super-regulator,  along  t)ie  lines

suggested  by Kaufmann  (1992)  and Eatwell  and

Taylor  (1998).  Sucli  a body  would  liave  tlie  autlior-

ity  and  expertise  to generate  a level  regulatoiy  playing

field  between  countries  and  sectors,  as well  as to fill

the many  existing  regulatory  gaps botli  witliin  spe-

cific  financial  sectors  (e.g.  mutual  funds,  liedge

funds)  and within  cenain  jurisdictions,  such as for

instance  off-shore  centres.  More  broadly,  sucli  a body

would  set mutually  acceptable  minimum  risk-

weiglited  capital  or  reserve  requirements  for  different

financial  sectors,  establish  uniforin  trading,  repon-
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ing  and  disclosure  standards,  and  monitor  the  per-

formance  of  markets  and  financial  institutions.  Such

a global  super-regulator  would  thus  integrate  and

make  compatible  regulation  between  different  finan-

cial  sectors  (to take  account  of  growing  de facto

integration  between  markets  of  banking,  securities

and  insurance)  and  deepen  global  regulation  (to  take

account  of  the global  nature  of  these  markets).

Though  very  desirable  as it would  correspond  to the

new  needs  of  the global  economy,  such  an institu-

tion  might  be complex  to  establish,  and  very  difficult

to agree  intemationally,  especially  if  it would  require

an international  treaty  to be approved  by national

parliaments.

Therefore,  it seems  better  to focus  in the  short

term  on the  recently  created  Financial  Stability  Fo-

rum.  As  Brown  (1998,  p. 5 ) has  pointed  out,  this  will

"not  be an additional  institution  but  a process  of

monitoring  development  in  global  finance,  ensuring

that  necessary  worldwide  standards  are put  in  place,

and  providing  timely  surveillance  of  financial  con-

ditions  and  iriternational  capital  flows".

It seems  appropriate  that  a leading  role  for  the

Forum  rests  on BIS  and  the Basle  Committees,  on

the IAIS  and on IOSCO,  given  the great  accumu-

lated  technical  expertise  in each of  their  fields  of

regulation.  As  the  ultimate  aim  is t}ie  pursuit  of  glo-

bal  financial  stability,  the  perspective  of  BIS  (drawing

on its central  bank  constituents)  examining  financial

markets  from  the  angle  of  avoiding  possible  systemic

risk  seems  particularly  appropriate  for  this  task.  It

would  be complementaiy  with  a perspective  focus-

ing  more  on country  (especially  macroeconomic)

problems,  as possible  causes  of  crises,  which  is the

perspective  that  IMF  adopts  in its work.  Thus,  a fairly

clear  division  of  labour  seems  to emerge  whereby

BIS  -  jointly  with  IOSCO  and  IAIS  in coordination

with  IMF  and the World  Bank  -  takes  the lead  on

global  financial  regulation,  with  IMF  and  tlie  World

Bank  playing  a prin'iary  role  mainly  in helping  dis-

semination  and surveillance  of  the standards  and

norms  formulated  by  the  forum  of  global  regulators.

The  central  role  of  IMF  will,  however,  continue  to

focus  on monitoring  of  macroeconoinic  policies.

B.  New  possible  roles  in  crisis  managemem

BIS  has also  played  a role  of  provision  of  offi-

cial  liquidity  to developing  countries  either  as part

of  a mechanism  for  crisis  prevention,  as recently  in

the case of  Brazil,  or  more  frequently,  as part  of  a

crisis  management  package.  The  financing  provided

by  BIS  is only  in  a small  proportion  based  on its own

resources,  but  is mainly  based  on pooling  of  financ-

ing  from  G-10  Central  Banks.  Until  recently,  financial

facilities  organized  by  BIS  for  developing  countries

had  always  been  bridge  loans  (to  IMF  loans),  whereas

in the case of  Brazil  BIS  organized  a self-standing

loan,  although  reportedly  this  was  exceptional.

Clearly,  the lead  role  in providing  official  financing

to countries  in crises  has up to now  been  taken  by

IMF.

The  fiiture  of  BIS  in crisis  management  needs

to be based  on a diagnosis  of  the  nature  of  develop-

ing  countries'  capital-account-led  currency  crises  of

today,  which  are different  from  the mainly  current-

account-led  crises  of  the  past.  The  recent  ones  liave

been  partly  caused  by mistakes  or  problems  in tlie

countries  themselves;  however,  a very  significant

cause  of  these  crises  -  particularly  in situations  of

contagion  - is the imperfections  in international

capital  markets,  which  can lead  to rapid  and large

withdrawals  of  capital,  even  from  countries  wliose

underlying  fundamentals  are basically  sound.

As  markets  can be not  only  very  imperfect  but

also  move  very  fast,  it is essential  that  meclianisms

foremergency  official  financing  operate  very  speed-

ily  when  a crisis  erupts,  to prevent  its deepening  and

spreading  to otlier  countries.

A  solution  that  may  be appropriate  tlierefore  is

to stress  preventive  programmes.  One  desirable

strategy  could  be for  the Fund,  during  Article  IV

consultations,  to declare  a given  country  to liave  good

policies  and  not  to be crisis-prone.  Should,  )iowever,

such  a country  nevertheless  be liit  by a crisis  -

owing,  for  example,  to contagion  - it would  be

appropriate  for  the country  to receive  emergency

official  financing  quickly,  but  not  appropriate  for  it

to have  additional  policy  conditionality  imposed  on

it. One  mechanism  recently  made  available  for  tliis

purpose  is the  IMF  Contingency  Credit  Line  (CC  L).

However,  tlie  CCL  is not autoinatically  disbursed,

even  if  tlie  crisis  is caused  by  contagion,  as it requires

fresh  approval  by  the IMF  Board.  All  alternative  or

coinplementary  meclianisin  could  be for  BIS  to play

a key  coordinating  role  for  rapidly  assembling  tinan-

cial  packages  with  resources  mainly  provided  by

G-10  Central  Banks,  combined  wliere  feasible  witli

private  credit  lines;  to a small  extent,  BIS  could  also

draw  on its own  resources.  Tliougli  BIS  would  take

the lead  in arranging  the  initial  financing,  IMF  would

have  taken  tlie  lead  in previously  defining  tliat  tlie

countiy's  policies  did  not  make  it crisis-prone.
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Such  distinctions  would  provide  strong  incen-

tives  for  countries  to have  good  policies;  this  should

make  crises  less likely.  If, nevertheless,  crises  did

occur,  large  lending  without  conditionality  by  G-10

Central  Banks  and  commercial  banks  could  possibly

be quickly  coordinated  by  BIS  for  countries  deemed

by  IMF  to have  good  policies;  for  countries  having

an IMF  CCL,  a crisis  would  also  be followed  by  a

speedily  disbursed  IMF  loan,  although  that  would

still  need  to be ratified  by  the  IMF  Board  (under  the

current  terms  of  the  CCL),  which  could  imply  some

crucial  delay.

The  role  of  IMF  conditionality  would  be far

greater  in  crisis  prevention,  but  smaller  in crisis  man-

agement,  whichwouldmakeitmoreeffectiveandless

controversial.  Financing  could  be arranged  speedily,

which  would  also  be extremely  positive.  A  third  ad-

vantage  would  be that  policy  conditionality  would

not  be applied  during  crises  situations  if  not  caused

by  bad  policies.

C. Widening the presetxce of  developitxg
couttries  in  BIS

While  an enhanced  role  of  BIS  and  the Com-

mittees  in global  prudential  regulation  follows  from

its obvious  leading  expertise  in  this  area,  an enhanced

role  for  this  institution  in  crisis  management  may  be

desirable  for  the developing  countries  for  two  rea-

sons: first,  it may  provide  genuinely  unconditional

and  rapid  financing  to countries  following  good  poli-

cies,  but  suffering  from  crises  caused  by  contagion

or other  external  factors;  and,  second,  unconditional

lending  by BIS  may  be particularly  appropriate,

because  BIS  is perhaps  more  technical  and  less "po-

litical"  than  IMF,  because  it lias  a greater  tradition

of  sensitivity  to, and  analysis  of, imperfections  in

international  financial  markets,  and  has not  focused

on imposing  conditionality  on  developing  countries.

As a consequence,  the  above  suggested  division  of

labour  may  play  to tlie  strengths  of  both  IMF  and

BIS,  and  would  therefore  be more  beneficial  for  de-

veloping  countries.

To provide  an even  n'iore  solid  base  for  BIS  to

play  tliese  bigger  roles  in  a future  financial  architec-

ture,  it seems  veiy  important  to increase  representa-

tion  by developing  countries  in the Bank  and the

Committees.  This  would  not  only  be appropriate  for

reasons  of  representation  and legitimacy,  but  also

because  it would  provide  essential  expertise  and  per-

spectives,  given  the  increasing  global  integration  of

financial  markets  and  the growing  financial  impor-

tance  of  developing  countries;  in particular,  it would

provide  BIS  with  useful  insights  in  those  areas  of  the

world  where  its  work  is likely  to significantly  expand.

Two  caveats  seem  important  in relation  to in-

tensifying  the role  of  developing  countries  in BIS.

Firstly,  this  needs  to be done  in ways  that  do not  un-

dermine  the  effectiveness  and  intimacy  of  the  "Basle

style",  that  reportedly  much  facilitates  agreement  and

decision-making  on the basis  of  consensus,  though

maybe  the  importance  of  small  size  for  efficiency  is

overplayed.  Instead  of  thinking  of  expanding  too

much  -  or  expanding  at all  -  membership  of  BIS's

Board  or  the  Committees,  one  might  envisage  devel-

oping  country  participation  on a rotating  basis.  This

should  be more  acceptable  to the large  G-10  coun-

tries,  whose  representation  would  not  be affected,

but  might  be less acceptable  to some  of  the smaller

G-10  countries,  as they  might  have  to yield  some

representation.  However,  this  process  could  be some-

what  facilitated  by  the  creation  ofthe  European  Cen-

tral  Bank,  (which  in some  BIS  fora  could  represent

II  countries).  Secondly,  tliere  may  be some  aspects

or issues  such  as regulating  very  sophisticated  in-

struments  used  mainly  in developed  economies,  or

issues  such  as reducing  risks  in settlements  systems

-  where  developed  countries  do have  greater  con-

cerns  and/or  expertise.  In  tliese,  relatively  rare,  cases,

it may  continue  to be appropriate  for  G-10  countries

to play  the  dominant  oreven  an exclusive  role,  though

it always  seems  valuable  for  developing  countries  to

participate,  as this  gives  access  to information  on

future  trends  and  issues.

It seems  impoitant  and  urgent  to: (i)  ensure  the

participation  of  developing  countries  in the Board

of  BIS;  (ii)  ensure  geater  -  and  more  formalized  -

participation  of  developing  countries  in crucial  meet-

ings,  for  example  in  monthly  meetings  of  central  bank

governors;  (iii)  increase  theirparticipation  in the  three

key  Basle  Committees,  on a formal  and  not  just  on

an ad hoc  basis;  (iv)  increase  developing  country

staff  in  BIS;  and  (v)  expand  the  number  and  types  of

developing  countries  included  in BIS  and  the  Com-

mittees,  thus  including  representation  from  low-

income  small  countries.

D. Providitxg additional  information  on
markets  to developing  countries

One  of  tlie  valuable  functions  tliat  BIS  carries

out  is t}ie  provision  of  very  useful  and  higli  quality
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information  on trends  in financial  and  banking  mar-

kets.  However,  particularly  during  the Asian  crisis,

policy  makers  of  emerging-market  countries  have

found  important  limitations  in the  essential  informa-

tion  available  on the functioning  of  international

capital  and  banking  markets.  The  type  of  informa-

tion  required  is both  on more  long-term  structural

changes  in these  markets  -  particularly  on day-to-

day  changes  in  the  functioning  of  markets  -  and  their

key  actors,  globally  and  regionally.

Just  as IMF  has led  the  way  in improving  infor-

mation,  and  its dissemination,  on emerging-market

economies  -  particularly  useful  to markets  -  a paral-

lel symmetric  effort  needs  to be done  to gather  and

provide  timely  infornnation  on market  evolution  to

emerging-market  policy  makers.  This  task  should

obviously  devolve  on BIS,  though  inputs  from  other

institutions,  such  as IMF,  and  from  the  private  sector

would  be veiy  valuable.  Though  possibly  not  giving

it sufficient  empliasis,  suggestions  in tJie October

1998  G-22  Report  of  the Working  Group  on Trans-

parency  and Accountability  provide  important

elements  for  this  task.  These  suggestions  relate  to

tlie  improvement  of  statistics  and  the compilation  of

data  on tlie  exposure  not  only  of  international  banks

but  also  of  investment  banks,  )iedge  funds  and  otlier

institutional  investors;  tiie  latter  would  presumably

include  pension  funds  and mutual  funds.  It seems

essential  that  developing  countries  sl'iould  participate

in the  working  group  reconnnended  by  tlie  G-22  and

in otlier  similar  relevant  groups.

Given  the speed  witli  whic}i  markets  move,  it

seems  particularly  important  that  t}ie  frequency  witli

whicli  relevant  data  is produced  be very  )iigli  (and

possibly  higlier  in times  of  market  turbulence,  when

it becomes  particularly  crucial),  and  tliat  dissemina-

tion  to all  countries'  central  banks  be instant.  Indeed,

a special  additional  service  could  be provided  by  BIS,

in wliicli  it would  play  tlie  role  of  a clearing  liouse

for  inforination.  For  this  purpose,  it could  draw  not

just  on infonnation  gatliered  directly  from  markets,

but could  collect  and centralize  tlie  infonnation  Oil

tlieir  markets  of  individual  central  banks,  and  wliere

tl'ie aggregate  picture  is not  easily  available  to any

individual  central  bank.  Tliis  could  include  bot)i

quantitative  and qualitative  infonnation.  BIS  miglit

standardize  information  requirements,  collect  t)ie

infonnation,  aggregate  it and  disseminate  it rapidly

to all  central  banks,  as well  as to otlier  relevant  insti-

tutions.  Sucli  a service  would  be of  tlie  greatest  use-

fulness  to developing  counti-y  policy  n'iakers,

especially  innnediately  before  and during  crises;

naturally,  it would  also  be very  valuable  to devel-

oped  country  policy  makers  and  international  insti-

tutions  in handling  crisis  prevention  and  manage-

ment.

VI.  Conclusions  and  policy

recommendations

This  study  has identified  four  key  areas  wliere

the  role  of  BIS  should  be modified  and  strengtliened:

(i) BIS  and  tlie  Committees  are a natural  base for

the  construction  of  a future  body  of  global  pru-

dential  regulation  to promote  financial  stabil-

ity  globally  and  in individual  countries,  espe-

cially  in developing  economies.  A crucial  step

in  this  direction  is the  creation  of  the  Financial

Stability  Forum,  in which  BIS  and  tlie  Com-

mittees  work  jointly  witli  otl'ier  key  regulatory

groupings,  sucli  as IOSCO  and  the  IAIS,  as well

as with  IMF  and  the World  Bank.  It seems  ap-

propriate  for  the small  secretariat  of  tliis  new

Forum  to be based  at BIS,  given  tlie  accun'iu-

lated  expertise  tliere  and that  many  central

bankers  and regulators  already  n'ieet  in tliis  con-

text.

Tliis  Financial  Stability  Forum  sliould  not  on)y

pool  infonnation,  but  also  develop  autliority  for

tlie  coordination  of  consistent  prudential  regu-

latory  nonns  and for  filling  regulatory  gaps,

wit)iin  botli  specit-ic  financial  sectors  and cer-

tain  jurisdictions  (see Eatwell  and  Taylor,  1998,

and Kaufinann,  1992  for  proposals  On global

regulation).

Tlie  Financial  Stability  Foi'um  could  reduce  tlie

likeliliood  of  cunency  crises  tliat  are paiticu-

larly  damaging  to developing  countries.  How-

ever,  it is veiy  iinportant  tliat  developing  coun-

tries'  conceriis  and interests  be appropriately

and directly  represented  in tlie  Foi'uin.  It also

seems  important  tliat  developing  countries  adcipt

a position  on issues  tliat  sliould  be excluc'led

from  sucli  a Forum,  such  as capital  account  lib-

eralization  (see Griffit)i-Jones  et al., 1999,  for

a discussion  of  tliese  issues).

For  t)'ie development  of  tlie  Financial  Stability

Forum  it inay  be valuable  to draw  on tlie  recent

British  experience  in establisliing  t)ie Financial

Services  Autlioi-ity,  wliicli  coordinates  and  -  as

far  as possible  - integrates  regulation  acrciss

f-u'iancial  sectors  in the United  Kii'igdoin.
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(ii)  Particularlyforthosedevelopingcountrieswith

good  policies  (and  approved  by IMF  as such

during  Article  IV  consultations),  BIS  could  play

an important  role  in assembling  official  financ-

ing  if  they  were  still  hit  by a capital-account-

led  crisis,  and  purely  by  external  factors.  This

facility  would  be alternative  to  the  recently  cre-

ated  IMF  CCL,  which,  although  designed  for

countries  with  crises  caused  not  by bad  poli-

cies  but  by  contagion,  is still  not  fully  automatic.

A  BIS-arranged  facility  could  be fully  automatic

and  would  not  have  limits  of  scale  other  than

those  designed  foreach  case  bythe  lending  cen-

tral  banks.

(iii)  Greater  participation  of  developing  countries

in BIS  is important  not  only  to strengthen  fur-

ther  the  legitimacy  of  BIS  for  its  key  tasks,  but

also  to allow  developing  countries  to access  to

discussions  and  expertise  on  issues  that  are be-

coming  increasingly  important  for  them,  with-

out  burdening  them  with  additional  political  de-

mands.  The  participation  of  developing  coun-

tries  should  be ensured  on  the  Board  of  BIS,  in

other  cnicial  BIS  meetings  and  in the  recently

created  Financial  Stability  Forum,  and grow-

ing  participation  in the Committees  should  be

formalized.

(iv)  BIS  seems  ideally  placed  to build  on the  useful

information  it already  provides,  and  on  its net-

work  of  links  with  central  banks  and  markets

by  expanding  it in  two  directions:  (a) broadening

coverage,  for  example  to include  more  infor-

mation  on institutional  investors  and  in rapidly

growing  instruments,  such  as derivatives;  and

(b)  increasing  significantly  the frequency  of

information  to provide  timely  inputs  to policy

makers  on rapid  changes  in financial  market

trends.

This  exercise  would  in some  ways  be symmetri-

cal  to the  efforts  being  made  by  IMF  to improve

the availability  of  information  on developing

countries,  essentially  of  use to markets;  the

proposed  activity  would  improve  information

mainly  for  the  use of  policy  makers,  especially

in areas  of  particular  interest  to developing

COuntries.

Appendix  l

International  Association  of  Insurance
Supervisors

In 1994  insurance  supervisors  from  around  the

world  established  their  own  association,  the IAIS.

Its membership  now  constitutes  insurance  supervi-

sors  from  over  80 countries,  who  resolved:

to cooperate  together  to ensure  improved  su-

pervision  of  the insurance  industry  on the  do-

mestic  as well  as on an intemational  level  in

order  to maintain  efficient,  fair,  sage  and  stable

insurance  markets  for  the benefit  and  protec-

tion  of  policyholders;

to unite  their  efforts  to develop  practical  stand-

ards  for  supervision  of  insurance  that  members

may  choose  to apply;

to liaise  or  cooperate  with  other  relevant  inter-

national  entities;

to provide  mutual  assistance  to safeguard  the

integrity  of  markets;  and

to exchange  information  on their  respective

experiences  in order  to promote  the develop-

ment  of  domestic  insurance  markets.

The  IAIS  issues  global  insurance  principles,

standards  and  guidance,  provides  training  and sup-

port  on issues  related  to insurance  supervision,  and

organizes  meetings  and  seminars  for  insurance  su-

pervisors.  Annually,  it holds  a conference  where

insurance  supervisors,  insurance  industry  representa-

tives  and  other  insurance  professionals  discuss

topical  issues  affecting  insurance  regulation.  The

1997  conference  was  held  in Sydney,  Australia;  the

next  conference  will  take  place  in September  1998

in Cancun,  Mexico.

The  IAIS  is headed  by  an Executive  Commit-

tee whose  members  represent  different  geographical

regions.  It is supported  by  three  main  committees,

the  Technical  Committee,  the  Emerging  Markets  Is-

sues Committee  and  the  Budget  Committee.  Eleven

subcommittees  and  working  groups  -  Accounting,

Education,  Electronic  Commerce/Internet,  Exchange

of  Information,  Financial  Conglomerates,  Insurance

Fraud,  Insurance  Laws  Regulations  Practices  and

Standards,  Investment,  Reinsurance,  Solvency  and

Year  2000  Issue  -  report  to the  main  Committees.

The  IAIS  is supported  by  a secretariat  based  at

the BIS  in Basle,  Switzerland.
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Appendix  2

Excerpt  from  the Communiqu6 of  G-7 Finance
Ministers  and  Central  Eank  Governors

20 February  1999,  Petersberg,  Bonn

Financial  Stability  Forum

15.  We are grateful  to Hans  Tietmeyer  for  his re-

port  on international  cooperation  and coordi-

nation  in the  area of  financial  market  supervi-

sion  and  surveillance.  We  welcome  his  proposal

that  the G-7  should  take  the initiative  in con-

vening  a Financial  Stability  Forum  to ensure

that  national  and international  auihorities  and

relevant  international  supervisory  bodies  and

expert  groupings  can  more  effectively  foster  and

coordinate  their  respective  responsibilities  to

promote  international  financial  stability,  im-

prove  the  functioning  ofthe  markets  and  reduce

systemic  risk.

While  the  Forum  will  initially  be the  initiative

of  the  G-7  countries,  we  envisage  that  over  time

additional  national  authorities  would  be in-

cluded  in  the  process.  The  issues  to be addressed

affect  all  countries,  including  both  industrial  and

emerging  market  economies,  and the G-7  re-

gards  this  initiative  as a step toward  broader

participation.

We agreed  that  the Forum  will  meet  regu-

larly  to assess issues  and  vulnerabilities  af-

fecting  the  global  financial  system  and  iden-

tify  and  oversee  the  actions  needed  to address

them,  including  encouraging,  where  neces-

sary,  the  development  or  strengthening  of  in-

ternational  best  practices  and  standards  and

defining  priorities  for  addressing  and  imple-

menting  them.

We  agreed  that  the  Forum  will  be comprised

of  representatives  of  national  authorities  re-

sponsible  for  financial  stability,  the  relevant

international  financial  institutions  and  organi-

zations  as well  as the relevant  international

supervisory  bodies  and  expert  groupings.  Tlie

Forum  will  be supported  by a small  secre-

tariat  located  in Baste.  Its  first  Cliairman  will

be Mr.  Andrew  Crockett,  General  Manager

of  the  BIS,  for  a terni  of  three  years.  We ask

our  Deputies  to make  the  necessary  prepara-

tions  so tliat  the first  meeting  of  the Forum

could  be held  in Spring  1999.

Appendix  3

Committee  on  the  Global  Financial  System

On  8 Februaryl999,  the  Governors  ofthe  Cen-

tral  Banks  of  the  Group  of  Ten  countries  decided  to

clarify  the mandate  of  the  Euro-Currency  Standing

Committee  (ECSC)  in order  to strengthen  the

effectiveness  of  the overall  Basle-based  process  in

promoting  monetary  and  financial  stability.  Concomi-

tantly,  the Committee  was  renamed  Committee  on

the Global  Financial  System.

III

After  having  acted  in the 1960s  as an informal

forum  for  the  regular  exchange  of  views  on interna-

tional  monetary  and  financial  issues  among  senior

central  bank  officials,  the  ECSC  first  received  a for-

mal  mandate  from  the governors  in 1971.  This

mandate  was  stated  publicly  in 1980,  when  the

governors  announced  their  intention  to monitor  in-

ternational  banking  markets  more  closely.  The  initial

focus  of  the  Committee  was  on the  monetary  policy

implications  of  the  rapid  growth  ofthe  Euromarkets.

In  the  late  1970s,  attention  sliifted  to concerns  relat-

ing  to financial  stability.  After  the international  debt

crisis  had  subsided,  the  Committee's  work  was  prin-

cipally  devoted  to an examination  of  financial

innovation  and of  the longer-term  changes  in the

structure  of  the  financial  system,  with  particular  ref-

erence  to theirpotential  impact  on systemic  risk.  Over

the years,  the  Committee  has published  a number  of

reports  on issues  addressed  within  its  remit.  In addi-

tion,  it has been  responsible  for  developing  and

overseeing  the  implementation  of  tlie  various  sets of

BIS  statistics  on international  banking,  derivatives

and  foreign  exchange  market  activity.

Besides  its regular  monitoring  tasks,  the Com-

mittee  is currently  working  on a number  of  initiatives.

Following  the  recommendation  of  a template  for  tlie

disclosure  of  foreign  currency  reserves  and poten-

tial  drains  on t)iem  endorsed  by  tlie  goveniors  in late

1998,  the Conmiittee  is now  investigating  ways  of

enhancing  the transparency  of  t)ie fii'iancial  activi-

ties  of  market  participants  more  generally.  Two

working  groups,  including  representatives  of  emerg-

ing  market  countries,  are addressing  tliis  issue.  Oi'ie

group  is concerned  wit)i  disclosure  practices  by in-

dividual  financial  institutions.  Building  on a previous

report  issued  by tlie  ECSC  in 1994,  it is focusing  on

the disclosure  of  inforination  tliat  would  allow  users

to forin  a meaningful  view  of  tlie  institutions'  risk
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profile.  The  second  group  is examining  what  kind  of

aggregated  information  would  help  improve  the

functioning  of  markets.  Tliese  efforts  are a natural

coinplement  to initiatives  undertaken  by  the Basle

Conu'nittee  on Banking  Supervision  in related  areas,

including  its recent  report  on banks'  interactions  with

higlily  leveraged  institutions.  In addition,  a third

working  group  is exploring  the  possibility  of  aggre-

gating  information  drawn  from  risk  management

models  of  ixidividual  firms  in order  to facilitate  the

assessment  of  market  vulnerabilities.  These  efforts

run  parallel  to other  initiatives  aimed  at studying  the

preconditions  for  well-functioning  and  liquid  mar-

kets  and  which  could  serve  as a basis  for  future  policy

recommendations  in this  area.

*tC*l

The  Committee  on the Global  Financial  Sys-

tem  is a central  bank  forum  for  the  monitoring  and

examination  of  broad  issues  relating  to financial

inarkets  and  systems  with  a view  to elaborating  ap-

propriate  policy  recommendations  to support  the

central  banks  in the  fulfilment  of  their  responsibili-

ties  for  monetary  and  financial  stability.  In cariying

out  this  task,  the Committee  will  place  particular

einphasis  on assisting  the  governors  in recognizing,

analysing  and responding  to threats  to the stability

of  financial  markets  and  the  global  financial  system.

More  specifically,  the  Committee's  primary  objec-

tives  will  be the  following:

To seek  to identify  and  assess  potential  sources

of  stress  in the global  financial  environment

through  a regular  and  systematic  monitoring  of

developments  in financial  markets  and  systems,

including  througli  an evaluation  of  macroeco-

nomic  developments;

To further  the  understanding  of  tlie  functioning

and  underpinnings  of  financial  markets  and  sys-

tems  through  a close  monitoring  of  their  evolu-

tion  and in-depth  analyses,  with  particular

reference  to the implications  for  central  bank

operations  and  broader  responsibilities  for  mon-

etaiy  and  financial  stability;

To promote  the development  of  well-function-

ing  and stable  financial  markets  and systems

tliroug)i  an examination  of  alternative  policy

responses  and the elaboration  of  correspond-

ing  policy  recommendations.

In its analysis,  the  Coinmittee  should  pay  par-

ticular  attention  to the  nexus  between  monetary  and

financial  stability,  to tlie  linkages  between  institu-

tions,  infrastructures  and  markets,  to the  actual  and

potential  changes  in financial  intermediation  and  to

the incentive  structures  built  into  markets  and  sys-

tems.  The  Committee  should  seek to increase  tlie

transparency  of  financial  markets  and systems  by

promoting  the  design,  production  and  publication  of

statistics  and  other  information  by central  banks  -

including  through  the BIS  -  and  by  recommending

the adoption  of  appropriate  disclosure  standards  by

both  the  official  and  private  sectors.  Where  relevant,

the Committee  should  also  contribute  to the  devel-

opment  of  an international  consensus  on sound

principles  and  norms.

The  Committee  is encouraged  to cooperate  with

other  national,  supranational  and  international  insti-

tutions  with  responsibilities  for  pursuing  related

objectives.  In particular,  it shall  coordinate  its ac-

tivities  with  other  Basle-based  committees,  such  as

the Basle  Committee  on Banking  Supervision  and

the CPSS,  in order  to strengthen  the overall  effec-

tiveness  of  the  process.

Notes

I Refened to as "the  [BIS]  [Baslel  Coininittees".
2 Asmattersare-andaboveallareperceivedtobe-broadly

"technical",  there  tends  to be little  consultation  at a inore

general  level  in national  contexts.  The  question  needs  to

be asked  whether,  in the interests  of  greater  deinocracy

and  accountability,  consultations  should  be broader  at the

national  level  to include,  for  exainple,  discussions  in

parliainent.

3 The  secretariat  of  the  International  Association  of  Insur-

ance  Supervisors  ((AIS)  is now  based  in Baste,  in the  BIS

building  (for  summary  of  1415  activities,  see appendix  l ).

4  Several  senior  B(S  officials  even  expressed  the  hope  that

the 10SCO  secretariat  could  move  to -  or at least  be

pennanently  represented  in -  Basle,  so that  the  regulators

ofthe  three  inain  <'ifficial  sectors  would  be fully  reprcsemed

there.

5 ReinarksbyJosephStiglitzattheUNCTADG-24Meeting

on the  Future  of  the  International  Monetary  and  Financial

System,  Geneva,  January  1999.
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ADEQUACY  OF  INTERNATIONAL  LIQUIDITY  IN  THE

CURRENT  FINANCIAL  ENVIRONMENT

Aziz  Ali  Mohammed

Abstract

This paper" reviews cui"rent  arrangements  for  the supplsi of  liquidit3i through the IMF  cmd
explores the possibilities  for  improsiements in the inanagernent of  an inter'nationcdJ'inai;icial
systein that woxdd contribute  to greater  efficienc3i and equit,v in the reserve-creation  pi'ocess.

Since the last SDR allocation  in Jcuwcuy 198],  major  sliareholders  G!{ the F und have ar'gued
that interncitioncd ccipital markets generated  sxdficient liquidity  to per'init  growtli  of  woi4d trade
andfimince.  The lack qf  access of  a large number qf  developing countries to such liquidit.v has
been attributed  to inst<fficient creditworthiness, rather than being regarded as evidence of"globa[
need" which woxdd justif)i  new SDR allocations  under the current Articles  qfthe  IArfF. This
ctrgument  has been contested  on the gmund  that  reserves  bor"mwed  through  capitcd  mar'kets  are

costly to hold and that thev aie not a reliable  and stable source of  liquiditv  iri the.pice ofsudden
and  unpredictable  changes  in market  sentiment.

While  the IMF's  abilit,si  to provide  conditional  liquidity  has been constrained  by the insistence

qf  major  shareholders that tlie Fund remain a catalsist rather  than becomii;ig the predominant
source qffimdingfoi"  countries encountei'ing  bcilance-of-pa3iinents difficulties,  the Fund has
moved over theyearsfroin  being a crisis manager to becoming a crisis lendei: Whether it can
inove be3iond  its presei;it  role to becoming a genuine tender of  last i'esort  depends on svhether
and /70W it can mobilize resources to deal with the problems of all its meinbei's.  This papei'
argues  that,  in  a world  where  private  markets  can  inobilize  enoi"mous  sums  in  veryshort  oi'dei:

the IMF  can success.fidlsi face down market speculators only if  it has the power  to freely  crecite
iiUernational  reserves itse4f. It is i'ecognized thcit an3i t3ipe of  pre-qual0fication  ci'editfircility  in
the Fund immediatel.si raises issues of  moi'cd  hcizard. The casefoi'  tin internationa[-reser'x'e-
creating  mechanism to provide  rmconditional  liquidit.si is buttressed bsi botli efficiency  and equity
considei'ations. The efficiencsi argument is based on the super'ioi'it.si  of"osvned  = i'eser'ves  olle/'
"borr"owed  " reser"ves and thefact  that "owned"  r'eserves under cui'i'ent  ai'i'angemerits  can only
be ciccunudcited b3i adjusting criri'ent accourit positions, svhicli is t.spicall3' achieved througli
compressing  iinports.

It is a/So ai'gued that it mig/it not be premature /o r'evieu' the possibility  ofnuwing  asvay
from the nwltiple  cui"rency i'esei've s.sistein towar"ds one based on an iritei"iwtionalresei'sie  tisset,
by convei'sion  oj'excess  reserve-curi"ency  balances  througli  asubstitution  account.
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I.  Introduction

The  adequacy  of  international  liquidity  has been

discussed  in recent  years  largely  in the context  of

the resources  of  tlie  International  Monetary  Fund

(IMF)  for  the  provision  of  conditional  liquidity  and

of  the merits  of  an SDR  allocation  to supply  un-

conditional  liquidity.  This  paper  reviews  current

anangements  for  the supply  of  both  types  of  liquid-

ity'  with  a view  to exploring  the possibilities  for

improvement  in the  current  arrangements  that  could

help  to better  manage  an international  financial  sys-

tem  that  lias  come  to be dominated  by  massive  flows

of  capital  through  highly  integrated  private  capital

markets.

II.  The  IMF  as provider  of  uncondjtional

liquidity

Despite  the  original  Keynesian  concept  that  tlie

Fund  was  meant  to provide  unconditional  liquidity,

it was  not  until  1969  that  the  Articles  explicitly  rec-

ognized  that  role  through  the  First  Amendment  by

launching  the SDR  system  to "meet  tlie  long-term

global  need,  as and wlien  it arises,  to supplement

existing  reserve  assets"  (Article  XVIII  of  the IMF

Article  of%qeement).  Allocations  were made in two
"basic  periods",  the second  and  last  being  made  in

Januaiy  1981;  cumulative  allocations  totalling  SDR

21.4  billion  have  been  made  to that  date.  Since  then,

tlie  Managing  Director  of  the IMF  has been  unable

to report  a consensus  requiring  85 per  cent  of  voting

power  to make  additional  allocations  on  the  basis  of

"global  need".  Major  Fund  sl'iareholders  have  argued

that  tlie  developn'ient  of  international  capital  mar-

kets  has enabled  sufficient  liquidity  to be generated

to perinit  tlie  growth  of  world  trade  and  finance

unimpeded  by  constraints  of  a monetary  reserve  char-

acter.  Tl'ie  lack  of  access  to the  international  capital

markets  experienced  by  a large  number  of  develop-

ing  and transition  countries  has been  attributed  to

tlieir  lack  of  creditworthiness  rather  than  being  re-

garded  as evidence  of  "global  need".  T)iis  claim  )ias

been  supported  by  the  increasing  access  -  until  quite

recently  - to private  capital  markets  obtained  on

l'iiglily  competitive  tenns  by  a selection  of  countries

in tlie developing  world,  designated  as "emerging

markets"  that  iiave  been  perceived  by  private  capital

mai-ket  participants  to liave  sound  "fundan'ientals"

and  to operate  liberal  capital  account  policies.

Tlie  IMF  )ias tried  to keep  tbe issue  of  an SDR

allocation  alive  over  tlie  years  tlirougli  Management

Statements  from  time  to time  and  through  seminars,

the last  one  having  been  held  in March  1996  (IMF,

1996).  Developing  countries  have  consistently

supported  general  allocations  in their  policy  pro-

nouncements  (Group  of  24, 1998)  and,  alone  among

the major  shareholders  of  the Fund,  Japan  has

proposed  consideration  of  the merits  of  an SDR  al-

location  on several  occasions,  the last  in December

1998.  The  sole  outcome  of  these  efforts  to date  was

the adoption  in April  1997  of  a proposal  to ainend

the Fund's  Articles  to provide  for  an "equity  alloca-

tion",  primarily  to help  more  than  40 members  that

neverreceived  an SDR  allocation  because  they  joined

the Fund  after  the  last  allocation  had  been  made  in

January  1981.  The  proposed  amendment  (the  fourtli)

had  not  been  ratified  by  the  required  large  majority

at the  time  of  writing.2

The  argument  that  the  g,rowth  of  private  capital

markets  has obviated  the  case  for  a general  SDR  al-

location  has been  contested  on the ground  that

"borrowed"  reserves  - as opposed  to "owned"  re-

serves  -  are subject  to an "intertemporal  budget

constraint  that  requires  that  they  be paid  for  son'ie-

time,  provided  they  are costly  to liold  -  whicli  they

are"  (Fischer,  1999).  The  argument  has intensified

in the  face  of  tlie  massive  reversals  in  private  capital

flows  in recent  years  that  liave  underlined  tlie  "fair

weather"  quality  of  a system  based  on "borrowed"

reserves  and  tlie  need  for  "owned"  reserves  to pro-

vide  an element  of  stability  in  tlie  face  of  sudden  and

unpredictable  changes  in market  sentiment  affecting

"emerging  market"  countries.  A  succession  of  finan-

cial  crises  have  been  triggered  by  large-scale  capital

outflows,  starting  witli  the  Mexican  crisis  at tlie  end

of  1994,1  which  produced  contagion  (tlie  "tequila

effect")  in the  fonn  of  a cumulative  process  of  capi-

tal flight  from  Latin  America.  Tlie  onset  of  the East

Asian  crisis  in mid-1997,  with  the forced  deprecia-

tion  of  the Thai  baht  and the spread  of  its impact

to Malaysia,  Indonesia,  the Philippines  and  the Re-

public  of  Korea,  strengtliened  tlie  perception  of

unreliability  of  private  markets  for  tlie  supply  of  re-

serves.  Tliese  misgivings  were  intensified  by tlie

almost  global  impact  of  tlie  Russian  Federation's  debt

default  in August  1998,  the concerted  attack  on tlie

Hong  Kong  dollar  a montli  later  and tlie  extraordi-

nary  intervention  undertaken  by tlie  United  States

Federal  Reserve  aut)iorities  in October  1998 to pre-

vent  a seizing  up of  global  capital  markets  as a

consequence  of  tlie  difficulties  of  a private  liedge-

fund  (i.e.  Long-Tenn  Capital  Managen'ient  Inc.).  Tlie

saga of  widespread  turbulence  lias  continued  apace

in tlie  n"iassive  capital  fliglit  out  of  Brazil,  witli  tlie

potential  for  contagion  spreading  to otlier  Latin
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American  countries.  While  in each  country  case  the

contagion  could  be attributed  to domestic  weak-

nesses,  the fact  that  the impact  was  so widespread

and  so disproportionate  in the  economic  dislocations

it produced  has suggested  that  a more  "systemic"  set

of  factors  might  be at work.  Among  the factors  un-

derlying  these  events  is the role  played  by  current

arrangements  for  the supply  of  reserves,  including

the  role  of  the  IMF  as a provider  of  liquidity  in  con-

ditions  of  financial  crises.

III.  The  IMF  as provider  of  conditional

liquidity

As  noted  earlier,  a regular  focus  of  international

discussion  in the  course  of  the  quinquennial  review

of  Fund  quotas  has been  the size  of  the Fund  as a

measure  of  its ability  to provide  conditional  liquid-

ity  to members  to deal  with  theirbalance-of-payments

problems.  These  problems  were  long  regarded  as

originating  primarily  in  current  account  imbalances,

and  the  criteria  for  evaluating  the  adequacy  of  Fund

quotas  were  therefore  framed  in  relation  to trade  vari-

ables,  including  the  adequacy  of  a country's  foreign

exchange  reserves  measured  in  terms  of  the  number

of  months  of  imports  that  could  be covered  by  such

reserves.  The  shrinking  capacity  of  the  Fund  to  meet

its responsibilities  in a growing  world  economy  was

clear  enough  on the  basis  of  the  traditional  criteria,

but  as pointed  out  by  Stanley  Fischer,  the  IMF's  First

Deputy  Managing  Director,  "since  the  Fund  was  set

up at a time  when  private  capital  flows  were  very

small,  it is safe to conclude  that  its scale  relative  to

private  capital  flows  has declined  even  more  than  its

size  relative  to trade  flows  ." 4

These  propositions  about  the Fund's  shrinking

resource  base  relative  to the  potential  demand  for  its

resources  have  been  repeatedly  advanced  by  devel-

oping  countries  on  the  occasion  of  the  periodic  quota

reviews  but  have  not  found  favour  with  some  of  the

Fund's  major  shareholders,5  whicli  have  insisted  that

the Fund  remain  a catalyst  rather  than  being  tlie

predominant  source  of  funding  for  countries  encoun-

tering  balance-of-payments  difficulties.  The  major

s)iareliolders  have  souglit  to ameliorate  the  resultant

strains  on the  Fund's  ordinary  resources  through  vari-

ous  arrangements  underwhich  tlie  Fund  could  bonow

from  its members,  the first  of  these  arrangements

having  been  set up as long  ago as 1962  under  the

name  of  General  Anangements  to Borrow  (GAB).

Under  the latter,  11 industrial  countries  or  their  cen-

tral  banks  agreed  to lend  up to specified  amounts  of

their  respective  currencies  in special  circumstances

at market-related  rates  of  interest.  The  GAB  has been

renewed  for  successive  five-year  periods  (the  last

time  in December  1998)  and  the  potential  amount  of

credit  available  to the  IMF  currently  totals  SDR  17

billion,  with  an additional  SDR  1.5 billion  available

under  an associated  arrangement  with  Saudi  Arabia.

Activation  in support  of  GAB  participants  is condi-

tioned  by a need  "to  forestall  or cope  with  an

impairment  of  the international  monetary  system".

Stricter  criteria  apply  for  GAB  support  to the Fund

in coru'iection  with  arrangements  with  non-partici-

pants:  not  only  must  drawings  be in  connection  with

an upper  credit  tranche  purchase  but  also  the IMF

must  be deemed  to face  an inadequacy  of  resources

to meet  actual  and  expected  requests  for  financing

that  reflect  "an  exceptional  situation  associated  witli

balance  of  payments  problems  ofmembers  ofa  char-

acter  or  aggregate  size  that  could  threaten  the  stability

of  the  international  monetary  system  ." b Developing

countries  have  not  regarded  the GAB  as a general

addition  to Fund  resources,  given  the  highly  restric-

tive  criteria  for  access,  and  because  the decision  to

activate  lies  not  with  the  IMF  but  with  the  GAB  par-

ticipants.

A  second  round  of  borrowing  was  inaugurated

in the  wake  of  the  "oil  crisis"  of  the l 970s  through

the establishment  of  the  First  and  Second  Oil  Facili-

ties,  which  borrowed  from  the  oil-exporting  countries

and  re-lent  the  same  amount  to the  major  oil-import-

ing  countries  on close  to conunercial  tenns,  including

to two  major  industrial  countries,  tlie  United  King-

dom  and  Italy.  However,  the Fund's  role  turned  out

to be marginal,  with  much  the larger  share  of  recy-

cling  the oil  surpluses  being  intermediated  by

international  banks  operating  in the  Euromarkets  and

with  most  of  tlie  medium-income  developing  coun-

tries  finding  it "easier  and  more  attractive  to bonow

from  banks  than  from  international  institutions"

(James,  1996).  In 1979,  the IMF  was  pennitted  to

conclude  a series  of  bonowing  agreements  witli  a

group  of  14 industrial  and  oil-exponing  countries  to

finance  t)ie  Supplementary  Financing  Facility  for  an

amount  of  SDR  7.8 billion.  The  full  conunitinent  of

these  lines  of  credit  in an environment  of  serious

payments  imbalances  -  and  t)iis  even  before  tlie  on-

set of  the  Latin  American  debt  crisis  in 1982  -  led  to

the creation  in 1981 of  another  borrowing  arrange-

ment  to finance  higher  access  tlian  could  be sustained

from  quota  resources.  Under  tliis  anangement  to fi-

nance  the Enlarged  Access  policy,  tlie  Fund  raised

SDR  15.3 billion  in t)ie  period  1981-1984  from  tlie

Saudi  Arabian  Monetary  Agency,  tlie  Bank  for  In-

temational  Settlements  (BIS)  and  some  central  banks;
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tliis  line  of  credit  was  subsequently  increased  to SDR

18.3 billion  following  an additional  SDR  3 billion

borrowed  from  the Government  of  Japan  in 1986.

The  Enlarged  Access  policy  was  terminated  in 1992

following  the  completion  of  the  Ninth  Quota  Increase

eXerClSe

The  1990s  have  seen the Fund  moving  deci-

sively  beyond  reliance  on its own  resources,  whether

derived  from  quota  subscriptions  or  by  borrowing.

And  this  movement  has occurred  despite  the com-

pletion  of  the Eleventh  Quota  Increase  exercise

(which  raised  Fund  quotas  to approximately  the

equivalent  of  $300  billion)  and  notwithstanding  the
approval  of  the  New  Arrangements  to Borrow

(NAB).  Under  the  NAB,  25 participating  countries

and  institutions  declared  their  willingness  to lend  to

tlie  IMF  up to SDR  34 billion  (about  $45 billion)  to

cope  with  an impainnent  of  tlie  international  mon-

etary  system  or  to deal  with  an exceptional  situation

that  threatens  the  stability  of  the system,  i.e. under

circumstances  closely  parallelled  by  those  envisaged

under  the  GAB.  The  NAB  became  effective  just  in

time  to be used  in connection  with  the  drawings  for

Brazil  in November  1998.  However,  in all  the  more

recent  cases of  dealing  with  countries  in financial

crises,  tlie  Fund  has had  to rely  on  other  multilateral

institutions  (tlie  World  Bank  Group  and  tlie  regional

development  banks)  as well  as on bilateral  official

sources,  disbursing  in  tandem  directly,  or indirectly

through  the BIS.  In addition,  the  Fund  has used  its

good  offices  to help  debtor  countries  obtain  rollovers

of  short-term  inter-bank  lines  of  credit  (as in the

Republic  of  Korea)  and  negotiate  for  debt  relief  from

various  bank  and  non-bank  creditors  (as in Indone-

sia).  Table  l provides  estimates  on the additional

resources  mobilized  by  the  Fund  in connection  with

its recent  crisis-related  transactions.

IV. The  Fund  as crisis  lender

The  Fund  has functioned  as a crisis  manager

ever  since  tlie  Latin  American  debt  crises  of  the

1980s.  It has moved  into  the role  of  crisis  lender

wit)iin  the  constraints  of  its Articles  through  a gradual

evolution  in three  aspects  of  its operations:  (i)  the

level  of  access  to its resources;  (ii)  the speed  with

which  it responds  to a member  facing  a financial  cri-

sis; and  (iii)  its ability  to  mobilize  resources  additional

to its own.  As  regards  (i),  the  issue  has been  framed

in terms  of  access  beyond  accepted  quota  limits,

i.e. annual  limit  of  100  per  cent  of  a member's  quota

and  a cumulative  limit  of  300  per  cent.  This  limita-

tion  was  set as long  ago  as 1977,  when  tlie  Fund  in-

cluded  a provision  in one  of  its facilities  that  credits

larger  than  the specified  limits  could  be granted  in

"special  circumstances"  by drawing  on resources

borrowed  by  the Fund;  subsequent  Board  decisions

have  rephrased  the clause  to refer  to "exceptional

circumstances"  and without  restricting  it to Fund

borrowing.  While  the  clause  was  invoked  from  time

to time  to accommodate  moderate  deviations  from

the  traditional  limits,  its first  significant  application

came  in connection  with  the  approval  for  the  financ-

ing  package  for  Mexico  when  the Fund  initially

agreed  to lend  approximately  $7.8  billion,  or  approxi-
mately  four  and  a half  times  the country's  quota.

However,  when  Congressional  difficulties  arose  in

respect  of  United  States  loan  guarantees  requested

by  the United  States  Administration,  the Fund  in-

creased  its commitment  almost  overnight  by $10
billion  "in  an impressive  display  of  the  Fund's  abil-

ity  to escape  from  its customary  constraints  wlien

it judges  the  case  to be compelling  enougli"

(Williamson,  1996).  Since  the  outbreak  of  the  Asian

crisis,  such  multiple-of-quota  commitments  liave

become  more  frequent,  the  standby  arrangement  for

tlie  Republic  of  Korea  in December  1997  amounting

to nearly  20 times  the country's  (admittedly  low)

quota.  The  Supplemental  Reserve  Facility  (SRF)

adopted  in  December  1997  places  no quantitative  Jim-

its on access  but  enunciates  certain  qualitative

criteria,  namely  tliat  access  will  be determined  "tak-

ing  into  account  the  financing  needs  of  the  member,

its capacity  to repay,  including  in particular  the

strength  of  its  programme,  its  outstanding  use ofFund

credit,  and  its record  in  using  Fund  resoprces  in the

past  and  in  cooperating  with  the  Fund  in  surveillance,

as well  as the Fund's  liquidity".  The  SRF  applies

higher  rates  of  charge  and  shorter  repayment  peri-

ods  than  apply  to drawings  under  its normal  facilities7

and  it  expects  members  to "maintain  participation  of

other  creditors,  both  official  and private,  until  the

pressure  on the  balance  of  payments  ceases".

As regards  the speed  with  which  the IMF  re-

sponds  to a member  facing  a financial  crisis,  the

recognition  that  dealing  with  financial  crises  required

not  only  a larger  but  a more  rapid  commitment  of

Fund  resources  has led  to several  initiatives.  The  first

was  a Management  proposal  in September  1994  to

establish  a short-term  financing  facility  within  the

Fund  that  would  be fast-disbursing  and  that  would

help  to counter  capital  outflows  judged  to be specu-

lative  and  destabilizing  (IMF,  1998a).  While  that

initiative  proved  premature,  it did  result  in the

adoption  in September  1995  of  a set of  procedures,

designated  as the  Emergency  Financing  Mechanism
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Table  I

COMPOSITION  OF  RECENT  IMF  RESCUE  PACKAGES"

Mexico,  1995

Thailand,  1997

Indonesia,  1997

Republic  of  Korea,  1998

Russian  Federation,  1998  'a

Brazil,  1998

IMF

($ billioi;i)

Woi4d
Bank

Regional
dev. banks  Eilateral

4.5

31.1"

10.5

21.1

23.1

1.5

14.5'

Total

Source:  M.S.  Ahluwalia,  =The  IMF  and  the  World  Bank:  Are  overlapping  roles  a problem?"  in this  voluine.

a  The  rescue  packages  for  each  country  represent  resources  available  over  differing  periods  for  each  case.

b  Coinprises  $20  billion  froin  the  United  States,  S1.1 billion  froin  Canada  and $10  billion  credit  line  froin  the BIS.

c Conditional  cominitments  through  end 1999.  Of  these,  $1.5  billion  (shown  under  =Bilateral")  constitute  Japanese  support

in co-financing  the  World  Bank.

d  Fron'i  industrial  countries,  including  direct  assistancc  froin  Japan,  and froin  otlicrs  tlirough  the BIS.

to facilitate  rapid  Executive  Board  approval  of  fi-

nancial  support  while  ensuring  the conditionality

necessary  to warrant  such  support  (IMF,  1998c).

Following  tlie  onset  of  the Asian  crises,  the Fund

moved,  as noted  above,  to establish  the SRF  at tlie

end  of  1997  to be activated  "in  cases  where  the  mag-

nitude  of  outflows  may  create  a risk  of  contagion

that  could  pose  a potential  threat  to the  interiiational

monetary  system".  The  SRF  has been  used  three

times  to date  -  for  the Republic  of  Korea,  the  Rus-

sian  Federation  and  Brazil  -  and  wliile  the  first  case

represented  a partial  switching  from  regular  Fund

facilities  and  the  second  case,  an augmentation  of  an

existing  extended  anangement,  the  point  of  interest

is t)iat  in all  cases  the  SRF  arrangements  were  nego-

tiated  rapidly  and  approved  by  tlie  Executive  Board

witliin  weeks  of  tlie  initial  request  from  the  men'iber

ill  CrlS]S.

V.  Can  the  IMF  evolve  into  an

international  lender  of  last  resort?

T)ie  discussion  )ias moved  furtlier  in recent

inoi'it)is  to tlie  possibility  of  developing  contingency

lines  of  credit  as a precautionary  instrument  to stem

tlie  tlireat  or  possible  crisis,  i.e. witliout  waiting  for

l)ie onset  of  an actual  crisis,  as required  in tlie  case

of  the SRF. In considering  the practicality  of  sucli

anangements,  and  in particular  the  ability  of  the  IMF

to graduate  into  a genuine  lender  of  last  resoit  (LLR)

at the international  level,  a proposition  recently  ad-

vanced  by  Stanley  Fischer,  we  turn  to the  institution's

ability  to mobilize  adequate  resources  to )ielp  its

members  deal  with  system-threatening  crises,  espe-

cially  those  deriving  from  the  spread  of  contagion.  It

has been  noted  already  tliat  the Fund's  quotas  liave

not  kept  pace  with  the  growth  ofthe  world  economy.

Its major  shareliolders  have  not  agreed  to a general

SDR  allocation  under  tl'ie current  Articles  after  1981

and liave  tended  to liold  t}ie growtli  of  its quota  re-

sources  on a tight  leas)i,  relying  on borrowing

arrangements  to bridge  the  periodic  insufficiency  of

t]ie Fund's  ordinary  resources.  Altliougli  t)ie Fund

)ias tl'ie power  under  tl'ie Articles  to borrow  in capital

markets,  its borrowing  operations  to date  liave  been

coi'ifined  witliin  the circle  of  official  institutions.

Whether  tlie  Fund  can play  ti'ie role  of  a genu-

ine LLR  depends  crucially  On wliet)ier  it can inobilize

resources  to deal  witli  tlie  problei'iis  ofall  t)iose  inein-

bers  tliat  do not  l'iave  access,  or liave  lost  access,  to

private  capital  inarkets,  and  wlietliei-  it can do so by

itself,  and  not  only  witli  tl'ie l'ielp  of  resources  addi-

tional to its own. A number of l)00r  countries liave
been liit  just  as liard  by problems  of  contagion  and

tliere  is a real question  wlietlier  tlie  Fund  would  be
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prepared  to make  the  effort  -  or  would  succeed  even

if  it were  prepared  to make  it  -  on  behalf  of  its smaller

inembers  that  it has expended  on behalf  of  the  "sys-

temically  significant"  ones.  The  second  qualification

for  an LLR  goes to the lieart  of  the issue:  can the

Fund  create  international  reserves  in much  the  same

way  as central  banks  are able  to do in order  to deal

with  liquidity  crises  witliin  their  own  domestic  mar-

kets  through  their  power  to expand  both  sides  of  their

balance  sheets?  It has been  argued  that  institutions

liave  served  as LLR  in the past  without  liaving  that

power.  However,  it is pertinent  to ask whether,  in a

world  w)iere  private  markets  can  mobilize  enormous

sun'is  in very  short  order  to attack  any  country's  cur-

rency,  the Fund  can successfully  face  down  market

speculators  without  )iaving  the power  to create  in-

teniational  reserves  freely  and  witliout  having  to

spend  time  on mobilizing  otlier  sources  of  funding.

Can  IMF  judgements  in support  of  a crisis-affected

countiy  be sustained  if  tlie  market  knows,  or can

guess,  wliat  tlie  limits  of  Fund  support  are likely  to

be? A  predictable  limit  tends  to act  as a challenge,  in

muc)i  t)ie same  way  as a pegged  excliange  rate  be-

comes  a target  for  speculators.

Any  type  of  unspecified  credit  commitment

from  tlie  Fund  immediately  raises  issues  of  moral

liazard  on the  bonower's  side,  and  hence  a sirie  qua

iron  for  eligibility  for  suc)i  a facility  must  be a solid

track  record  of  the bonowing  countiy  as pursuing,

and  as finnly  committed  to pursue,  prudent  and  con-

sistent  financial  policies,  so tliat  a judgement  can  be

rendered  in advance  of  a crisis  that  the country  is

eligible  for  Fund  support.  There  is also  a question  of

moral  liazard  on tlie  investor's  side  that  might  result

from  any  pre-qualification  facility,  and  to minimize

sucli  a l'iazard  tliere  is a need  for  preventive  anange-

inents  for  adequate  private  sector  involvement  in

forestalling  crises.  These  arrangements  involve  a

number  of  measures,  e.g. effective  insolvency  and

debtor-creditor  regimes,"  an efficient  legal  infrastruc-

ture,  particularly  for  implementing  bankruptcy

legislation  at tlie  national  level,  and  mechanisms  for

oi-derly  debt  workouts,  including  the activation  of

temporary  debt  standstills  and  collective  action  pro-

visions  in ii'iternational  bond  agreements,  t)iese  being

just  some  of  tlie  n'ieasures  featured  in tlie  current  dis-

cussion  On tlie  refonn  of  the intemational  financial

arcliitecture  (see t)ie paper  by Radelet  in this  vol-

uine).  Sucli  measures  and many  ot)iers  will  require

pi-olonged  negotiations  wit)i  a vast  anay  of  private

ii'iterests  and it may  be years  before  tliey  are imple-

mei'ited,  if  tliey  can be implemented  at all. In the

ineantime,  to deny  tlie  option  of  developing  an inter-

national  LLR  for  fear  of  moral  liazard  leaves  the

international  financial  system  open  to the  risk,  if  not

tlie  certainty,  of  recurring  financial  crises.o

VI.  The  case  for  an  international  reserve

asset  to  provide  unconditional

liquidity

There  are  botli  efficiency  and  equity  arguments

favouring  the  deployment  of  an international  reserve

asset  to provide  unconditional  liquidity  wliich  need

to be brought  into  the  debate,  even  if  they  might  ap-

pear  too  impractical  for  implementation  at this  stage.

In  the  remaining  part  of  this  paper  tliese  aspects  are

discussed  witliout  regard  to tlie  constraints  on the

IMF  as it is currently  constituted,  with  the SDR  be-

ing  treated  simply  as a prototype  of  an international

reserve  asset  that  could  be developed  further  in or-

der  to better  serve  tlie  international  community  as it

evolves  beyond  tlie  cunent  multi-cunency  reserve

system.  It  is important  to emphasize  that  some  of  the

applications  envisaged  would  involve  the  automatic

cancellation  of  SDRs  wlien  the  need  for  their  crea-

tion  has passed  and  would  tlius  not  carry  the

inflationary  risks  tliat  have  contributed  to tlie  past

reluctance  of  industrial  country  policy  makers  to

agree  to SDR  allocations  that  remain  outstanding  as

part  of  international  reserves  once  tliey  have  been

created.  We  take  up first  the  efficiency  argument  for

reserve  creation  in relation  to the  clioice  of  exchange

regimes  and  tlie  deflationary  bias  of  the global

economy.

The  choice  of  excliange  regime  lias  a bearing

on the question  of  inteniational  liquidity  at two  lev-

els: at the  individual  developing  or  transition  countiy

level  and  at t)ie  global  regime  level.  With  regard  to

the former  aspect,  the adoption  of  a freely  floating

currency  sl'iould  absolve  the need,  in theory,  to liold

reserves.  In practice,  tl'ie move  to greater  flexibility

in excliange  regimes  has gone  hand  in hand  witli

the  continued  liolding  of  large  reserves  of  foreign

cunencies;  indeed,  a decision  to accept  greater  flex-

ibility,  as in tlie  Brazilian  case, lias been  motivated

in part  by t)ie desire  to protect  reserves.  It lias also

been  noted  tliat  in recent  crises  "countries  witli  large

reserves  )iave  done  better  in dealing  wit)i  crisis  tlian

those  witli  small  reserves"  (Fisclier,  1999)  and t)iis

lias  resulted  in a determination  "to  set tlieir  reserves

on the basis  of  capital,  as well  as cunent  account

variables".  'D

Tlie  need  for  reserves  becomes  greater  wlien

countries  choose  to move  to tlie  other  extreine  of  fix-
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ing  their  exchange  rate  to another  currency  under  a

currency  board  arrangement.  On  the  assumption  that

the  demand  for  reserves  is apt  to  increase  in  the  next

few  years  -  independent  of  whether  countries  opt

for  one  or  tlie  other  extreme  -  there  arises  tlie  ques-

tion  of  liow  this  demand  should  be met.  Reserves

can  be built  up under  the  current  system  either  by

"earning"  them  througl'i  running  current  account  sur-

pluses  or  by  "borrowing"  them  on international

capital  markets.  It can  be argued  that  if  countries

accumulate  reserves  efficiently,  the  costs  of  acquir-

ing  reserves  through  different  channels  would  be

equated  at the  margin.  However,  many  countries  are

not  able  to optimize  at the  margin  because  they  face

credit  rationing  in international  capital  markets

(Mohammed  et al.,  1996)  and  find  no  representative

interest  rate  for  the  cost  of  extenial  bonowing.  Even

countries  with  previous  access  to portfolio  capital,

especially  sovereign  bond  finance,  might  find  them-

selves  cut  off  by  a sudden  shift  in  investor  sentiment,

as experienced  by  many  developing  and  transition

countries  in  the  past  couple  of  years.  Once  that  liap-

pens,  their  reserve  supplementation  requirements

can  be met  only  by  adjusting  current  account  posi-

tions  to tlie  lower  level  of  capital  inflows  through

eitlier  increasing  current  account  surpluses  or re-

ducing  deficits.  Such  adjustments  require  the  reduction

of  domestic  absorption  in  order  to  expand  net  exports,

typically  acliieved  tl'irough  compressing  imports.  The

costs  of  forgone  absorption  in  order  to generate  any

required  current-account  change  are apt  to be high

relative  to  the  costs  that  countries  witli  access  to  capi-

tal markets  would  pay  for  their  borrowed  reserves,

but  these  differential  costs,  as noted  in  the  last  para-

grapli  of  section  II,  are  not  trivial  and  become  mucli

liiglier  for  countries  lacking  access  altogether  or  los-

ing  access  during  a crisis.  These  costs  would  be  saved

if  reserve  supplementation  could  be  achieved  through

a meclianism  creating  international  reserves  sucli  as

tl'ie SDR,  and  tliese  savings  would  not  come  at tlie

expense  of  other  participants  in  tlie  system  (see  also

Fisclier,  1999,  pp.  208-209).

Tlie  implications  for  aggregate  deinand  of  re-

serve  creation  depend  on w)ietlier  recipients  clioose

to spend,  rat)ier  t)'ian  on average  to liold,  suc}i  re-

serves.  The  aggregate  demand  effects  are  also

different,  depending  on t!ie  prevailing  and  prospec-

tive  global  econoinic  environment.  In past  years,

mucli  industrial  country  resistance  to SDR  alloca-

tions  was  based  on tlie  argument  tliat  t)iey  would

contribute  to global  inflationary  pressures.  In tlie

cunent  pliase  of  little  or  no inflationaiy  pressure  in

tlie  world  economy,  tliere  can  be little  appre)iension

On tliis  score.  Indeed,  meeting  t}'ie increasing  demand

for  reserves  through  generating  current  account

surpluses  "in  the  next  few  years  will  impart  a defla-

tionary  impact  to  the  world  economy","providing  a

significant  efficiency  argument  in  favour  of  an inter-

nationally  created  reserve  asset.

It was  noted  above  that  the  implications  for

international  liquidity  of  the  choice  of  exchange  re-

gimes  could  be  explored  at two  levels.  We  turn  next

to  liquidity  aspects  of  tlie  global  regime  tliat  is emerg-

ing  with  tlie  advent  of  the  euro  and  with  renewed

Japanese  official  efforts  to internationalize  the  use

of  the  yen,  and  to the  impact  these  developments

might  have  on  the  dominant  role  of  the  United  States

dollar  in  world  reserves.  The  facts  about  the  current

pattern  of  official  reserve  lioldings  are  well  known:

the  United  States  dollar  accounts  for  around  65 per

cent  of  total  non-gold  reserves,  the  deutsclie  mark

and  the  French  franc  together  for  another  16  per  cent,

and  the  Japanese  yen  for  about  9 per  cent.  Tlie  distri-

bution  of  private  sector  holdings  is not  precisely

known,  but  the  fact  that  sometliing  like  80 per  cent

of  offsliore  bank  loans  and  over  40  per  cent  of  exter-

nal  bond  isSues  are  denominated  in dollars  (Polak,

1998,  table  l ) would  suggest  that  the  share  of  the

dollar  in  total  holdings  sliould  be liiglier  tlian  in offi-

cial  holdings.  The  introduction  of  tlie  euro  will

inevitably  cause  changes  in reserve-holding  beliav-

iour  on  the  part  of  botli  official  and  private  agents,

witli  tlie  likely  outcon'ie  of  making  tlie  euro  a n'iajor

international  currency.  A principal  component  of

these  changes  will  be a redirection  of  den'iand  for

intemational  reserves  from  dollars  to euros.  To start

with,  national  central  banks  in tlie  euro  area  will  no

longer  need  to liold  international  reserves  to back

tlieir  intra-European  trade,  resulting  in  an "overliang"

of  anywhere  between  $50 billion  and  $230 billion  in

theirreserves,  wliich  are  largely  Jield  in  United  States

dollars.  '2 Central  banks  outside  the  euro  area  are  also

likely  to  reduce  tlieir  dollar  positions  (whicli  amount

to approximately  $775 billion),  panicularly  if  t)ie

risk-retuni  cliaracteristics  of  euro-denominated  as-

sets become  more  competitive  witli  the  dollar  as

euro-area  financial  markets  deepen.  Tlie  speed  of  tlie

s)iitt  will  be reinforced  by  bandwagon  effects  if  t)ie

euro  excliange  rate  vis-a-vis  tlie  dollar  is expected  to

appreciate  over  time  and  depending  on  tlie  degree  to

wliic)i  investors  perceive  t)ie  euro  to be  a stable  source

ofvalue.

At  tlie  same  time,  a greater  volatility  is apt to

develop  in the  movements  of  tlie  excl'iange  rates  of

t)ie  tliree  major  currencies.  As  pointed  out  by  tlie  IMF

staff,  "tlie  weiglit  placed  by tlie  European  Central

Bank  on tlie  euro's  external  value  in forinulating  its
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monetary  policy  may  be less than  the  weight  placed

by its predecessor  central  banks  possibly  resulting

in greater  variability  of  the exchange  rate ." "  The

recent  experience  of  volatility  in the  dollar-yen  rate,

wl'iicli  was  such  an important  contributory  factor  in

the East  Asian  crises,  is illustrative  of  the  potential

for  growing  instability  in a regime  characterized  by

the possibility  of  large-scale  portfolio  shifts  among

t)ie  three  reserve  currencies.

Wliile  proposals  for  coordinating  mechanisms

designed  to reduce  such  volatility  are under  consid-

eration,"'  it might  not  be premature  to revive  the

possibility  of  modifyingthe  multiple  currency  reserve

system  by  reviving  the  possibility  of  establishing  a

"Substitution  Account"  that  would  absorb  an excess

supply  of  cunency  reserves  by  replacing  them  with

an international  reserve  asset,  such  as the  SDR.  Pro-

posals  for  the conversion  of  currency  reserves

tlirougli  a Substitution  Account  failed  in the late

1970s  for  many  reasons,  of  which  one  was  the fact

tliat  tlie  United  States  was  the issuer  of  the n'iain  re-

serve  currency  and was  unprepared  to accept  an

obligation  to maintain  the financial  integrity  of  the

account.  Witli  three  cunencies  now  operating  as re-

serves,  and  witli  the United  States  dollar's  share  in

tlie  SDR  basket  rising  to 40 per  cent  or beyond,  a

Substitution  Account's  claims  on the  United  States,

if  denominated  in SDR,  would  impose  a guarantee

burden  closer  to only  one-half  of  tlie  total  value  of

tlie  corpus  in tlie  account.  A Substitution  Account

would  serve  as a means  of  preventing,  or at least

dampening,  tlie  excessive  variability  of  exchange

rates  associated  wit)i  portfolio  shifts  among  reserve

liolders.

Vll.  Equity  aspects  of  current

international  liquidity

arrangements

Issues  of  "faiiness"  iiave  been  a feature  of  de-

bate on intei-national  liquidity.  In tlie  earlier  stages,

relaerence  was  made  to tlie  "advantage"  presumably

enjoyed  by tlie  United  States  because  of  its reserve

cui'i'ency  status  tl'iat  enabled  it to finance  its balance-

of'-payinents  deficits  by issuing  foreign  liabilities

denoininated  in its own  cut-rency,  tliereby  avoiding

tlie  necessity  to balance  its extemal  accounts  tlirougl'i

"asset  settlement".  Tliis  "advantage",  as noted  in the

preceding  section,  lias  gradually  beei'i  extended  to a

few  of)ier  cui-rencies,  including  1)ie newly  introduced

euro.  Tlie  distinction  ofbeing  a i'esei-ve  cun-ency  lias

been  further  eroded  by the growth  of  internationa}

capital  markets  which  have  enabled  more  countries

to bonow  against  their  own  IOUs.  The  floating  of

major  currencies  and  the removal  of  distortions  in

domestic  credit  markets  has allowed  reserve  currency

countries  to argue  t]iat  all  those  that  hold  their  cur-

rencies  do so voluntarily  at market-determined

exchange  and  interest  rates.

However,  two  elements  of  "unfairness"  have

persisted  in  that  several  countries  witli  access  to capi-

tal markets  can  still  not  denominate  their  IOU

external  obligations  in  their  own  currency,  but  have

to denominate  them  in a reserve  currency.  The  con-

sequences  of  this  deficiency  liave  proved  very  costly

when  sudden  shifts  in investor  sentiment  have

blocked  access  to private  capital  markets  and  forced

massive  depreciations  of  exchange  rates,  which  have

driven  governments  as well  as business  firms  into

virtual  bankruptcy  when  they  failed  to  properly  hedge

their  borrowings  in foreign  currencies.  Moreover,

poor  countries  witliout  access  to private  markets  have

been  requiredto  buildup  theirreserve  lioldings  through

running  cunent  account  surpluses,  which  entailed

import  compression  in most  cases,  and  were  costly

in terms  of  consumption  or investment  forgone.

A  second  element  of  inequity  has resulted  from

the  growing  "dollarization"  of  many  developing  and

transition  economies,  a result  of  the  liberalization  of

capital  accounts  which  lias  enabled  financial  institu-

tions  to offer  deposits  not  only  in their  own  domestic

currency  but  also  in other  key  currencies.  There  has

also  been  a redirection  of  seigniorage  in the in-

creasing  use of  the dollar  or tlie  deutsche  mark  in

hand-to-hand  transactions,  wliich  will  inevitably  ex-

tend  to euro  cunency  issues  as well.  This  redirection

will  be even  greater  if  countries  adopt  the Panama

model  (as Argentina  is reportedly  considering  quite

seriously)  of  abandoning  their  own  national  cunency

in favour  of  the  dollar.  It is not  obvious  what  can be

done  to minimize  tlie  equity  implications  of  these

trends,  except  perliaps  to suggest  that  an internation-

ally  created  reserve  asset  that  could  be )ield  privately

as well  as in official-to-official  transactions  might

begin  to redistribute  some  of  tlie  benefits  obtained

by  t)ie  issuers  of  tlie  dominant  cui'rencies.  However,

bringing  suc)i  equity  issues  into  tlie  debate  calls  for

an exercise  of  international  solidarity  t)iat  may  be

difficult  to visualize  in an environment  dominated

by private  t-niancial  interests  determined  to pusli

inarket  solutions  even  wlien  tlie  problems  tliat  liave

to be dealt  witli  are t)'ie outcoine  of  inarket  failure  -

as tliey  surely  ai-e  in t)ie intemational  t-uiancial  spliere.
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Notes

The  distinction  inadc  in tliis  paper  between  conditional

and unconditional  liquidity  is without  prejudice  to the

position  espoused  by  inany  students  of  the  subject,  nainely

that  only  ifit  is unconditional  can it be liquidity,  and  that

=conditiona)  liquidity"  is an oxyinoron.

If  and  wlien  the  ainendinem  is ratified,  it would  provide

for  a one-time  allocation  of  SDR  21.4  billion  and would

raiseall  participantsa  ratiosofcuinulativeSDRallocations

totlieirquotas(undertheNinthGeneral  ReviewofQuotas)

to a cominon  benchinark  ratio  of  29.3  per  cent.  Developing

countries  were  strongly  opposed  to the  proposal  when  it

was initially  tabled  as a United  Kingdoin-United  States

initiative,  for  fear  that  it would  rule  out  the  possibility  of

general  SDR  allocations  based  on a finding  of  a long-tenn

global  need  to supplement  reserves.  Their  acceptance  in

1997  of  the  proposal  for  an =equity  allocation"  followed  a

period  ofintense  acriinony,  culininating  in a joint  refusal

by the  developing  counti'y  inembers  of  the  tnterim

Coininittee  at tlie  Madrid  ineeting  in Septeinber  1994  to

agree  to the  United  Kingdoin-United  States  proposal.  The

G-24  cominuniqut'  of  Septeinber  1997  inaintains  their

position  that  "tliis  one-tiine  ineasure  does  not  diininish  or

preclude  the  need  for  a general  allocation=.  For  a

discussion  of  the  Madrid  ineeting  controversy,  see Buira

and Marino  (1996).

Presciently  characterized  by  the  IMFas  Managing  Director,

Michel  Caindessus,  as the  =first  crisis  of  tlie  21st  century".

Fischer  points  out  that  =lf  the  Fund  were  today  the  saine

size  relative  to the  output  ofits  i'neinber  states  as it was  in

1945,  it would  be inorc  than  three  tiines  larger  than  it will

be when  the  present  quota  increase  is coinpleted;  if  the

quota  fonnula  appliedin  1945  were  used  to calculate  actual

quotas  today,  the  Fund  would  be five  tiines  its size;  and  if

the size  of  the Fund  had been  inaintained  relative  to the

volume  of  world  tradc,  it would  be more  than  nine  tiines

larger,  i.e. over  2.5 trillion  dollars=  ( Fischer,  l 9')9).

This  has been  the  traditional  position  of  the  United  States,

whicli  has a veto,  since  any  quota-increase  decision

requires  a qualified  inajority  of  85 per  cent  of  total  voting

power,  while  the United  States  share  in total  votes  is

currently  17.78  per  cent.

Given  these  strict  criteria,  it is not  surprising  that  the  first

activation  of  the GAB  in support  of  a non-participant

occurred  in July  1')98  to support  tlie  Russian  Federation

with  a credit  line  of  SDR  6.3 billion.

The  rate  of  charge  on SRF  resources  during  the  first  year

is 300  basis  points  above  the  basic  rate  of  charge,  and  the

surcharge  increases  by 50 basis  points  at the  end of  that

pcriod  and  every  six  inonths  tliereafter,  up to a inaxiinuin

of  500 basis  points.  AS to repayinent  periods,  repurchase

expectations  arise  in two  equal  seini-annual  installincnts

one  to one  and  a halfyears  froin  the  date  rifpurchasc,  but

thc  Fund  may  cxtend  cact'i repurchase  expcctation  by up

to one  ycar.  Repurchase  obligations  arise  in two  equal

setni-annual  installments  between  two  and  two  and  a half

years  after  the purchase.  For  additional  detail,  see IMF
(1998a).

See Annexcs  A and  B to t)ie  G-22  Working  Group  Report

on International  Financial  Crises.

Relying  on tnarket  soluticins  presuppciscs  a wliole  series

of  other  preconditions  that  inarket  supporters  take  for

granted  as being  already  in place,  when  they  surely  are

not  in the  intemational  sphcre.  To  take  one  exainple  quoted

by Boughton,  inarket  scilutions  require  bankruptcy

procedures  to avoid  prisonersa  dileminas  and  credit  races

for  the  exit.  An  international  tender  oflast  resort  provides

a viable  alternative  to potentially  inuch  inore  costly

international  bankruptcy  procedures.  See Boughton
(forthcoining).

10  Fischer  adds  that  =it is very  likely  that  countries  seeking

to draw  the  lesson  of  the present  crisis  will  decide  tliey

should  hold  larger  reserves  than  before.  This  is already

happening  in the case of  Korea  -  and it will  not  be tlie

Onl7  COuntr7  tO InOVe  in that direction"  (Fischer, I 999}.
l I Fischer  has argued  that  =lt is possible  -  indeed,  it was

very  much  possible  a few  inonths  ago  - to envisage

circuinstances  under  which  a general  increase  in reserves

would  be useful,  for  instance,  at a tiine  of  a scizing  up of

tlows  of  credit  in the  world  econoiny=  (Fischer,  I 99')).

12  SeelMF(1998b).Therestoftiiisparagraphdrawshcavily

on that  inaterial.

13 Ibid.  At  the  saine  tiinc,  )iowever,  thelMF  staff  ncitcs  tliat

=in the near  tenn  at least,  the curoas  exchange  rate  inay

take  on added  iinportance  as an indicator  of  inonetary

policy  decisions  owing  to tlie  potential  instability  in inoney

detnand  and in the  relationships  between  inoney  growtli

and  future  inflation

14  NotablyproposalsreportedlyadvancedbyPrimeMinistcr

Obuchi  of  Japan  during  recent  visits  to Europe  for  new

international  arrangeinents  to stabilize  excliangc  rates

ainong  tlie  key  international  currencies.  His  ideas  liavc

received  support  froin  President  Chii-ac  of  France.
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I.  Introduction

For  at least  a centuiy,  it has been  widely  recog-

nized  that  completely  open  and  unregulated  financial

markets  are prone  to panic.  Wide-open  financial

markets  have  been  accompanied  by  panics  and  ma-

nias  since  the  introduction  of  banking  systems  several

centuries  ago (Kindleberger,  1996).  The  United

States,  of  course,  faced  a long  string  of  major  do-

mestic  bank  panics  in the late  nineteenth  and  early

twentieth  centuries,  and  essentially  all  industrialized

countries  have  faced  similar  crises  at one time  or

another.

In  the  past  several  years,  the  emerging  markets

have  taken  their  turn.  In the 1990s,  a number  of

emerging  markets  were  hit  by financial  crises,  in-

cluding  Argentina  and  Mexico  in 1995;  Indonesia,

the  Republic  of  Korea,  Malaysia,  the  Philippines  and

Thailand  in 1997;  and  the Russian  Federation  and

Brazil  in 1998.  In each  case, very  large  capital  in-

flows  suddenly  stopped,  and  creditors  (both  foreign

and  domestic)  nished  forthe  exits.  The  reversals  were

partly  due  to weaknesses  in these  economies  that  led

to a change  in perceptions  about  their  creditworthi-

ness.  In eacli  case,  liowever,  it is clear  that  markets

overreacted  both  in their  exuberance  with  the  initial

inflows  (wliich  often  came  in with  little  analysis  or

risk  management)  and  in their  haste  with  the subse-

quent  outflows.  The  resulting  economic  contractions

in these  countries  were  much  deeper  than  was  either

inevitable  or  necessary.

Early  in the twentieth  century,  industrialized

countries  began  to respond  to repeated  financial  sec-

tor  crises  by carefully  and  prudently  regulating

financial  markets  and  by  developing  public  sector

institutions  to help  prevent  major  crises.  Today's  in-

dustrial  country  financial  markets  are  far  from  being

completely  free  and  open,  witli  several  key  institu-

tions  helping  to prevent  or  mitigate  market  failures.

One  critical  institution  is the  lender  of  last  resort  (usu-

ally  the central  bank),  which  provides  liquidity  to

financial  institutions  liit  by  sudden  withdrawals,  and

w)iich  assures  depositors  (or  creditors)  that  they  need

not  rush  for  the exits.  Closely  related  are supervi-

soiy  and  regulatory  institutions  (usually  also  housed

in the central  bank),  whicli  ensure  that  financial  en-

tities  meet  certain  minimum  operating  conditions  and

that  they  are not  involved  in excessively  risky  ac-

tivities.  Deposit  insurance  systems  give  further

comfort  to depositors  that  might  think  of  running.

Finally,  the  industrialized  countries  developed  well-

defined  and  relatively  transparent  systems  for

managing  bankruptcies,  liquidations  and  ot)ier  forms

of  debt  workouts.  These  bankruptcy  systems  help  to

prevent  risky  borrowing  (by  providing  a credible

threat  to firms  that  they  might  be liquidated  if  they

are poorly  managed),  stop  panics  from  getting  out  of

control  (through  debt  standstills)  and  provide  a frame-

work  for  ultimate  restructuring  when  necessary.  Also,

they  try  to ensure  some  equity  in the sliaring  of  the

burden  of  bankruptcy  between  creditors  and  borrow-

ers, recognizing  that  in most  cases both  sides  bear

some  of  the  blame  when  loans  go bad.

Of  course,  these  institutions  and  procedures  are

far  from  perfect,  and  do not  always  ensure  smooth

operation  of  financial  systems,  as tlie  United  States

found  out  with  the  crisis  of  the savings  and  loan  as-

sociations  in the 1980s.  Generally,  however,  tliey

have  succeeded  in preventing  extreme  panics  and

crises  in industrialized  country  domestic  financial

markets,  and  have  Jielped  these  markets  to operate

more  smoothly  and  efficiently.  It is worth  noting,  for

example,  that  the  last  major  bank  panic  in  the  United

States  was  in 1933,  just  before  the creation  of  the

Federal  Deposit  Insurance  Corporation.

To a very  large  extent,  parallel  institutional  ar-

rangements  do not  exist  in international  financial

markets,  and  so these  markets  remain  relatively  prone

to panic.  Without  a true  international  lender  of  last

resort,  inteniational  banking  standards,  international

bankruptcy  laws  and  deposit  insurance,  international

financial  markets  are as volatile  as were  financial

markets  in the industrial  countries  before  these  in-

stitutions  were  put  in place.  In  the afteimatli  of  the

Asian  financial  crisis,  the  debate  on redesigning  the

international  financial  architecture  has touched  on

several  of  these  institutional  issues.  This  paper  ex-

plores  one  segment  of  this  debate:  the  possibility  of

developing  improved  procedures  or institutions  to

facilitate  orderly  workouts  of  inteinational  private

sector  debt.

Our  focus  is not  on individual  cases of  cross-

border  bankruptcies,  which  are best  handled  by

developing  stronger  insolvency  codes  and  more  ef-

fective  courts  in emerging  markets.  Rather,  we  focus

on systemic  episodes  where  firms  and  banks  across

an economy  are  abruptly  threatened  with  illiquidity

and  possible  insolvency  because  of  a sudden  event

that  may  be largely  beyond  their  control.  The  rel-

evant  case, of  course,  is a massive  exchange  rate

depreciation  resulting  from  a sudden  shift  in capital

flows  that  undermines  both  well  run  and  poorly  nin

firms  alike,  weakens  banks  and internipts  the pay-

ments  system,  and  threatens  to plunge  a country  into
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deep  recession.  How  can  standstills  and  workout  ar-
rangements  be designed  that  would  help  stop  a panic
and an overshooting  of  capital  withdrawals  from
emerging  markets,  and  subsequently  provide  a frame-
work  to close  insolvent  firms  and reorganize  more
viable  enterprises?

The  next  section  of  the  paper  briefly  explores
the  dynan'iics  of  a financial  panic.  Section  III  exam-
ines  the basic  logic  behind  domestic  bankruptcy
regimes  and international  sovereign  debt  workout
procedures  (mainly  the  Paris  Club  and  tlie  London
Club),  and  reviews  tlie  few  recent  cases  of  workouts
of  private  sector  cross-border  debt.  Section  IV  is the
heart  of  the  paper,  examining  a variety  of  proposals
for  international  versions  of  the  three  basic  compo-
nents  of  a workout  procedure:  a debt  payments
standstill,  provisions  for  new  finance  and  the  frame-
work  for  restructuring.  The  final  section  offers  some
recommendations  and conclusions.

H.  Financial  crises  in  emerging

markets

The  hallmark  of  intemational  financial  crises
is a sudden  and  rapid  reversal  of  large-scale  capital
flows.  An  economy  that  had  been  the recipient  of
large  inflows  is suddenly  faced  witli  the  cessation  of
these  inflows,  and  demand  for  immediate  repayment
of  outstanding  loans.  Firms  and  bai'ms  are puslied
near  to or into  default,  a situation  that  is typically
exacerbated  by  the  large  excl'iange  rate  depreciations
that  ultimately  accompany  such  large  swings  of  for-
eign  capital.'

The  Asian  crisis  economies  were  tnie  to forni.
According  to estimates  by the Institute  of  Interna-
tional  Finance,  capital  flows  to tlie  five  most  severely
affected  Asian  countries  (Indonesia,  tlie  Republic  of
Korea,  Malaysia,  the P)-iilippines  and T)iailand)
sliifted  from an inflow  of  $103 billion  in 1996 to an
outflow  of  $1 billion  in 1997 (Institute  of Interiqa-
tional  Finance,  ]999a).  Tliis  s)iift  of  $104  billion  is
t)ie equivalent  of  about  9 per  cent  of  tlie  pre-crisis
gross  domestic  product  (GDP)  of  tliese  econoinies.
Tlie  Russian  Federation  and  Brazil  faced  similar  re-
versals  of  investor  sentiment.

Tlie  effects  of  sucl'i  economy-wide  revei-sals  in
capital  flows  and large  exc)iange  rate  movements  can
be devastating.  Large  nun'ibers  of  finns  suddenly
become  illiquid  and face tlie  prospect  of  sliutting
down.  Con'imercial  bank  capital  can  be quickly  wiped

out,  threatening  the  operation  of  the payments  sys-
tem.  Poorly  run  firms  and  banks  tend  to be the  most
vulnerable,  and many  deserve  to be merged  or shut
down.  It is important  to recognize,  however,  that  even
well-run  fiims  and  banks  are  threatened,  not  through
any  fault  of  their  own,  but  because  of  large  and  un-

anticipated  exchange  rate  movements  and their
collateral  effects.

Creditor  panic

It is worth  briefly  exploring  the  circumstances
under  which  such  large  reversals  of  capital  flows  can
occur.  The  withdrawals  can be sparked  by rapid
changes  in international  market  conditions,  such  as
the large  swings  in  commodity  prices  and  the sliarp
increases  in dollar  interest  rates  tliat  brouglit  about
tlie 1980s  debt  crisis.  Domestic  economic  misman-
agement,  or  an abrupt  change  in  economic  policy  or
political  leadersl'iip,  can likewise  cause  credit  witli-
drawals,  as with  Mexico  in 1994.  In addition,  and
n'iost importantly  for  this  discussion,  recent  finan-
cial  crises  point  to intrinsic  instability  in intemational
financial  markets  as a key  part  of  the  problem.

The  basic  idea  is tliat  under  certain  conditions,
international  financial  markets  can becoine  prone
to self-fulfilling  crises.2  Individual  creditors  acting
rationally  in their  own  self-interest  can toget)ier  gen-
erate  sharp  and  fundamentally  ui'utecessary  panicked
reversals  of  capital  flows.  Both  creditors  and bor-
rowers  find  tliemselves  collectively  worse  off  as a
result,  even  thougli  eacli  was  acting  rationally  011 an
individual  basis.  Consider,  for  example,  a solvent  but
illiquid  borrower.  Nonnally,  because  the borrower
is solvent,  it should  be able  to borrow  fresh  funds
from  the  capital  markets  to relieve  tlie  liquidity  prob-
lem. Since  the firm  is solvent,  t)ie creditors  could
reasonably  expect  that  bot)i  tlie  old  and  t)ie  new  loans
would  be fully  serviced.  However,  it is possible  tliat
creditors  will  be unwilling  to provide  fres)i  funds,
not  because  of  concerns  over  tlie  fundamental
strengtli  of  tlie  borrower,  but  because  t)iey  fear  tliat
othei"  creditors  may  not  provide  sufficient  new  funds
to the finn  to ease tlie liquidity  problein.  Suppose
that tl'ie bonower  requires  credits  so large  tliat  nO
single  lender  can provide  all  oftlie  necessary  t-unds.
Eacl'i creditor  recognizes  tiiat  if  t)ie ot)ier  creditors
do not make  new  loans,  tlie  finn  will  ncit be able  to
meet  its debt  set-vice  obligations.  Tlius,  any  creditor
t)iat  lends  new  funds  on its own  risks  loSSes on botli
its old and new  loans.  Therefore,  each  creditor  will
be unwillii'ig  to make  a new  loan  if  it believes  tliat
otl'ier  creditors  will  not  lend  as well,  and in fact  will
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begin  to demand  repayment  of  existing  loans.  A  credi-

tor  "grab  race"  ensues  in which  each  creditor  tries  to

be the  first  in line  to be repaid  or  to seize  assets.  The

borrower,  even  though  it was  solvent,  will  ultimately

default  on its  loans  and  face  possible  bankniptcy  pro-

ceedings.

In international  capital  markets,  entire  econo-

mies  can become  susceptible  to a similar  kind  of

"grab  race"  (Radelet  and Saclis,  1998a;  Chang  and

Velasco,  1998).Economiesareespeciallyvulnerable

wlien  borrowers  (be  they  firms,  banks  or  tlie  goveni-

ment)  build  up aggregate  short-temi  foreign  exchange

liabilities  in excess  of  available  liquid  foreign  ex-

c)iange  assets.  In this  case,  international  lenders  know

t)iat  tliere  is riot  enough  foreign  exchange  available

to repay  everyone,  but  tl'iey  are willing  to continue

lending  as long  as they  believe  tliat  other  creditors

will  do the  same.  However,  if  something  happens  to

make  tliem  believe  that  otlier  creditors  will  withdraw

their  credits,  they  will  rush  to be the  first  to demand

repayn'ient,  since  they  do not  want  to be the  last  in

line  to be repaid.

In eacli  of  the  recent  severe  crises  in emerging

markets  -  Mexico  (1994),  Argentina  (1995),  Tl'iai-

land (19971  Indonesia  (1997),  tlie Republic  of  Korea

(1997),  the Russian  Federation  (1998)  and Brazil

(1998)  -  ag(3regate  short-term  foreign  exchange ob-
ligations  exceeded  liquid  foreign  exchange  assets,

setting  the stage  for  panicked  withdrawals  by for-

eigm creditors.  Although  infomiation  on  total  foreign

excliange  liabilities  and  assets  is not  available,  in each

of  tlie  crisis  economies  sliort-term  debts  owed  to for-

eign  conmiercial  banks  far  exceeded  the foreign

exc)iange  reserves  of  the central  bank  (Radelet  and

Saclis,  I 998a).  This  situation  posed  no problems  as

long  as confidence  in Asia  remained  high  and  the

banks  believed  tliat  everyone  else would  continue

lending.  However,  once  confidence  shifted  follow-

ing  tl'ie float  of  tlie  Thai  balit  in July  1997,  the rusli

for  tlie  exits  was on. T)'ie more  the exchange  rates

depreciated,  tlie  n'iore  tlie  creditors  den'ianded  to be

repaid,  wliic)'i  itself  put  additional  pressure  on the

Asian  cunencies  and  accelerated  the  process  of  witb-

drawals.  Creditors  knew  that  there  was not  enougli

foreign  exc)iange  to pay  everyone,  and  no one  wanted

to be last  in line.  Sure  enougli,  tliose  who  got  out  of

Asia  early  were  more  or  less  paid  in full,  wliile  those

wlio  waited  suffered  large  losses.  The  result  was

widespread  liquidity  problems  among  Asian  banks

and firins,  wliicli  undermined  t)ie  capital  base  of  the

banks  and puslied  many  firnis  to tlie  edge  of  bank-

i'uptcy.  Witl'i  no meclianisms  in place  to deal  witli

tliese  problems,  t)ie  panicked  withdrawals  cou)d  not

be effectively  stopped.  The  workouts  tliat  followed

were  disorderly  and far  from  optimal,  at great  and

unnecessary  cost  to the  creditors,  the  debtors  and  the

Asian  economies.

III.  Current  debt  restructuring

procedures

In  considering  the  design  of  workout  procedures

for  cross-border  private  debt,  there  are two  main  par-

allels  from  which  to draw:  domestic  bankruptcy

procedures  dealing  with  individual  private  firms,  and

workout  mechanisms  for  cross-border  sovereign  debt

(mainly  the  Paris  Club  and  the  London  Club).

A.  Barxkruptcy  proceedings

We  begin  with  the  basic  procedures  used  in the

case of  a tu'm  facing  financial  distress.'  Bankruptcy

procedures,  at their  core,  establish  a collective  fo-

rum  both  to sort  out  the  rights  of  creditors  and  debtors

and to address  tlie  "collective  action"  problem  of

individual  creditors  acting  rationally  to tlie  detriment

of  creditors  (and  the debtor)  as a group.  They  tem-

porarily  hold  the  assets  of  tlie  firm  in a common  pool.

A  primary  objective  is the  maintenance  of  tlie  value

of  the  firm's  assets  (which  is ultimately  in the  inter-

est  oftlie  creditors  as a group),  ratlier  than  addressing

concerns  about  individual  creditor  rights  (Jackson,

1986).  At  the same  time,  bankruptcy  procedures

should  not  be so lenient  that  debtors  can  easily  walk

away  from  tl'ieir  obligations.  Thus,  ideally,  the goal

of  maximizing  the value  of  the  firm  assets  should  be

balanced  against  the  objective  of  encouraging  adher-

ence  to the  ex-aide  terms  of  the debt  contract  as much

aspossible(EichengreenandPortes,  1995).Altliough

bankruptcy  proceedings  differ  in important  ways

across  countries,  most  have  four  key  elements  in

common:

(i) an arbitrator  or administrator,  usually  a court

or tribunal;

(ii)  provisions  for  a standstill  on payments  to pre-

vent  a creditor  "grab  race";

(iii)  provisions  for  tlie  possibility  of  t)ie finn  bor-

rowing  new  money  to continue  operations  dur-

ing  tlie  standstill;  and

(iv)  a workout  arrangemerit  (following  a period  of

time  for  infonnation  gatliering  and  negotiation)
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consisting  of  some  combination  of  a rollover/

extension  of  existing  loans,  a reorganization  of

the firm  and/or  the debt  contracts,  or  a closure
of  the  firm.

The  arbitrator/administrator  acts as umpire,

supervisor  and facilitator  during  the restnicturing

process,  and  when  necessaiy  imposes  a binding  set-

tlement  on  the  competing  claims  of  the creditor  and

debtor.  Essentially,  the  arbitrator  supervises  a legal

framework  in which  a settlement  between  the  debtor

and  creditor  can  be negotiated.  In  most  cases,  a bank-

ruptcy  court  or  a judicial  tribunal  plays  this  role.  A

key  point  is that  in domestic  bankruptcy  proceed-

ings,  the  debtor  and  the  lenders  all  fall  under  a single

judicial  authority,  giving  the  court  the  legal  power  to

impose  a settlement  on all parties  involved.  The

arbitrator  must  be neutral,  able  to balance  the com-

peting  claims  of  both  sides,  and  free  from  political

or other  influence  that  could  give  an unfair  advan-

tage  to one  of  the  competing  parties.  The  arbitrator

specifically,  and bankruptcy  law more general5',
would  not  be necessaiy  in a world  of  perfect  infor-

mation  where  all parties  could  forecast  all  future

contingencies  (Cornelli  and  Felli,  1995).  The  mar-

ket failure  of  lack  of  complete  information  is what

leads  to imperfectly  specified  contracts  and  tlie  in-

ability  of  the two  sides  to negotiate  an agreeable

solution  outside  the courts.  Tlie  arbitrator  helps  in-

duce  the two  parties  to share  relevant  information

and  reach  a final  settlement.

One  of  the  critical  powers  of  tlie  arbitrator  is

the  authority  to impose  a standstill  (called  the  "auto-

matic  stay"  in section  362 of  the United  States

bankruptcy  code)  on debt  service  payments  for  a

specified  period  of  time.  The  core  role  of  this  provi-

sion  is to stop  actions  by individual  (or  groups  of)

creditors  acting  in their  individual  self-interest  that

could  lead  to a creditor  grab  race  and  undermine  the

common  good  of  all  the parties  involved  (Jackson,

1986;  UNCTAD,  1998).  The  standstill  provides  tlie

time  necessary  for  a more  rational  workout  process.

Nrite that thestandstill  is nrandatoiy,  imposed  /)3) the
couil, and is not left as a voluirtai"v  choice of the
creditors  (since  the market,  left  to its own,  could

devolve  into  a grab  race).  Note  furtlier  that  during

the  standstill,  no distinction  is made  between  "good"

firms  and "bad"  firms  - both  good  and bad firms

receive  the  initial  protection,  except  in a few  extreme

cases  in which  the  judge  refuses  to grant  temporary

protection.  Tlie  standstill  provides  tlie  time  neces-

sary  to distinguish  between  viable  and  unviable  finns,

and  to choose  tlie  appropriate  course  of  action.  How-

ever,  standstills  s)iould  not be so long  as to allow

unviable  firms  to avoid  liquidation.  The  length  of

the standstill  period  varies  widely  across  countries.

Bankruptcy  codes  in the  United  Kingdom  and

Germany  provide  for  a three-month  moratorium,

whereas  in the  United  States  the  court  has wide  dis-

cretion  regarding  the length  of  the stay, which  can

extend  for  several  years  (Franks,  1995).

Tl'ie  principle  of  maintaining  the value  of  tlie

firm  suggests  that  in some  cases  it may  be in the  col-

lective  interest  of  the creditors  to allow  the firin  to

continue  operations  during  the  standstill  period,  pro-

vided  that  it can generate  a positive  cash  flow.  Thus,

bankruptcy  codes  generally  contain  an arrangement

that  allows  firms  to tap private  capital  markets  for

interim  financing  (in  tlie  United  States  Bankniptcy

code,  this  is the so-called  debtor  in possession  fi-

nancing  provision,  found  in section  364).  Tlie  general

idea  is to enable  tl'ie debtor  to tap  the  private  capital

markets  by  granting  priority  to tlie  new  loans  in the

repayment  queue.  Creditors  may  be willing  to grant

new  loans,  to the  extent  that  they  believe  the  firm  is

solvent,  as long  as tlie  new  claims  are senior  to n'iost

existing  claims.  Tliis  provision  lielps  the  firm  avoid

a premature  cessation  of  operations,  thus  )ielping  to

preserve  its value  as a going  concern.  Unlike  the

standstill,  the pi"ovision  ofnew.fimincing  is siolun-
tcu3i: creditors  can choose whetlier  or not to provide
funds,  with  presumably  tlie  better  firins  receiving

funds,  but  not  the  weaker  fin'ns.

The  ultimate  workout  arrangement  can vary

widely.  There  are at least  tliree  broad  cases.  First,  a

firm  that  is solvent  but  illiquid  sl'iould  be able  to ul-

tin'iately  resume  full  debt  service  payments  without

a writedown  orreorganization.  Tlie  primaiy  need  for

sucli  firms  is temporary  protection  and  access  to new

financing  to alleviate  tlie  liquidity  cruncli.  Second,

insolvent  finns  may  be able  to retuni  to solvency

after  financial  and/or  managerial  reorganization.

Management  is often  replaced,  and t)ie ownersliip

structure  of  the finn  may  change,  sometimes  during

the  standstill  period.  In  tliis  case,  a retuni  to solvency

typically  requires  debt  relief,  certainly  in tlie  fonn

of  rollovers  during  tlie  standstill,  and  probably  debt

reduction  and/or  debt-to-equity  conversions.  A key

problem  is to get the  creditors  to agree  to tlie  fonn  of

t)ie  restructuring.  Bankruptcy  proceedings  make  pro-

visions  to guard  against  tlie  possibility  of  a minority

group  of  creditors  l'iolding  up the  agreeinei'it,  usually

by allowing  for  t)ie approval  of  the reorganization

witli  a majority,  ratlier  than  unanimous,  approval  of

tlie  creditors.  In tlie  United  States  code,  approval  is

required  by  a simple  majority  of  creditors  by  number,

and  by  two-thirds  by  value  in all  classes  of  creditors
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(Franks,  1995  ). The  court  has the  authority  to "cram

down"  the  provisions  of  the  agreement  to dissenting

creditors.  The  third  case is that  of  an insolvent  fiim

that  has no ]iope  of  returning  to  a positive  cash  flow.

In this  case,  the fiim  should  be shut  down,  with  re-

maining  assets  distributed  to the  creditors  in priority

order.

B.  Sovereign  debt  restructuritig

arrangements

Restructuring  procedures  for  sovereign  foreign

debt  are not  as formalized  as those  for  domestic  bank-

niptcy.  Nevertheless,  operating  procedures  are in

place  for  sovereign  debt  owed  to other  governments

(tlirough  the Paris  Club)  and  to commercial  banks

(t)irough  tlie  London  Club).  The  Paris  Club  and  the

London  Club  coordinate  their  actions  witli  each  other

and  with  the  IMF.  Together,  their  operations  can  be

tliouglit  of  as a rough  equivalent  of  domestic  bank-

niptcy  proceedings,  witli  the  presence  of  an arbitrator,

a standstill  period,  provisions  for  new  finance,  and

workout  arrangements.

Tlie  Paris  Club  is a forum  for  creditor  govern-

n'ients  to restructure  tlie  debts  owed  to  them  by  debtor

goveri'iments.  T)'ie  specific  creditor  governments  vaiy

by case,  but  are all  members  of  the  Organization  for

Economic  Co-operation  and  Developn'ient  (OECD).

Tlie  Paris  Club  maintains  a permanent  secretariat  in

Paris,  and operates  with  a set of  standard  conven-

tionsandpolicies(Vitale,  1995;Sevigny,  1990).The

IMF  plays  sometliing  akin  to the role  of  t)ie  arbitra-

tor  in Paris  Club  negotiations,  although  there  are

impoitant  differences.  Countries  do not  approach  the

Paris  Club  for  resclieduling  without  the support  of

tlie{MF.  Indeed,  tlie  Paris  Club  requires  that  debtor

countries  conclude  an agreement  with  t)ie  IMF  be-

fore  a forinal  restructuring  can proceed.  The  IMF

acts  in some  sense  as a referee,  and  plays  the  impor-

tant  role  of  supplying  each side  wit)i  tlie  relevant

infonnation  needed  to restructure  tl'ie  debt.  The  IMF

prograinme  in a debtor  country  can be tliouglit  of  as

an approved  "reorganization  plan",  since  it details

tlie  policy  and institutional  clianges  tliat  are seen as

necessai'y  in order  to retuni  tiie  debtor  to a sound

econon'iic  footing  (Eic)iengreen  and Portes,  1995).

Otacourse,  t)ie  IMF  does  not  play  tiie  exact  same  role

as a banki-uptcy  court.  It is clearly  not  as neutral  as a

cciuit,  since  tlie  creditoi-  countries  liave  much  larger

voting  power  t)ian  do t)ie  debtor  countries  witliin  tlie

IMF(UNCTAD,  1998).Moreover,t)ielMFdoesnot

liave  tlie  legal  autliority  to impose  a binding  agree-

ment  On eitlier  the creditors  or  tlie  debtors.

As in the case of  bankruptcy  procedures,  the

Paris  Club  has provisions  for  a standstill  on at least

some  debt  service  payments  during  a specified  time

period  (called  the  consolidation  period).  Only  pay-

ments  falling  due  during  this  period  (rather  than  the

entire  stock  of  debt)  are eligible  for  rescheduling.

Payments  on short-term  debt  (with  maturities  of  less

than  one  year)  and  previously  rescheduled  debt  are

generally  not  eligible.  Similar  to the  way  in which  a

bankniptcy  standstill  helps  stop  a panic  and  preserve

the  value  of  a firm,  the  Paris  Club  standstill  supports

the  economic  prospects  of  a debtor  countiy  by  tak-

ing  immediate  pressure  off  the  exchange  rate  (or,  in

a fixed  exchange  rate  system,  it takes  the pressure

off  foreign  exchange  reserves)  and  mitigates  the  ex-

tentto  which  the  debtor  country  must  make  dramatic

adjustments  to reduce  absorption.

The  Paris  Club  itself  does  not  generally  pro-

vide  new  senior  financing  during  the  consolidation

period.  However,  the  IMF,  unlike  a bankruptcy  court,

provides  immediate  financing  to the  debtor,  almost

always  supplemented  by  additional  funds  from  the

World  Bank,  one  of  the  regional  development  banks

and some  of  the san'ie governments  that  are mem-

bers  of  the  Paris  Club.  These  new  funds  provide  the

debtor  govetument  and  tlie  economy  as a wliole  witli

a certain  amount  of  liquidity  to purchase  imports  and

meet  other  foreign  currency  obligations.

The  precise  terms  of  the  Paris  Club  restructur-

ing  differ  depending  on the  economic  situation  and

bargaining  power  of  the debtor.  Historically,  most

cases involved  a rollover  of  debt  ratlier  than  any

writedown.  Since  1988,  however,  debts  have  been

written  down,  sometimes  substantially,  for  eligible

low-income  debtor  countries.  Although  the Paris

Club  itself  does  not  include  all  of  a countiy's  credi-

tors,  the  tern'is  oftlie  agreement  specify  tliat  tlie  debtor

is expected  to seek  similartreatment  from  all  its credi-

tors,  including  commercial  banks  and otlier  private

creditors  (but  not multilateral  agencies).  Unlike  in

the case of  bankruptcy  proceedings,  tlie  Paris  Club

requires  the unanimous  consent  of  all the creditors,

and  therefore  does  not  make  provisions  for  a "cram-

down"  on dissident  creditors.

Tlie  London  Club  provides  a meclianisn'i  for

sovereign  debtors  to restructure  tlieir  debts  owed  to

con'imercial  banks.  Since  there  are many  more  credi-

tor  connnercial  banks  tlian  t)'iere  are creditor

goveniments,  the  London  Club  typically  consists  of

a larger  and more  variable  group  of  creditors  t)ian

does  tlie  Paris  Club.  Tl'ie  London  C lub  usually  speci-

fies  a creditor  coinmittee  of  about  15 banks  to
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negotiate  with  the debtor  (Eichengreen  and Portes,

1995).  As  with  the  Paris  Club,  an IMF  agreement  is

a prerequisite  for  negotiation.  The  IMF  facilitates

flows  of  information  between  the debtor  and  the

creditors  and  provides  tlie  foundation  for  determin-

ing  how  much  and  wlien  a country  miglit  be expected

to pay.

Members  of  the  London  Club  can  play  a role  in

providing  fresh  financing  for  debtor  countries  un-

dergoing  an adjustment  programme.  For  example,

foreign  commercial  banks  provided  financing  (some-

times  following  heavy  arm-twisting  from  industrial

country  governn'ients)  to distressed  Latin  American

governments  during  the early  stages  of  the 1980s

crisis  and  later  during  the  Baker  Plan.  Occasionally,

members  of  the London  Club  might  provide  new  fi-

nancing  ("bridge"  financing)  while  a country  is

negotiating  with  the  IMF  in order  to allow  the  coun-

try  to discharge  overdue  debt  payments  to the IMF

and/or  the  World  Bank.

The  London  Club  differs  from  the Paris  Club

in that  the  ultimate  agreement  needs  the  approval  of

banks  holding  90-95  per  cent  of  total  exposure,  rather

than  the  unanimous  agreement  required  in the  Paris

Club.  Unlike  in  a typical  bankniptcy  procedure,  tliere

is no legal  authority  that  can  "cram  down"  the  agree-

ment  on dissident  creditors  or  arbitrate  a deadlocked

negotiation.  Since  tliere  are so many  creditor  banks

to deal  witli  (each  with  its own  group  of  lawyers)

and  since  a small  minority  can hold  out  and  delay

tl'ie  process,  London  Club  rescliedulings  can  drag  out

over  a period  of  years  (Eichengreen  and Portes,

1995).  Terms  of  the ultimate  agreement  can vary

widely  from  a rollover  to a significant  writedown,  as

was  the  case  with  some  of  the  Brady  Plan  restructur-

ing  in the  aftermath  of  the Latin  American  debt  crisis.

Note  that  sovereign  debt  owed  to the  IMF  and

the World  Bank  is not  rescheduled.  Thus,  not  all

creditors  are subject  to a standstill.  Moreover,  un-

like  in the  case of  domestic  bankniptcy  procedures

where  fresh  financing  is not  used for  debt  service

(since  all  creditors  are subject  to the standstill),  in

sovereign  cases  some  new  financing  is used  to repay

the most  senior  creditors.

C.  Private  debt  workouts

Currently,  there  are no institutions  to deal  with

private  sector  cross-border  workouts  that  parallel

those  for  domestic  bankruptcy  or sovereign  debts.

Cross-border  insolvencies  differ  from  domestic  cases

in at least  two  important  ways.  First,  there  is no clear

legal  jurisdiction  that  has ultimate  authority  over

creditors  and  debtors.  Moreover,  in many  emerging

markets  legal  institutions  and  bankruptcy  laws  are

veiy  weak  and  ineffective.  Second,  cross-border  cases

are vulnerable  to particular  kinds  of  systemic  sl'iocks

(like  large  exchange  rate  depreciations)  tliat  have  less

effect  in a purely  domestic  context.  With  tlie  Paris

Club  and  the  London  Club,  there  is some  experience

in cross-border  cases,  but  private  cross-border  cases

differ  from  sovereign  cases  in  at least  two  important

ways.  First,  in systemic  private  cases  there  are many

debtors  and many  creditors,  whereas  in sovereign

cases there  is one debtor  and generally  far fewer

creditors.  Thus,  organizing  debt  workouts  is more

complicated  in the private  case.  Second,  in the

sovereign  case  there  is little  concern  about  tlie  gov-

ernment  getting  involved  in the workout,  since  tlie

government  is the debtor.  Private  cases raise  tlie

issue  of  the  proper  role  of  tlie  goven'iment  in impos-

ing solutions,  guaranteeing  new  debt  contracts  or

otherwise  effectively  nationalizing  private  sector  li-

abilities.  The  case for  public  sector  involvement  is

stronger  wlien  the  debtors  are banks,  since  the  pay-

ments  system  may  be tlireatened;  it is weakest  for

purely  private  sector  non-financial  debtors.

There  are some  recent  examples  of  workouts

of  private  sector  cross-border  debt,  altliougli  tliey  tend

to be ad hoc ratlier  tlian  orderly  workouts.  Perhaps

the  most  relevant  example  is the  rollover  of  tlie  COnl-

mercial  bank  of  the  Republic  of  Korea  debt  in early

1998.  After  t}ie  Republic  of  Korea's  first  progrannne

with  the IMF  (signed  on 3 December  1997)  failed  to

stem  the fliglit  from  tlie  WOII  and to calm  markets,

the country  found  itself  on t)ie brink  of  default  in

mid-December.  Tlie  United  States  Government,

rather  than  continuing  to liope  tliat  market  confidence

would  return  tlirougli  a traditional  IMF  progrannne,

dramatically  clianged  tack  and  decided  to press  tlie

foreign  connnercial  banks  to roll  over  tl'ieir  s)ioit-

term  credits  to Republic  of  Korea  banks.  On 24

December,  a new  IMF  programme  for  tlie  Republic

of  Korea  was  announced,  togetlier  witli  tlie  rollover

initiative  and  new  immediate  financing.  Tlie  first  step

was  an inunediate  standstill  on debt  servicing,  pend-

ing  a fomial  agreeinent.  Within  just  a matter  of  weeks,

an agreement  was  reaclied  between  tlie  coinmercial

bank  debtors  of  tbe Republic  of  Korea,  tlie  govern-

ment,  and  the foreign  bank  creditors  on a complete

rollover  of  $22  billion  in debts  falling  due  in tlie  first
quarter  of  1998,  converting  these  sliort-terin  debts

into  claims  witb  maturities  of  between  one  and  tliree

years.
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Although  the  rollover  was  not  mandatory  in  the

legal  sense,  the Treasury  of  the  United  States  used

its authority  to pressure  the creditors  into  what  the

creditors  called  a "quasi-voluntary"  rollover  (Insti-

tute  of  International  Finance,  1999b).  In a sharp

departure  from  traditional  bankruptcy  proceedings,

the  debts  effectively  became  nationalized  via  a guar-

antee  by  the  Government  of  the  Republic  of  Korea,

even  though  the  debts  involved  private  sector  debtor

banks.  Notably,  on the  strength  of  the rollover,  the

government  was  able  to quickly  return  to the  inter-

national  financial  markets,  floating  a strongly

oversubscribed  bond  issue  for  $4 billion  in  earlyApril
1998.4  There  is little  question  that  the rollover  was

critical  to the Republic  of  Korea's  relatively  rapid

turnaround.  The  foreign  creditors  actually  came  out

better after  the rollover  than before: there was no
writedown,  the  new  loans  carried  higher  interest  rates

than  the  original  loans,  and  they  carried  a guarantee

by  the Government  of  the  Republic  of  Korea.  The

Republic  of  Korea  had  certain  advantages  favouring

a rollover  that  other  debtors  may  not  have:  its  politi-

cal importance  brought  strong  pressure  from  the

United  States  to get a deal  done,  and  there  were  a

relatively  small  number  of  creditor  banks.  The  coun-

try's  rollover  was  not  a true  orderly  workout,  since  it

was done  through  informal  and  uncertain  mecha-

nisms  that  were  not  in  place  during  the  most  intense

phase  of  the  panic  in December  1997.  Nevertheless,

tlie  experience  shows  that  workouts,  while  perhaps

not  perfect  in all  the  details,  can  be successful.

In June 1998,  Indonesian  commercial  banks

restnictured  $9 billion  in short-term  debts  into  new
loans  with  maturities  of  between  one  and  four  years,

all guaranteed  by  the  Indonesian  Central  Bank.  The

restructuring,  while  generally  seen as successful  as

far  as it went,  came  much  too  late  (eight  months  af-

ter  the first  IMF  programme)  to help  stave  off  the

Indonesian  panic.  In Thailand,  the  first  16 financial

institutions  suspended  in mid-1997  defaulted  on $2

billion  in loans,  and  an additional  $2 billion  owed

by  40 other  financial  institutions  was  exchanged  for

five-year  notes  (at 5 per  cent  interest)  guaranteed  by

t)ie  government.  These  an':iounts  were  a]so  too  small

to stop  t)ie  panic  in Thailand.

Examples  of  successful  corporate  debt  workouts

are liarder  to find.  Mexico  (1983),  the Philippines

(1983)  and  Indonesia  (1998)  established  frameworks

for  corporate  debt/restructuring.  The  mechanisms

focused  on the  final  restnicturing  phase;  they  did  not

include  provisions  for  a standstill  or  fresh  financing.

In each  case,  firms  were  eligible  to participate  only

after  tliey had reaclied a restructuring  agreement with

their  creditors.  Essentially,  the plans  established  a

mechanism  which  locked  in the exchange  rate (in

either  nominal  or  real  terms)  so that  the  governinent

took  on  the  risk  of  subsequent  further  exchange  rate

depreciations.  Mexico's  FICORCA5  system  also  gave

the Mexican  firms  some  front-end  cash  flow  relief

for  their  peso  payments.  While  FICORCA  is gener-

ally  seen  as at least  partially  successful,  Indonesia's

system  has had  no participants  (by  early  1999),  partly

because  it offered  firms  no real  cash  flow  relief,  and

partly  because  the  rupiah  had  already  depreciated  so

much  by  the time  the system  was  established  that

firms  simply  could  not  make  their  payments.

IV. Proposals  for  orderly  workouts

Several  recent  analyses  of  various  aspects  of

the  architecture  of  international  financial  markets  at

leasttouch  onproposals  forworkouts  forprivate  sec-

tor  cross-border  claims.  Tliese  proposals  have  been

put  forward  by  academics  (e.g.  Eichengreen,  1999;

RadeletandSachs,  1998a,b;Litanetal.,  1998;Buiter

and Silbert,  1998;  Calomiris,  1998;  Sachs,  1995),

private  organizations  (e.g.  Institute  of  International

Finance,  1999b,  which  represents  con'imercial  banks)

and  intergovernmental  groups  (e.g.  Group  of  22,

1998a-c;  LTNCTAD,  1998;  Group  ofTen,  1996).  (T)ie

reports  of  the Working  Groups  of  tlie  Group  of  22

[G-22]  are  especially  notable  since  they  include  sub-

stantial  input  from  representatives  of  emerging

market  countries.)

A.  Crisis  prevention

Clearly,  the most  attractive  way  to deal  with

financial  crises  and  panics  is to take  strong  steps  to

prevent  them.  A thorough  analysis  of  crisis  preven-

tion,  however,  would  take  us away  from  the  focus  of

this  paper.  Instead,  we shall  briefly  note  two  of  tlie

most  important  steps  towards  prevention.

First,  en'ierging  markets  with  underdeveloped

domestic  financial  systems  should  strongly  consider

taking  steps  to limit  inflows  of  sliort-tenn  capital.

The  best  way  to avoid  panicked  withdrawals  of  short-

temi  lines  of  credit  is to avoid  building  up tliese  kinds

of  liabilities  in the  first  place.  The  basic  rationale  for

controls  on sliort-teri'n  debt  is as follows.  Most  emerg-

ing  market  countries  will  require  many  years  to

develop  the  regulatoiy,  supervisory  and  private  sec-

tor  institutions  to make  financial  markets  function
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relatively  smoothly.  Partly  as a result  of  this,  these

countries  are vulnerable  to large  inflows  of  short-

term,  volatile  capital.  Therefore,  during  the interim

period  when  financial  institutions  are being  devel-

oped,  these  countries  should  take  step  to mitigate  the

risks  from  large  short-term  exposure.  Modest  con-

trols  on inflows  can  be introduced  during  periods  of

large  capital  inflows,  and  eased  either  when  inflows

subside  (as happened  recently  in Chile)  or as finan-

cial  systems  develop  more  fully.  Chile's  experience

with  modest  controls  in the early  1990s  showed

promising  results;  Malaysia's  more  limited  experi-

ment  in 1994  and 1995  is another  relevant  example

(Eichengreen,  1999;  Groupof22,  1998a;  Eichengreen

and Mussa,  1998;  Helleiner,  1998;  McKinnon  and

Pill,  1996).

Second,  pegged  exchange  rates,  especially  if  not

fully  backed  by foreign  exchange  reserves,  invite

trouble.  Some  advocates  of  fixed  exchange  rates  have

pointed  out  that  when  the  Asian  crisis  countries  sud-

denly  adopted  flexible  rates  in  mid-1997,  the  bottom

dropped  out  oftheir  cun'ency  markets.  But  that  misses

the crucial  point.  Had  the Asian  countries  adopted

more  flexible  exchange  rate  systems  in the early

1990s,  before  the  period  of  large  capital  inflows,  they

would  have  built  up  far  less  sliort-term  debt.  Volatile

exchange  rates  tend  to deter  short-run  capital  flows,

but  have  much  less impact  on longer-  term  capital.

In a world  of  highly  mobile  capital,  apparently  tlie

best  options  for  emerging  markets  are  either  flexible

exchange  rates  (suitable  for  most  countries)  or  very

rigid  systems  such  as currency  boards  (in  a few  cases,

sucli  as those  of  small,  open,  resource-poor  econo-

mies,  or  for  limited  periods  following  a hyperinfla-

tion)  (Eichengreen,  1999;  Saclis,  1998).

Beyond  prevention  and turning  to workouts,

there  are three  general  issues  for  consideration:  tem-

porary  payments  standstills,  mechanisms  for  new

finance,  and restructuring.

B,  Temporary  payment.s;  statxdstill

The  key  to stopping  a full-fledged  creditor  panic

is the temporary  payn'ients  standstill  (UNCTAD,

1998).  As in domestic  insolvency  cases,  t)ie stand-

still  is designed  to halt  creditors  from  racing  to strip

a firm  of  its aSsets for  tlie  benefit  of  a few  creditors,

b ut to tlie  detriment  of  ci-editors  as a group,  tlie  debtor

and  the  econon'iy  as a wliole.  In  tlie  inteniational  con-

text,  tlie  standstill  plays  a larger  robe. A standstill

hel)ys relieve  tjie  iirtense  pi"essui"e  o/l  tlie exchange

rate from  a systemic cieditor  panic, thus initigating
the possibility  of  a substantial  overshooting  of  the
exchange  rate  ai'id  ininiinizing  the corresponding

damage  to bank  capital  and  cotporate  balance

sheets.  With  a successful  standstill  and  less exchange

rate  overshooting,  the  subsequent  dimensions  of  the

workout  process  (providing  new  finance  and  ultimate

restructuring  where  necessary)  become  much  easier.

In  addition,  an effective  standstill  mechanism  is likely

to contribute  to crisis  prevention,  since  the  threat  to

use it will  probably  dampen  short-term  capital  in-

flows  in the first  place  (LTNCTAD,  1998).

There  is widespread  agreement  on the general

notion  of  the  desirability  of  some  kind  of  a standstill

mechanism  that  can  be employed  during  the  extreme

circumstances  of  an international  financial  panic.  As

with  domestic  bankruptcy,  a standstill  is generally

warranted  even  when  tlie  debtor  bears  some  (or  even

a large  portion)  of  the  blame  for  the  loans  going  bad.

The  standstill  period  is not  tlie  time  to discriminate

between  "good"  and  "bad"  firms,  but  rather  it is de-

signed  to provide  the time  necessary  so that  t)iose

kinds  of  judgements  can be made  more  accurately.

There  are, however,  wide  differences  of  opinion

about  the  appropriate  design  of  the  standstill  mecl'ia-

nism,  the circumstances  under  wl'iicli  it should  be

employed,  and  wlio  would  have  tlie  autliority  to trig-

ger  it.

1.  Voluntmy  standstii{s

The  G-22  Working  Group  empliasizes  its view

that  in most  cases traditional  IMF  progranunes  and

the  accompanying  financial  support  will  norinally  be

sufficient  to avert  a payments  crisis  (Group  of  22,

1998a).  In slig)itly  more  difficult  cases,  it advocates

making  available  extraordinary  IMF  financing

tlirough  drawings  from  tlie  IMF's  Supplemental  Re-

serve  Facility.  Creditor  bai'iks  agree  witli  tliis  view,

arguing  that  policy  adjustment  progran'imes  togetlier

witli  extensive  official  financial  suppon  are mucli

more  appropriate  tlian  standstills  and rescliedulings

(Institute  of  Inteniational  Finance,  I 999b).

However,  tlie  G-22  Working  Group  recognizes

that in certain  extreme  cases  an intei'niption  of  nor-

ma) debt  servicing  by eit)ier  tlie  govenunent  or tlie

private  sector,  accompanied  by an orderly,  coopera-

tive  restructuring,  may  be tlie  best course  of  action

in tlie  context  of  a payments  crisis.  It concludes  tliat:

A govei'imient  sliould  consider  initiating  a

temporary  suspension  of  debt payments  Onl:Y
when  it is clear  that, even witli  appropriately
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strong  policy  adjustments,  the country  will
experience  a severe  fiscal,  financial  or balance
of  payments  crisis  and the governrnent  or a

substanticd  portion  of  tlie  private  sector  will
be unable  to meet  its contractual  obligations
in full  and on time.  In such  circumstances,  the
initiation  ofan  orderly,  cooperative,  and com-
prehensive  workout,  while  inherently  costly,
could  best serve  the collective  interest  of  the
debtor,  its creditors,  and the international
community  [emphasis  added].  (p. 28)

The  Group  of  22 recommends  that  governments

avoid  unilateral  actions,  and  instead  favours  volun-

tary  cooperation  whenever  possible.  It argues  that

unilateral  actions  run  the  risk  of  damaging  a coun-

try's  reputation  in financial  markets,  adversely

affecting  a country's  market  access  or  generating  liti-

gation  against  the  debtors.  Moreover,  if  one  emerging

market  suspends  debt  service  payments,  there  is a

risk  that  creditors  would  react  by  quickly  withdraw-

ing  their  credits  from  other  similar  markets,  thus

spreading  the  crisis.  The  Group  of  22 suggests  that

creditors  are most  likely  to agree  voluntarily  to a

standstill  (or  rollover)  when  the scope  of  the  liabili-

ties  included  is relatively  narrow,  the  time  frame  is

relatively  short  and  when  the IMF  and  key  creditor

governments  signal  their  support,  either  verbally  or

through  new  lending.  The  Group  argues  that  although

the  scope  of  the  suspensions  should  be as narrow  as

possible,  "no  category  of  debt  should  be granted  an

automatic  exemption  from  the  suspension  if  it is con-

tributing  substantially  to the  payments  crisis"  (p. 31).

The  Working  Group  of  the  Institute  of  Interna-

tional  Finance  (IIF),  representing  commercial  banks,

strongly  argues  that  any  private  sector  participation

must  be voluntary,  and  rejects  any  kind  of  manda-

tory  participation  (IIF,  1999b).  Curiously,  however,

in the same  report,  the  Group  praises  the Republic

of  Korea's  rollover  as having  been  a "relatively  good

one"  (p. 65),  even  as it refers  to the  arrangement  as

"quasi-voluntaiy".  It does  not  specifically  endorse

or reject  standstills  per  se, arguing  instead  that  cri-

ses should  be dealt  with  on a case-by-case  basis,  and

recognizing  that  voluntaiy  rollovers  may  be appro-

priate  in some  circumstances.  The  Group  argues  that

whatever  form  the voluntary  private  sector  partici-

pation  takes,  it should  involve  higher  spreads  and

(probably)  pubIic  guarantees  on the relevant  debt

instniments  (p. 8). It  concludes  that  mandatory  stand-

stills  would  be counterproductive  because  they  would

delay  a country's  restoration  of  market  access.

Of  course,  if  voluntary  approaches  actually

worked  well  in practice,  there  would  be no need  for

standard  bankruptcy  proceedings  and  imposed  stand-

still  arrangements.  The  damage  from  a creditor  panic

occurs  precisely  because  of  problems  in coordinat-

ing  the  creditors.  Individual  creditors  generally  -  or

at least  in most  circumstances  -  will  not  voluntarily

roll  over  their  credits  if  left  on their  own.

In the absence  of  an international  court  with

the  powerto  impose  a standstill  (a proposal  discussed

later),  analysts  have  looked  for  mechanisms  that

could  automatically  trigger  a standstill.  The  most

common  suggestion  is the  introduction  of  clauses  into

bond  contracts  aimed  at achieving  better  coordina-

tion  amongst  creditors  (Eichengreen,  1999;  Group

of  22, l998a;  Group  of  Ten,  1996;  Eichengreen  and

Portes,  1995).TheG-22WorkirigGrouprecomrriends

the  inclusion  of  three  such  clauses  in sovereign  debt

contracts,  and  suggests  consideration  of  (while  avoid-

ing  explicitly  recommending)  including  sucli  clauses

in private  debt  contracts.  The  three  key  collective

action  clauses  are: (i)  collective  representation

clauses,  aimed  at coordinating  the actions  of  credi-

tors  and  facilitating  communication  among  them  as

well  as between  creditors  and  debtors;  (ii)  majority

action  clauses,  allowing  a majority  of  creditors  to

change  the  payment  terms  of  a debt  contract,  with-

out  the unanimous  consent  of  all  creditors;  and

(iii)  sharing  clauses  specifying  that  creditors  will  di-

vide  proportionally  with  all  other  creditors  any  and

all  payments  received  from  the  debtor.  The  1996  re-

port  of  the Group  of  Ten  added  non-acceleration

clauses  to the list,  which  would  preclude  creditors

from  voting  to accelerate  repayment  of  outstanding

debt,  an action  that  effectively  turns  long-term  debts

into  short-term  obligations.  Eichengreen  (1999)  sug-

gests  a fifth  clause:  a minimum  voting  threshold  for

creditors  to bring  lawsuits,  requiring  at least  10 per

cent  of  creditors  to agree  to take  action  against  the

debtor.  This  would  avoid  the possibility  of  a lone

creditor  taking  legal  action  against  the  debtor,  which

could  threaten  a rollover  or rescheduling  agreed  to

by  everyone  else.

The  IIF  agrees  that  it may  be useful  to include

clauses  in bonds  that  allow  for  qualified  majority

rescheduling  (IIF,  1999b,  p. 77).  It argues,  however,

that  any  sort  of  officially  mandated  inclusion  of  these

clauses  would  be counterproductive  "in  the  view  of

most  market  participants".

An  important  consideration  is how  such  clauses

would  affect  the  cost  of  borrowing.  The  IIF  concludes

that  bond  issuers  would  have  to expect  to pay  more

for  the inclusion  of  such  clauses.  The  Group  of  22

argues  that  the price  effects  are ambiguous.  Credi-
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tors  might  perceive  the  inclusion  of  such  clauses  as

increasing  the probability  of  default,  leading  to a
higher  price  as the IIF  suggests.  However,  these

clauses  also  reduce  the uncertainty  about  the debt

workout  process  and  partially  protect  against  the  large

downside  risk  of  a creditor  being  stuck  at the  end  of

the line  in a panic  and  therefore  receiving  nothing.

This  latter  assurance  should  help  reduce  the  price.

Most  likely,  these  clauses  would  increase  the

cost  of  borrowing.  After  all,  such  clauses  are effec-

tively  a form  of  insurance  for  both  creditors  and

debtors,  and  like  most  insurance  will  come  at a small

cost.  And,  as with  all  insurance,  while  this  mecha-

nism  is in the collective  interest  of  creditors  and

debtors,  each  individual  creditor  and  debtor  may  re-

sist  paying  for  the insurance.  However,  as Fischer

(1999)  notes,  a higher  price  on  debt  instruments  with

these  clauses  simply  reflects  a more  appropriate  pric-

ing  of  risk.  Moreover,  raising  the  cost  of  borrowing

may  reduce  the risk  tliat  countries  "overborrow"  in

international  capital  markets  in the  way  that  most  of

the crisis  countries  did  in the early  1990s.6  To the

extent  that  the problem  in the crisis  countries  iias

been too muchfoieign  bormwing,  ineasures that in-
crease the cost of  borrowii'ig  may be appmpriate,
even if  the,v raise tl'ie cost qf  investment. A slightly
higher  price  would  also  favourably  change  the ma-

turity  mix  of  borrowing.  Tlie  price  penalty  is likely

to be highest  on short-term  debt,  since  potentially

the entire  amount  would  be subject  to rollover,

whereas  only  a portion  of  a longer-term  maturity  (the

amounts  falling  due during  the roll-over  period)

would  be affected.  Thus,  such  clauses  may  raise  the
price  of  sliort-term  debt  relative  to long-term  debt,

increasing  their  attractiveness.

Eichengreen  (1999)  argues  that  these  clauses

are un]ikely  to be introduced  voluntarily  without  spe-

cific  legislation  and regulation;  otlierwise,  the first

countiy  to introduce  them  might  be perceived  as sig-

nalling  its own  lack  of  confidence  in its capacity  to

fully  service  its debts.  He  suggests  tliat  the  IMF  urge

all  its member  countries  to make  tlie  inclusion  of  such

clauses  a requirement  for  issuing  international  bonds

on tl'ie  domestic  market.  He  further  proposes  that  the

IMF  could  provide  additional  induceinent  by lend-

ing  at more  favourable  rates  to countries  that  require

such  provision  in tlieir  own  contracts  and  tl'iose  of

cominercial  banks  and  corporations  in their  country

(Eic)iengreen,  1999,  p. 113).  To that  n'iight  be added

tliat  tlie  World  Bank  and tlie  regional  development

banks  could  also  be encouraged  to lend  to sucli  coun-

tries  at more  favourable  rates.  Of  course,  these

institutions  lend  in mucli  larger  amounts  t)'ian the IMF,

especially  outside  crisis  situations.

These  clauses,  as suggested,  leave  it to the  credi-

tor  to trigger  the standstill  by  a majority  vote.  This

still  leaves  the  question  of  facilitating  the  necessaiy

communication  amongst  the  creditors,  and  between

the debtor  country  and the creditors,  to invoke  the

clauses.  One  way  to do so would  be to establish  stand-

ing  representative  creditor  committees  (Eichengreen,

1999;  Sachs  and Radelet,  1998;  Eichengreen  and

Portes,  1995).  Standing  creditor  committees  would

facilitate  communication  between  the debtors  and

creditors,  make  it easier  to quickly  begin  negotia-

tions  with  creditors  early  in the crisis,  and  ease the

process  of  triggering  the collective  action  clauses

described  above.  Such  committees  are unlikely  to

appear  on their  own  (otherwise  they  would  already

exist),  and so suasion  and  pressure  may  be neces-

saiy  from  the  IMF  and  creditor  countiy  governments

to put  them  in  place  (Eichengreen,  1999).

2. Mandatoiy  standstills

In  the absence  of  collective  action  clauses,  many

analysts  (but  not  all,  with  the  major  exception  of  the

IIF)  argue  that  a purely  voluntaiy  approacli  will  not

always  work.  In what  is perhaps  tlie  most  striking

feature  of  the  G-22  report,  the Working  Group  liolds

out  the  possibility  of  (wliile  staying  clear  of  explic-

itly recommending) a mandatoilv payinentssus)ien-
sion  in cei"tain  circuinstances.  A  voluntary  approach

will  not  work,  it argues,  if  the government  does  not

have  sufficient  bargaining  power  to obtain  sustain-

able  terms,  if  certain  creditors  refuse  to participate

(hoping  to free-ride  on the  restructuring  of  others),

or  if  the  negotiations  in  a purely  voluntary  approach

take  too  much  time.  It  indicates  that  mandatory  debt

suspensions  could  come  in several  forn'is,  sucli  as

(a) suspension  of  governi'nent  debt  service  payments,

(b)  restrictions  on outward  payments  by  comn'iercial

bai'iks  or (c) with  respect  to private  sector  debt  pay-

ments,  the use of  capital  and excliange  controls.  It

stresses  that  the latter  sliould  be undertaken  only  in

very  exceptional  circumstances  and  only  in conjunc-

tion  witli  an IMF  progrannne.  Tlie  risks  to a country

in imposing  temporary  capital  controls  would  be re-

duced  if  tlie  move  was  supported  by  tlie  inteniational

conununity,  ratlier  than  made  alone.  Thus,  w)ien  capi-

tal controls  are seen as the least  bad option  facing  a

country,  tlie  Group  of  22 suggests  that  tlie  intenia-

tional  community  could  provide  credibility  by sig-

nalling  its support  and by supplying  limited  and

conditional  financial  assistance,  even  in tlie  context

of  suspended  debt  payinents  (i.e.  thelMF  could  "lend

into  anears",  discussed  furtlier  in tlie  next  section).
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One  implication  (not  spelt  out  by the Group

of  22)  is tliat  a government's  announcement  that  it

was  suspending  debt  service  payments  would  be in-

terpreted  as an exchange  control  as covered  in the

IMF's  Articles  of  Agreement  (Sachs,  l 995;  Eichen-

green  and Portes,  1995;  UNCTAD,  1998).  Article

VIII  (2%b) states that "exchange  contracts which in-
volve  the currency  of  any  member  and  which  are

contrary  to the exchange  control  regulations  of  that

member  maintained  or  imposed  consistently  with  this

Agreement  shall  be unenforceable  in the  territories

of  any  member".  The  question  is whether  or  not  this

clause  (and  specifically  the term  "exchange  con-

tract")  can  be interpreted  broadly  enough  to include

a suspension  of  debt  service  payments  as a form  of

excliange  controls  (see UNCTAD,  1998,  for  a dis-

cussion).  Eichengreen  and Portes  (1995)  conclude

that  this  was  not  the original  intent  of  the  clause  or

t)ie  interpretation  of  various  courts,  but  they  hold  out

t)ie possibility  that  tlie  IMF  Executive  Board  could

give  the clause  a new  definitive  interpretation  that

would  include  a standstill.  Explicitly  amending  the

Articles  of  Agreement  would  also  be possible.  In  tliis

spirit,  the  Canadian  Government  has suggested  that

IMF  n'iembers  agree  to legislate  an "Emergency

Standstill  Clause"  that  would  apply  to all  cross-border

financial  transactions  (Canada,  Department  of  Fi-

nance,  1998).  However,  either  amending  the IMF

Articles  of  Agreement  or  pushing  for  legislation  that

would  liave  to be passed  by  most  of  its member  gov-

enunents  is liighly  unlikely.

In bot)i  t)ie  voluntary  and  mandatory  cases,  the

Group  of  22 approacli  relies  heavily  on the IMF  to

play  at least  pan  of  tlie  role  of  the  arbitrator/admin-

istrator  in standard  insolvency  proceedings:  that  of  the

referee  w)io  can  verify  w}'ien  a standstill  is wananted.

Of  course,  tl'ie IMF  (and  tl'ie broader  international

con'iinunity  it represents)  does  not  have  tlie  ultimate

legal  authority  of  a ban)cruptcy  court,  but  its  judge-

inent  would  be critical  in providing  support  to a

suspension  of  payments.  Tliere  is no question  tliat

tlie  backing  of  t)ie  IMF  and  tlie  broader  international

coinmunity  would  be critical  in easing  concerns  about

tlie  inotives  of  tlie  debtor  countiy  and  in lielping  reacli

a standstiil,  as was  so clearly  tlie  case  in tlie  Repub-

lic of  Korea's  rollover  in early  1998.  Nevert)ieless,

tlie reliance  on tlie  IMF  raises  at least  two  issues.

First,  tlie  IMF  in its cut-['ent  fonn  is not  a truly  neu-

tral body  in t)ie sense  of  a bankruptcy  court,  since

voting  power  in t)ie  Executive  Board  iies  lieavily  witli

the creditor  countries.  T)ius,  politically  favoured

countries  are likely  to receive  different  treatment  tlian

ccnintries  tliat  are perceived  to be less strategically

impcii'tant.  Second,  at present  tlie  IMF's  analytical

strengths  and  core  objectives  lie  in  traditional  fiscal,

monetary  and  exchange  rate policies,  not  baulk  or

corporate  finance,  and  so it may  not  be in the  best

position  to  judge  when  a standstill  is the  best  course

of  action.  It is possible  that  at least  the second  of

these  weaknesses  can  be corrected.  In  the  end,  even

with  these  drawbacks,  the  IMF  is probably  the  best-

positioned  institution  to take  on this  role.

Buiter  and  Sibert  (1998)  have  proposed  a dif-

ferent  kind  of  clause  to be included  in debt  contracts

that  would  put  much  more  power  in the  hands  of  the

borrower.  They  propose  that  all  foreign  currency

lending  ("private  or sovereign,  long  or short,  mar-

ketable  or  non-marketable,  including  overdrafts  and

credit  lines")  be required  to include  what  they  call  a

rmiversal  debt  roll-over  option  with  a penalty

(UDROP).  The  borrower  would  be able  to exercise

the  option  automatically,  at its  own  discretion,  to roll

over  the debt  for  a specified  period  (three  to six

months)  at a penalty  rate.  The  option  could  be exer-

cised  a second  time  at a higher  penalty  rate.  Buiter

and  Sibert  argue  that  this  clause  would  have  to be

included  in all  debt  contracts,  and  not  just  by  request,

otherwise  a request  for  the  option  would  signal  that

a borrower  had  inside  infomiation  about  its impaired

ability  to service  the debt;  they  emphasize  tliat  the

debtor  be allowed  to unilaterally  trigger  the clause

at any  time;  they  argue  that  debtors  would  only  do

so in  extraordinary  circumstances,  because  otherwise

lie  would  quickly  lose  all  market  access;  they  argue

against  waiting  forthe  support  of  an IMF  programme,

which  they  believe  takes  too much  time  to put  in

place;  tliey  conclude  that  UDROP  would  increase

the cost  of  borrowing  by differing  amounts,  de-

pending  on the market  perception  of  the risks  of  a

particular  country  actually  triggering  the  meclianism

(for  the safest  countries  there  may  be no increase  at

all).

T)ie  advantages  of  tliis  meclianism  are t)iat  it

can be triggered  quickly,  and  that  it does  not  require

negotiations  witli  tlie  IMF  or  otlier  governinents  (al-

tliougli  t)ie support  of  the inteniational  conununity

would  clearly  be lielpfui).  It avoids  tlie  potential  prob-

lems  of  otlier  scliemes  t)iat  rely  on tlie  neutrality  and

judgement  of  t)ielMF.  T)ie  biggest  problem  witli  t)ie

scheme  is to work  out  a way  to inandate  tliat  tlie  rel-

evant  clause  be included  in all debt  contracts.  Tlie

autliors  propose  doing  so via  an agreement  amongst

members  of  tlie  Bank  for  Inteniational  Settleinents

(BIS)  tliat  would  make  foreign  cunency  debt  con-

tracts  witliout  t)ie rollover  option  unenforceable  in

participating  countries'  courts.  T)iey  do not assess

the likeliliood  of  w)ietlier  BIS  meinbers  would  agree
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to this  proposal.  Realistically,  it seems  extremely

unlikely  that  the  countries  ofthe  creditor  banks  would

agree  to tliis  kind  of  scheme.

The  Shadow  Financial  Regulatoiy  Committee

(an informal  private  group  made  up mainly  of  aca-

demics  that  meets  at the American  Enterprise

Institute)  goes  beyond  a rollover  in its  proposal,  ad-

vocating  instead  a meclianism  that  would  allow  for

an automatic  across-the-board  debt  reduction  if  a

rollover  caruiot  be achieved.  It recommends  that  bor-

rower  countries  enact  legislation  that  would  allow

the country,  when  it is receiving  IMF  assistance,  to

elect  to impose  a minimum  automatic  reduction  of

the  principal  of  all  foreign  currency  loans  extended

to banks  in  tlieir  countries  (Litan  et al., 1998).  These

"haircuts"  would  be imposed  on the  creditors  only  if

and  when  they  either  withdrew  or failed  to rollover

their  claims  before  the IMF  loans  were  paid  back.

Creditors  would  not  be allowed  to charge  penalty

rates  on extended  loans.  It is also  proposed  that  the

IMF  make  the enactment  of  such  legislation  one  of

tlie  conditions  for  all countries  receiving  its assist-

ance.  Countries  tliat  did  not enact  such  legislation

would  either  be ineligible  for  IMF  assistance  or

would  be made  to pay  a substantially  higher  penalty

rate for  such  assistance.  This  mechanism  would  in-

crease  tlie  cost  of  credit  for  borrowing  banks,  which

in turn  would  discourage  them  from  taking  on ex-

cessive  risks.  Litan  and his co-authors  also  foresee

that  it would  encourage  goveri'unents  to strengt]ien

tlieir  banking  systen'is  and  therefore  lower  the pre-

mium  wliich  foreign  creditors  would  attach  to sucli

loans  in tlieir  country.

The  idea  behind  tliis  proposal  is that  it would

provide  a stick  that  would  make  creditors  more  will-

ing  to negotiate  a rollover  so that  tliey  would  not  be

faced  with  the possibility  of  actually  triggering  tlie

writedown.  In some  sense  it envisages  an even

stronger  role  for  tlie IMF  than  does  tlie  G-22  pro-

posal,  since  tlie  IMF  would  require  member  countries

to adopt  t)ie  appropriate  legislation  for  the scheme.

However,  given  the  voting  power  witl'iin  t)ie  IMF,  it

i s hard  to believe  that  it would  require  countries  to

ii npose  a sclieme  tliat  mandated  a liaircut  for  credi-

tors.  Moreover,  it is possible  t)iat  a mandatory  )iaircut

could induce creditors to panic evenfit.';ter  tlian is
tlie  case  ]')OW,  since  t)iey  would  want  to flee  as SOOn

as t)iere  was any sign  tliat  tlie  debtor  country  was

considering  triggering  t)ie  liaircut.  Tlie  autliors  of  the

proposal  narrowly  apply  it to banks,  apparently  see-

ing  debt  owed  by  banks  as tlie  key  to financial  crises

because  of  tlie  in}ierent  tl'ireat  to tlie  payments  sys-

tem.  Bank  debt  is also  inucli  easier  to deal  witli  tlian

corporate  debt,  simply  because  there  are fewer  com-

mercial  banks  than  corporations.  Beyond  this,

however,  it is not  clear  why  the mechanism  should

be applied  to one  class  of  creditors  and  not  to others.

Triggering  this  mechanism  for  debt  owed  by  banks,

for  example,  could  set off  a withdrawal  of  credits

from  other  debtors  in the  countiy  (e.g.  corporations),

which  would  simply  displace  the  focus  of  the  panic

(while  perhaps  to some  extent  safeguarding  the  pay-

ments  system).  Moreover,  since  this  would  increase

the cost  of  borrowing  for  banks,  but  not  for  corpora-

tions,  more  debt  would  be channelled  through

corporations.

Indonesia's  recent  experience  in this  regard  is

telling.  In 1991,  facing  a growing  cunent  account

deficit,  Indonesia  imposed  quantitative  limits  on the

amount  of  borrowing  allowed  by  commercial  banks.

This  worked  in the narrow  sense,  in that  the banks

did  not  build  up significant  debt  exposure,  but  one

consequence  was  that  domestic  corporations  bor-

rowed  directly  overseas  in larger  an'iounts.  This  is a

key reason WIIY Indonesian corporations liad much
heavier  foreign  exposures  than  their  counterparts  in

the Republic  of  Korea  and  Tliailand  (which  bonowed

tlirough  their  local  banks),  wliile  Indonesian  banks

were  much  less exposed.  However,  when  t)ie finan-

cial  panic  hit,  it was  mucli  more  difficult  to deal  witli

the diverse  body  of  corporate  borrowers  in Indone-

sia than  the nanower  group  of  conu'nercial  bank

borrowers  in the other  countries.  Tliis  episode  is in-

dicative  of  the  kind  of  unforeseen  problems  tliat  can

develop  in scliemes  focused  on  just  one  type  of  credi-

tor.

3. An interwtional  clebt  resti"uctui'ing  cigenqv

Some  liave  gone  furt)ier  in t)ie mandatoiy  ap-

proacli,  suggesting  variations  on establisliing  a

quasi-legal  internatioxial  debt  restructuring  agency

(Colien,  1989;  Raffer,  1990;  Willian'ison,  1992;

Greenwood  and Mercer,  1995).  Williamson  (1992)

recon'imends  including  clauses  in future  loan con-

tracts  specifying  tliat  tliis  agency  could  revise  tlie

tenns  of  tlie  loan  in tlie  event  of  unforeseen  coi'itin-

gencies.  Tliese  clauses  would  presumably  allow  tlie

agency  to in'ipose  a simple  rollcwer,  or even  a debt

reduction.  T)ie  agency  could  liave  a range  of  pow-

ers, perliaps  including  tlie  aut)iority  to enact  a

standstill  on creditors,  to "cram  down"  on dissent-

ing  creditors  revised  terins  agreed  between  tlie  debtoi-

and a majority  of  tl'ie creditors,  or to award  debt  re-

lief  in arbitration  even  over  tl'ie objections  of  a

majority  ot- creditors  (Williamson,  1992).
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Almost  all  commentators  have  concluded  that

establishing  an international  body  with  these  legal

powers  is simply  not  realistic  (Group  of  22, 1998a;

EichengreenandPortes,  1995;GroupofTen,  1996).

It is hard  to  believe  thatthe  goverents  ofthe  credi-

tor  countries  would  be willing  to cede  any  legal

authority  for  debt  contracts  to an international  tribu-

nal.  Even  if  they  were  willing  to do so in principle,

tliey  would  have  great  difficulty  in agreeing  on the

specifics,  since  each  of  the  major  creditor  countries

has important  differences  in its own  domestic  insol-

vency  laws.

Sachs  (1995)  advocates  that  the IMF  take  on

some  (but  not  all)  of  the  roles  of  a bankruptcy  court,

rather  than  establishing  a new  bankruptcy  agency.

Writing  explicitly  about  sovereign  rather  than  pri-

vate  debt,  l'ie suggests  that  the IMF  could  have  the

authority  to impose  a temporary  standstill  on debt

servicing,  perhaps  through  Article  VIII  (2)(b),  as dis-

cussed  previously.  Moreover,  )ie suggests  that  the

IMF  may  not  need  to lend  new  money  at all,  but  in-

stead  could  supervise  the extension  of  new  senior

private  sector  loans  and  play  the  role  of  coordinator

among  the creditors.

An  alternative  proposal  calls  for  debtor  coun-

tries  to be able  to unilaterally  impose  a debt  standstill

via  capital  controls,  and  then  submit  the decision  to

an independent  intemational  panel  that  would  deter-

mine  whether  tlie  standstill  is justified  under  Article

Vlll  (2)(b)  (UNCTAD,  1998).  This  proposal  is de-

signed  to avoid  tlie  potential  problem  of  relying  on

t)'ie judgement  of  the  IMF  Board,  whose  voting  power

lies  l'ieavily  with  the  creditor  countries.  However,  tlie

panel's  ruling  would  need  to )iave  legal  force  in in-

ternational  courts,  leading  to some  of  the  same

problems  noted  above.  Also,  the  time  lag  needed  be-

tween  a countiy's  decision  and  tlie  ruling  of  the  panel

would  be problematic.  Moreover,  it is not  clear  w)iat

the penalty  for  a country  would  be if  it imposed  the

standstill  and tlie  panel  later  ruled  that it was not

justit-ied.

C. Fresh financing

The  second  i'iiajor  component  of  any  workout

process  is tlie  ability  of  at least  some  debtors  to ob-

lain  new  finance  in order  to remain  in operation  and

inaintain  tlie  value  of  tlie  firin,  or in tlie  case of  a

country,  to avoid  an unnecessary  economic  contrac-

tion.  In domestic  bankruptcy,  debtors  wliich  gain  tlie

approval  of  t)ie  bankruptcy  court  can go to t)ie mar-

kets and at least  try  to obtain  new  loans,  wliicli

become  senior  to the  old  loans.  In international  situ-

ations,  most  analysts  see the IMF  and the OECD

governments  continuing  to be the main  channel  for

new  finance,  augmented  to varying  degrees  by  pri-

vate  sector  finance.  The  IMF  also  plays  the role  of

"approving"  a debtor  to go to the  markets  for  new

finance,  in  the  form  of  agreeing  with  the  debtor  coun-

try  on an adjustment  programme.7

1. IMF  and other officialfinance

As  stated  earlier,  the  G-22  Working  Group  con-

cluded  that  traditional  IMF  programmes  and  the

attendant  financing  package  will  be sufficientto  ward

off  a crisis,  at least  in most  cases.  However,  a major

problem  with  IMF  financing  is that  it is provided  in

tranches  over  an extended  period  of  time,  and is

highly  conditional.  As  a result,  IMF  funds  are gener-

ally  inadequate  to relieve  an intense  liquidity  crisis,

both  because  they  are disbursed  slowly  and  because

there  is always  doubt  that  the next  tranche  will  ar-

rive.8  There  are at least  three  ways  in which  IMF

funds  could  be made  available  more  quickly  to crisis

countries.  First,  the borrowing  country  could  draw

on the Supplemental  Reserve  Facility,  which  was

approved  by the IMF  Board  in December  1997  at

the  outset  of  the  Asian  crises.  Along  the  same  basic

lines,  the  United  States  proposed  (in  October  1998)

the  establishment  of  additional  contingent  financing

facilities  within  the  IMF  that  could  be disbursed  more

quickly  and  with  less conditionality  than  traditional

IMF  loans  -  in effect  the  same  approach  that  was

used  to bail  out  Mexico  in  early  1995.  Second,  the

IMF  could  "lend  into  arrears"  (that  is, disburse  new

funds  to a debtor  country  that  is in arrears  to its pri-

vate  creditors)  in a broader  set of  circumstances.  In

the early  1980s,  the IMF  had  a strict  policy  of  not

lending  into  anears,  which  ultimately  limited  its abil-

ity  to provide  new  money.  This  put  great  pressure  on

the borrower  to reach  an accommodation  with  its

creditors,  otherwise  it would  not  be able  to receive

new  funds.  Tlie  IMF  began  to allow  for  the  possibil-

ity  of  lending  into  anears  on commercial  bank  debt

in 1989  in the context  of  Brady  Plan  restructurings.

In September  1998  thelMF  Executive  Board  agreed

that  the IMF  could  consider  lending  in arrears  in a

broader  set of  circumstances  than  previously  con-

sidered,  including  arrears  on bonds  and other

non-bank  credits.  Tlie  Group  of  22, tlie  G-7  and otli-

ers supported  tliis  step.  Not  surprisingly,  con'imercial

banks  are opposed  to this  policy  sliift,  seeing  it as a

fonn  of  mandatory  "binding  in"  of  tlie  private  sector,

w)iicli  t)iey  argue  would  be ultimately  counterpro-

ductive  in facilitating  capital  flows  (IIF,  1999b).
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Third,  the IMF  could  disburse  more  of  its

pledged  funds  at the beginning  of  the  programme,

with  fewer  conditions  attached,  at least  for  certain

countries.  The  basic  idea  is that  certain  countries  that

meet  a variety  of  policy  conditionalities  in normal

circumstances  (e.g.  on banking  standards,  fiscal

policy  and  a range  of  other  issues)  would  "pre-

qualify"  for  rapid  IMF  disbursements  in  the  event  of

a crisis  (Fischer,  1999;  Radelet  and Sachs,  1999;

Williamson,  1998).  Just  as commercial  banks  must

first  meet  a variety  of  standards  to operate,  and  thus

be eligible  for  lender-of-last-resort  financing  from

the  central  bank,  the  idea  is that  countries  which  are

judged  to have  appropriate  policies  should  be able

to get low-condition  financing  more  quickly.

Calomiris  (1998)  goes  much  further,  suggesting  that

countries  must  meet  such  conditions  to be eligible

for  membership  of  the  IMF.  This  latter  version  seems

unrealistic,  because  it is hard  to  believe  that  so many

countries  would  be excluded  from  IMF  membership,

and  that  the international  community  would  stand

by  if  an excluded  country  was  experiencing  a crisis

with  potential  systemic  implications.  But  the more

limited  proposal  of  allowing  pre-qualified  countries

to receive  funds  more  quickly  has merit.

Relying  heavily  on  the  IMF  for  fresh  financing

raises  several  issues.  First,  the  IMF  alone  cannot  dis-

burse  enough  funds  quickly  enough  to forestall  a

full-blown  crisis,  even  witli  these  proposed  changes.

Eveiyone  knows  there  are ultimate  limits  on how

much  the  IMF,  unlike  a true  lender  of  last  resort,  can

feasibly  lend,  and  these  amounts  increasingly  seem

small  relative  to private  sector  capital  flows.  Sec-

ond,  if  the  funds  are  provided  in  an attempt  to support

unsustainable  or  unwise  policies  (such  as the  defence

of  Brazil's  overvalued  currency,  or the abrupt  and

clumsy  closure  of  Indonesia's  banks),  they  will  not

stop  the  creditor  withdrawals.

A third  problem  is that  official  funding  ulti-

mately  converts  private  sector  debts  into  public  sector

debts,  in effect  nationalizing  some  of  the debt

(UNCTAD,  1998;  Radelet  and  Sachs,  1998b).  This

issue  was  especially  relevant  for  Asia,  where  most

foreign  debts  were  owed  by the private  sector  (but

less so in Brazil,  wliere  most  debts  were  public  sec-

tor  debts).  In  a typical  situation,  the  IMF  lends  funds

to a country's  central  bank,  which  sells  the foreign

exchange  in the  market  where  it is used  to retire  pri-

vate  sector  debts.  Total  foreign  debt  is not  reduced

but  shifted  from  the  private  to the  public  sector.  Ef-

fectively,  IMF  money  is used  to repay  foreign

creditors,  bailing  them  out  of  the crisis.  The ke)i to

avoiding  this  pmblein  is the  pa)iments  standstill.  With

a standstill  in place,  new  financing  (from  eitlier  tlie

IMF  or  other  creditors)  will  not  be used  to repay  for-

eign  debts,  and  instead  will  be available  for  current

account  transactions  or  to replenish  reserves,  and  is

thus  similar  to debtor-in-possession  financing  in do-

mestic  bankniptcy  proceedings.

On  balance,  these  proposals  regarding  IMF  dis-

bursements  all seem to be small  steps in the right

direction  to make  some  funds  available  more  quickly

to crisis  countries.  Even  together,  however,  they  will

not  go far  in  generating  substantial  amounts  of  new

finance  or  in  solving  the  problem  of  stopping  a credi-

tor  panic.

In short,  it has become  clear  that  with  the sub-

stantial  increase  in private  sector  capital  flows  into

emerging  markets  in the 1990s,  tlie  IMF  and otlier

official  creditors  simply  do not  liave  deep  enougli

pockets,  nor  are they  willing  to lend  freely  enough,

to ward  off  a creditor  panic.  IMF  funds  are likely  to

continue  to play  a central  role  but  will  be insuffi-

cient  on their  own.  Tlie  IMF's  Interim  Committee

acknowledged  tlie  need  to "involve  private  creditors

at an early  stage,  in order  to achieve  equitable  bur-

den  sharing  vis-A-vis  the official  sector  and  to limit

moral  hazard  ." o These  issues  liave  led to growing

calls  to "bail  in"  private  sector  creditors  during  a

CnSlS.

2. Private,finance

The  earlierproposals  on standstills  and  rollovers

are one  way  of  involving  tlie  private  sector.  There

are fewer  explicit  proposals  on IIOW to encourage

private  creditors  to actually  provide  new  funding.

New  private  financing  could  be provided  to t)ie  gov-

ernment,  or individual  banks  and finns,  or  to botli.

One  possibility  is for  tlie  central  bai'ik  to arrange  witli

private  creditors  for  contingent  financing  facilities

under  which  it would  pay  a connnitment  fee to a

consortium  of  inteniational  banks  for  tlie  riglit  to

draw  predeterinined  amounts  tlierefrom  as needed.

Argentina  recently  arranged  sucli  a facility  wit)i

13 commercial  banks  that  provides  $13 billion  in
standby  credits,  and  Mexico  lias  an anangement  witli

31 commercial  banks  for  $2.5  billion  (Eicliengreen,
1999).  Indonesia's  central  bank  lias liad facilities

ranging  froin  $500  million  to $1.5  billion  since  tlie

late 1980s,  and it drew  $1.5 billion  in two  tranclies
in early  1998.  Conunercial  banks  favour  expanding

tliese  facilities,  although  they  argue  tliat  after  Mexico

unexpectedly  drew  down  its facility  in late 1998,

more  aggressive  pricing  might  be necessary  (IIF,
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1999b).  Contingent  facilities  would  make  a certain

amount  of  new  financing  available,  and  might  also

make  the  creditor  banks  more  amenable  to restruc-

turing  tlieir  other  loans.  These  types  of  facilities  can

be helpful,  but  clearly  on their  own  cannot  be of  the

scale  necessary  for  forestalling  a panic.  Moreover,

the extent  to which  these  facilities  would  provide

true  additional  financing  is not  absolutely  clear.

Creditors  that  have  committed  themselves  to provid-

ing  these  resources  might  be more  likely  to withdraw

otlier  lines  of  credit  in order  to limit  their  overall

exposure  to a country.

The  Group  of  22 calls  for  an enhanced  private

sector  role  through  some  combination  of  "providing

new  credits,  extending  the  maturities  or  rolling  over

existing  credits,  otherwise  restnicturing  payments,

and  perhaps  even,  in certain  extreme  cases,  debt  re-

duction"  (Group  of  22, 1 998a,  p. 27).  Its  report  stays

clear  of  specific  recommendations  on precisely  de-

fining  this  private  sector  role,  instead  suggesting  that

tliis  should  be worked  out  between  the  creditors  and

tlie  debtor  government.  It  does,  however,  suggest  the

possibility  of  creating  a privately  funded  standing

facility  that  would  be available  to provide  credits  in

the event  of  a crisis  or  payments  suspension.  These

new  credits  could  be given  some  effective  senior  sta-

tus in relation  to existing  credits  (as an extra

inducement  to creditors)  by  an IMF  decision  tbat  it

would  not  lend  to countries  that  fell  into  arrears  on

these  loans.

Tlie  IIF  concludes  tl'iat  private  participation  in

either  rollovers  or  providing  new  money  may  be fea-

sible  on a case-by-case  basis.  It concludes  that  a

combination  of  risk  mitigation  (i.e.  govenunent  or

multilateral  guarantees),  "credible  conditionality  on

policy  refonn,  and spreads  above  pre-crisis  levels

would  seem  to offer  the best  cliance  for  mobilizing

private  sector  financing  on a voluntary  basis  in the

face  of  a crisis"  (IIF,  l 999b,  p. 73).

Wl'iereas the casejor  soine  kirid ofinandatory
inecha>iismfor  a pasiments standstill is strong, the
casefor inandating the privme sector to provide new
Jinanciirg is inuch weaker. Private creditors are not
required  to provide  new  money  in traditional  bank-

ruptcy  cases.  They  )iave  tlie  option  to do so in cases

wliere  tlie  borrower  )ias been  approved  by  tlie  court

and wliere  tl"ie creditors  believe  the borrower  is

solvent.  Creditors  receive  tlie  extra  incentive  of  su-

pra-seniority  (and  usually  )iiglier  interest  rates)  on

tlie  new  loans.  Fischer  (1999)  cautioi'is  tliat  any  re-

quirement  for  mandatory  private  sector  financing

could  be inadvertently  destabilizing,  since  creditors

might  nish  forthe  door  even  more  quickly  at the  mere

hint  of  a crisis,  and  so they  would  not  be around  to

be expected  to contribute  new  financing.  He  suggests

that  private  creditors  be given  some  inducement  to

lend  voluntarily,  perhaps  by  the  IMF  agreeing  not  to

"lend  into  anears"  on these  new  loans  or  by  making

these  new  loans  exempt  from  future  standstills.

The willingness of  private creditoi-s to volun-
tarily  lend  new  money  probably  depends  to soine

degree on the e.ffectiveness qf  the initial  standstill
mechanism.  Once  the  panic  stops  and  some  calm  and

predictability  return  to the  market,  private  creditors

may  be willing  to lend  to both  the government  and

individual  debtors  that  are deemed  to be creditwor-

thy.  As described  earlier,  the Government  of  the

Republic  of  Korea  was  able  to float  a new  bond  is-

sue within  months  of  its commercial  bank  debt

rollover  and  the  corresponding  end  ofthe  panic.  Tell-

ingly,  the  Republic  of  Korea's  standstill  and  rollover

enabled  it to regain  access  to international  capital

markets  much  i'nore  quickly  than  any  of  the other

crisis  countries,  which  were  subject  to more  pro-

longed  panics.

Should  the government  provide  guarantees  on

new  loans  to private  sector  debtors  or, for  that  mat-

ter, on debts  rolled  over  during  the initial  standstill?

The  argument  in favour  of  guarantees  is that  they

would  encourage  private  creditors  to extend  more

loans  more  quickly  and at lower  interest  rates  than

without  guarantees.  Tliis  is undoubtedly  true,  as far

as it goes.  The  Republic  of  Korea's  initial  rollover

on debts  owed  by its commercial  bai'iks  came  witli

complete  government  guarantees,  which  helped  fa-

cilitate  a fast  negotiation.  The  IIF  concludes  tliat

public  sector  guarantees  (either  from  the local  gov-

ernment  or through  multilateral  organizations)  are

probably  necessary  in order  to secure  private  sector

participation.  The  obvious  problem  with  guarantees,

however,  is that  they  effectively  turn  private  sector

debt  into  public  sector  contingent  liabilities,  creat-

ing  substantial  distributional  and  moral  Jiazard

problems  (UNCTAD,  1998;  Group  of  22, 1998a;

Radelet  and  Saclis,  1998b).  The  Group  of  22 is cir-

cumspect  about  govemi'nent  guarantees,  leaving  open

tlie  possibility  of  using  t)iem  in some  circumstances

witliout  specifically  reconmiending  tlieir  use. It high-

lights  the dangers  ot- guarantees,  and suggests  tliat

tbey  be used  sparingly  and  be as limited  in scope  as

possible.  Tlie  Sliadow  Financial  Regulatory  Com-

mittee  states  tliat  it is strongly  against  govenunent

guarantees  on any portion  of  bank  liabilities.  It ar-

gues  that  if  they  are extended  to foreign  loans,  t)iey

should  be limited  to t}ie  amount  of  principal  minus
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the  mandatory  "haircut"  that  the  group  proposed,  as

discussed  earlier  (Litan  et al., 1998).

For  new  financing  provided  to private  firms,

the  case  for  guarantees  is very  weak.  For  new  loans

to banks,  the  case  is a little  stronger,  since  there  is a

public  interest  in ensuring  that  at least  some  banks

remain  operational.  However,  the costs  of  guaran-

tees on  bank  liabilities  can  be huge,  as the  Republic

of  Korea,  Thailand  and  Indonesia  have  found.  Moreo-

ver,  they  can  distort  future  lending  decisions.  In  Asia,

effectively  all  foreign  lending  to banks  in  the crisis

countries  will  be fully  repaid  because  of  these  guar-

antees,  while  many  loans  to private  firms  will  be

written  down  orwritten  off.  As  a result,  foreign  credi-

tors  are in  the  future  likely  to be more  than  happy  to

lend  heavily  to banks  in  emerging  markets,  but  less

willing  to lend  to firms.  All  else  being  equal,  then,  it

would  be preferable  to have  the debtor  banks  pay  a

higher  interest  rate  on new  loans  than  to provide  a

government guarantee. With an effective standstill
inechanism  in place,  accompanied  by new  IMF  and

other qfltcialfinancing  and appropriate  polic)i
changes, government  guarantees  on new privatefi-
nancing  should  not  be necessary.

D.  Restructuring

Tlie  third  major  coinponent  of  bankniptcy  pro-

ceedings  is corporate  and  financial  restructuring.  At

the  economy-wide  level,  restructuring  generally  takes

place  through  the  implementation  of  appropriate  ad-

justment  policies  in  cooperation  with  the  IMF.  Thus,

the IMF  plays  at least  four  key  roles  in the  workout

process:  signalling  the  appropriateness  of  a debt  serv-

icing  standstill;  providing  some  new  financing;

facilitating  communication  and  negotiation  between

creditors  and  debtors;  and  stiucturing  the  policy  re-

fon'ns  needed  to put  the  economy  back  on track.

As  with  domestic  bankruptcy,  in a systemic  cri-

sis the  combination  of  a standstill  and  fresh  financing

may  be sufficient  for  some  banks  and corporations

to continue  operations  witliout  furtlier  restructuring.

At  the other  extreme,  tl'ie weakest  banks  and firms

with  no hope  of  regaining  solvency  s)iould  be closed.

In tlie  intennediate  cases,  more  substantial  corpo-

rate,  managerial  or financial  restructuring  n'iay  be

needed  in order  to return  firms  to solvency.  This  may

include  n'iore  significant  refinancing  or rescliedul-

ing  of  loans,  writing  down  loans  or  debt-equity  swaps.

The  basic  framework  for  corporate  restructuring

sliould  be strong  bankruptcy  and  other  related  laws

and court  institutions  in the debtor  countries.  For

example,  the  Group  of  22 strongly  recommends  that

debtorcountries  establish  the  appropriate  legal  codes

and  supporting  institutions  for  insolvency  proceed-

ings.

Domestic  insolvency  regimes  are seen, in the

first  instance,  as contributing  to crisis  ptevention  by

providing  a predictable  legal  framework  that  includes

the  credible  threat  to debtors  of  removal  of  manage-

ment,  reorganization  and  liquidation.  These  regimes

therefore  provide  appropriate  incentives  for  pnident

corporate  behaviour.  They  are also  an important  part

of  crisis  resolution,  since  they  establish  a framework

for  eventual  restructuring  or  liquidation,  in  line  witli

the principles  outlined  earlier.  Moreover,  appropri-

ate insolvency  laws  help  facilitate  out-of-court

settlements.  Howevei:  in inost  einerging  rnarket  coun-

tries,  introducing  the appropriate  legislatioir  aiul

developing  the stmng  supporting  institutional  base

to make bankiouptcy regimes operate effectivelv wil[
take  man)i  years.

The  Group  of  22 recognizes  that  even  with  good

systems  in place,  in some  cases  systemic  crises  could

overwhelm  bankruptcy  courts  simply  because  of  tlie

speed  with  whicli  they  hit  and tlie  number  of  cases

involved.  In  these  circumstances,  it reconunends  that

governments  facilitate  tlie  process  of  debtor-credi-

tor  negotiations  and  possible  out-of-court  settlements

througli  the establislunent  of  creditor  committees,

removing  existing  legal  and  regulatoiy  obstacles  to

restructuring  (e.g.  tax  penalties),  and  possibly  estab-

lisliing  a mechanism  for  excliange  rate insurance  to

protect  against  further  extreme  depreciations.  The

intemational  community  could  play  an indirect  role

in such  a mechanism  by  facilitating  contacts,  chan-

nelling  information  and  exerting  some  moral  suasion

on both  sides  of  the negotiation.  Sucli  procedures

were  followed  with  some  success  witli  Mexico's

FICORCA  system  in the early  1980s,  as discussed

earlier.  They  met  with  less success  in Indonesia,

partly  because  of  tlie  sl'ieer  volume  of  tlie  claims  in-

volved,  but  priinarily  because  the excliange  rate liad

depreciated  mucli  furtlier  in Indonesia,  making

workouts  much  n'iore  difficult.

In some  circumstances  wliere  tlie  economy  and

the  court  system  are overwlielmed  by  a systemic  cri-

sis, governinents  may  liave  to explore  somewliat  more

dramatic  measures,  such  as across-t}ie-board  debt-

equity  swaps  and  otlier  meclianisms  to wipe  out  tlie

debt  overliang  of  otherwise  profitable  firins.  One

solution  in tlie  Asian  context,  especially  wliere  do-

mestic  banks  )iave  borrowed  fron'i  abroad  and tlien
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on-lent  to corporations,  would  be to convert  existing

corporate  debt  into  equity,  so that  the  domestic  bank

creditors  would  become  part  owners  of  the firms

(Radelet  and  Sachs,  1998b).  The  reduction  of  debt

would  ease  the  borrowing  firms'  cash  flow  burdens,

enabling  them  to re-enter  the  loan  markets  for  work-

ing  capital  and long-term  loans.  As part  of  the

procedure  the existing  owners  could  receive  an op-

tion  to repurchase  the  shares  from  the  banks  at some

premium  overcurrent  marketprices;  this  would  main-

tain  incentives  to improve  the performance  of  the

firm.  The  banks  would  be required  to sell  off  these

shares  in  a limited  period  of  time,  perhaps  two  years.

Although  this  would  provide  some  relief  for

corporations,  it would  add  to the financial  burdens

of  domestic  banks,  which  would  presumably  already

be under  tremendous  strain  from  the crisis.  Some

banks  would  have  to be closed  or  merged,  and  other

more  promising  banks  would  require  a capital  injec-

tion.  In some  cases (as in Asia),  the  private  sector

(either  domestic  or foreign)  cannot  be reasonably

expected  to inject  sufficient  capital  quickly  enough.

This  leaves  the  government  the  only  realistic  option

of  injecting  new  capital  into  the  subset  of  promising

banks.  The  new  capital  would  presumably  be in the

fortn  of  bank  equity,  which  would  give  the  regula-

tory  agencies  special  control  over  and  supervision

of  the  banks.  The  injection  of  new  capital  would  al-

low  the  banks  to begin  lending  again.  Over  time,  the

government  would  sell  off  its shares  in the  banks  to

foreign  and  domestic  investors,  including  the  current

owners.  The  restructuring  of  the  Republic  of  Korea's

banks  and  corporations  has been  roughly  consistent

with  these  proposals,  albeit  on an ad hoc  basis.

V.  Conclusions  and  recommendations

The  basic  objective  in designing  mechanisms

for  orderly  workouts  of  cross-border  debt  should  be

to limit  the damage  to bank  capital,  corporate  bal-

ance  sheets  and  economic  activity  from  the  massive

credit  withdrawals  and  oversliooting  ofthe  exchange

rate  that  accompany  an international  creditor  panic.

Workout  options  should  not  be made  too  attractive

or too  easy  for  borrowers  to activate,  since  the  origi-

nal loan  contracts  should  be honoured  as much  as

possible.  But  when  a country  is threatened  by sys-

temic  default,  a well-designed  workout  mechanism

can help  limit  the  collective  losses  of  the creditors

and  debtors  and  speed  the stabilization  process.

In  the  absence  of  a true  lender  of  last  resort,  the

key  to stopping  a panic  is an effective  standstill

mechanism.  A  well-designed  standstill  mechanism

can  help  ease the  intense  pressure  on the  exchange

rate,  calm  the markets,  set the stage for  obtaining

fresh  financing  and  help  establish  some  of  the

stability  for  successful  restructuring.  Voluntary  stand-

stills  and  rollovers  should  be encouraged,  but  they

should  be supported  by  a credible  mechanism  to in-

voke  a mandatory  standstill  when  necessary,  backed

by  the  IMF.  Fresh  financing  should  be obtained  from

both  official  sources  (IMF,  World  Bank  and  bilateral

agencies)  andprivate  creditors.  Fresh  financing  from

the  private  sector  should  be provided  on  a voluntaiy

basis.  The  ultimate  restnicturing  ofprivate  firms  and

banks  should  take  place  as much  as possible  through

well-designed  bankruptcy  regimes,  supported  by

frameworks  to facilitate  reorganization  where  bank-

ruptcy  institutions  remain  weak  or where  they  are

overwhelmed  by  the sheer  magnitude  of  the crisis.

More  specifically,  the most  promising  avenues  for

strengthening  the procedures  for  orderly  workouts

of  private  sector  debt  include  the  following:

Standstill  arrangemetxts

The  international  community  generally,  and  the

IMF  specifically,  should  encourage  all  member

countries  to enact  legislation  that  requires  that

specific  collective  action  clauses  be included

in all  international  bonds  issued  in the  domes-

tic  market.  The  IMF  should  consider  requiring

its  member  countries  to enact  legislation  man-

dating  the inclusion  of  such  clauses  in bond

contracts.  The  BIS  could  help  to  encourage  the

introduction  of  these  clauses.  The  key  clauses

include  provisions  for  collective  action,  major-

ity  action,  payments  sharing,  non-acceleration

and  minimum  thresholds  for  law  suits.  It  should

be recognized,  however,  that  it will  take  many

years  for  the use of  these  clauses  to become

widespread.

The  international  community  generally,  and  the

IMF  and  the BIS  specifically,  should  encour-

age member  countries  to establish  standing

creditor  committees  which  include  the major

public  sector  and  private  sector  creditors.  These

committees  should  help  facilitate  communica-

tion  between  the  debtors  and  the  creditors,  and

in the  event  of  an imminent  default  they  can

accelerate  the process  of  negotiating  and im-

plementing  standstills  and  rollovers.

Given  the  problems  of  international  law,  a true

mandatory  standstill  mechanism  is probably  not

feasible.  Partial  mandatory  standstills  can be
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implemented,  with  the  support  of  the IMF,  on

debt  service  payments  owed  by  governments

and  by  commercial  banks.  However,  in certain

extreme  cases,  the  IMF  should  be prepared  to

support  a country's  temporary  imposition  of

broader  capital  controls  and  exchange  restric-

tions  that  would  temporarily  suspend  all for-

eign  currency  debt  service  payments.  The  more

credible  the  threat  to use  such  mandatory  con-

trols,  the  easier  it should  be to reach  agreement

with  creditors  on  a voluntary  payments  standstill.

Fresh  financing

The  IMF  should  establish  a facility  whereby

countries  can  "pre-qualify"  for  fast-disbursing,

low-conditionality  disbursements.  Eligibility

should  be based  on the  strength  of  a country's

economic  policies  and  institutions,  not  its stra-

tegic  and political  importance.  Countries  that

do not  pre-qualify  would  remain  eligible  for

existing  IMF  facilities.

The  international  community  generally,  and  the

IMF  and  the BIS  specifically,  should  encour-

age  emerging-market  governrnents  and  private

creditors  to further  develop  contingent  financ-

ing  facilities.  Although  meant  primarily  for

government  borrowers,  drawing  on such  facili-

ties  would  help  private  debtors  by  easing  over-

afl liquidity  constraints  and  taking  some  pres-

sure  off  the  exchange  rate.  Commercial  banks,

especially  state-owned  banks,  and  private  cor-

porations  could  also  be encouraged  to explore

the  use of  these  facilities.

Government  guarantees  should  not  be provided

on new  financing  by  private  sector  creditors  to

private  sector  debtors.

Insolvency  regimes

The  inteniational  community  generally,  and  the

IMF  specifically,  should  encourage  the devel-

opment  of  effective  bankruptcy  laws  and  related

creditor-debtor  laws.  The  IMF  should  be en-

couraged  to require  the introduction  of  suc)i

legislation  in member  countries  over  an appro-

priate  period  of  time.  It should  be recognized,

however,  that  it will  take  many  years  to develop

effective  insolvency  regimes  in  most  emerging

markets.

The  IMF  should  develop  guidelines  for  effec-

tive  mechanisms  for  systemic  restructuring  out-

side  formal  insolvency  regimes  which,  amongst

other  things,  provides  for  creditor-debtor  com-

munication,  exchange  rate insurance,  and  the

possibility  of  across-the-board  debt/equity

swaps  and  public  recapitalization  of  distressed

but  viable  commercial  banks.

Notes

Soine  countries,  such  as Brazil  in 1998  and  Thailand  in

1996/97,  can  postpone  depreciation  for  a period  of  tiineif

they  have  sufficient  foreign  exchange  reserves  or  receive

new  financing.  }f  the  capital  outtlows  continue,  however,

reserves  will  eventually  be exhausted,  and  depreciation  is

inevitable.  Note  that  the  priinary  force  behind  the  crisis  is

the reversal  of  capital  flows,  not  the  depreciation  of  the

exchange  rate  as is often  supposed.

2 Diainond  and Dybvig  (1983)  develop  the basic  theory

behind  this  inodel  in the  context  of  explaining  bank  runs.

They  show  how  rational  depositors  can  suddenly  withdraw

their  deposits,  not  because  they  beiieve  the  bank  is unsound

but  because  they  believe  other  depositors  are  withdrawing

their  funds  and they  fear  there  will  not  be enough  to go

around.  }n the  end,  inost  depositors  cani'iot  be fully  repaid,

and so everyone  is inade  worse  off.  Chang  and Velasco

(1998)  develop  a siinilar  inodel  for  emerging  inarkets.

3 Forotheranalysesthatdrawtheparallelbetweendoinestic

bankruptcy  procedures  and international  debt  workouts,

see Eichengrecn  (1999),  Radelet  and Sachs  ( 1998b),

UNCTAD  (1998),  Sachs  (1995),  Eichcngrcen  and Portcs

(1995),  Williainson  (1992),  Raffer,  (1990)  ai'id Cohcn

(1989).

4 The  govcnninent  issued  $1 billion  in five-year  notes  (priccd

at 345  basis  points  over  coinparable  United  States

securities)  and  $3 billion  in ten-year  notes  (with  a spread

of  355 basis  points).  It had  originally  planned  to issue  a

total  of  $3 billion  in bonds,  but  increased  it to $4 billion

as customer  orders  topped  $12  billion.

5 Fideicoiniso  Para  la Cobertura  de Riesgo  Cainbiaros.

6 For  an insightful  analysis  of  the =overborrowing  syn-

droine"  in Asia  written  before  the  criscs,  see McKinnon

and Pill  (1996).

7 The  IMF  can thus  =approve"  a governinent  to scek  new

funding,  or  in soine  sense  an economy  as a whole,  but  of

course  not  individual  private  creditors.

8 For  exainple,  despite  intemational  pledges  in 1997  of  $1 7

billion,  $40  billion  and $57  billion  respectively  for

Thailand,  Indonesia  and  the  Republic  of  Korea,  tliat  inade

iinpressive  headlines,  by the end of  Deceinber  1')97

Thailand  had received  just  $7 billion,  and by the cnd of

March  1998 Indonesia  and the Republic  of  Korea  liad

reccived  just  $3 billion  and  $13 billion  rcspcctivcly

(Radelet  and Saclis,  1998a).

9 Coininuniqu6  of  the IMF  Interiin  Committee,  I 7 April

1998,  section  3(c).
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ST  ANDARDS  FOR  TRANSPARENCY  AND  BANKING
REGULATION  AND  SUPERVISION:

CONTRASTS  AND  POTENTIAL

Andrew  Cornford*

Abstract

This paper  is concerned with various issues involving  the disclosure offinancialinforrnation
to both supervisoi"s and market participants.  The issue of  tlie availabilit.v  offinancial  ii';formation
tosupervisors  has multiple  connections to tliat of  its public  disclosure. The latter  is intended to
enable the exercise of  market discipline  by tenders and investors wliich can reinforce (or eveti,
as some  have  argued,  at least  partly  replace)  banking  supervision.

The strategv of  the paper is to review briefly  some qf the (sometimes conflicting)  ideas
concerning  the mle of  transparenc3i,  and then to survev the actualpositiori  in the i'ecent  pcist
regarding  the availability  offinancialinformation  (principallsi  concerning  bcmks) to supervisoi's
and to market participants  in a number of  countries, including  those wliere financial  ti"ansparency
and the stringencv  of  supervision have attained relatively  high levels. Foi"  this purpose the
paper  contains a review qf  two survesis of  various featui'es of  the regimes qf.finciricial  repoi'tirig,
regulation  and  supeiyision  dui-ing  1992-1994.  The countries  covei'ed  byii the suiyesis  inostly

have relativelv  advancedfinancialsectors.  Amongst the issues covei"ed b3i the sui"veys cu'e wuaious
features qf  the regimes for  financial  repoi"ring, auditing  and its relation to bank supei'vision,
disclosure l:eyond that reqriired  in annual accounts, and provisioningfoi"  bad loans.

Pei-haps the most important  point  to emergefi"om tlie survesis is that wliile  cii"i"angementsfor
the pmvision  qffinancialinforwition  ai"e clearlv  being strengthened in the countries covei'ed.
thev frequently  still  fall  well short  of  levels cori'esponding to what is now consider"ed to be best
practice.  Moreover'; unsui-prisingly,  where  there  are  still  disagreements  as to best pi'actice

regarding  bank taegulation and supervision, these are qften ieflected  in divei'gences oj'approacli
in different  countries. Another  point  is that the qualitv  qf  ari"angementsfoi'fiwncial  i'epoilirig
reflect not onlv the re(pilatorv  i"egime  but also standards, especiallsi tliose i"elating  to accounting,
and the norms ofindustrv  practice.

On the question of  the extent to which disclosure to tenders cind investoi's leads to levels of'
market discipline  wliich ccm act as a usefulcomplement  tofinancicdsupei'vision  oi' ('VO/I  cis ci
partial  substitutefor  it the discussion here points to likely  limitatioris  of  disclosure :'< potential.
This would appear to depend significantly  0n tjie extent  to wlyicly a bank's  balance  sheet  consists
of  mai"ketable assets and liabilities.  Regarding entities  still  heavilv  ii;ivolved  in traditiowl

commercial  banking long-standing  limitations  are still  i-elevant to consideration  oJ' svhat
disclosure can t'easonably  be expected  to achieve,  and  this would  appeai'  to applsa to the great

majoritv  qf  counti"ies, even thoughsecui"itization  and othei" innovations are imrkirigsignificant
inmads in traditioncd  comrnercia[ banking in many of  tliem. /n tlie case of  entities svhose balance
sheets consist to ci nwch greater extent qf  mai'ketable  items the discipline  tliat  can be exei'cised
b3i disclosure is likelsi to be inoi"e  iinpoi"rant  (though this statement  issubject  to cciveats).

* The author is grateful for the wide-ranging  coinments of Yilinaz  Akyaz  and for inore general discussion with Rayinond
Glasgow. However, he is solely responsible  for any reinaining  errors.
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I.  Introduction

Different  dimensions  oftransparency  have  been

the subject  of  much  attention  in the context  of  the

international  policy  response  to the  Asian  crisis.  Ini-

tiatives  as part  of  this  response  are now  under  way

to improve  the  timeliness  and  quality  of  information

conceming  key  macroeconomic  variables,  the re-

porting  of  financial  and  non-financial  firms,  and

transparency  regarding  the  views  and  operations  of

multilateral  financial  institutions.  '

Few  would  attribute  a major  role  in  the  outbreak

of  the  Asian  crisis  to the  absence  of  pertinent  infor-

mation  on  the  balance  ofpayments,  external  financial

flows,  trends  in domestic  bank  lending,  corporate

governance,  and  extemal  assets  and liabilities  (al-

though  there  were  gaps  inwhat  was  publicly  disclosed

regarding  the  scale  and  certain  other  important  fea-

tures  ofthe  last  ofthesematters).2  And  ifthe  existence

of  such  data  failed  to deter  capital  flows  associated

with  the  build-up  of  eventually  unsustainable  exter-

nal financial  positions  in tlie  case  of  certain  Asian

countries, the same applied a.fortiori  to the behav-
iour  of  international  lenders  and  investors  in Russia

prior  to the crisis  of  the summer  of  1998.  Such  re-

marks  are not in contradiction  with  the view  that

improvements  in macroeconomic  and  financial  in-

formation  have  the  potential  for  contributing  to action

reducing  tlie  likelihood  of  financial  crises  and  ena-

bling  better  management  of  them  when  they  occur.

But  tliis  contribution  should  not  be exaggerated.

The  starting-point  of  the  discussion  here  is the

relation  between  infoimation  and  financial  regula-

tion  and  supervision.  But  the  issue  of  the  availability

of  financial  information  to supervisors  also  has mul-

tiple  connections  witli  that  of  its public  disclosure.

Tl'ie  latter  is intended,  inter  alia,  to enable  the exer-

cise of  market  discipline  by lenders  and  investors.

Tlius,  while  this  paperdoes  not  provide  an exhaustive

treatment  of  tlie  extent  to which  publicly  disclosed

inforniation  can reinforce  (or  even,  as some  would

argue,  at least  partly  replace)  banking  supervision,  it

takes  up several  matters  involving  both  the advan-

tages  and  t)ie disadvantages  of  public  disclosure  of

data  concerning  banks.

Good  financial  information  is like  oxygen  for

bai'iking  supervision,  since  without  it effective  su-

pervision  is impossible.  However,  even  when

supervision  is based  on the  levels  of  disclosure  to be

found  in countries  with  state-of-the-art  regimes  of

t-inancial  regulation,  there  are still  limits  to  what  such

regulation  be expected  to achieve.  These  limits  are

partly  due  to the  dependence  of  the  quality  of  loans

on  business  conditions  in the  economy  as a whole  or

in particular  regions.  But  they  are also  a reflection

of  inevitable  imperfections  in regulation  and  super-

vision  themselves  which  even  implementation  of

recent  international  recommendations  on best  prac-

tice  cannot  be expected  to eliminate.  Many  of  these

imperfections  are coru'iected  with  shortcomings  in

the  information  available  to supervisors,  shortcom-

ings  which  in  many  cases  are due  to recent  financial

innovation.

In  consideration  of  determinants  ofthe  strength

of  financial  systems  much  attention  is paid  to the

discipline  on financial  firms  which  can be exerted

by  well-infomied  investors  and  lenders.  Typically,

investors  and  lenders  dispose  of  information  about

such  firms  which  is somewhat  different  from,  and

generally  more  restricted  than,  that  available  to regu-

lators  and supervisors.  There  have  recently  been

proposals  to move  in  the  direction  of  more  extensive

disclosure.  This  would  dovetail  with,  and  in some

cases  perhaps  overlap  with,  initiatives  for  improved

transparency  regarding  macroeconomic  variables.

Improved  information  on these  two  fronts  would

make  possible  better  management  of  credit  risk  but,

as the  reference  to the  Russian  crisis  above  suggests,

realization  of  its  potential  contribution  is not  assured.

Moreover,  even  if  all  these  initiatives  come  to frui-

tion,  important  lacunae  on  the  information  front  can

be expected  to remain  and  to continue  to affect  the

quality  of  cross-border  as well  as domestic  lending

and  investment.  These  lacunae  refer  not  only  to tlie

information  available  from  banks  and  other  finan-

cial  firms  which  are within  the  jurisdiction  of  existing

regulatory  systems  but  also  to firms  whose  coverage

by  such  systems  is at most  partial.

Initial  global  initiatives  for  strengthened  finan-

cial  regulation  and  supervision  have  their  origin  in

greater  awareness  since  the 1970s  of  the potential

cross-border  effects  of  insolvencies  and  other  sources

of  financial  instability  in particular  countries.  Sucli

perceptions  have  of  course  been  heightened  by tlie

Asian  crisis.  The  current  emphasis  on improvements

in regulation  and supervision,  and  on the levels  of

transparency  required  for  tl'iis  purpose,  is an integral

part  of  current  plans  for  reform  of  international

financial  governance:  access  to borrowing  from  mul-

tilateral  financial  institutions  and  otlier  external

financial  support,  for  example,  is likely  increasingly

to be dependent  on sucli  improvements.  Underlying

this  empliasis  is the idea  that  with  sufficiently  good

information  for  lenders,  investors  and supervisors,
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financial  markets  will  allocate  resources  efficiently

and  will  avoid  boom-bust  cycles.  In this  way,  such

infornnation  can be expected  to reduce  the need  for

(and  thus  the cost  of)  packages  of  international  fi-

nancial  support  such  as those  mobilized  in recent

financial  crises.  At  the same  time,  according  to this

logic,  improved  transparency  serves  to strengthen  the

case  for  financial  liberalization  as well  as arguments

against  intervention  in financial  markets  in forms

such  as capital  controls.

Faith  in such  efficacy  of  information  reflects

partly  awareness  of  its importance  for  financial  su-

pervision.  But  it is also  influenced  by  some  variant

of  the hypothesis  of  efficient  financial  markets,  a

subject  which  has generated  a large  conceptual  and

empirical  literature.'  This  paper,  however,  concen-

trates  on  the  different  issues  of  the  quality  of  banking

supervision  likely  to be associated  with  typical  ex-

isting  arrangements  regarding  the availability  of

financial  information,  and  of  certain  aspects  of  the

way  in which  these  arrangements  can  be reasonably

expected  to generate  disciplined  behaviour  in finan-

cial  markets  (and  thus,  inter  aria,  reduce  financial

instability).  The  strategy  of  the discussion  is to re-

view  briefly  some  of  the (sometimes  conflicting)

ideas  concerning  the  role  of  transparency  in  this  con-

text,  and  then  to survey  the actual  position  in the

recent  past  regarding  t]ie  availability  of  financial

information  (principally  concerning  banks)  to super-

visors  and  to market  participants  in a number  of

countries,  including  those  where  financial  transpar-

ency  and  the  stringency  of  supervision  have  attained

relatively  high  levels.

Several  points  emerge  from  this  survey.  Perhaps

the most  important  is that  while  arrangements  for

tlie  provision  of  financial  inforn'iation  are clearly

being  strengthened  in  the  countries  covered,  they  fre-

quently  still  fall  well  short  of  levels  corresponding

to what  is now  considered  to be best  practice  (which

itself  is unlikely  to  provide  anything  approaching  fail-

safe protection  against  financial  instability  and

crises).  Moreover,  unsurprisingly,  wlierethere  are still

disagreements  as to what  is best  practice  regarding

bank  regulation  and  supervision,"  these  are often  re-

flected  in divergences  of  approacli  in different

countries.  Another  point,  pertinent  to decisions  about

t)ie pace  of  financial  liberalization,  is that  tlie  qual-

ity  of  arrangeinents  for  financial  reporting  reflects

not only  the regulatory  regime  but also standards,

especially  those  relating  to accounting,  and  the  norms

of  industiy  practice.  Such  standards  and norn'is  are

generally  not  quickly  or  easily  acquired:  tliey  develop

as a result  of  the  efforts  of  both  participants  in fixian-

cial  markets  and  regulators  and  supervisors  to solve

the  problems  of  management  and  control  which  are

generated  by  the development  of  financial  markets

as this  process  unfolds.  They  tend  to reflect  the  stage

reached  by  this  process  and  the  length  of  time  during

which  it has taken  place  (an  important  deterniinant

of  the  opportunity  to find  successful  solutions).

II.  The  utility  and  limits  of  transparency

At first  sight,  recommendations  for  greater

transparency  on the  part  of  financial  firms5  have  an

almost  self-evident  quality,  and  the  value  of  improve-

ments  in this  area seems  incontrovertible.  Yet on

closer  scrutiny  the issues  become  less simple.  As

mentioned  above,  the quality  of  information  made

available  to financial  supervisors  has an important

bearing  on the effectiveness  of  their  work,  and it is

often  argued  that  improvements  should  be puslied  to

the point  where  additional  benefits  would  be out-

weighed  by the costs  which  such  improvements

would  entail.  There  is less consensus  on  tlie  benefits

of  disclosure  to market  participants.  Whereas  finan-

cial  firms  are usually  subject  to several  of  tlie  same

obligations  with  regard  to reporting  as non-financial

firms,  disclosure  of  information  submitted  to super-

visors  is typically  subject  to limits  resulting  from  the

argument  that  it could  undennine  the  confidence  in

the financial  system  that  regulation  is intended  to

promote."  This  argument  would  appear  to be intended

to apply  not  only  to situations  of  crisis  for  individual

banks  (where  it is susceptible  to counter-arguments

such  as that  put  forward  in  tlie  statements  of  tlie  Basle

Committee  on Banking  Supervision,  discussed  below,

that  greater  disclosure  would  reduce  the incidence

of  sucli  crises)  but  also  to otlier  conditions  in finan-

cial  markets.  Regarding  tlie  latter,  scepticism  about

the benefits  as opposed  to tlie  costs  of  sometliing

more  closely  approximating  full  disclosure  tlian  to-

day's  practices  derives  froin  sucli  problen'is  as tliat

of  defining  tlie  rules  wit}'iout  wliicli  increased  disclo-

sure  might  be accompanied  by  increased  difficulties

of  interpretation,  and  from  tlie  prospect  of  increased

volatility  in financial  markets.7

Otlier  questions  are  now  often  raised  about  just

liow  great  is the value  of  the  infoi'mation  made  avail-

able  by t-inancial  firms  not only  for  decisions  by

lenders  and  investors  but  even  for  supervisors.  Tliere

is not,  of  course,  any suggestion  liere  t)iat  such in-

fomiation  is of  negligible  value.  However,  financial

liberalization  and innovation  liave  greatly  increased

the speed  at w)iicli  financial  finns  in many  countries
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can now  alter  the  assets  and  liabilities  on their

balance  sheets  as well  as their  scope  for  taking  off-

balance-sheet  positions  of  an opaque  nature  (in  both

cases  changing  the  risks  they  face  in ways  which  can

be difficult  for  outsiders  to identify).  For  example,

William  McDonough,  President  of  the Federal  Re-

serve  Bank  of  New  York  and  current  chairman  of

the Basle  Committee  on Banking  Supervision,  has

made  this  point  in surprisingly  strong  terms  as fol-

lows:  "formerly,  you  could  look  at the  balance  sheet

of  a financial  institution  and  quickly  get a sense  of

exposure  and  risks.  Today  balance-sheet  information

is clearly  inadequate  for  this  purpose...  the  fast  pace

of  activity  in today's  market  renders  financial  state-

ments  stale  almost  before  they  can be prepared"

(Leach  et al.,  1993,  pp. 15-16).  McDonough's  state-

ment  refers  to particular  kinds  of  information  -  the

data  traditionally  included  in  balance  sheets  -  and  in

view  of  its importance  for  banking  regulation,  some

of  its implications  are worth  spelling  out  at greater

length.  Banks'  assets  and  liabilities  are  unlikely  ever

to be stationary.  Loans  are repaid,  and  new  ones  are

made.  Similarly,  the  identities  of  banks'  depositors

and  other  creditors  is subject  to change,  as are the

scale  and  terms  of  their  different  liabilities.  But  su-

pervisors  and  participants  in  financial  markets  could

until  recently  generally  anticipate  a reasonably  high

degree  of  stability  in the qualitative  character  of

banks'  balance  sheets,  a stability  which  facilitated

evaluation  of  their  condition.  McDonough's  state-

ment  indicates  that  such  stability  can no longer  be

counted  on.  This  change  by  no  means  affects  all  banks

and  other  financial  firms  equally.  Considerable  dif-
ferences  will  be found  both  among  different  types  of

financial  firm  and  among  firms  in different  coun-

tries  (in  particular,  countries  at different  levels  of

financial  development).  McDonough's  statement  is

applicable  primarily  to banks  with  substantial  trad-

ing  operations,8  a common  but  nevertheless  far  from

universal  feature  of  their  activities  but  one  that  can

be expected  to be increasingly  widely  pertinent  with

the  trend  towards  the  marketability  of  different  items

on their  balance  sheets.

Unsurprisingly,  the  difficulties  stemming  from,

as well  as the benefits  of, transparency  are exten-

sively  discussed  in  the  statements  ofthose  responsible

for  developing  international  standards  for  bank  regu-

lation  and  supervision.  One  place  to begin  a brief

review  of  their  discussion  is Principle  21 of  the  Cotae

Pi"inciplesfor  pffective Banking Supervision of the
Basle  Committee  on Banking  Supervision:  "Bank-

ing  supervisors  must  be satisfied  that  each  bank

maintains  adequate  records  drawn  up in accordance

with  consistent  accounting  policies  and  practices  that

enable  the  supervisor  to obtain  a true  and  fair  view

of  the  financial  condition  of  the  bank  and  the  profit-

ability  of  its business,  and  that  the  bank  publishes  on

a regular  basis  financial  statements  that  fairly  reflect

its  condition"  (BCBS,  1997,  pp.  35-37).  Implications

of  this  principle  are fleshed  out  in greater  detail  in

the Basle  Committee's  subsequent  statement,  En-

hancing  Bank  Transparency  (BCBS,  1998a,  paras.

53-102).  Here  are  elaborated  the  qualitative  charac-

teristics  of  information  critically  contributing  to

banks'  transparency,  namely  comprehensiveness,

relevance  and  timeliness,  reliability,  comparability,

and  materiality.9  The  statement  also  identifies  six

categories  of  information  which  need  to  be addressed

clearly  and  in appropriate  detail  as part  of  achieving

the  same  objective:  financial  performance;  financial

position  (including  capital,  solvency  and  liquidity);

risk  management  strategies  and  practices;  risk  expo-

sures;  accounting  policies;  and  basic  business,

management  and  corporate-governance  information.

In  both  cases  the statement  identifies  both  mar-

ket  participants  and  supervisors  as users  of  the

informationto  which  the  recommended  standards  are

to apply.  The  role  thus  accorded  to market  partici-

pants  is a natural  extension  of  that  described  in an

earlier  discussion  paper,  entitled  Public  Disclosure

of  Market and Credit Risks by Financial  Intermedi-
aries,  of  another  committee  linked  to the  Bank  for

International  Settlements  (BIS),  namely  the Euro-

currency  Standing  Committee  of  the  Central  Banks

of  the Group  of  Ten Countries.  The  recommenda-

tions  of  this  paper  too  are based  on the  assumption

that  "Financial  markets  function  most  efficiently

when  market  participants  have  sufficient  informa-

tion  about  risks  and  returns  to make  informed

investment  and  trading  decisions  ... [thus  facilitat-

ing]  the  prompt  and  accurate  pricing  of  assets"  (BIS,

1994,  paras.  1.2 and  2. l).

However,  as might  be expected,  statements  of

the BIS-related  bodies  have  also  expressed  aware-

ness  both  ofthe  limits  of  what  improved  transparency

can  be expected  to achieve  and  of  the  argument  that

public  disclosure  of  certain  information  about  finan-

cial  firms  can be a source  of  instability.  Thus,

regarding  the latter  point,  for  example,  the Basle

Committee's  statement  entitled  Enhancing  Bank

Transparency  notes:  "In  promoting  transparency,

supervisors  and  otherpolicy  makers  need  to take  into

account  the  potential  drawbacks  that  public  disclo-

sure  can  have  in  certain  circumstances...  In  particular,

when  the  market  becomes  aware  that  a bank  is in a

weakened  position  it may  react  more  harshly  than  is

desirable  from  the point  of  view  of  the authorities
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who  have  responsibilities  for  depositors'  protection

and  for  managing  systemic  risk...  the  bank  may  fail

as a result  of  a liquidity  crisis,  even  if  it is solvent  in

terms  of  net  assets.  The  market's  lack  of  confidence

in a bank  may  spread  to other  banks,  leading  to a

systemic  disturbance".  However,  the  Basle  Commit-

tee subscribes  to the  view  that  generally  the  benefits

of  greater  disclosure  to market  participants  are likely

to outweigh  their  costs.  As  the  Committee  continues

in  the  same  statement,  "However,  in an environment

of  adequate  ongoing  disclosure,  the  likelihood  ofthis

kind  of  contagion  is less likely.  Moreover,  in many

countries  banks  are  already  required  to disclose  sub-

stantial  information  about  their  financial  condition,

performance,  risk  profile  and  risk  management  in

their  annual  reports,  and  most  stock  exchange  rules

require  listed  banks  to disclose  market-sensitive  in-

formationpromptly"(BCBS,  1998a,para.31).Inthis

statement  the emphasis  is less on the  dangers  of  dis-

closure  than  on its potential  for  causing  banks  to

correct  problems  quickly.  In an earlier  paper  (BIS,

1994),  the  BIS-related  body  had  in fact  stood  the  ar-

gument  about  the risks  of  disclosure  on its head:

"During  episodes  of  market  stress,  a lack  of  informa-

tion  about  a firm's  market  and  credit  risk  exposures

can  create  an environment  in which  rumours  alone

can cause  a firm's  creditors  and counterparties  to

reduce  their  dealings  with  the firm  solely  to avoid

uncertainty.  This  may  impair  the firm's  market  ac-

cess and  funding  at the  very  time  that  these  may  be

critica!  to the firm's  survival.  Moreover,  problems

encountered  by  one  firm  n'iay  cause  funding  or  mar-

ket  access  difficulties  at other  firms  which,  because

of  a lack  of  transparency,  appear  similar  to outsiders.

As  counterparties  withdraw  from  new  transactions,

market  liquidity  for  some  instruments  may  decline"

(BIS,  1994,  para.  2.4).

The  possible  dilemma  implicit  in these  obser-

vations  cannot  be resolved  at the level  of  general

statements  of  good  practice.  Unsurprisingly,  in the

Core  Principles  it is acknowledged  that  "there  are

certain  types  of  infomiation  tliat  should  be held  con-

fidential  by  banking  supervisors"  and  that  "the  types

of  information  considered  sensitive  vary  from  coun-

try  to country"  (BCBS,  1997,  p. 37).  This  point

(exemplified  by evidence  discussed  below)  brings

out  the  Janus-faced  attitudes  to transparency  embod-

ied in actual  regulatory  regimes.

T)ie  problems  posed  for  bank  supervision  by

the increasingly  clian'ieleon-like  nature  of  many

banks'  balance  sheets  are also  extensively  alluded

to in the statements  of  BIS-related  bodies.  Thus,  in

Enjuuicing  &:ink  Ti'ansparency  it is acknowledged

that  "Many  banks  now  have  large-scale  international

operations  and  significant  participation  in securities

and/or  insurance  businesses  in addition  to traditional

banking  activities.  Their  product  lines  change  rap-

idly  and include  highly  sophisticated  transactions,

and  they  have  complex  legal  and  managerial  struc-

tures.  These  banks  present  formidable  challenges  to

market  participants  and  supervisors  who  need  to for-

mulate  ongoing  assessments  of  banks'  activities  and

risks"  (BCBS,  l 998a,  para.  2). In  the  Basle  Commit-

tee's  statement  entitled  Banks  ' Interactions  with

Highly  Leveraged  Institutions  (a document  repre-

senting  a response  by the Committee  to concerns

expressed  about  the  activities  of  hedge  funds),'o it is

stated  that  "A  complicating  factor"  (for  initiatives  to

increase  transparency  regarding  exposures  to and  of

highly  leveraged  institutions  (HLIs))  "is  that  the

nature  of  the  activities  of  an HLI  can  change  signifi-

cantly  over  a short  period  (for  instance,  the  degree

of  leveraging  can increase  sharply)"  (BCBS,  1999,

section  3.3).  In the Committee's  view  this  problem

nonetheless  by  no means  nullifies  the  importance  of

enhanced  transparency  regarding  such  HLIs  but  lim-

its what  it can  be expected  to achieve.

The  speed  witli  which  balance-sheet  informa-

tion  in "the  new  financial  world""  becomes  out of

date  has begun  substantially  to influence  financial

supervision  and statements  as to best  practice.  As

the Basle  Committee  itself  has put  it: "Tliere  liave

been  radical  changes  in tlie  conceptual  approac)i  to

banking  supervision  over  recent  years.  These  have

been  occasioned  by  the very  rapid  changes  taking

place  in the financial  industry  and in the range  of

activities  engaged  in by  banks  in  the  major  financial

centres.  The  net  result  has been  a decline  in the reli-

ance  on compliance  with  numerical  standards,  and  a

commensurate  increase  in the emphasis  placed  on

more  general  concepts  such  as good  governance,

sound  risk  management  and  effective  audit  and  con-

trol  procedures.  Supervision  in tlie  major  financial

centres  now  contains  relatively  more  qualitative  ele-

ments  than  in the past.  That  has made  it in many

ways  a n'iore  difficult  task  and  one wliich  requires

far  greater  training  and  experience"  (BCBS,  l 998b).

As is evident  from  the survey  results  discussed  be-

low,  auditing  has traditionally  played  a large  role  in

bai'iking  supervision,  but  its imponance  and  tlie  com-

plexity  of  t)ie  task  it must  undenake  are increasing.

Moreover,  wliile  supervisors'  reliance  on nun'ierical

data  may  have  diminished,  an important  part  of  t)ie

shift  in supervisory  practice  is towards  according

greater  imponance  to vetting  financial  finns'  own

systems  for  evaluating  t)ie  risks  reflected  in numeri-

cal  data  generated  by  tlieir  operations.  Sucl'i  increased
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reliance  is occurring  at a time  when  there  is still  sig-

nificant  variation  among  firms  in the systems  they

use for  this  purpose,  and  when  the state  of  the art

regarding  these  systems  is still  in a phase  of  rapid

development.'2  These  systems  are  not  discussed  fur-

ther  here.  But  they  are another  force  for  fluidity  in

regulatory  regimes  and for  changes  in enunciated

international  banking  standards  such  as those  of  the

EU  and  the  Basle  Committee  on Banking  Supervi-

sion.

III.  Selected  survey  results  concerning

financial  reporting,  regulation  and

SuperVlSlOn

In this  section  there  is a review  of  two  surveys

of  various  features  of  the regimes  of  financial  re-

porting,  regulation  and  supervision  during  1992-1994.

The  economies  covered  by  the  surveys  mostly  have

relatively  advanced  financial  sectors.  Although  the

surveys  are  not  fully  up to date,  they  nonetheless  re-

fer  to a period  well  after  moves  had  got  under  way  in

industrial  countries  to strengthen  banking  regulation

as a necessaiy  counterpart  to financial  liberalization

(moves  in wliic]i  multilateral  initiatives  of  the  Basle

Connnittee  and  in the EU  played  a significant  part).

Tlie  divergence  between  accepted  best  practice,  on

tl'ie one  hand,  and  regimes  actually  in force,  on the

otlier,  may  have  narrowed  since  the period  of  the

surveys  (wit)iin  the EU,  for  example,  partly  as a re-

su)t  of  nationa)  legislation  in response  to EC

directives),  but  in many  areas  is likely  still  to  be sub-

stantial."  The  surveys  thus  illustrate  the  distance  that

industrial  countries  still  had  to travel  to achieve  best

practice  as recently  as five  years  ago;  and  the road

facing  developing  and  transition  economies  can be

expected  in tlie  great  majority  of  cases  to be longer

and inore  difficult.

Of  tlie  two  surveys,  tlie  one  by  Ernst  and  Young

(1993  ) covers  several  dimensions  of  financial  report-

ing  and its relation  to regulation  and supervision,

wliile  tlie  otlier  by Price  Waterhouse  is more  nar-

rowly  focused  on banks'  provisioning  for  bad  loans

(Price  Waterliouse,  1994),  a subject  witli  a bearing

on botli  t)ieir  financial  reporting  and  tlieir  risk  inan-

agement.  Tlie  sample  in tlie  first  survey  was  larger

and covered  23 economies,  and included,  in addi-

tion  to 17 industrial  countries,  Balirain,  Hong  Kong

(Cliina),  Saudi  Arabia,  Singapore,  Soutl'i  Africa  and

tlie  United  Arab  Emirates.  Tliat  in the  second  survey

consisted  of  14 industrial  countries,  tlie  same  as in

t)ie first  survey  witli  tlie  exclusion  of  Austria,  Ireland

and Portugal."'  with  respect  to certain  features  of

bank  supervision,  the  surveys  were  supplemented  by

information  in  a report  by  the  ECU  Institute  on  Bank-

ing  Supervision  in the  European  Community  (ECU

Institute,  1995).

A.  Financial  reporting

The  Ernst  and  Young  survey  exemplified  the

significant  variation  among  its sample  of  economies

in several  features  of  their  regimes  for  financial  re-

porting.  Thus,  while  annual  accounts  were  an almost

universal  requirement,'5only  some  countries  required

accounts  to be made  for  a period  ending  on a speci-

fieddateintheyear,  namelyBahrain,  Canada,  Deiunark,

France,  Italy,  Japan,  the  Netherlands,  Portugal,  Saudi

Arabia,  Spain,  and  United  Arab  Emirates.  At  the  time

of  the  survey  there  were  still  some  countries  where

consolidated  accounts  were  not  required  by  law  (al-

though  such  a requirement  is likely  to have  been

introduced  in at least  some  of  them  since  1992').

The  countries  in question  were  Bahrain,  Luxembourg,

Portugal,  and  even  Australia  (where  nonetheless,

despite  the  absence  of  a legal  requirement,  consoli-

dated  accounts  were  produced  as a matter  ofpractice).

In  the  great  majority  of  the  countries  or  territo-

ries  included  in the Ernst  and  Young  survey  the

format  and contents  of  banks'  accounts  were  pre-

scribed  by  law,'7  but  there  were  a number  where  such

prescription  did  not  apply  to accounting  standards

or policies,  namely  Australia,  Bahrain,  Belgium,

Hong  Kong  (China),  Ireland,  Singapore,  Soutli  Africa,

the  United  Arab  Emirates  and  the  United  Kingdom.'8

In five  cases  -  Australia,  Hong  Kong  (Cliina),  Sin-

gapore,  South  Africa  and  the  United  Kingdom  -  the

overriding  consideration  in the preparation  of  tlie

accounts  was  presentation  of  a tnie  and fair  view,

the bank's  directors  being  left  with  discretion  as to

tlie  accounting  policies  which  would  best ac)iieve

this.  Nevertlieless,  a bank  would  normally  be ex-

pected  to follow  generally  accepted  accounting

principles  as codified  by  a country's  accounting  body.

As  already  mentioned,  regulatory  attitudes  to-

wards  bank  transparency  are marked  by a certain

ambivalence,  tlie  benefits  of  full  disclosure  to lenders

and investors  being  weiglied  against  tlie  difficulties

wl'iich  it can pose.  To a degree  in some  countries

banks  are exempted  from  disclosure  under  company

law  regarding  certain  )ieadings  (as compared  witl'i

non-financial  firms).  In tlie  Ernst  and  Young  survey

sucli  exemption  was  available  to banks  in Austria,
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Belgium,  HongKong(China),  Ireland,  Italy,  Singapore

and South  Africa  (as well  as to banks  in Australia,

although  here  the  rights  to such  exemption  were  not

exercised).'9

During  the  Asian  financial  crisis  concentrations

of  banks'  lending  to particular  sectors  (such  as prop-

erty)  or in some  cases  to particular  countries  were

often  cited  as having  made  a significant  contribution

to the proliferation  of  non-performing  assets.  Seg-

mental  reporting  (apparently  frequently  absent  or

inadequate  in the  case  of  Asian  banks)  can facilitate

the  identification  of  such  concentrations  through  its

provision  of  information  on  the  breakdown  of  turno-

ver,  assets  and income  by  class  of  business  and

geographical  region.2o Such  reporting  i.vas required

to be included  in  the  accounts  ofthe  majority  of  coun-

tries  for  which  data  on  the  item  were  made  available

in the Ernst  and Young  survey,  but  there  were  a

number  of  exceptions,  namely  Austria,  France,

Germany,  Hong  Kong  (China),  Italy,  Portugal,  South

Africa,  Spain  and  Switzerland  (although  in thesc

countries  too  some  banks  do provide  such  reports).

E.  Auditing,  supervisory  returns  and

banking  supervision

The  extent  of  auditors'  legal  responsibilities

varied  among  the  economies  in the  Ernst  and  Young

survey:  this  variation  applied  not  merely  to the  exami-

nation  and  verification  of  banks'  accounts  narrowly

defined  but  also  to their  relations  with  supervisoiy

authorities.  The  former  variation  is hardly  surpris-

ing  in view  of  differences  in the  historical  contexts

to whicli  the regulations  affecting  auditors  were  a

response,  but it is tlie  latter  wliich  is of  particular

interest  witli  respect  to the  relation  between  proce-

dures  for  financial  reporting,  on the one hand,  and

regulation  and  supervision,  on the  other.  Indeed,  in

n'iany  countries  banks'  auditors  are no longer  only

responsible  to sliareliolders  but  also  have  an essen-

tial  role  in the process  of  supervision.  For  example,

in 16 of  tlie  23 economies  in tlie  Eriist  and Young

survey  tliere  was  direct  connnunication  between

auditors  and supervisory  aut)iorities  in legally

prescribed  circumstances.2'  Tlie  prescribed  circum-

stances  might  involve  a requirement  to report  certain

matters  to tlie supervisory  authorities  or might  be

reflected  in a tripartite  agreement  between  tlie  bank,

the supervisory  autliority  and  tlie  auditor.

In Australia,  for  example,  auditors  not  only  liad

to give  tlieir  opinion  (under  tlie  country's  law  on cor-

porations)  about  the trueness  and fairness  of  the

banks'  accounts  and  their  compliance  with  report-

ing  standards  but  also  had to provide  the Reserve

Bank  with  their  opinion  on the following  matters:

the adequacy  of  internal  management  systems  and

controls,  the  observance  of  prudential  standards,  the

reliability  of  statistical  data  provided  by  a bank,  and

its  compliance  with  statutory  and  regulatory  require-

ments.  In Austria  auditors  had  to report  to the

Ministiy  of  Finance  and the central  bank  facts  in-

volving  jeopardy  to  the  banks'  operation  or  legal  and

regulatory  violations,  as well  as to report  on compli-

ance  with  various  provisions  of  the  country's  law.  In

Belgium  auditors  had  to report  to the Commission

on Banking  and  Finance  on banks'  regulatory  com-

pliance.  In Canada,  as part  of  the annual  inspection

of  a bank  by  the Office  of  the  Superintendent  of  Fi-

nancial  Institutions  (OSFI),  a meeting  was  lield  with

the  bank's  auditors:  the  OSFI  relied  on  the  auditors'

report  on annual  financial  statements  and also  re-

quired  them  to comment  on other  matters  with  a

potential  for  affecting  the  well-being  of  the  bank.  In

Denmark  the  Financial  Supervisory  Authority  (FSA)

could  order  the auditors  to provide  information

concerning  a bank's  affairs  or arrange  for  an extra-

ordinary  audit,  and  a bank's  auditors  liad  the

obligation  to ensure  that  t)ie  bank  informed  tlie  FSA

of  any  circumstances  vitally  affecting  continued  op-

eration  of  the bank.  In Germany  a bank's  auditors

had  extensive  reporting  obligations  regarding  lega)

and regulatory  compliance;  and  they  also  liad  to

report  to  the  relevant  supervisoiy  agency  any  circum-

stance  endangering  tlie  bank's  existence  or likely  to

impair  its future  performance.  In  Ireland  auditors  had

to report  to the  central  bank  circumstances  wit)i  tlie

potential  to affect  the  bank's  ability  to meet  its obli-

gations  to depositors,  any  breakdown  in its financial

systems  and  controls,  and  inaccuracies  in its returns

to the central  bank.  In Luxembourg  auditors  were

responsible  to the Luxembourg  Monetary  Institute

for  auditing  all  a bank's  activities,  including  any  in-

volvement  in money  laundering.  In tlie  Net)ierlands

the relations  between  auditors,  the  central  bank  and

a bank  were  fonnalized  in a tripartite  agreement,  and

t)ie  auditors  liad  a mandatoi'y  responsibility  to audit

every  year  one of  tlie  bank's  montlily  returns  to t)ie

central  bank.  In Singapore  auditors  were  required  to

comment  on tlie  adequacy  of  loan  provisions  with  a

material  effect  on financial  statements.  In Spain  banks

generally  requested  from  tlieir  auditors  special  re-

ports  (to  be made  available  also  to tlie  central  bank)

on such  matters  as auditors'  procedures  and  tlieir  tests

of  the bank's  inforination  systems.  In Switzerland,

in addition  to tlie  statutory  audit  of  its accounts,  a

bank  was  subject  to a wide-ranging  special  audit
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which  was  the  primary  source  of  information  on its

condition  for  the  Federal  Banking  Commission.  The

auditors  responsible  for  the special  audit  also  had

the task  of  bringing  legal  violations  and other  ir-

regularities  to top management's  attention  and of

verifying  that  appropriate  action  had  been  taken,  and

if  this  action  was  considered  inadequate,  the audi-

tors  had  to prepare  a report  for  the  Federal  Banking

Commission.  In  the  case  of  more  serious  legal  vio-

lations  or inegularities  identified  the auditors  had

tlie  obligation  of  informing  the Federal  Banking

Commission  immediately.  In the United  Kingdom

both  statutoiy  auditors  and  "reporting  accountants"

(appointed  by  a bank  with  the  approval  of  the  Bank

of  England)  had  an important  role  in bank  super-

vision:  at least  once  a year  a "trilateral  meeting"

was  convened  as a forum  for  discussion  (between

tlie  Bank  of  England,  tlie  bank,  and  its statutory

auditors  and  reporting  accountant)  of  significant

matters  arising  from  the  statutory  audit,  the

reporting  accountant's  reports  on the bank's

accounting  systems,  internal  controls  and  pru-

dential  returns,  and  the scope  of  the  reporting

accountant's  examinations  in the  next  round  of

reporting.

Anotlier  important  instrument  of  bank  super-

vision  consisted  of  banks'  periodic  returns  to the

central  bank  or regulatory  authority  (prepared  in

addition  to annual  accounts).  The  periodicity  of

such  returns  varied,  as did  the  extent  to which  and

tlie  form  in which  the information  contained  in

tliem  was  publicly  disclosed  (a matter  discussed

furt)ier  below).  In the  great  majority  of  the  econo-

mies  covered  by  the  Ernst  and  Young  survey  this

periodicity  was  at least  monthly  but  in  some  cases

greater.  In Saudi  Arabia,  for  example,  banks  sub-

mitted  bi-weekly,  n'ionthly,  quarterly  and  annual

returns  (the  last  in addition  to their  annual  ac-

counts).  Such  returns  frequently  (but  not  always)

were  an input  into  countries'  publisl'ied  official

banking  statistics.

Wliereas  the legal  aut)iority  to conduct  on-site

supervision  was  very  conmion,  reliance  on it as a

major  component  of  supervision  was  much  less fre-

quent.  Sucli  reliance  is a feature  of  supervision  in

the United  States,  one  of  the  countries  which  did  not

attribute  a legally  prescribed  role  )'iere to banks'  au-

ditors.22  Elsewliere  recourse  to on-site  supervision

was inore  intern'iittent,  such  examinations  taking

place  in Ireland,  for  example,  on average  about  once

every  tliree  years  and  in Italy  once  every  five  to six

years  (ECU  Institute,  1995,  pp. 203,  215).

C.  Disclosure  beyond  that  in  annua/

accounts

The  information  available  to banks'  lenders  and

investors  generally  includes  various  material  addi-

tional  to their  annual  accounts.  Stock  exclianges,  for

example,  often  require  such  information  from  banks

whose  securities  are listed.  Such  information  was

specified  as beingprescribed  in  a number  ofthe  coun-

tries  covered  by the Ernst  and Young  survey.21  As

already  mentioned,  returns  to the  regulatory  author-

ity  are an important  input  into  many  countries'

published  official  banking  statistics.  In  this  form  they

are typically  aggregated.  Thus,  while  such  statistics

are a source  of  infornnation  about  the health  of  an

economy's  banking  sector  (and  of  subsectors  within

the sector  as a whole)  as well  as about  indicators

such  as the  pace  and  character  of  credit  growth,  they

are generally  not available  in a form  designed  for

possible  inferences  about  the health  of  particular

banks.""  Even  in the United  States,  where  support

for  disclosure  and the market  discipline  exercised

by  lenders  and  investors  as a complement  to,  or  even

to some  extent  as a substitute  for,  bank  regulation  is

particularly  strong  in some  quarters,25  significant

limitations  in this  area  are still  a feature  of  the  regu-

latory  regime.  The  Ernst  and  Young  survey,  for

example,  noted  that  some  of  the  information  in quar-

terly  consolidated  Reports  of  Condition  and  Income

required  by  the country's  regulatory  agencies  ("call

reports"),  namely  that  on loans  on which  payments

are overdue  and  on  highly  leveraged  transactions,  is

not  available  to the  public.26  And  other  information

generated  by  bank  examinations  remains  confiden-

tial  (Mayer,  1998,  p. 426).

D. Provisioning  for  bad loans

During  the Asian  financial  crisis  the practices

of  banks  in the  countries  affected  regarding  the  rec-

ognition  of  and  provisioning  for  bad  loans  have  been

the focus  of  much  attention.  The  slowness  of  such

recognition  and  the resulting  shortcomings  as to

transparency  regarding  banks'  financial  strengtl'i  were

believed  to have  contributed  importantly  to uncer-

tainties  about  the scale  of  the problems  facing

banking  sectors  (as did other  factors  bearing  on

provisioning,  such  as ill-  defined  rules  on creditors'

rights  and  difficulties  regarding  tlie  valuation  of  col-

lateral).27

Practices  in tliis  area  are tlie  subject  of  a recent

consultative  paper  of  tlie  Basle  Connnittee  (BCBS,

1998c).  Wl'iile  tlie  coverage  oft)ie  reconnnendations
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in that  paper  is broad,  tlie  recommendations  still  leave

considerable  discretion  to national  authorities  as to

tlieir  detailed  application.  The  review  of  practices

actually  in force  in the  Price  Waterhouse  Stuyey  sug-

gests  that  considerable  discretion  was in practice

available  to banks  under  tlie  regimes  of  the 14 in-

dustrial  countries  covered  as of  March  1994.  The

extent  to which  these  regimes  have  been  successful

would  appear  to reflect  to a significant  extent  the

prevalence  of  good  banking  practice  rather  than  the

impact  of  precise  regulatory  rules.28

These  points  can  be illustrated  with  regard  to

the isSueS  of  the recognition  and  measurement  of

impaired  loans  and  the  adequacy  of  specific  and

general  allowances  for  credit  losses.29  The  recom-

mendation  of  the Basle  Committee's  paper  on the

recognition  and  measurement  of  impairment  is that

a bank  should  identify  and recognize  impairnnent

wlien  there  is a probability  that  it will  not  be able  to

collect,  or there  is no longer  reasonable  assurance

tliat  it will  collect,  all  the  amounts  due  according  to

the  contractual  terms  of  a loan  agreement.  Some  guid-

ance  on the application  of  this  recommendation  is

provided  as follows:  "One  factor  that  generally  indi-

cates  that  there  has been  a deterioration  in  the  credit

quality  of  a loan  is that  the  borrower  has defaulted  in

making  interest  or  principal  payments  wlien  due  on

the loan.  As  a starting  point,  loans  generally  sliould

be identified  as impaired  when  payments  are con-

tractually  a minimum  number  of  days  in arrears

reflecting  domestic  payment  practices  for  the type

of  loan  in  question  (e.g.  30-90  days)".'o  But  the  need

for  exceptions  to this  rule  is acknowledged  and,  as

the  paper  puts  it, "Inevitably,  bank  management  has

son'ie  discretion  in  determining  when  reasonable  as-

surance  of  collecting  the contractual  amounts  no

longer  exists"  (BCBS,  1998c,  para.  44),  but  tliis  dis-

cretion  should  be exercised  subject  to observance  of

sound  accounting  practices  and  adequate  disclosure.

The  paper  recommends  that  banks  measure  an im-

paired  loan  at its estimated  realistic  value,  in

particular  attributing  fair  value  to collateral  to the

extent  that  the loan  is collateral-dependent  (where

fair  value  involves  valuation  on a pnident  basis  by

internal  or external  qualified  professionals  and re-

view  by  management  of  the assumptions  as well  as

the conclusions  of  the  valuation).  "Credit  deteriora-

tion  in individually  identified  loans  should  be timely

recognized  to the greatest  extent  possible  through

t)ie  establishment  of  specific  allowances  or  through

charge-offs"  (ibid.,  para.  46).  "When  latent  losses

are known  to exist,  but  they  cannot  yet  be ascribed

to individual  loans,  general  allowances  should  be

established"  (ibid.,  para.  48).  Various  circumstances

are mentioned  as providing  guidance  concerning  tlie

establishment  of  general  provisions  such  as "past

experience  and  cun'ent  economic  and  other  relevant

conditions,  including  changes  in...  lending  policies,

nature  and  volume  of  the  portfolio,  volume  and  se-

verity  of  recently  identified  impaired  loans  and

concentrations  of  credit"  (ibid.,  para.  48),  and the

paper  refers  to various  methods  (including  some

based  on statistical  models)  in this  context.

In the majority  of  the countries  in the Price

Waterhouse  Surve)i  (11 out  of  14) a large  role  in estab-

lishingthe  criteria  to be met  before  the  establishment

of  specific  provisions  by  banks  was  accorded  to man-

agement's  discretion.  Only  in Canada,  Spain  and  the

United  States  were  official  rules  specified  as appli-

cable:  in Canada  specific  guidance  was  provided  by

the  OSFI;  in  Spain  rules  provided  by  the  central  bank

applied  to different  circumstances  and  categories  of

borrower;l'  and  in  the  United  States,  where  no regu-

latory  distinction  was made  between  specific  and

general  provisions,  banks  were  required  to establisli

a provision  for  loan  losses  in accordance  witli  stand-

ards  enunciated  by  the  country's  accounting  bodies.l2

However,  the distinction  between  the  two  groups  of

countries  in tliis  respect  should  not be too sliarply

drawn.  In  tlie  case  of  countries  not  subject  to official

rules  the survey  refers  nonetlieless  to accounting

standards  and  industry  practice  as well  as to a meas-

ure of  official  guidance:  for  the United  Kingdom,

for  example,  to a Statement  of  Recommended  Ac-

counting  Practice  (SORP)  of  t)ie Britisli  Bankers

Association;  for  France  to guidance  of  the Frencli

Banking  Commission;  for  Japan  to the need  for  ap-

proval  by  the Ministry  of  Finance  of  tlie  level  of

specific  provisions  set by  management;  for  Australia,

Belgium  and  Denmark  to industry  practice;  and for

Italy  to general  guidance  under  current  regulation.

Regarding  the  criteria  to be met  in the  establisliment

of  general  provisions,  official  rules  were  sliglitly

more  common:  the group  of  countries  wliere  sucli

rules  applied  also  included  Denmark  (w)iere  general

provisions  were  permissible  only  in very  restricted

cases),  tlie  Netlierlands  (wliere  an official  ceiling  for

such  provisions  was  in force)  and  Japan  (where  gen-

eral provisions  were  inandatoiy  but at a level  not

specified),  but  not  Spain  (wliere  maxiagement's  dis-

cretion  was  pennitted).

Managerial  discretion  also  applied  in tlie  ina-

jority  ofthe  countries  in the Price  Waterhouse  survey

regarding  tlie  levels  of  specific  loan  loss  provisions

and,  in most  respects  to tlie  extent  that  tlie  exposure

was  to domestic  counterparties,  the  levels  of  general

loan  loss  provisions,  and  regarding  tlie  valuation  of
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loan  collateral.  Only  in Japan  and  Spain  were  there

official  rules  concerning  the  level  of  specific  reserves:

in the  latter  these  took  the  form  of  detailed  statutory

rules  and  in the former  of  ceilings  approved  by the

Ministry  of  Finance  on levels  of  both  "tax-deductible"

and "non  tax-deductible"  provisioning.  But  once

again  the  survey  refers  also  in  this  context  to account-

ing  standards  (in  the  United  Kingdom  and  the  United

States),  to regulatory  guidance  (in  France  and  Italy)

and  to prevalent  industry  practice  (in  Australia,  Bel-

gium  and  Denmark).

In the  case  of  general  provisions,  official  rules

applied  more  frequently,  most  importantly  as a re-

sult  of  rules  about  provisioning  for  country-risk

exposure  and  about  hidden  reserves.  Thus  in  Canada

minimum  provisions  had  to be established  for  expo-

sure  to  countries  designated  by  the  OSFI;  in  Belgium

and  France  there  were  officially  prescribed  minimum

provisions  for  exposure  to country  risk;  in  Denmark

(as already  mentioned)  the general  provisions  per-

mitted  only  in very  restricted  cases  were  limited  to

an amount  reflecting  recent  loss  experience;  in Ger-

many  the  adequacy  of  general  provisions  had  to be

certified  by  a bank's  auditor  and  a ceiling  was  pre-

scribed  for  hidden  reserves;  in Japan  rules  applied

to the amount  of  the general  tax-deductible  provi-

sion,  and  other  loan-related  provisions  were  permitted

with  the  approval  of  the  Ministry  of  Finance;  in Lux-

embourg  the  rates  of  general  provisioning  were  set

by  the  tax  authorities,  dividends  could  be subject  to

limitation  for  banks  not  making  adequate  provision

for  exposure  to countiy  risk,  and  tliere  were  rules

regarding  the  levels  of  additional  hidden  reserves  on

certain  classes  of  assets;  in  the  Netherlands  the  central

bank  provided  guidance  on  the  reasonable  minimum

level  for  general  provisions,  on the  provision  to be

made  against  assets  covered  by niles  concerning

countiy  risk,  and  on  the  minimum  level  of  a general

(liidden)  contingency  reserve;  in Spain,  as for  spe-

cific  provisions,  detailed  statutory  niles  applied;  in

Switzerland  banks  had  to make  a general  provision

of  a certain  percentage  for  their  exposure  to coun-

tries  specified  by  the  Baiiking  Commission,  and  tliere

were  also  regulations  governing  the  disclosure  of  the

release  of  )iidden  reserves;  and  in the  United  States

special  allowances  )iad  to be made  for  country  risk

exposures  to which  the regulatoiy  classification  of

"value  impaired"  applied.  Even  in t)ie  United  King-

dom,  where  there  was  managerial  discretion  about

provisioning  for  countiy  risk,  this  discretion  was

exercised  witli  regard  to a "matrix"  established  by

the Bank  of  England  designed  to measure  the  extent

of  sucli  risk."

Regarding  the valuation  of  loan  collateral  the

survey  found  that  management  discretion  was  very

much  the  rule.  Only  for  Spain  and  the  United  States

were  there  references  to official  rules:  in the latter

fair  value  (which  is not  necessarily  defined  as mar-

ket  value)  was  to be used;  and in the former  there

were  rules  covering  the  procedures  for  valuing  build-

ings,  the  treatment  of  unquoted  shares,  the  valuation

of  securities  quoted  on exchanges  at market  prices,

and  the registration  of  values  by the Ministry  of

Economy.  But  here  again  the  survey  makes  frequent

references  to industry  practice  (for  the  United  King-

dom,  Belgium,  Denmark,  Italy  and  the  Netherlands),

to a major  role  for  consultations  with  the bank's

auditors  (forGermany)  andto  bank-specific  consulta-

tions  with  the  Ministry  of  Finance  (for  Japan).

E.  Some  more  recent  developments

Earlier  it was emphasized  that  since  the two

surveys  discussed  in  the  previous  section  referred  to

a period  four  to six  years  ago, in a number  of  re-

spects  the  situation  will  have  changed  regarding  both

regulation  and  disclosure.  Important  influences  here

will  have  been  the introduction  into  national  legal

regimes  of  provisions  reflecting  recent  EC  directives

(already  mentioned)  and  recon'imendations  of  the

Basle  Con'imittee.

One  area  of  particular  interest  in the  context  of

relations  between  transparency  and  recent  financial

innovation  is the  initiative  of  the  Basle  Committee

and  IOSCO  to encourage  financial  firms  to enhance

the  transparency  of  their  trading  and  derivatives  ac-

tivities.l4  At  the  time  of  the  Ernst  and  Young  survey

the disclosure  niles  in force  for  off-balance-sheet

positions  in countries'  financial  reporting  were  still

often  at an early  stage  of  development  and  limited  in

their  coverage  of  the  financial  instruments  involved.

In 15 of  the  23 economies  included  in the  survey,  for

example,  the  general  rule  was  that  trading  positions

involving  off-balance-sheet  instruments  should  be

recorded  at market  value,35  and in two  otJiers  (Bel-

gium  and  Germany)  tlie  rule  allowed  for  recording

at market  value  or  cost.  But  even  in countries  where

rules  for  valuation  and  disclosure  appearto  have  been

relatively  full-fledged,  it is difficult  to infer  from

descriptions  in the survey  how  successfully  these

rules  were  keeping  pace  wit)i  changes  in  transactional

practice  on  the  ground.  In some  othercountries  where

market  value  was  specified  as the  valuation  rule,  the

regime  for  off-balance-slieet  positions  was clearly

rudimentary:  in Belgium  tliere  were  no specific  rules,
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standards  or  guidelines  on the  accounting  treatment

of  instniments  such  as options,  futures  and  swaps;

in Hong  Kong  (China)  there  were  no accounting

pronouncements  other  than  with  regard  to foreign-

currency  forward  contracts,  although  positions  in

off-balance-sheet  financial  instruments  taken  as part

of  trading  activities  were  generally  accounted  for  on

a mark-to-market  basis;  and  in  Saudi  Arabia  no guid-

ance  was  available  as to the  accounting  treatment  of

forward  rate  agreements,  interest  rate  options,  caps

and  floors,  interest  rate  and  currency  swaps,  and  most

other  derivatives  since  they  were  not  yet  considered

to be material  for  Saudi  banks.  In  Austria  account-

ing  foroff-balance-sheet  instruments  hadnot  yet  been

subject  to legislative  regulation  (although  a forth-

coming  Banking  Act  was  expected  to provide  some

guidance),  and  as a result  practice  regarding  valua-

tion  varied  widely.

The  scope  ofthe  surveys  conducted  bythe  Basle

Committee  and  IOSCO  is limited  to the annual  re-

ports  of  67 banks  and  11 securities  firms,  selected  as

the largest  institutions  involved  in the derivatives

business  in 11 countries  (Belgium,  Canada,  France,

Germany,  Italy,  Japan,  the Netherlands,  Sweden,

Switzerland,  the United  Kingdom  and the United

States).  The  surveys  are thus  not  comparable  to the

Ernst  and  Young  survey.  But  they  do provide  an in-

dication  of  the scale  of  recent  improvements  in the

understanding,  disclosure  and  management  of  risks

associated  with  derivatives  activities  of  major  firms,

and  probably  by  extension,  an indication  ofthe  broad

direction  of  change  amongst  a wider  sample  of  insti-

tutions.  The  conclusion  of  the two  organizations  is

that"viewedoverthe  1993-1997period,theamount,

detail  and  clarity  of  trading  and  derivatives-related

disclosures  in  annual  reports  of  banks  and  securities

firms  have  improved  substantially"  (BCBS,  1998d,

para. 17).  This  statement  can be exemplified  with

respect  to various  topics  included  in  the  surveys:  the

proportion  of  firms  that  discussed  their  risk  expo-

sure in the context  of  their  overall  balance  sheets

increased  from  less than  one-half  in 1993  to 97 per

cent  in 1997;  there  were  substantial  rises  in the  pro-

portion  of  firms  which  described  their  management

of  the different  major  categories  of  risk  -  credit,

market,  liquidity,  and  operational  and  legal  -  althougli

the  proportions  were  still  substantially  higher  in 1997

for  the  first  two  categories  than  for  the second  two;

there  was  an increase  from  33 to 87 per  cent  in the

proportion  of  firnns  discussing  how  market  values

were  estimated;  and  by 1997,  99 per  cent  ofthe  firms

discussed  their  accounting  policies  for  derivatives.

Nonetheless,  the  two  organizations  also  opined  that

"Despite  these  improvements,  there  remain  signifi-

cant  disparities...  as regards  the  type  and  usefulness

oftheinformationdisclosed...  someinstitutionscon-

tinue  to disclose  little,  generally,  about  key  aspects

of  their  trading  and  derivatives  activities"  (BCBS,

1998d,  para.  18).

IV. Concluding  remarks

In  spite  ofthe  time  which  has elapsed  since  the

date  of  surveys  discussed  in  the  previous  section,  as

already  pointed  out,  they  still  bring  into  focus  many

ofthe  contrasts  between  evolving  concepts  about  best

practice  regarding  disclosure  and  banking  regulation

and  supervision,  onthe  one  hand,  and  actual  regimes

for  regulation  and  supervision,  on the  other.  More-

over,  they  show  how  conflicting  views  about  the

relative  values  of  disclosure  and  confidentiality  are

resolved  in the regimes  of  different  countries.  The

findings  of  the surveys  also  amply  exemplify  the

multiple  connections  between  successful  financial

supervision,  on the  one  hand,  and  standards  and  in-

dustry  practice  in the related  fields  of  financial

reporting,  accounting  and  auditing,  on  the  other.  But

on  the question  of  the extent  to which  disclosure  to

lenders  and  investors  leads  to levels  of  market

discipline  which  can  act  not  merely  as a useful  com-

plement  to  financial  supervision  but  also  as at least  a

partial  substitute  for  it the discussion  in this  paper

points  to likely  limitations  of  disclosure's  potential

in  this  regard.

The  position  here  would  appear  to depend  on

the extent  to which  a bank's  balance  sheet  consists

of  marketable  assets  and  liabilities,  and  on  the scope

and  quality  of  available  information  not  contained

in a bank's  published  financial  reports.  Regarding

entities  still  heavily  involved  in  traditional  commer-

cial  banking  (receiving  deposits  and  other  repayable

funds  from  the  public  and  granting  credits  for  their

own  account),  long-standing  limitations  are still

relevant  to consideration  of  what  disclosure  can

reasonably  be expected  to achieve.  Sucli  banks'  fi-

nancial  reports  will  continue  to contain  much  useful

information  for  market  participants  -  information

whose  value  can still  be enhanced  by  improvements

in accounting  standards  and clianges  in regulatory

rules  about  disclosure.  Moreover,  in such  cases ag-

gregated  statistics  (for  wliich,  as mentioned  earlier,

returns  to regulatory  authorities  are often  a major

source)  will  continue  to fumisli  additional  important

data  concerning  the  position  of  the  banking  sector  as

a whole.  But  the condition  of  individual  banks  will

remain  difficult  for  outsiders  to gauge  on the basis
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of  publicly  available  infornnation,  so that  reliance  on

disclosure  as a substitute  for  important  aspects  of

supervision  still  seems  at most  a somewhat  remote

prospect.  These  remarks  would  appear  to apply  to

the  great  majority  of  countries,  even  though  securiti-

zation  and  other  innovations  are making  significant

inroads  in  traditional  banking  in many  of  them.

In  the  case  of  entities  whose  balance  sheets  con-

sist  to  a much  greater  extent  of  marketable  items  the

discipline  that  can  be exercised  by  disclosure  is likely

to be more  important.  But  this  statement  is subject

to a caveat  for  lenders  and  investors  similar  to that

in the  remarks  of  William  McDonough  cited  above

(in  section  II).  The  marketable  items  in  banks'  bal-

ance  sheets  are susceptible  to rapid  change  with  the

consequence  that  the information  in publicly  dis-

closed  financial  reports  and  regulatory  returns  can

rapidly  become  out  of  date  (not  to mention  the  fact

that  such  information  can  also  be misleading36).  To

some  extent  financial  analysts  can  compensate  the

resulting  lacunae  in  their  knowledge  by  reference  to

continuously  available  data  on  the  value,  for  exam-

ple,  of  marketable  assets  on  banks'  balance  sheets.37

But  there  are presumably  still  significant  limits  to

the  inferences  whichcan  be  drawn  from  such  sources,

and  even  in industrial  countries  with  advanced  fi-

nancial  sectors  the  public  disclosure  of  financial

firms'  balance  sheets  on  a much  more  frequent  basis

(say,  weekly  or  even  daily)  than  at present  still  seems

distant  (though  one  needs  to avoid  dogmatism  about

any  question  of  the future  availability  of  informa-

tion  in  today's  world).  The  growth  in  the  importance

of  marketable  items  on  banks'  balance  sheets  can  be

expected  to continue  to  act  as a fillip  to a shift  in  the

emphasis  of  financial  supervision  towards  the  audit-

ing  of  firms'  internal  controls,  but  until  now  this  has

amounted  to a change  in  the  qualitative  character  of

such  supervision  (discussed  above  in  sectionII)  rather

than  a move  in  the  direction  of  its replacement.

Notes

See especially  the  reports  of  the  Working  Groups  of  the

Group  of  22 on the Internationa}  Financial  Architecture,

in particular  that  on transparency  and  accountability

(inimeo),  October  1998.  In the  latter  report  transparency

is defined  as "a  process  by which  information  about

existing  conditions,  decisions  and  actions  is inade

accessible,  visible  and  understandable".  This  paper  is

concerned  with  this  process  as it affects  banking

supervision  and  soine  aspects  of  the  closely  related  issue

of  the  inarket  discipline  on financial  finns  which  can  be

exercised  by  lenders  and  investors.

2 Lackofinfomiationabouttheinaturitystructureofcentral

banks'  forward  exchange  coinmitments  at the  time  of  the

outbreak  of  the  Asian  crisis  has been  inuch  coininented

on in this  context.  Infonnation  was  also  spotty  concerning

the  exposure  of  banks  in certain  Asian  and  Latin  Ainerican

countries  to those  affected  by  the  crisis  in Asia  and  to the

Russian  Federation.  Moreover,  early  estiinates  of  the

external  liabilities  of  the  Republic  of  Korea  in late 1997

(when  it was  being  enveloped  by  the  Asian  crisis)  were

too  low  by  about  25 per  cent  ($4  I billion  out  of  a total  of

$157  billion)  owing  to the  omission  of  those  of  foreign

branchesofthecounhy'sfinancialfimis(JPMorgan,  1998,

pp. 11-12).  Conceming  the  substantial  overseas  network

of  banking  entities  froi'n  the Republic  of  Korea  which

would  have  been  responsible  for  this  borrowing,  see

Comford  and  Brandon  (1999).

3 Various  possible  levels  of  inarket  efficiency  in relation  to

information  are identified  by financial  economists.  The

highest  level  (so-called  strong-form  efficiency)  is that

where  prices  in these  i'narkets  reflect  all  the  infonnation

that  can be acquired  by  analysis  of  both  finns  and  the

econoiny.  }f  this  level  applied,  the  inarkets  would  be like

an ideal  auction  house  characterized  by  fair  prices  and  the

iinpossibility  of  i'naking  consistently  superior  forecasts.  A

second,  lower  level  of  efficiency  (seini-strong-forin

efficiency)  is that  where  prices  reflect  all published

infonnation,  and  a third  (weak-fon'n  efficiency)  that  where

they  reflect  all information  contained  in past  prices  (see,

for  example,  Cainpbell  et al., 1997,  pp. 20-25).  Dis-

tinctions  based  on these  levels  typically  characterize

financial  economists'  einpirical  investigations  of  inarket

efficiency.  In less  narrowly  focused  contexts,  other  broader

definitions  of  inarket  efficiency  are deployed  explicitly

and  iinplicitly,  and  are  equally  (or  even  iriore)  iinportant

in policy  discussion  of  the  subject.  Particularly  pertinent

here  is what  Jaines  Tobin  has denoted  as "functional

efficiency",  a concept  referring  to the  broader  econoinic

function  of  the  sector  supplying  financiai  services,  for

exainple  the  pooling  ofrisks,  the  facilitation  oftransactions

and  payinents,  and  the  inobilization  of  saving  for

investinent  as well  as their  efficient  allocation  (Tobin,

1984).  These  other  definitions  of  market  efficiency  are

not  so directly  linked  to infomiation  flows  as those  of

financial  econoinists,  but  such  flows  are  still  iinportantly

linked  to most  aspects  of  its  achieveirient.

4  The  distinction  drawn  between  regulation  and  supervision

in the  literature  is not  coinpletely  precise,  but  generaHy

regulation  refers  to the  establishinent  of  legally  enforce-

able  niles  and  of  those  enunciated  by self-regulatory

organizations  or "clubs"  such  as bankers'  associations,

while  supervision  refers  to  iinplementing,  and  inonitoring

coinpliance  with,  these  ruies  as well  as to tasks  associated

with  the  more  general  oversight  of  financial  firms'

behaviour.  See, for  example,  the  discussion  (where  a

distinction  is drawn  between  inonitoring  and  supervision)

in Goodhart  (1998,  p. xviii).

5 Theimprovedprivate-sectortransparencyforwhichcalls

are being  made  in current  discussion  of  international

financial  reform  is intended  to include  not  only  the

reporting  of  financial  finns  but  also  that  of  non-financial

entities.  Many  of  the  recominendations  under  this  heading

(such  as those  relating  to accounting  standards  and  other

disclosures  required  for  shares  listed  on stock  exchanges)

refer  to both.  Financial  reporting  by several  economic

sectors  is characterized  by  specificities  absent  elsewhere,

but  such  specificities  are  especially  iinportant  for  the

financial  sector  and  linked  in inany  ways  integrally  to its

regulation  and  supervision,  whose  character  retlects  its

cenh'al  role  in economies'  functioning  and  stability.  The
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discussion  here  is liinited  to the  transparency  issues

involving  financial  firms.

6 EvenintheUnitedStates,whosebankingsectorisrequired

to i'neet  relatively  high  standards  of  disclosure  and  where

there  are growing  arguments  for  increased  reliance  on

disclosure  in vetting  and  discip)ining  banks,  historically

"the  objective  of  the  bank  regulatory  agencies  has  been  to

preserve  the  soundness  of  individual  institutions  and  the

integrity  of  the  banking  system  as a whole.  This  objective

influenced  their  approach  in requiring  compliance  with

disclosure  requirements.  Generally,  the  agencies  preferred

to aliow  institutions  time  to resolve  financial  difficuities.

This  approach  clearly  is antitheticai  to the  theory  of  a

iriarketplace  governed  by the  intense  glare  of  fuli

disclosure"  (D'Arista,  1994,  p. 340).

7 The  character  of  such  inisgivings  can  be  illustrated  by  the

foliowing  quotation  froin  a recent  book  about  credit  risk

conceming  the  iikely  consequences  of  the  development

of  a inore  efficient  market  for  such  risk:  "But  once  a large,

iiquid  market  for  credit  has  been  established,  it  wiil  become

possible  to  inark  ioans  to  market  on  a direct  basis.  As  record

keeping  improves,  professionals  will  be able  to tap far

inore  reliable  data  about  what  happened  in the  past.  Better

infonnation  wili  lead  to better  decision  making.  But  this

new-found  freedoin  to  trade  credit  risk  wNl  probably  lead

to greater  market  volatility:  }n a world  full  of  portfolio

inanagers  chanting  the  mantra  of  total  retuni,  the  buy  or

sell  actions  started  by  a few  could  well  tum  into  stainpede"

(Caouette  et al., l 998,  p. 409).

8 As one  writer  with  first-hand  experience  of  bank  risk

manageinent  describes  the  situation:  "For  inost  banks  with

significant  trading  operations  the  coinposition  of  their

global  portfolios  does  rei'nain  broadly  siiniiar  over  the

period  of  one  day  and  quite  possibly  longer.  At  the  local

business  unit  level  the  composition  of  the  iocal  portfolio

often  changes  during  the  day  and  can look  significamly

different  froin  one  day  to the  next"  (Best,  1998,  p. 18).

9 Financial  inforination  is inaterial  if  its omission  or

inisstateinent  could  change  or  influence  the  assessinent  or

decision  of  a user  reiying  on it.

iO  The  Committee  decided  to focus  its report  on financial

finns  denoted  as "highly  leveraged  institutions",  or  HLIs,

with  the  three  generic  characteristics  of  being  subject  to

very  little  or  no direct  regulatory  oversight,  of  having  to

ineet  very  limited  disclosure  requireinents,  and  of  taking

on significant  leverage.  Hedge  funds  -  which  are  private

inveshnent  pools  typically  following  aggressive  strategies

based  on high  ievels  of  leverage  and  reinuneration  of

inanagers  in the  forin  primarily  of  a percentage  of

investinent  profits  -  are  obviously  a inajor  subset  of  HLIs

(BCBS,  1999,  section  1. i ).

II  The  phrase  is due  to Kaufinan  (1986).

12  For  an up-to-date  survey  of  the  state  of  the  art see Best

(1998).

13  )n soine  of  the  econoinies  there  inay  also  be divergence

between  the  enunciated  standards  of  the  regiine  for  account-

ing  and  financial  reporting  and  the  actual  practice  of  sev-

eral  financial  finns,  a subject  not  covered  by  the  surveys.

14  A nuinber  of  the  findings  of  the  surveys  are  summarized

in the  annex  table.

15  0neexei'nptionapplyinginanuinberofcasesisfornewly

fonned  coinpanies.

16  UndertheEuropeanCoininunity'sBankAccountsDirective

of  1986  (86/635/EEC),  which  includes  a requireinent  for

consolidated  accounts,  deferment  of  its implementation

was  pennitted  only  until  the  financial  year  1993.

17  The  exceptions  were  Hong  Kong  (China)  and  South  Africa.

18  The  contents  of  accounts  refer  to the  itei'ns  and  subjects

which  they  cover,  whereas  standams  or  policies  refer  to

the  ways  in which  these  are treated,  for  exainple  the

principles  goveming  the  nuinerical  ineasures  of  accounting

items  where  different  altematives  can be envisaged.

19  lnltalybankspreparedtheiraccountsinaccordancewith

the  Civil  Code,  which  applied  to  all  coiripanies.  However,

while  "the  Civil  Code  prescribes  the  ininiinum  9headings

which  inust  be included  in a balance  sheet...  there  is a

degree  of  flexibility  and  banks  have  expanded  and  adapted

the  layout  to suit  their  circuinstances"  (Emst  and  Young,

i993,  p. 267).  While  the  fuii  impiications  of  this  statement

are not  coinpletely  clear,  the  possibility  of  a certain

flexibility  regarding  specific  exemptions  is suggested.

20  The  inost  recent  edition  of  Graham  and  Dodd  < Securihi

Analysis  (the  evergreen  bible  of  security  analysis  based

on  fundainentals)  states  that  ai'nongst  recent  iinproveinents

in disclosure  in the  United  States  "seginent  reporting  has

proved  to be the  inost  valuabie"  (Cottle  et al., 1988,

p. i oi).

21 Australia,  Austria,  Bahrain,  Belgiuiri,  Canada,  Denmark,

Gennany,  Hong  Kong  (China),  }reland,  Luxeinbourg,  the

Netherlands,  Singapore,  South  Africa,  Spain,  Switzerland

and  the  United  Kingdom.

22  It was  a recoininended  part  of  United  States  practice

regarding  financia)  reporting  that  a bank's  auditor  shouid

consider  attending,  as an observer  and  with  the  approval

of  the  bank,  the  exit  conference  of  the  supervisors  and  the

bank's  board  of  directors  or  its  executive  officers  (or  both).

It was  also  recoiniriended  that  if  the  supervisors  requested

pennission  to attend  the  ineeting  between  the  auditor  and

the  bank's  top  inanageinent  to  review  the  audit  report  (and

if  inanageinent  concurred),  the  auditor  should  generally

be  responsive  to such  a request.

23  Australia,  Austria,  Canada,  Deninark,  France,  Ireland,

}taly,  South  Africa,  the  United  Kingdoin  and  the  United

States.  (The  absence  of  a reference  to  such  infonnation  in

the Emst  and Young  survey  does  not  necessarily  inean

that  it was  not  also  required  in other  countries'  stock-

exchange  regulations.)

24  The  saine  confidentiality  often  applies  to the  reports  on

inany  subjects  (discussed  above)  by  extemal  auditors  to

regulatory  authorities.  Many  of  the  inatters  covered  in

infonriation  exchange  between  auditors  and  the  OSFI  in

Canada,  for  exainple,  are  the  subject  of  protocois  (Emst

and  Young,  1993,  p. 119).

25  See Mayer  (1998,  pp. 425-428).  The  extent  to which

disclosure  and inarket  discipline  can play  such  roles  is

discussed  further  in the  conciuding  part  of  this  paper.

26  Loan  infonnation  in coluinn  A of  schedule  RC-N,  "Past

due  30 through  89 days  and  still  accruing",  and that  in

coluinn  A of  schedule  RC-T,  "Highly  leveraged  trans-

actions",  were  exceptions  to the  public  availability  of  call

reports  (Ernst  and  Young,  1993,  p. 550).  (The  author  does

not  know  whether  there  has subsequently  been  a relaxation

of  this  rule.)

27  At  a conceptual  level  the connection  between  loan-loss

provisions  and financial  reporting  can be illustrated  by

the following  quotation:  =lf  loans  are inisclassified  or

subject  to loose  classification,  loan  loss  reserves  will  be

inadequate  and  capital  ratios  will  be overstated.  Loan  loss

reserves  are accuinulated  through  provisions,  which  are

deducted  from  incoine.  If  provisions  are  understated,  banks

can  report  higher  profits  than  they  have  actually  earned.

Hence,  retained  eamings,  an itein  in the  capital  account,

will  be overstated"  (Goodhart  et al., 1998,  p. 106).

28  Theregiinesforrecognitionof1oanlossesandprovisioning

in industrial  countries  have  often  been  wanting  (and  have
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soinetiines  been  subject  to reiaxations  in their  stringency)

during  financial  crises  in industrial  countries.  For

exainples,  see the  case  studies  in Sheng  (1996).

Specific  allowances  (or  provisions)  cover  likely  losses

identified  on individual  loans  (or  pools  of  hoinogeneous

loans),  whiie  general  allowances  (or  provisions)  cover

likely  iosses  on loans  which  have  not  as yet  been

specifically  identified.

See  BCBS  (1 998c,  para.  43).  Here  practices  in early  i998

of  selected  Asian  countries  regarding  the  definition  of  non-

perforining  loans  (not  necessarily  identica1  to the

recognition  of  loans'  impairment)  are  of  some  interest.  In

Maiaysia  the  definition  referred  to loans  three  months

overdue,  and  in the  Republic  of  Korea  to loans  six  inonths

overdue  (though  here  the  definition  was  to  change  to three

months  overdue).  In Thailand  a definition  of  three  months

overdue  was  to  become  effective  in  2000,  and  in Indonesia

the  sairie  definition  was  to becoine  effective  in 2001

(JP Morgan,  1998a,  pp. 8-9).

There  is a detailed  account  of  the  Bank  of  Spain's  rules  on

loan  loss  provisions  in  Annextof  Price  Waterhouse(  1994).

The  auditing  procedure  study  of  the  American  }nstitute  of

Certified  Public Accountants, Auditing  the Allowance  for
Credit Losses of  Banks, is described in Annex I} of Price
Waterhouse  (1994).

}n Japan  an official  ceiling  of  30 per  cent  for  the  level  of

provisioning  for  exposure  to country  risk  had  been

reinoved  at the  date  of  the  Price  Waterhouse  Survey,  but

inost  banks  still  observed  that  level  (though  some  had

inoved  to  a higher  one).  In Italy  the  Association  of  Italian

Banks  had issued  a circular  with  a list  of  countries  for

which  banks  were  to inake  provisions  of  at least  30 per

cent  against  their  exposure.

This  initiative  has resulted  in a series  of  four  surveys  since

1995  of  disclosures  relating  to  the  trading  and  derivatives

activities  of  inteniationally  active  banks  and securities

finris.  The  inost  recent  of  these  surveys  refers  to 1997

(BCBS,  1998d).

Australia,  Canada,  Denmark,  France,  Hong  Kong  (China),

Ireland,  Italy,  Luxeinbourg,  the  Netherlands,  Saudi  Arabia,

Singapore,  South  Africa,  Spain,  the  United  Kingdotn  and

the  United  States.

An  interesting  and  pertinent  example  of  the  shortcotnings

of  publicly  disclosed  data  for  the  United  States  inoney-

centre  banks  is furnished  by  recent  research  by  an analyst

at Brown  Brothers  Haniinan  into  the  divergence  between

their  cross-border  exposure  as disclosed  in reports  to the

Securities  and  Exchange  Coininission  (SEC),  on the  one

hand,  and  to the  Federal  Financial  Institutions  Exainination

Council  (FFIEC),  on the  other.  Only  a little  over  50 per

cent  of  the  cross-border  exposure  reported  to the  FFIEC

as of  the  second  quarter  of  1998  was  included  in reports

to shareholders  available  at about  the saine  tiine.  The

banksa  point  of  view  concerning  such  disclosures,  as

reported  by Em'omoney,  is instructive  and  worth  quoting

at length:  "The  banks  coinplain  that  reporting  exposures

is not  an easy  task.  Each  of  the  reporting  agencies  plays  to

a different  audience:  the FFIEC  is priinarily  concerned

with  the  safety  and  soundness  of  the  banking  systein  as a

whole,  the  SEC  inore  with  the  eamings  powerofthe  banks.

Tax  issues,  as ever,  influence  the  style  and  inanner  in which

the  figures  are  reported  and,  as a finance  officer  at one  of

the  inoney-centre  banks  contends:  a It's  not  just  in einerging

markets  that  there  is a problem.  Just  defining  the  exposures

to coininercial  rcal-estate  loans  is bad  enough.'  The  SEC

only  requires  banks  to report  exposures  once  they  reach

0. 75%  of  a bankas  total  assets  for  a particular  country,  and

only  as it stands  on the  day  of  reporting"  (Currie,  1998).

37  Mayeril1ustratestheprocessesinvo1vedasfol1ows:"Large

coinmercial  loans  are  already  participated  out  to a nuinber

of  banks,  and  these  participations  trade  just  like  bonds...

at both  banks  and  investment  houses.  They  can  be priced,

and are, not  only  by  traders  but  also  on the  screens  of

Blooinberg  Financial  Services"  (Mayer,  1998,  p. 426).
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Annex  table

FEATURES  OF  FINANCIAL  REPORTING  AND  SUPERVISION  FOR  BANKS  IN  SELECTED  ECONOMIES,  1992a  AND  1994"

r

:i
C)'a
o

CTQ

I. Consolidated  accounts  required  No  Yes  No  Yes  Yes  Yes  Yes  Yes  Yes  Yes  Yes  Yes  No  Yes  No  Yes  Yes"  Yes  Yes  Yes  Yes Yes  Yes  I,

II.  Accounting  standards  fixed  by law  No  Yes  No  No  Yes  Yes  Yes  Yes  No  No  Yes  Yes  No  Yes  Yes  Yes  No  No  Yes  Yes  No  No  Yes  II.

Ill.  Exeinptions  from  disclosure  obligations  for  banks  Yes  Yes  .. Yes  No  No  No  No  Yes  Yes  Yes'  No  No  No  No  No  Yes  Yes  No  No  No  No  No  III.

IV.  Direct  coi'ni'nunication  between  auditors  and
supervisors  in prescribed  circuinstances  Yes  Yes  Yes  Yes  Yes  Yes  No  Yes  Yes  Yes  No  No  Yes  Yes  No  No  Yes  Yes  Yes  Yes  No  Yes  No  IV.

V.  Seginentalreportingrequired  Yes  No  .. Yes  Yes  Yes  No  Nod No  Yes  No  Yes  Yes  Yes  No  Yes  Yes  No  No  No  Yes  Yes  V.

vi.  Criteriaforestab1ishmentofspecific1oan1ossprovisions  MD  .. .. MD  OR  MD  uo'  MD  .. .. MD'  tvro"tvto  MD  .. .. .. .. OR  MD  MD  OR"  Vl.

VI.  Criteriaforestab1istunentofgenaa1ioan1ossprovisions  MD  .. .. MD  OR  OR  MD  MD  .. .. MD  OR  MD  OR  .. .. .. .. MD  MD  .. MD  OR"  Vll.

Vllli  Levels  of  specific  loan loss provisions  MD  .. .. MD  MD  MD  MD'  MD  .. .. MD  OR  MD  MD  .. .. .. .. OR  MD  .. MD  MDh Wll.

IX.  Levels  of  general  loan loss provisions  MD  .. .. OR'  OR'  OR  OR'  ORk .. .. MD  OR'  ORk' OR'  .. .. .. .. OR'  ORjk..  MD  OR'  IX.

X.  Valuationofcollatera)  MD  .. .. MD  MD  MD  MD  MD  .. .. MD  MD"MD  MD  .. .. .. .. OR  MD  .. MD  OR  X.

Source: I, II, III, IV and V: Ernst & Young, international  BankAccounting,  3rd edition (London: Euromoney Publications, 1993); VT, VII,  VIII,  IX and X: Price Waterhouse Survev ofEankProvisioning,
reproduced as appendix A of  V. A. Beattie, P.D. Casson, R.S. Dale, c.w.  McKenzie,  C.M.S. Sutcliffe  and M.J. Tumer, Banks and BadDebts.' AccoxmtingforLoan  Losses in International  Banking
(Chichester:  John  Wiley,  1995).

Note:  MD:  ManagemenCsdiscretion;  OR: Officialniles;  .. Notavailable.
a See explanations  in text.  h  Without  distinction  between  specific  and general  loan  loss provisions.
b Subject  to exeinptions  for  non-banking  subsidiaries.  i  Subject  to official  guidance  as to minimum  levels  for  different  categories  of  loan.
c Reflecting  flexibility  regarding  presentation  of  accounts.  j  For  country  risk.
d  Some  breakdown  of  assets and liabilities  required.  k  Including  rules  for  hidden  reserves.
e Subject  to some  guidelines  of  the French  Banking  Coininission.  /  Including  rules  set by tax authorities.

/  Subject to general regulatory guidance. m In consultation with Minishy  of Finance.
g  Subject  to approval  of  Ministry  of  Finance.
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William  Milberg*

Abstract

Inward  foreign  direct  investment (IFDI)  is now viewed in many policy  cirdes  as an
unambiguously  positive  contributor  to economic  development,  providing  a non-volatile  source

of  capital  that requires neither  a fixed  interest payment nor repayment of  principal  at a specified
date. Moreover, IFDI  is said to bring technologicalspillovers  that raise efficiency  and provide
export market access, thus having a net positive  impact on the balance of  payments. This paper
provides a critical  survey of  the debate over the net benefits of  IFDI  as a tool for  economic
development. According  to recent empirical  studies, there are few cases of  successful IFDI-led
development.  IFDI  has  usually  lagged  economic  development.  Relative  to the  domestic  investment

needs of  most developing  countries, the pool  of  available  foreign  direct  investment is relativel,v
small. The suppression of  labour  and environmental  standards as a means to attract  foreign
capital  is often ineffective. To capture the potential  positive  technological  spillovers  from IFDI
requires the attainment  of  a certain  level of  absorptive  capacity, reflected in infrastructure  and
human capital. A focus on the expansion of  domestic absorptive  capacity  will  spur domestic
investment demand which, when sustained over time, is a more reliable  determinant  of  successful
growth,  development,  and  even  international  competitiveness.

'  The  author  is grateful  to Yilinaz  Akyaz,  Gerry  Helleiner  and Richard  Kozul-Wright  for  coininents  on a previous  draft,  to Jan
Kregel  for  general  discussion  of  the topic  and  to Mahindra  Maharaj  and Dongyi  Liu  for  excellent  research  assistance.
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I.  Introduction

Amidst  a financial  crisis  that  began  in  East  Asia

in July  1997  and  moved  to the Russian  Federation

and  then  Brazil,  there  is now  considerable  doubt,  even

among  heads  ofthe  Bretton  Woods  institutions,  about

the net  benefits  of  financial  liberalization  for  de-

veloping  countries.'  Some  of  the most  respected

economists  are  proposing  the  use  of  capital  controls

to limit  the  destabilizing  effects  of  volatile  interna-

tional  financial  flows  (Bhagwati,  1998;  Krugman,

1998).  In the current  environment  one can expect

that  foreign  direct  investment  will  increasingly  be

perceived  as the  main  remaining  channel  for  a stabi-

lizing  flow  of  capital  from  developed  to developing

countries.

Even  before  the onset  of  the global  financial

crisis,  the  pendulum  of  economic  opinion  had  swung

to the  side  of  broad  support  for  developing  country

liberalization  of  inward  foreign  direct  investment

(IFDI).2  Sir  Leon  Brittan,  Vice-President  of  the

European  Commission,  sees  the  liberalization  of  for-

eign  direct  investment  as "the  next  great  boost  to the

world  economy...  that  could  unleash  enormous  new

opportunities  for  growth  and  prosperity  in  develop-

ing  and  developed  countries  alike"  (Brittan,  1995,

p. l).  IFDI  is now  viewed  in  many  policy  circles  as

making  an unambiguously  positive  contribution  to

economic  development,  providing  a non-volatile

source  of  capital  that  requires  neither  a fixed  inter-

est payment  nor  a repayment  of  principal  at a

specified  date.  Moreover,  it  is said  to  bring  "techno-

logical  spillovers"  that  increase  efficiency  and

provide  export  market  access,  thus  having  a net  posi-

tive  impact  on  the  balance  of  payments,  equivalent

to the  expansion  of  trade  itself.  Julius  (1990,  p. 97),

for  example,  writes  that:  "As  with  trade,  increased

international  flows  of  FDI  should  be encouraged

because  they  bring  both  global  and  national  benefits.

They  stimulate  growth  through  more  efficient  pro-

duction  and  they  lower  prices  through  greater

competition".  And  according  to  a recent  OECD  study,

"Like  trade,  foreign  direct  investment  acts  as a pow-

erful  spur  to competition  and  innovation,  encouraging

domestic  firnis  to reduce  costs  and  enhance  their

competitiveness"  (OECD,  1998,  p. 47).  Finally,  since

foreign  direct  investment  (FDI),  especially  in the

manufacturing  sector,  is often  motivated  by  fimis'

desire  to have  an internationally  integrated  and  flex-

ible  production  process,  it is believedthat  developing

countries  tliat  fail  to attract  foreign  firms  risk  being

shut  out  of  these  growing  firm-level,  intemationally

integrated,  flexible  production  "networks",  i.e. be-

ing  left  out  of  the entire  process  of  globalization  of

production,  including  international  trade.  That  is,

there  is a growing  perception  of  IFDI  (along  with

exports)  as the  key  to the  door  of  economic  develop-

ment.  In  sum,  the  main  features  of  this  view  are that

IFDI:

promotes  economic  growth  and  development;

raises  employment  and  wages;

generates  technological  spillovers  that  raise
productivity;

provides  export  market  access;

leads  to improvement  in the  balance  of  pay-

ments.

The  major  remaining  question,  it  seems,  is how

countries  should  best  go about  attracting  IFDI.  While

negotiations  over  a multilateral  investment  liberali-

zation  are temporarily  stalled,  between  1991 and

1997,  over  75 countries  unilaterally  alteredtheirregu-

lation  of  IFDI  almost  always  (in  94  per  cent  of  cases)

in  the  direction  of  more  liberal  treatment  of  foreign

investment.  As  of  1997,  there  were  over  1,500  bilat-

eral  investment  treaties  in place  (UNCTAD,  1998,

p. 57).

While  the  recent  period  has  provided  a healthy

responsetothedependencyrhetoricofthe  1960sand

1970s,  the  analytical  pendulum  has perhaps  swung

too  far  in  the  other  direction,  with  organizations  such

as the  OECD  extolling  the  virtues  of  capital  account

liberalization  without  fairly  assessing  its  costs."  This

paper  is an attempt  to redress  that  imbalance  and

provide  a critical  survey  of  the  debate  on  the  net  ben-

efits  IFDI  as a tool  for  economic  development.  It

argues  that  for  most  countries  IFDI  should  not  fig-

ure  as a central  component  of  any  development

strategy.  Historically,  there  are  very  few  cases  ofsuc-

cessful  industrialization  in which  IFDI  has been  a

major  driving  force.  There  is a potentially  large  so-

cial  cost  to the  competitive  struggle  to attract  IFDI,

and  there  is very  mixed  evidence  on the degree  to

which  the  incentives  offered  as part  of  this  competi-

tion  succeed  in attracting  foreign  firms.  Thus  while

policies  on IFDI  should  not  be ignored,  the  policies

most  effective  in "attracting"  IFDI  are not  those  re-

lating  directly  to the foreign  sector  but  those  that

promote  domestic  economic  growth  through  invest-

ment,  infrastructure  and  human  capital  development

-  to raise  absorptive  capacity  -  and  domestic  compe-

tition.  Finally,  the  IFDI-based  development  strategy

suffers  from  a fallacy  of  composition:  if  all  coun-

tries  successfully  pursue  the  strategy  simultaneously,

global  excess  capacity  is likely  to develop  that  will

only  worsen  developing  countries'  terms  of  trade.
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More  specifically,  tliis  paper  sliows  that:  (i)  tlie

liypotliesized  positive  "technological  spillover"  ef-

fects  of  IFDI  have  been  difficult  to verify  empirically;

(ii)  IFDI  represents  an insignificant  share  of  gross  capi-

tal forination  in most  developing  countries;  (iii)  much

developing  countiy  IFDI  represents  the acquisition

of  existing  assets  as opposed  to the  creation  of  new

ones;  (iv)  IFDI  lias  tended  to lag  behind  GNP  growtli

in most  developing  countries,  not  to lead  the growth

process;  (v)  the  competitive  struggle  among  national

govei-nments  (and  sometimes  regional  governments

within  countries)  to attract  IFDI  has in general  not

succeeded  in attracting  FDI  but  may  liave  reduced

social  standards,  including  the repression  of  labour

compensation,  a reduction  of  labour  and environ-

mental  standards,  and  a diminished  ability  of  the  State

to tax corporate  profits  and regulate  capital  gener-

ally;  (vi)  witli  the  development  of  financial  markets

and  their  liberalization  in developing  countries,  IFDI

can easily  be liedged,  whic]i  makes  it more  similar

to portfolio  capital  flows  tlian  ever  before  and  thus

gives  it a potential  for  instability  similar  to tliat  of

those  flows;  (vii)  IFDI  lias contributed  to growing

wage  inequality  in  some  developing  countries,  more

tlian  offsetting  equalizing  Stolper-Samuelson  effects;

and  (viii)  IFDI  has an ambiguous  effect  on the  l'iost

country  balance  of  payments,  since  tlie  increasing

vertical  disintegration  of  production  }ias meant  more

imports  for  each  dollar  of  exports  at tlie  same  time

as outflows  of  profits,  interest,  dividends,  royalties

and  managen'ient  fees  liave  been  rising.

Tliis  paper  contains  seven  sections.  Section  IJ

provides  an overview  of  trends  in developing  country

FDI.  Section  III  describes  tlie  clianging  relationship

between  trade  and  FDI  as a result  of  the growtli  of

finn-based  international  integration  of  production.

Section  IV  addresses  tl'ie issues  of  capital  forination,

IFDI's  links  to finance,  and tecluiology  spillovers.

Section  V briefly  assesses  the  effect  of  IFDI  on liost

country  balance  of  payments,  and  section  Vl  consid-

ers tlie  nexus  between  growtli  and  IFDI.  Section  Vll

concludes  wit}i  a general  discussion  of  policy.

II.  Trends  in foreign  direct  investment"

Economic  "globalization"  inay  be defined  as

increase  in inten'iational  capital  mobility,  tlie  two

dimensions  of  globalization  being  tlie  globalization

ofproduction  and of  finance.'  FDI  tlows  and  inter-

national  trade  are tlie  central  cliannels  for  the

globalization  ofproduction,  altlioug)i,  as we  s)iall  see

below,  trade  and  FDI  liave  a different  relation  to each

other  today  t}ian  tliey  did  25 years  ago. FDI  is in-

creasingly  difficult  to distinguish  from  financial

flows.  Over  the past  25 years,  FDI  has grown  on a

global  scale  at a more  rapid  rate  tlian  trade,  and  botli

of  tliese  have  grown  considerably  faster  tlian  world

output  (Kozul-Wriglit  and Rowthoni,  1998).  Eco-

nomic  tlieory  predicts  tliat,  in tlie  absence  of  market

distortions,  capital  will  flow  from  wliere  its return

on investment  is lowest  (i.e.  wliere  capital  is most

abundant)  to where  its retuni  is liigliest  (i.e.  wliere  it

is most  scarce),  increasing  world  output  and  the  glo-

bal  efficiency  of  resource  use. Contrary  to tliis

prediction,  FDI  has been  increasingly  concentrated

among  developed  countries  (Brainard,  1993).  At  tlie

same  time,  the heiglitened  international  mobility  of

capital,  resulting  from  declining  costs  of  conununi-

cation  and  transportation  and  the development  and

liberalization  of  financial  markets,  lias also meant

that  tlie  international  division  of  labour  depends  less

on comparative  advantage  and  more  on finn  deci-

sions  about  tlie  location  of  production.  Location

decisions  of  finns  may  deviate  from  tliose  predicted

by  comparative  advantage  for  a number  of  reasons.

Finns  may  put  national  cliaracteristics  aliead  of  rela-

tive  cost  considerations."  Also,  to tlie  extent  tliat

lieigl'itened  capital  mobility  lias  coincided  witli  grow-

ing  global  excess  capacity,  trade  liberalization  may

not  bring  the price  adjustment  necessary  to convert

a relative  productivity  advantage  to an advantage  in

terins  of  absolute  money  costs.  Wlien  cunency  val-

ues do not  respond  to trade  imbalances  in tlie

expected  fasliion,  tlien  tl'ie price  adjustment  implied

by  the  tlieoiy  of  comparative  advantage  may  also  be

inoperative.7

Over  tlie  past 20 years,  developing  countries

liave  experienced  a s}iift  in tlie  composition  of  in-

ward  capital  flows.  Since  tlie  debt  crises  of  tlie  early

1980s  reduced  botli  tlie  availability  and tlie  appeal

of  foreign  bank  loans  as a source  of  capital  for

developing  countries,  foreign  bank  lending  to devel-

oping  countries  has declined  as a sl'iare  of  total

developing  country  capital  inflows,  replaced  by non-

bai'ik  financial  flows  and especially  by IFDJ.

Wliile  tlie  bulk  of  FDI  still  takes  place  ainong

developed  countries,  developing  countries  liave

slowly  increased  their  sliare  of  world  FDI  from  29

per  cent  to 3 7 per  cent  fi-om 1992  to 1997  (table  I ).

Tlie  stock  of  world  FDI  tl'iat  is located  in developing

counti-ies  rose from  23 pei- cent  to 30 per cent be-

tween  1980  and 1996  (table  2). Brit  tlie  expansioi'i  of

FDI  to developing  counti-ies  lias not been spread

evenly  across  countries.  T)ie  increase  in tlie  devel-

oping  counti'y  sliare  of  tl'ie world  FDI  stock  is due
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Table  I

FDI  INFLOWS,  BY  HOST  RECJON  AND  ECONOMY,  1986-1997

(Per'cer;itage  of  woi4d  total)

Region/Econoin)i

Developed  economies
Westem  Europe

European  Union
Other  Western  Europe

United  States

Developing  economies
Africa
Latin  Ainerica  and  Caribbean
Southem  Europe
Asia

West  Asia
Central  Asia
South,  East  and  South-East  Asia
Pacific

Central  and  Eastem  Europe

1986-199]
(Aimual

average)  1992  1993  1994  1995  1996  1997

81.34
41.72
39.66

2.06

30.81

18.26
1.80
5.94
0.05

10.34
0.83
0.00
9.50
0.13

0.41

68.41
48.82
47.65

1.16

10.74

29.06
1.80

10.00
0.12

16.86
1.03
0.08

15.74
0.26

2.52

63.84
38.55
37.20

1.35

20.01

33.34
1.68
7.92
0.12

23.54
1.59
0.19

21.76
0.07

2.80

58.23
32.27
29.46

2.81
18.56

39.33
2.34

11.81
0.17

24.97
0.62
0.37

23.98
0.05

2.43

63.85
37.07
35.26

1.81

17.75

31.86
1.55
9.64
0.14

20.35
-0.23
0.47

20.10
0.18

4.29

57.89
29.61
27.37

2.24

22.65

38.46
1.43

12.96
0.30

23.70
0.09
0.62

23.00
0.06

58.21
28.68
27.01

1.67
22.66

37.19
1.18

14.00
0.20

21.70
0.47
0.66

20.58
0.09

3.66  4.60

Source:  UNCTAD  (1998), based on annex table B.1.

Table  2

STOCK  OF  INWARD  FDI,  BY  HOST  REGION  AND  ECONOMY

(Percentage  qf  woi4d  total)

Region/Econoiny

Developed  economies
Westem  Europe

European  Union
Otlier  Western  Europe

United  States

Developing  economies
Africa
Latin  Ainerica  and Caribbean
Soutliern  Europe
Asia

West  Asia
Central  Asia
Soutli,  East  and Soutli-East  Asia
Pacific

Central  and Eastei'n  Europe

1980 1985 1990

0. l

1995

1.3

1996

1.5

1997

1.8

Soru'ce:  UNCTAD  (1998),  liascd  cin annex  table  B.i
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Table  3

FDI  INFLOWS  TO  20 MAIN  DESTINATIONS  AMONG  DEVELOPING  AND  TRANSITION
ECONOMIES,  BY  COUNTRY  (1996)

($ inillioir)

Countrv/Ecorioinv

Cliina 40 800

Brazil

Singapore

Mexico

Indonesia

Argentina

Malaysia

Poland

Cliile

Peni

Colombia

Hong  Kong  (Cliina)

Russian  Federation

India

Republic  of  Korea

Tliailand

Viet  Nam

Bermuda

Hungary

Venezuela

11112

9 440

8 169

6 194

5 090

4 672

4 498

4 092

3581

3 322

2 500

2 452

2 382

2 325

2 268

2 156

2 100

l 982

l 833

Source:  UNCTAD  (1998),  based  on annex  tablc  B.1.

FDI  inflows

,4.') percentage  of

FDI  inflows  to (///
develo,lying  couirtries

31.4

8.5

7.3

6.3

4.8

3.9

3.6

3.4

3.1

2.7

2.5

l .9

1 .9

1.8

] .8

1.8

1.7

1.6

l .5

1.4

Woi"ld  inflows

ofFDI

12.0

3.3

2.8

2.4

1.8

1 .5

I .4

] .3

1.2

1.1

l .0

0.7

0.7

0.7

0.7

0.6

0.6

0.6

0.6

0.5

almost  entirely  to IFDI  to Cliina.  In 1996,  Cliina  ac-

counted  for  31.4  per  cent  of  IFDI  tliat  flowed  to

developing  countries.  C)iina  seems  to be a popular

host  of  FDI  because  of  botli  its low  labour  costs  and

it enormous  domestic  market  (Feenstra,  I 998a).  But

tlie  skewed  distribution  ofinvestment  among  devel-

oping  countries  extends  beyond  Cliina.  Tlie  top 10

developing  countiy  recipients  of  IFDI  -  Cliina,  Brazil,

Singapore,  Mexico,  Indonesia,  Argentina,  Malaysia,

Poland,  Cliile  and Peru  -  accounted  for  75 per  cent

of  total  IFDI  to developing  countries  (see table  3).

Tliis  degree  of  concentration  )ias been  largely  un-

clianged  for  tlie  past 10 years.  Tliere  lias  been  a sliift

in tlie sectoral  coinposition  of  developing  countiy

IFDI,  witli  investment  in services  now  growing  more

rapidly  tlian  investment  in manufacturii'ig,  which  in

tuni  liad  been  growing  more  rapidly  tlian  investinent

in natural  resource  development.  Two  otl'ier  recent

developments  are in'iportant  for  developing  countries.

One  has been  tlie  sliitt  in Japan's  outward  FDI  orien-

tation:  Japanese  expansion  into  tlie  United  States

inarket  in tlie late  1980s  lias been replaced  ii'i tlie

1990s  by rapid  outward  FDI  in East  and Soutli  East

Asia.8' Anotlier  dimension  ola tlie  recent  increase  in

IFDI  to developing  countries  is its liigliiy  cyclical

nature  (World  Bank,  1997).  Wlietl'ier  tliese  inove-

ments  in FDI  lag or lead  inovements  in GDP  is an

issue  we sliail  retui'n  to belciw."
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III.  Market  integration  and

international  production

Tlie  globalization  of  production  is typically  il-

lustrated  witli  reference  to tlie  dramatic  increase  in

world  trade  relative  to world  GDP.  The  oft-cited  rea-

sons for  this  increase  are, most  importantly,  the

dramatic  reduction  in the  cost  of  intemational  trans-

portation  and  communication,  the  technological

revolution  in  telecommunications  and  the continued

liberalization  of  international  trade,  manifested  in  the

many  regional  agreements  and  the  completion  of  the

Uruguay  Round  of  the  GATT.

But  a strict  focus  on the  ratio  of  trade  to GDP

veils  an important  underlying  change  in the stnic-

ture  of  trade  tliat  has occuned  over  this  period.  Most

of  the global  increase  in trade  has been  in inter-

mediate  goods,  sucli  as automotive  components,

machinery  parts,  and  legal  and  financial  services.

Much  ofthe  global  integration  ofproduction  has been

witliin  finns.  Intra-firm  trade  now  represents  30-50

per  cent  of  the  trade  volume  of  the  major  industrial-

ized  countries.  Table  4 provides  intra-firm  trade  data

for  tlie  United  States,  Japan  and  Sweden.  Subcon-

tracting  and inter-firm  alliances  typically  involve

arm's-lengtl'i  transactions,  and  so the  intra-firm  trade

figures  understate  the degree  of  increase  in tlie  glo-

bal  integration  of  production.  'o Table  5 gives  data  on

Table  4

CROSS-BORDER  INTRA-FIRM  TRADE:
UNITED  STATES,  JAPAN  AND  SWEDEN,

SELECTED  YEARS

(Pei'  cerits/uu'e."  iri total  exports  arul  tottd  imports)

1977  1982 1983 1989 1992 1993

Table  5

RATIO  OF  IMPORTED  TO  DOMESTIC  INPUTS,
SELECTED  COUNTRIES

Coroitrv

Canada
France

Germany

Japan

United  Kingdom

United  States

(Per  cent)

Earlv
1970s

34
21

n.a.

5

26

7

Mid/Late
1970s

37
25

21

6

32

8

Mid-
] 980s

37
38
34

7

37

13

Source:  Levy  (1993),  as reported  in UNCTAD  (1994).

imported  input  use for  France,  Germany,  Canada,

Japan,  the  United  Kingdom  and  tlie  United  States.

For  almost  all  industrialized  countries  (Japan  being

an important  exception)  there  lias  been  a marked  in-

crease  in tl'ie share  of  imported  to total  intermediate

inputs  used  in production.  In the  United  States,  for

example,  tl'ie share  of  imported  inputs  in total  input

purchases  almost  doubled  between  the early  1970s

and  tlie  late  1980s.

Tliese  trends  in foreign  outsourcing  reflect  tlie

increasing  ability  of  fu'ms  to profitably  break  up tlie

production  process  and  locate  different  parts  of  it in

different  countries.  Thus  tliere  l'ias been  a dramatic

increase  in the ratio  of  mercliandise  trade  to value

added  in  industry  (as opposed  to GDP)  among  OECD

countries,  con'ipared  to 1960  and  even  to 1913  -  tlie

end  of  the  last  great  wave  of  globalization.  As  sliown

in table  6, tlie  increase  in trade  as a sl"iare of  value

added  was  considerably  more  rapid  tl'ian  trade  as a

share  of  GDP  for  five  industrialized  countries  be-

tween  1970  and 1990.

United  States

Exports

Imports

36.0  33.0  34.2  36.0  37.2  36.0

40'o 37'o 36'8 42'8 42'5 43'o A.  The globalization  ofproduction

Japan

Expoits

Iinpoi-ts

n.a.  n.a.  22.5  24.5  26.9  25.0

n.a.  n.a. 15.1 15.3  14.8  14.0

Sweden

Exports

Iinports

1986

38.0

3.0

1994

38.0

9.0

Source:  UNCTC  (19881 UNCTAD  (1994, 19!)6).

Tlie  classic  exan'iples  of  the global  integration

of production are Ford's "world  car", witli  COIIIT)O-
nents  produced  in over  14 countries,  and assembly

carried  out in anot)ier  three  or four  locations,  or

Nike's  slioe  production,  in wliic)i  t)ie  American  coin-

pany  employs  50 times  more  workers  in Asia  tlian  it

does  in t)ie  United  States."But  tl'ie plienomenon  has

nOW  spread  to many  manufacturing  and  even  sei'v-
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Table  6

RATIO  OF  MERCHANmSE  TRADE  TO  GDP  AND  INDUSTRY  VALUE  ADDED

Countrv

France

Germany

Japan

United  Kingdom

Unites  States

Source:  Feenstra  (1998a).

(Per  cei;it)

Ratio ofmerchandise  trade to GDP

1913 1970 1980 1990

Ratio ofinerchandise  trade
to industry  value  added

1913 1970 1980 1990

ices  sectors.  Feenstra  (l  998b,  p. 7) describes  the  ex-

ample  of  tlie  Barbie  doll:

The  raw  materials  for  the doll  (plastic  and hair)
are  obtained  from  Taiwan  and Japan.
Assembly  used to be done in tliose  countries,
as well  as the Philippines,  but it has now
migrated  to lower-cost  locations  in Indonesia,
Malaysia,  and China.  The molds  themselves
come  fi'om  the United  States,  as do additional
paints  used in decorating  the dolls.  Other  than
labor,  China  supplies  only  the cotton  cloth  used
for  dresses. Of  the $2 export  value  for  the dolls
when  they leave Hong  Kong  for the United
States, about  35 cents covers  Chinese  labor,
65 cents covers  the cost of  materials,  and the
remainder  covers  transportation  and overhead,
including  profits  eamed  in Hong  Kong.  The
dolls  sell for  about  $10 in the United  States,
of  w)iich  Mattel  earns at least  $1, and the rest
covers  transportation,  marketing,  wholesaling
and retailing  in the u.s. Tlie  majority  of  value-
added  is therefore  from  ti.s.  activity.  The dolls
sell worldwide  at t)ie rate of  two dolls  every
second,  and tliis  product  alone  accounted  for
$1.4 billion  in sales for  Mattel  in 1995.

This  chai'ige  in the structui'e  of  world  trade

resulting  from  tlie  inteniational  integration  of  pro-

duction,  more  than  its growt)i  per  se, reflects  a shift

in tlie  relationship  between  trade  and FDI  -  from

substitutes  to complen'ients.  Trade  and  FDI  are sub-

stitutes  w)ien  production  is carried  out in a single

location  and FDI  is inarket-seeking,  and  especially

wl'ien  liost  country  markets  are protected.  W)ien  pro-

duction  is internationally  integrated,  FDI  s)iould  spur

trade  -  both  exports  and  imports  -  even  wlien  FDI  is

market-seeking,  and certainly  wlien  it is motivated

by  efficiency-seeking.

E.  Labour  markets  and  iidegrated

production

The  international  integration  of  production  by

transnational  corporations  (TNCs)  has important

implications  for  labour  markets  in botli  developed

and  developing  countries.  Developed  countries  have

seen tliis  process  reduce  labour's  bargaining  power,

either  directly  or througli  "tlireat  effects"  (Rodrik,

1997).  Labour  markets  today  miglit  be viewed  as

"contestable"  in the same way  as product  n'iarkets

were  in the 1980s.  Hai'rison  (1994)  argues  tliat  tbe

emerging  system  of  globally  networked  production,

with  its  concomitant  increase  in foreign  outsourcing,

reaffinns  tlie  dualism  of  labour  markets,  increases

the demand  for  contingent  work,  and  increases  t)ie

inequality  of  wages  and benefits.  Feenstra  (1998b)

attributes  alinost  30 per  cent  of  t)ie increased  wage

inequality  in tlie  United  States  (between  more  and

less skilled  workers)  to foreigi'i  outsourcing.

Tlie  synmietry  of  economic  tlieory  -  following

tlie  Stolper-Samuelson  t)ieorem  -  would  indicate  t)iat

rising  wage  inequality  in industrialized  countries  will

be n'iatclied  by  falling  wage  inequality  in developing

counti'ies.  There  is now  considerable  evidence  t)iat

over  tlie  past 10-15  years  many  developing  coun-

tries  liave  expei'ienced  a similar  rise  in tlie  relative
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wage  of  skilled  workers.  In Mexico  tlie  ratio  of  aver-

age liourly  compensation  between  skilled  and

unskilled  workers  rose  by over  25 per  cent  between

1984  and  1990  (Hanson  and  Harrison,  1995).

Robbins  (1996)  found  a similar  pattern  in Cliile,

wliere  between  1980  and 1990  wages  of  university

graduates  increased  by 56.4  per  cent  over  those  of

graduates.  A study  of  nine  economies  -  Argentina,

Cliile,  Colombia,  Costa  Rica,  Malaysia,  Mexico,

Pliilippines,  Taiwan  Province  of  C}iina  and  Uruguay

-  found  tl'iat  after  netting  out  labour  supply  clianges,

trade  liberalization  was  associated  with  a rising  wage

differential  between  skilled  and unskilled  workers

in all cases  except  for  the second  liberalization  epi-

sode  in Ai'gentina  (1989-1993),  when  relative  wages

were  stable.  '2 Feenstra  and  Hanson  (1997)  argue  that

it is tl'ie increase  in FDI  and  foreign  outsourcing  by

developed  country  TNCs  rather  tlian  trade  liberali-

zation  per  se tl'iat  is responsible  for  tliis  rising  wage

inequality  in developing  countries.  Using  regional

data from  Mexico,  t)'iey  find  tliat  in regions  where

FDI  is concentrated,  over  half  of  the  rise  in tlie  skilled

labour  wage  share  tliat  occurred  in  tl'ie l 980s  is asso-

ciated  witli  foreigii  outsourcing.

Tlie  irony  is tliat  precisely  at the  moment  when

con'iputerization  has led  to a revolution  in  the  meclia-

nization  of  production,  t)ie ability  to outsource  has

reassened  the in'iportance  of  the labour  component

of  production  costs.  Instead  of  becoming  inconse-

quential  as tlie  result  of  teclmological  cl'iange,  labour

costs  are now  an important  deteni'iinant  in tlie  pro-

duction  location  decision  as finns  increasing)y  "slice

up tlie  value  chain".  According  to Krugman  (1995,

pp. 336-337):

It is often  said that labor  costs are IIOW  such a

low  s)iare of  total  costs that low  wages  cannot

be a significant  competitive  advantage.  But

wlien  business  people  say tliis,  they ... mean

t)iat because  of  the growing  vertical  disinte-

gration  of  industi'y  tlie value  added  by a given

manufacturing  facility  is likely  to be only  a

small  fraction  of  costs, w)iidi  are denominated

by tlie cost of  intei'inediate  inputs.  But t)iis

veitical  disintegration,  or slicing  up of  t)ie value

c)iain,  ci'eates a greater,  not  a smaller  oppoitu-

nity  to i'elocate  production  to low-wage  locations.

C. "Low-lever'  versus  "high-lever'

equilibria

Tlie  simultaneous  liberalization  ofmarkets  and

inteniational  ii'itegration  of  production  by  finnsliave

a nuinber  of  iinplications  faor developing  countries.

First,  important  activities  of  TNCs  ren'iain  concen-

trated  in )iome  countries  -  most  significantly,  most

of  tlie  researcli  and  development  effort  and  of  course

tlie decision  about  tlie allocation  of  retained  eanq-

ings.'l  Second,  witli  a network  of  affiliates,  TNCs

may  s)iift  production  locations  in response  to clianges

ixi costs,  including  clianges  in exchange  rates.  In fact,

tlie  increase  in global  exc)iange  rate  volatility  is some-

times  cited  as a cause  of  location  diversification  of

TNCs,  since  it allows  diversification  of  costs  and

revenues  (Kregel,  1996;  Froot  and Stein,  1991).

Third,  with  t]ie  location  of  components  of  tlie  produc-

tion  process  detennined  centrally,  countries  may  get

cauglit  in a "low-level  equilibrium  trap"  (Harrison,

1994)  -  that  is, specializing  in low-value-added  com-

ponents  of  tlie  overall  process  witliout  t)ie ability  to

move  up to liiglier-value-added  areas  of  production.

The  "trap"  occurs  because  tlie  low  wages  are simply

not sufficient  to offset  low  and slow-growing  pro-

ductivity.  Tliis  successful  movement  up the "value

chain"  is one  way  to cliaracterize  tlie  industrializa-

tion  process  in East  Asia,  beginning  witl"i  Japan.'4

Amsden  (1992,  pp. 23-24)  argues  tliat  TNCs  alone

are unlikely  to foster  sucli  a process  of  developing

more  sophisticated  production  lii'ikages  from  a base

of  low-skill,  labour-intensive  manufacturing:

... most  of  the evidence  suggests  that it does

not happen  automatically,  by dint  of  free-

market  forces.  If  labor-intensive  export  activity

starts a "roll",  its momentum  is maintained  by

deliberate  goveinment  policies.  This  is partly

because  many  investments  linked  to labor-

intensive  activity,  say, the manufacture  of

synthetic  fibers  for spinning,  weaving  and

apparel  n'ianufacture,  are not profitable  ini-

tially  at market-detei'n'iined  production  costs;

and partly  because  the coordination  that is

required  to realize  potential  linkages  is greater

than the market  mechanism  can, or at least

does, provide.

IV.  Capital  formation,  liquidity  and

technology  spillovers

In t)iis  section  we take  up t)ie question  of  tlie

relation  of  IFDI  to domestic  capital  fonnation  and

tec)mological  change.  During  tl'ie l 990s  tlie  s)iare  of

IFDI  in gross  fixed  capital  forination  rose in eveiy

major  region  in tlie  woi-ld,  and inoi-e  in developing

countries  t)ian  in developed  ones  (table  7). Even  sub-

Saliaran  African  countries,  w)iic)i  liave  liad  enonnous

dift-iculty  in attracting  foreign  capital,  saw IFDI  as a

sliare  ofgross  fixed  capital  fonnation  inore  tlian  dou-

ble in tlie  1990s.  Central  and Eastern  European
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Table  7

FDI  INFLOWS  AS PERCENTAGE  OF  GROSS  FIXED  CAPITAL  FORMATION,
BY  REGION  AND  ECONOMY,  1986-1996

Region/Econoinv

1986-1991
(Annual

average)  1992 1993 1994 1995 1996

Developed  economies

Western  Europe

European  Union

3.5

5.6

5.7

Other  Westem  Europe 4.3

United  States 6.5

Developing  economies

Africa

3.4

3.9

Latin  America  and  Caribbean

Soutliern  Europe

Asia

West  Asia

5.3

0.4

2.8

0.8

Central  Asia

Soutli,  East  and  South-East  Asia

Pacific

3.6

20.2

Central  and  Eastem  Europe 0.1

World 3.6

Source:  UNCTAD  (1998), based on annex table B.5.

2.6 3.0 2.8 3.9 3.6

5.3 6.1 5.4 7.2 5.9

5.5 6.2 5.2 7.3 5.8

2.5 3.9 8.1 6.2 8.2

2.4 5.1 4.7 5.8 7.0

4.2 6.1 7.6 7.4 8.7

5.2 6.1 9.5 7.9 7.3

7.6 6.4 8.9 9.8 12.8

28.4 8.5 11.1 9.3 19.9

3.2 6.0 7.0 6.6 7.4

0.6 2.8 1.2 -0.6 0.2

4.5 6.5 7.9 7.5 8.3

38.2 12.6 9.9 47.9 15.6

1.1 7.4 4.7 10.2 7.5

3.3 4.4 4.5 5.6 5.6

countries  enjoyed  an increase  in IFDI  from  almost

notliing  to levels  approacl'iing  10 per  cent  of  gross

fixed  capital  formation  -  above  tlie  world  average.

And  of  course  tlie  Chinese  boom  in IFDI  reached  a

level  equal  to one-quarter  of  total  domestic  invest-

ment  in  1995.  But  wliiIe  the growth  in IFDI  for

developing  countries  in tlie 1990s  was  impressive,

for  most  countries  IFDI  continues  to be a significant

but  small  percentage  of  gross  investment,  averaging

between  6 and 10 per  cent  of  gross  fixed  capital  for-

mation  for  developing  countries  as a wliole,  witli

Latin  America  and  developing  Europe  occasionally

moving  slightly  above  tliis  range.

Anotlier  feature  of  the rapid  growtl'i  of  FDI  to  Aa Hedg"g FD'
in t)ie 1990s  is tlie  "boom"  indeveloping  countries

inteniational  mergei-s  and acquisitions  (M&A).  De-

veloping  counti'y  cross-border  M&A  sales  increased

moi-e  tlian  fivefold  between  1990  and 1997,  to over

$95 billion  in sales  (table  8). More  tlian  90 per  cent
of  tliese  M&A  iiwestments  were  in Sout)i-East  Asia

and  Latin  America.  In soine  cases,  privatization  lias

accounted  for  a large  sliare  of  FDI  inflows  -  upward

of  25 per  cent  in some  Latin  American  countries.

When  FDI  is tlirougli  acquisition  of  existing  assets

("brownfield"  as opposed  to "greenfield"  invest-

ment),  tlie  demand  stimulus  from  IFDI  is less tlian

wl'ien  it is investment  in new  productive  assets.  Tlie

extent  of  tecluiology  transfer  is also  more  in ques-

tion  if  entirely  new  productive  capacity  is not  put  in

place,  altliougli  in instances  of  privatization  of  ma-

jor  sectors,  suc)i  as telecoinmunications  in Soutli

Africa,  a major  infusion  of  new  teclmology  is typi-

cally  part  of  tlie  condition  for  tlie  sale.

The  increasing  impoitance  of  M&A  sales in

capital  flows  to developing  countries  represents  a

blui'i-ing  in tlie  distinction  between  poitfolio  and di-

rect investinent.  It was  empiiasized  above  )iow  tliis

feature  of  foreign  capital  inflow  is a clear  caveat  to

tlie view  t)iat  FDI  is preferable  to poitfolici  flows

because  tlie  fonner  is strictly  investmei'it  in new  pro-
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Table  8

CROSS-BORDER  M&A  SALES,  BY  RF,GION/ECONOMY  OF  SELLER,  1990-1997

Region/Econoin3i

Deve]oped  economies
Westem  Europe

European  Union
Otlier  Westem  Europe

United  States

Developing  economies
Africa
Latin  America  and Caribbean
Southem  Europe
Asia

West Asia
Central  Asia
South, East and South-East  Asia
Pacific

Central  and Eastem  Europe

World

($ million)

1990

132 762
65 688
60 320

5 368
54 297

18 177
254

8 426
108

9 386
208

9 718
3

8 355

1991

7] 439
39 753
38 678

l 075
23815

10 659
129

3 898
158

6 437
198
40

6 198
37

3 038

1992

83712
59 248
56 906

2 341
13 938

32 174
422

10 372
127

21 235
4 251

45
16 939

18

1993

97 832
52 420
51740

680
34 727

48 670
l 446

13 659
l

33 542
1 289
1 547

30 707
22

6 008 15 843

1994

129123
60 932
58 368

2 564
56 372

60 983
2 014

14831
69

44 0il
l 395

685
41 932

58

1995

168 420
76 295
74 812

l 483
62 903

52746
2 475

11 374
227

38 610
2 400

859
35 352

60

4 904  16 018

1996

186411
81 822
76 772

5 050
70 921

83 396
2 784

22 257

55 538
5 528
7 051

42 959
2817

4 147

1997

233 768
138 313
133621

4 692
65 151

95 620
2 117

43 809
l 144

48 377
4 870
5 865

37 643
173

9 883

159 959  85 279  121 894  162 344  196 367  237 184 274 611 341 653

Source:  UNCTAD  (1998),  based  on ani'iex  table  B.7.

ductive  capacity  and  the latter  merely  a "paper"  in-

vestment.  But  tlie  bluning  of  tlie  distinction  also

relates  to tl'ie degree  of  liquidity  of  the investment.

Again,  FDI  is viewed  as more  stable  because  the stock

of  FDI  is considered  fixed,  i.e.  less liquid  than  a port-

folio  flow.  For  a parent  TNC,  FDI  represents  two

forms  of  risk:  the  usual  risk  associated  with  any  capi-

tal investment,  and  a foreign  exchange  risk.  But  to

the extent  that  Foreign  investors  have  access  to inter-

national  capital  inarkets,  tl'iey  may  seek  to hedge  tliis

risk  by  building  up domestic  liabilities.  Tliis  "export

of  capital"  to inatcli  the  FDI  "can  generate  rapid  capi-

tal  outflows"  (Claessens  et al., 1993,  cited  in Kregel,

1996).  According  to Kregel  (1996,  p. 57),  this  cov-

ering  of  risk  "will  produce  cross-border  flows  t)iat

put  pressure  on tlie  foreign  excliange  market  or  t)ie

domestic  money  market,  whicli  may  reinforce  otlier

destabilizing  elements".  Tliis  link  to tlie  financial

market  calls  into  question  tlie  view  of  FDI  as ii'ilier-

ently  more  stable  tlian  otlier  fox-ins  of  capital  flows.

Most  of  the volatility  related  to IFDI  will  not  be re-

flected  in tlie  statistics  on FDI,  and  it is difficult  to

ineasure  tlie  volume  of  cross-border  financial  flow

generated  by  tliese  activities  of  non-financial  TNCs.'5

Another  implication  of  tliis  blurring  between

direct  and portfolio  foreign  investment  is that  liost

country  effects  of  FDI  are increasingly  a function  of

the  regulations  on international  financial  capital  and

on  the  regulation  of  trade  in  financial  services.  Tlius,

the considerations  regarding  the need  for  caution

about  financial  market  liberalization  are  also  relevant

for  FDI,  partly  by  analogy,  partly  because  there  is a

direct  linkage,  tlirougli  tlie  rise  in tlie  degree  of  li-

quidity  of  IFDI  and  tlie  effect  of  liiglier  world  interest

rates  on developing  country  IFDI.  Tlie  higli,  liurdle

rate  of  returii  required  in order  to attract  FDI  to de-

veloping  countries  is raised  even  hig)ier  as a result

of  tlie  liiglier  real  rates  of  interest  tliat  liave  accom-

panied  inteniational  financial  market  deregulation."'

B.  Technological  spillovers

Quite  apart  from  its contribution  to tlie  inl'ier-

ent capital  shortage  faced  by developing  countries,

IFDI  is increasingly  suppoited  for  its "tecl'inological

spillovers",  including  tlie  transfer  of  teclmology,  t)ie

development  of  inanagerial  and  marketing  skills  and
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tlie  training  of  labour.  Sometimes  included  under  tlie

iubric  of  tecluiology  spillover  is tlie  positive  impact

of  IFDI  011 domestic  competition.  According  to tlie

OECD  (1998,  p.  10),  "foreign  investment...  is a

major  source  of  tec)inology  transfer  and  managerial

skills  in host  developing  countries".  The  term

"spillovers"  iinplies  tliat  tlie  beneficial  effects  of  IFDI

are contagious  in liost  countries,  botli  witliin  and

across  industries.  One  problem  in assessing  these

benefits  is that  tliey  are  difficult  to  measure,  and  when

case  studies  l'iave  been  done,  tlie  results  liave  been

inixed.  One  study  sliows  t)iat  Venezuelan  manufac-

turing  benefited  from  IFDI  in its marketing  and

after-sales  service,  but  because  of  a higli  dependence

on imported  inputs  failed  to generated  positive

spillovers  in  backward  linkages  (Aitken  andHarrison,

1991).  A  study  of  Indonesia  found  that  domestically

owned  firms  located  in geograpliical  proximity  to

TNCs  benefited  in tenns  of  technology  and  produc-

tivity,  but  not  firins  located  at a greater  distance

(reported  in  WT0,  1998).  A  study  of  Japanese  out-

ward  investment  in  the  electronics  sector  found  that

Japanese  parent  finns  "continue  to control  the  core

technologies"  (Ostry  and  Harianto,  1995,  p.  11).

According  to Rodrik  (1999,  p. 37),  "tlie  hard  evi-

dence  is sobering.  Systematic  studies  from  countries

sucli  as Morocco  and  Venezuela  find  little  in  tlie  way

of  positive  spillovers".  Regarding  a World  Bank  ex-

ample  of  spillovers  provided  by  tlie  United  States

firin  Singer  in Taiwan  Province  of  C)iina,  Rodrik

con'iments  tliat  "upon  closer  reading,  tlie  spillovers

in question  tum  out  to  be conventional  input-output

linkages  and  labour  training.  No  evidence  is presented

for  tl'ie presence  of  non-pecuniary  externalities"

(Rodrik,  1999,  p. 41).

However,  there  is son'ie  agreement  that  the  abil-

ity  to capture  technological  spillovers  is a function

of  absorptive  capacity,  i.e.  infrastructure  and  educa-

tion.  Tlius  there  is very  little  evidence  of  positive

spillovers  in tlie  least  developed  economies,  but

among  tliose  liiglier-incon'ie  developing  economies

t)iat  liave  liosted  considerable  IFDI,  sucli  as Mexico,

Hong Kong  (Cl'iinal  tlie Pliilippines  and tlie Czecl'i
Republic,  some  evidence  of  labour  market  and  tecli-

nology  spillovers  lias  been  identified  (Blomstrom

et al., 1994).'7

effect  of  IFDI  on liost  developing  countries'  balance

of  payments  is inconclusive.  Moreover,  tlie  analysis

of  the  balance-of-payments  effects  of  IFDI  is not  fruit-

ful  unless  it considers  also  the  counterfactual  of  its

absence  (Helleiner,  1989).  Many  studies  rely  on

n'iultiple  regression  analysis,  wliicli  captures  tl'ie  sta-

tistical  correlation  among  variables  sucli  as IFDI  and

net  exports,  but  wliich  is unable  to provide  evidence

of  a causal  relation  (Hufbauer  et al.,  1994).  Boswortli

and  Collins  (1999)  use  regression  analysis  but  esti-

mate  separate  investment  and  saving  equations  for

5 8 developing  countries  over  tlie  period  19  78-1995.

They  find  the  effects  of  IFDI  to be strong  for  botli

investment  and  saving  and  thus  to  be  a complete  washi

with  respect  to the  current  account.

A listing  of  the  balance-of-payments  entries

affected  by  IFDI  may  lielp  clarify  tlie  issues  of  di-

rect/indirect  and  short-rui'i/long-run  effects:

Current  account

Exports

Imports

Foreign  income:

Profits

Interest

Dividends

Royalties

Management  fees

Unilateral  transfers:

Wages  remitted

Capital  account

Long-term  private  capital

With  respect  to tliis  simple  accounting  frame-

work,  tlie  "disintegration  of  production  inay  result

in FDI  liaving  a more  negative  effect  on liost  devel-

oping  countries'  balance  of  payn'ients.  Wliile  tlie

increasing  vertical  disintegration  of  production  )ias

meant  more  imports  and  exports  for  eacli  unit  ofdo-

mestic  production,  prof-it  and  royalty  outflows  liave

only  risen.  The  situation  is worse  if  the growt)i  in

import  demand  for  capital  goods  and otlier  inputs

alone  swainps  tlie  positive  effects  of  impoit  substi-

tution  and  export  growtli.  Certainly  in t)ie  s)'ioit  run,

tlie  impon  deinand  will  be impoitant.  But  of  course

pay

off,  prot-it  repatriation  will  increase.  Iftlie  liost  coun-

try  cunency  devalues  relative  to tlie  cui'rency  oftlie

capital  exporter,  tlie  situation  may  be even  worse

because  tlie  l"iost counti'y's  laoreign debt  burden  ef-

V' Balance-of-payments considerations in the  longer  run,  as tlie  investment  begins  to

Tlie  balance-of-payments  effects  of  IFDI  liave

been  t)ie  subject  of  lieated  debate  for  decades.  T)ie

relatively  large  body  of  empirical  researcli  into  t)ie
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fectively  rises.  For  tliis  reason,  foreign  affiliates  of

TNCs  may  in fact  liave  a more  deleterious  effect  on

t)ie balance  of  payments  tlian  finns  serving  tlie  do-

mestic  n'iarket  that  also  are engaged  in exporting

(Kregel,  1994,  p. 30).

VL  IFDI  and  growth:  cause  or  effect?

We turn  now  to the question  of  whether  IFDI

promotes  economic  growtli.  To  answer  tliis  question,

we first  must  ask whetber  IFDI  expands  or  crowds

out  domestic  investment.  If  it is tlie  latter,  any  posi-

tive  growth  effects  n'iust  come  tlirough  tecl'uiology

spillovers  or  ot)ier  extenialities.  The  evidence  on IFDI

and  domestic  capital  fonnation  is mixed.  Fiy  et al.

(1995)  find  tliat  wlien  IFDI  in developing  countries

is induced  by  other  capital  flows  it lias  no measur-

able  effect  on domestic  investment.  When  IFDI  is

statistically  "independent",  its effect  is strong  - a

dollar  of  IFDI  brings  about  64 cents  of  gross  domes-

tic  investment.  Boswortli  and  Collins  (1999)  estimate

an IFDI  coefficient  of  about  O.8 on doinestic  invest-

ment  for  58 developing  countries  over  the period

1978-1995.  Also,  tliey  find  tliat  IFDI  has an almost

identical  impact  on domestic  saving,  implying  tliat

tlie  growth  effects  of  IFDI  are negligible.  De Mello

(1999,  p. 147)  reports  tliat  FDI  was  positively  asso-

ciated  witli  income  and  productivity  growtli  ii'i  OECD

countries,  and  negatively  associated  with  growtli  of

bot)'i  income  and  productivity  growth  in non-OECD

countries.  Fry  (1996)  finds  FDI  to be positively  cor-

related  witli  economic  growtl'i  for  a small  group  of

Asian  countries  (Indonesia,  Malaysia,  Pliilippines,

Republic  of  Korea,  Singapore  and  Thailand),  but  not

for  a mucli  larger  group  of  developing  countries.  For

tliis  larger  group,  IFDI  was  found  to reduce  the  rate

of  economic  growtli.

In fact,  t}iere  is more  evidence  that  the  direc-

tion  of  causality  is reversed  -  that  is, that  economic

growtli  leads  to IFDL  In econometric  studies,  this  is

captured  by tlie  use of  lagged  values  of  GNP  and

GNP  growtli  in estimates  oflFDI.  A study  of  IFDI

bydevelopingregion(fordatacovering  1972-1988),

for  exainple,  found  tliat  tlie  elasticity  of  IFDI  witl'i

respect  to lagged  GNP  growtl'i  was 1.62 for  Asia,

3.09  for  Latin  America  and 1.60  forAfi'ica  (UNCTAD,

1993,  table  111.6). Anotlier  study  of  United  States  fin'ii

location  decisions  found  domestic  n"iarket  expansion

and rapid  industrial  growtl'i  to be tlie  most  signif-icant

detenninants,  togetlier  wit)i  infrasti-ucture  develop-

ment  and  stable  intei-i'iational  relations  (Wlieeler  and

Mody,  1992).

In tlie  one study  t)iat  found  a positive  relation

between  IFDI  and  developing  country  growtli  rates,

tlie  variable  was statistically  significant  in t)ie case

of  tlie  liiglier-income  group  of  developing  countries,

but  not  for  tlie  lower-income  group  of  coui'itries.

According  to the autliors,  "from  tliis  coinparison,  one

miglit  conclude  tliat  tliere  is a tlires}iold  level  of  in-

come  below  whicli  foreign  investment  lias no

significant  effect"  (Blomstrom  et al., 1994,  p. 251).

This  result  is not  inconsistent  witli  our  view  of  t)ie

direction  of  causality:  higl'ier-income  developing

countries  presumably  are more  likely  to )iave  tlie

absorptive  capacity  to botli  capture  teclu'iology

spillovers  and attract  market-seeking  IFDI.  In this

case,  IFDI  can promote  tlie  substitution  of  domestic

production  for  imports  (botl'i  directly  and  indirectly

througli  linkages).  Thus  t)ie  direct  pursuit  of  IFDI  is

a more  reasonable  part  of  a development  strategy  for

middle-income  countries,  but  not  for  poor  countries,

which  simply  lack  tl'ie absorptive  capacity  required

in  order  to attract  IFDI  for  any  reason  otlier  tlian  low

wages.  The  low-wage  strategy  is rarely  effective,  for

botli  microeconomic  and  macroeconon'iic  reasons.  At

tlie  industry  level,  incentives  l'iave  not  been  especially

effective  in  attracting  IFDI,  often  because  low  wages

are offset  by  low  productivity  (Wheeler  and Mody,

1992).  On  the  macro  side,  t]ie  low-wage  strategy  lim-

its income  growth  and  thus  prospects  for  future

market-seeking  IFDI.  Moreover,  devaluation  tliat  is

often  required  in order  to keep  real  wages  low  also

lias  the  effect  of  raising  the  cost  of  imported  inputs.'8

A. Iixvestment, profits  and growth

If  exports  and IFDI  cannot  be found  to gener-

ate economic  growth,  tlien  what  does?  Most  studies

find,  not  surprisingly,  that  investment,  and  particu-

larly  fixed  investment,  is tlie  key  variable  (DeLong

and Sununers,  1991);'9  tliat  is developing  countries

tliat  experience  a significant  and  sustained  increase

in investment  are most  likely  to see a rise  in eco-

nomic  growtl'i.  Rodrik  (1999)  defines  an "investment

transition"  as a "sustained  increase  in tlie  investment/

GDP  ratio  of  five  percentage  points  or more"  and

finds  tiiat  "investment  transitions  are associated  with

significant  increases  in economic  growtii"  (Rodrik,

1999,  pp. 58-59).

Can IFDI  itself  generate  an investment  transi-

tion?  The  answer  inust  be tliat  )iistorically  it lias not

played  tliat  role.  Tlie  investn'ient  transitions  in tiie

Republic  of  Korea  and Taiwan  Province  of  Cliina,

for  example,  took  liold  witli  careful  subsidy  of  t)'ie
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don'iestic profit  rate and I:ierfonnance requirements
(Akyaz  and  Gore,  1996).  Tliis  combination  of  car-

rots  and  sticks  was,  if  anytliing,  anti-IFDI  in its

original  orientation.  IFDI  may  not  crowd  out  domes-

tic  investment,  but  nor  does  it appear  to liave  any

extraordinary  propeities  above  tliose  of  don'iestic

investment.  In this  regard,  botli  proponents  of  an

IFDI-led  development  strategy  and  its critics  agree,

especially  for  low-income  countries,  tliat  protection

or subsidy  for  foreign  TNCs  is unwarranted  and

may  backfire  since,  as a recent  WTO  study  puts  it,

"economy-wide  distortions  offset  positive  spillover

effects"  (WT0,  1998;  Moran,  1998;  Julius,  1990;

Rodrik,  1999).

Vn.  Conclusion

Tlie  nature  o'l- FDI  has  c)ianged  dran':iatically  in

tlie  past  10-15  years.  For  one,  tl'ie  relation  between

interiiational  trade  and  FDI  )ias sliifted  from  substi-

tute  to complement.  No  longer  is "tariff  liopping"

tlie  main  driving  force  of  market-seeking  FDI.  Tlie

latter  is IIOW  associated  witli  outsourcing,  and  a

lieig)itened  ability  to  "slice  up tlie  value  cliain".  Tliis

pron'iotes  trade  (albeit  in intennediate  goods)  instead

of  substituting  for  it. Second,  witli  tlie  development

of  financial  n'iarkets  and  tlieir  liberalization,  FDI  can

easily  be )iedged,  making  it n'iore  similar  to  poitfolio

capital  flows  tlian  ever  before  and  tlius  l'iaving  tlie

same  potential  foi-  instability  as tliose  flows.  Tliird,

an increasing  number  of  countries,  especially  devel-

oping  countries,  are  competing  for  IFDI,  contributing

to a downward  l'iannonization  of  standards  for  la-

bour  and  capital.2"  Given  tliese  cl"ianges  in  tiie  nature

of  FDI,  in paiticular  t)ie  close  links  between  t)ie  lat-

ter  and  botli  trade  and  t-niance,  any  discussion  of  trade

policy  reform  and  financial  market  refonn  n'iust  also

consider  tlie  ii'iteniational  regulation  of  FDI.

As  witli  inany  aspects  of  globalization,  tlie  new

IFDI  is not  "good"  or  "bad"  for  developing  coun-

tries  in an a priori  sense.  Its effects  vary  over  time,

coui'iti'y  and  industi'y.  IFDI  sliould  be understood  as

a sciui-ce  of  capital,  technology  and  market  access

tliat  n'iust  be managed  in order  to be inost  efTective.

Wliile  domestic  protection  for  TNC  affiliates  will

proinote  anti-coi'i'ipetitive  outcomes,  at tlie  same  tiine

competition  to attract  TNCs  by  offering  tax  conces-

sions  and  lax  labour  standards  promote  a "low-level

equilibrium  trap".  Sucli  coinpetition  lias  not  pro-

moted  economic  developinent,  but  lias  lielped  to raise

tlie  sliare  ot-  income  going  tci profits  in tlie  inajor  in-

dustrializedcountries(UNCTAD,  1997,pp.96-97).

Policy  makers  must  realize  tl'iat  the  attraction

of  IFDI  is not  an end in itself.  If  sustainable  eco-

non'iic  growtli  is tlie  goal,  attracting  IFDI  sliould  not

be tlie  centerpiece  of  most  countries'  development

strategies.  According  to Rodrik  (1999,  p. 147):

Gearing  econon'iic  policy  toward  perfoi'inance

in the extemal  sectors  of  the econon'iy,  at tlie

expense  of  other  objectives,  amounts  to mixing

up the ends and the means  of  economic  policy.

Furtliennore,  tliere  is nothing  more  conducive

to trade  and DFI  tlian  strong  economic  growtli

itself.  Foreign  investors  care  little  about

Botswana's  l'iuge  public  sector,  and  neitlier  are

tliey  mucli  deterred  by  Chinese-style  socialism.

Policies  that  are successful  in igniting  growth

are also likely  to pay off  in tei'ms  of  "inter-

national  coinpetitiveness".

Rodrik's  remarks  are  supported  by  many  of  tlie

claims  made  in  tliis  paper.  First,  IFDI  lias  rarely  been

tlie  driving  force  for  growtli;  instead,  it lias  lagged,

following  in tl'ie patli  of  stable  growtli.  Second,  rela-

tive  to t)ie  domestic  investment  needs  of  i'i'iost

developing  countries,  tlie  pool  of  available  FDI  is

relatively  small.  Tliird,  tlie  suppression  oflabour  and

environmental  standai-ds  as a means  of  attracting  for-

eign  capital  is often  ineffective.  Fouilli,  captui-ing

tl'ie potential  positive  tec)mologica]  spiHovei-s  larom
IFDI  requires  tlie  attainment  of  a ceitaii'i  level  of'  ab-

sorptive  capacity,  reflected  in infarastructure  and

l'iuman  capital.  Finally,  since  tliere  is tlie  possibility

of  creating  additional  global  excess  capacity  in tlie

liglit  of  weak  conditions  of  effective  demand  in tlie

world  economy, IFDI sliould  not be tlie centeiliiece
of  any  country's  developmei-it  strategy.  According  to

An'isden (19921 policy  n'iakers are not tlie only ones
WIIO liave  blindly  proinoted  tlie  IFDI-led  develop-

ment  strategy.  Economic  tlieorists  liave  been  equally

guilty:

Neo-dependency,  flying  geese,  and product  life

cycle  tlieories  of  econoinic  restructuiing  regard

Tl'iird  World  development  as a response  to

investment  relocation  decisions  cif  t)ie multi-

nationals,  but  gixen  tlie  insignil'icance  ot'sucli

nwesti'iients  in t)ie total  capital  foi"inalion  of-

even tlie mOSl gi'aciotis  110S( counti'ies,  and

given  tlie  tendency  t-oi' sucli  invtslinents  l(1 lag

rallier  tlian  lead rapid  ii'icreases  in GNP.  tlus

way  ol' viewing  industi'ial  devclcipinent  is

tvagging  llie  dog  by tlie tail  ( p. 23).

At  a tiine  wlien  tlie  great  explcision  ola intei-na-

tional  poi-tfolio  capital  flows  inay  finally  be coining

undercontrol,  it is impoitai'it  for  botli  economists  and

policy  inakers  to tliink  n'iore  broadly  about  hoyv to
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best manage  the globalization  of  both  finance  ai;id
production  so that  tliey  serve  tl'ie goal of  econon'iic
development.

Notes

Spceclies  by Britis)i  Priine  Minister  Tony  Blair  and  French

Priinc  Minister  Lionel  Jospin  in the  spring  of  1998  were

hig)ily  critica1  of  tlie  cunent  cliinate  of  capital  inarket

liberalization.  For  an overview,  see Wade  and Venerosa

(1999).

According  to Rodrik  (1999,  p. 3 7): "The  attitude  of  iriany

developing-country  policy  inakers  toward  DFI  has

undergone  a reinarkable  turnaround  in the  last  couple  of

decades,  even  inore  so tlian  in the  case  of  exports.

Multinational  cnterprises  used  to be seen as the  etnbletn

of  dcpcndency;  they  have  now  becoine  the saviors  of

dcvelopincnt=.

For cxainlile,  the title of the OECD study cited above is:
Open Mm'kels  Marker.'  The Benefils  of  Trade Z711(/ jnvesl-
menl  Liber'alisalrori  (OECD,  1998).

Tliis liapcr  deals strictly with inward FDI and leaves aside
the issue  of  outward  FDI  froin  developing  countries,  a

topic  ofobvious  grovving  iinportance.

For  an overview  of  globalization,  see Milberg  (1998).

Jones (1980, li. 258) writes: =Once trade t)ieorists pay
pro1ier  attenticin to i)ic significance of these intemationally
innbile  productive  factors,  tlie  doctrine  rif  coinparativc

advantage  inust  t'ind  rt'ioin  as well  for  the doctrine  of

arclativc  attractivencssa  wliere  it is not necessarily  the

icclmical  rcquircincnts  of  one  industiy  versus  another  tliat

Inoin iinl'iortant, it is the *werall appraisal of one counO'y
versus  aimtlicr  as a safe,  ctiinfortable,  and rewarding

locatirin  for  rcsidcncc  of  footloose  t'actors=.  This  view  is

consisten(  with  Duimingas well-known  =eclectic  paradigm=

(Dunning,  1994).

See Milbcrg  (1997)  for  inorc  on this  point.

Fni'  a discussion nf tlic iinplicaiions  fiir Ja1ian,  see Akyiiz
(1998).

Tlic  annex  ialilc  provides  data  on t)ie  value  (in  US  dollars)

nftlic  inward FDI stock for alinost all dcvclol'iing  countries.
Sui'vcy  results  for  Mcxico  in tlic 1980s  shnwtxl  that  70

1'icrccnt  ofsubcontracting WFIS directly  or indirectlylinkcd
in iictivitics  of'  transnational  coi'porations  (Bcneria  and

Roldan,  1987).  On tlic  issue  of  inter-tit'm  alliances,  see

Cnwlicy  anti  Aroi'isoii  ( I 993  ).

Many  of  ilic  Asian  wnrkcr'i  arc  liircd  thmug)i  sub-

contr+icting  and tlius  not officially  by Nikc.  See Dtckcn

(1992)  t'or fui-tlici-  discussion  cif  tlicsc  cases.

Rnbl'iins (1996). Notc tliat tliis 1icrirxl  in Argentina was
also  tlic  only  case  in tlic  study  in w)iicli  tradcliberalixatinn

reduced  triulc  openness  (a<  mca';urcd  by cxporK  plus

im1x+rts  asasliare  of GDP). Tliis WFIS largely due to tin
nvcrvalucd  cxcliangc  i-ate  tliat  dainpcncd  cxpnt'ts.

Morcnvci-,  cvcn  iliis  rcsult  is *wcrturned  when  we  consider

ii longer time licrind:  bctwccn 1986 imd l 9!)4 there w;is
tin increase  in tlic  rctui'n  on invcstincnt  in collcgc  cducatitni

ancl a decline  in tlic  return  nn iiiyacstincnt  in less-than-

college  education.  See Pcssinn  ( I 995  ) tind  Ainaden  ( I 995  )

Mnrcnvci',  l)icrc  intiy  lie a con';i<lci'ablc  difference  in tlic

mtiniigcincnt,  i'cscai'cli  iind dcvcln1iincnt,  and tinanciiil
str+itcgics  nf cuin1iiinic';  of' clit't'crcnt 1'iarcnl  countries
( Dni'cinu'i  ct al., I ')!)8  ).

See Lee ( I ')!)5 ) )'ni- an cin1iii-ical  stridy nt' tlic Rclitihlic  nl'
Ktircii's  success  in t)iis  rcg:ird

15 A recent  study  found  tliat  bctwccn  1992 and 1997  FDI

was usually  less volatile  than  portfolio  t1ows,  altliougli

not in cveiy case, soinc iinprirtant exce1itions  being tliosc
of Brazil, Chile and the Reliublic  of Korca. See UNCTAD
(1998,  p. 15).

16  To tlie  extent  that  TNCs  act as =inegacorps=  (Eiclmcr,

1976),  using  FDI  to generate  future  invcstincnt  funds

internally  ratlicr  tlian  bonow  externally,  liigher  interest

rates  in financial  inarkets  would  be expected  to increasc

FDI,  but  not  necessarily  a reiiwestinent  of  proms  in licist

countries.

17  0therspillovcrs,onwagesandexportinarkeiaccess,l'iavc

also been found to be sensitive to absorptive cal'iacity.
Aitken,  Hanson,  and Hanison  (1994)  found  that  export

market  access  spilled  over  to other  TNCs  in Mexico,  but

not  more  generally.  And  Aitkcn,  Hanison  and Lipsey

(1995)found  thatliiglicrwagcs  in United  States,  Mexican

and Venezuelan  TNCs  spilled  outside  TNCs  only  in the

case  of  the United  States.

18  This  point  is developed  further  in Ainsden  (1992).

19  Bloinstroinetal.(1996)providcevidencethatthecausality

is in fact  reversed  and  tliat  investment  is "caused"  by  prior

output  growth.  Rodrik  (1999,  p. 65),  however,  argues  that

increased profitability  will initially  sliur  output and only
later  investinent,  thus  supprirting  the  view  that  over  time

investinent  drives  output.

20  For  a review  of  the evidence,  see Milberg  and Elinslie

(1997).  For  a discussion  of  North  Ainerica,  see Crotty  et al.

(R97).
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Annex  table

STOCK  OF  INWARD  FDI  OF  DEVELOPING  COUNTRIES,  1996

Ecrmoinv

Cliina

Brazil

Mexico

Singapore

Indonesia

Malaysia

Saudi  Arabia

Argentina

Bennuda

Hong  Kong  (China)

Cliile

Tliailand

Taiwan  Province  of  Cliina

Nigeria

EgYPt
Hungaiy

Republic  of  Korea

Poland

Colombia

Peru

Venezuela

Pliilippines

India

Czecli  Republic

Russian  Federation

Viet  Nam

Turkey

Pakistan

Tunisia

Trinidad  and  Tobago

Ecuador

Morocco

Costa  Rica

Angola

Cayman  Islands

Papua  New  Guinea

Kazaklistan

Oman

Dominican  Republic

Guateinala

Yemen

($ inilliori)

FDI

172  041

109951

74 735

68 062

56 797

41 450

40 035

30 414

26 805

24 269

19 639

19 504

17 600

16 578

14 734

14 690

12491

11 463

9 305

9 058

8 808

8 678

7 948

7 061

6 468

6 252

5 825

5 340

4 255

3954

3 625

3 301

3 201

2 989

2 642

2 564

2513

2 288

2 279

2 267

2 139

Econoinv

Bolivia

Slovenia

Panama

Uruguay

Cyprus

Jamaica

Namibia

Botswana

United  Arab  Einirates

Ukraine

Sri Lanka

Algeria

Liberia

Paraguay

Malta

Romama

Syrian  Arab  Republic

Slovakia

Cameroon

Myanmar

Gabon

Zambia

Croatia

Gliana

Cite  d'lvoire

Azerbaijan

Kyrgyzstan

Estonia

Cambodia

Congo

Fiji

Kenya

Latvia

Honduras

Litliuania

Jordan

Democratic  People's  Republic  of  Korea

Bal'irain

Baliainas

Saint  Lucia

Antigua  and  Barbuda

FDI

2 063

2 028

l 729

l 723

1 713

l 502

1 492

1 442

l 442

l 43 l

l 389

l 383

l 377

l 321

1274

l 243

1119

l 109

l 097

l 037

l 019

996

988

943

916

898

890

886

849

742

737

702

679

657

647

642

634

606

580

533

456



116 Milliei'g.'  For'eign  Direct  Investment  and  Development  - Btdmrciryg  Co.';ts tmd  Benefits

Annex  table  (coidinued)

STOCK  OF  INWARD  FDI  OF  DEVELOPING  COUNTRIES,  1996

Econoin)i

Guyana

Bulgaria

United  Republic  of  Tanzania

Senegal

Zimbabwe

Swaziland

Uganda

Lao  People's  Democratic  Republic

Nicaragua

Chad

Seyclielles

Netherlands  Antilles

Niger

El Salvador

Uzbekistan

Turkmenistan

Democratic  Republic  of  the  Congo

Albania

Mauritius

Malawi

Vanuatu

Qatar

Togo

Aniba

Saint  Kitts  and  Nevis

Barbados

Mozambique

Rwanda

Bangladesh

Dominica

Saint  Vincent  and  t)'ie Grenadines

Lebanon

Grenada

Madagascar

Lesotlio

Belize

SOIOIIIOII  Islands

Guinea

Haiti

Etl"iiopia

($ inillion)

FDI Econoin)i

447

446

Republic  of  Moldova

Kuwait

444 New  Caledonia

434

420

Georgia

Gambia

407 Mpuritania

393 Mali

373

355

Central  African  Republic

Brunei  Danissalam

335 Maldives

334 Burkina  Faso

332 Belarus

318 Cuba

318 Armenia

310 Benin

308 Nepal

293 The  former  Yugoslav

291 Republic  of  Macedonia

285

284

Tajikistan

Burundi

277

274

272

Mongolia

Iran  (Islamic  Republic  of)

Cape  Verde

266 Samoa

260 Macau

238 Comoros

231

229

Djibouti

Guinea-Bissau

226

210

199

Afglianistan

Tonga

Sudan

187 Kiribati

186 Libyan  Arab  Jamahiriya

179 Sierra  Leone

178 Somalia

168 Suriname

161

156

146

138

Virgin  Islands

Bosnia  and  Herzegovina

Yugoslavia

Iraq

FDI

137

126

120

117

Source:  UNCTAD  (1998), chaptcrl.
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COUNTRY  OWNERSHIP  AND  DEVELOPMENT

COOPERATION:  ISSUES  AND  THE

WAY  FORWARD

Kwesi  Botchwey

Abstract

There  is a general  consensus  ainong  the  key  actors  in development  cooperation  that  natiomd

owner.';hip  is tlie most criticalconditionf"or  successfidpolic3i  reform  and  project  implementation.
The  debate  01? natiomd  oumer'shi)i  /l(IS r'ecentlv  witnessed  a i'eviwd  against  tlie backgr'ound  of
decliriingj7ows  of  of.ficial  develo)'iment  assistarice  aru:l the recent  cr'ise.'; iri the glolnd  fintmci<d
markets.

The litercrture  ori tjiesubject  bristles'u'itli  reference."  to the di.flicults'  oj'defining  mrtiontd
osvnershi)i,  (1/7(/ attempts  at definitiori  ofteri quickly  tru'ri irito a listing  of determiriant.s  r>j
osvnei'ship. But the pro}ijein  lies not so inucli  witji  defiriitiori  cis svitji r'ecoriciling  the needJor
natiorial  osvnership  witji  the i'ole of  external  iriter"ventiori  throug}i  aid 77ou's. At its nuisr
furidamentcd  level, oys'nership is a ci'iticcd  dimension  of natiomdsovereignty,  tmd implies  tr
countr'y:s leadei'ship  in settirig  develo)mierit  objectives  aiul."trategies  mxd in corrtrolling  the

fi'mnewoi'k  of  it.s; relations  wit/i  extei'ncd  ptirtnei'.'i.  It is distinguislied  I>sa the authoi'.';hip  o7 /h('
rdorm  process,  thesr'ope  oJ'riationalsup)yort  behiml  it, tliesusttrinabilit.s'  oj'tlie  gos'er'nment's
commitrpient  tmd  the iritensity  ofthe  gosier'nmerit  :" initiative.'<  to )ir'omote  a natiomrl  con."ensus.

A numbei'  o/' evtdrtatirin.s'  myd cormti'y  case studies  i'evetd  maina hindi'mwe.s' /o ntttiomd
ovi'rier.';hi)i.  T/ie."e inc'hrde  tlie tr'eineridous  asyminetr'.si in the btrlaru'e  of )iosver betsveen (/olloJ'.l
aiul  aid-receisiing  couritries,  the culture  of  domiriation  and  )iatei'ntdism  //la/  in various  degree.s
dwrcrcteri:e."  (/0170/' attitudes,  the pui'suit  of domestic  interest."  by donor.s, tmd tlw."heer
crnnplexity  ofdonoi'  yocedui'es  aml  administratisie  s(i'uctru-es svhich nrcd<eV cooi'tlinatimi  ol'thiiuii'
trctisiities  lira c'ouritries  extr'emely  difl7r'rdt.  As r'egards the reci)iierit  countr'ies themselre;.  flit'
)ir'oblems  inc'hrde  ajailui'e  by many countr'ie.'i  to mobili:e  the tedxniccrl  calitrcity  tmd donwstit'
)'ioliticalsu)y)iort  necessar'i'for  the exerci."e  ofmrlionalletrder'shili.  This ti'tm.sltrtes  into  ({ hy<.s tif
lever'age /yv devehi)iing  countrie."  a.s tr gr'oup in the ongoing  delime  tdiout  the future  o7 developnwnt
coolwration.

The res)ion.siliililyfor  trssertmg  ntrliomd  ou'nei'.shili  r'esls <qum'r4y  ii'ilji  the des'elti)iing
corurtries  themselves  ({/7(/ svilh  their  collet'tive  or'gmu=ations,  inchrding  the  Inter'gos'er'nrnentu{

G/'ou/)  of Tsi'ents'-fom: Osvner'ship  musl begirt svitji the eltdior'trtiori  of tr fi'mneu'or'k  for  ({ ntrtiontd
des't4o)mrenlstr'trtegv.  .4second  s'ital.step  is  to des't4o)i  tr r'etrsomdih'.str'ong  /)0(/l'  o7 mrtiomd

con.s'en.sus  Iwhirxd  Ilw  mttiomd  s'rsion.
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Ownersliip  of  national  developn'ient  policies  lias

become  one  of  tlie  most  critical  and  widely  espoused

issues  in tlie  renewed  debate  on aid  effectiveness  and

tlie  f'uture  of  development  cooperation.  Tliere  is gen-

eral  agreement  among  tl'ie key  actors  -  tlie  recipient

countries,  bilateral  donors  and  t)ie  multilateral  insti-

tutions,  paiticularly  tlie  IMF  and  tlie  World  Bank  -

tl'iat  ownersl'iip  is tl'ie inost  decisive  condition  for

successful  policy  refonn  and  project  implementation.

Tliis  is also  tlie  predominant  conclusion  of  academic

and otlier  researcli,  mucli  of  it based  011 case  studies

of  countiy  experiences.

Unfortunately,  in spite  of  tliis  general  consen-

sus, not mucl"i  lias been  acliieved.  As tbe recently

concluded  Extei-ncd  Evalutdion  qf  the Enhanceci
Structui"alAdjustment  Facilihi  (liereinafter  called  the

ExteriudEvalumion)  noted,  "tlie  DAC  [Development

Assistance  Conunittee]  and  its men"ibers  liave  con-

tinued  to profess  their  good  intentions,  wliile  the

recipient  countries  )iave,  for  tlieir  pait,  continued  to

protest  tl'ieir  frustration"  (IMF,  1998a,  p. 24).

In tliese  circumstances,  and  against  the back-

ground  of  many  past  sliifts  in donor  sentiment  that

promised  a break  witli  tradition  but  brouglit  little

cliange,  it is tempting  to diSllliSS  tlie  talk  of  owner-

s)iip  as yet  anotlier  fad  in a never-ending,  and  largely

futile,  debate.  But  tliere  is a great  deal  at stake,  espe-

cially  for  tlie  G-24  countries,  including  even  tl'ie

Group's  better-placed  men'ibers,  as recent  events  in

East Asia  bave  sliown.  Tlie  issues  raised  go to the

vei'y  lieart  of  tl'ie  national  development  process  in tlie

developing  world.  Moreover,  tlie  radically  changed

geopolitical  environment  in wliicli  tlie  aid  reforzn

debate  is taking  place  today  provides  particularly

auspicious  conditions  for  inaking  progress.  At  any

rate,  it is by  110 means  ceitain  tliat  t}ie  failure  to swiftly

operationalize  tlie  consensus  on national  ownersliip

can be attributed  exclusively,  or  even  mainly,  to tlie

absence  of  political  will  on tlie  pait  of  t}ie  providers

of  official  development  assistance  (ODA).

In tiiese  circumstances,  it is impoitant  to join

issues  and to tluis  lielp  to develop  a framework  for

tlie  restoration  of  country  leaders)'iip  in tlie  fonnula-

tion  and iinplementation  of" national  development

strategies  and  progrannnes.  Tliis  paper  aims  to con-

tribute  to tl'iis  effoit  froin  t)ie  perspective  of  tlie  G-24

group  of  countries.  It is divided  into  four  paits.  Tlie

first  pait  discusses  t)ie context  in wliic)i  tlie debate

on tlie  role  of  national  ownersliip  is taking  place,  and

tlie  doininant  forces  and  factors  sliaping  it. Tlie  sec-

oi'id  pait  looks  at tlie  differing  concepts  of  ownersliip

in tlie  literatui-e  and  in tlie  official  positions  and  prac-

tices of  tlie leading actors, w)iile tlie tliird liait looks
at factors  liindering  tlie  operationalization  of  tlie

widely  accepted  role  of  national  ownersliip.  Tlie  last

part  sets out reconunendations  for  moving  matters

beyond  mere  declarations  of  intent.

I.  The  context  of  the  debate

Concerns  about  national  ownersliip  liave  arisen

in  the  context  of  a renewed  and  wide-ranging  debate

about  tlie  role  of  aid.  This  larger  debate  in tut-i'i coin-

cides  with  a sustained  fall  in net  flows  of  ODA.  Tlie

numbers  are ratlier  confusing  and  not  always  COIII-

parable,  depending  as tliey  do, on sources  and

definitions.  But  in general,  net flows  of  ODA  fron'i

tlie  countries  tliat  are members  of  t)ie Development

Assistance  Conunittee  (DAC),  including  teclmical

assistance  and  grants,  liave  fallen  to tlieir  lowest  lev-

els in absolute  terins  and as a percentage  of  tlie

aggregate  gross  national  product  (GNP)  of  donors

since  tlie  target  of  O.7 per  cent  of  GNP  was set in

1970.  Net  ODA  flows  fron'i  tlie  DAC  countries  now

liover  around  O.25 to O.3 per  cent,  compared  witli

t)ie  mid-1980s  wlien  they  equalled  O.35 per  cent  of

average  GNP  (World  Bank,  l 998a,  p. 50, fig.  l ).

Moreover,  tliere  l'ias been  little  cliange  in country

perfon'i'iance,  witli  tlie  Nordic  countries  and  tlie  Netli-

erlands  registering  t)ie  liigliest  ratios,  and  tlie  inajority

of  the DAC  countries  recording  declines  in their  ra-

tios  of  between  15 and  20 per  cent.

Tlie  reasons  for  tliis  sustained  decline  in ODA

levels  are muc)i  discussed  and well  known.  It is im-

portant  nevertlieless  to understand  tliem  fully  in order

to appreciate  w)iat  space  tl'iere  is for  ti'uly  making

ownersliip  tlie  pivotal  factor  in development  coop-

eration.

Firstly,  tliere  l"ias been  a fundamental  cliange  in

tlie  geopolitical  interest  n'iix  of  tlie  donor  countries

since  tlie  end  of  tlie  Cold  War.  Until  ratlier  recently,

t)ie  development  needs  of  tlie  aid-receiving  countries

did  not  feature  very  proininently  in tlie  calculations

of  donors.  Tlie  most  recent  cross-country  study  on

aid  by Burnside  and Dollar  (1997-1998)  covering  a

sainple  of  son'ie  41 low-income  countries,  found  tliat

over  tlie  period  from  1970  to 1993 countries  witli

poor  economic  policies  received  as mucli  bilateral

aid as tliose  witl'i  good  policies,  i.e. bilateral  aid al-

locations  were  greatly  influenced  by  donors'  political

and strategic  considerations.  T)ie  influence  of  tliese

considerations  intensified  paiticularly  in the 1970s,

wlien  inany  developed  countries,  especially  tlie
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United  States,  openly  souglit  to make  tlie  granting  of

aid dependent  on t)ie statements  and voting  record

of  corinlries  on issues  debated  in tlie  United  Nations

and its agencies.  Tlie  Buriqside  and Dollar  findings

coiiicide  witli  tliose  of  many  earlier  studies:  Killick

(1991  ), Krueger  et al. (1989),  Maizels  and  Nissanke

(1984),  and Boone  (1996,  p. 289  et seq.).

Tlie  Bun'iside  and  Dollar  study  also  found  tliat

in contrast  wit)i  tlie  record  Oil  bilateral  aid,  alloca-

lions  of  concessional  resources  and grants  by tlie

multilateral  institutions  went  more  to countries  wit)i

good  policies,  wliicli  suggests  tliat  political  consid-

erations  featured  less prominently  in tlie  lending

practices  of  these  bodies.  Tliis  finding  is again  cor-

roborated  by earlier  studies  -  Maizels  and  Nissai'ike

(1984)  and Trumbull  and Wall  (1994)  - altliougli,

even  liere,  it is interesting  to note  tliat  tliis  is not  nec-

essarily  ti-Lie of  the late  l 960s.  Others  Jiave  suggested

tliat  it may  be more  credible  to explain  World  Bank

lending  in tenns  of  a mix  of  considerations,  includ-

ing  political  factors,  tl'ian  country  need  and tlic

political  environment  exclusively  (Trumbull  anci

Wall,  ] 994;  Frey  and Scl'u'ieider,  1986).

Tlie  influence  of  these  strategic  considerations

in donor  aid  allocation  decisions  lias  been  on tlie  wane

in recent  times,  altliougl'i  tlieir  gliosts,  IIOW  bereft  of

tl'ieir  Cold  War  animation,  still  lurk  in the guise  of

"target  countries"  and  "traditional  areas  of  influence".

Witli  t]ie  diminis]ied  importance  of  tliese  interests,

donors  liave  come  to pay  greater  attention  to good

policies  in aid-receiving  countries.  Aid  coordination

groupings  sucli  as tlie  Special  Progranune  for  Africa

(SPA),  wliicli  detennines  funding  gaps  in tlie  coun-

tries  concen'ied  and provides  assessments  of  their

policy  environments,  enable  donors  to base  tlieir  al-

)ocation  decisions  more  and more  on policies.

Tl"ie fall  in aid flows  is also  attributable  to pres-

sures  on national  budgets  (and  tlierefore  also  Oil  ODA

budgets)  in tlie  DAC  countries.  T]iese  pressures,

wl'iic)i  intensified  in the l 980s,  generated  mucl'i  anti-

aid sentiment,  especially  in countries  wliere  pro-aid

sentiment  )iad never  been  panicularly  strong  in tlie

t-n-st place,  since  cuts  in social  welfare  prograi'i'iines

came  to be blamed  On  cliarity  abroad.  In some  coun-

tries,  notably  tlie  United  States,  grossly  exaggerated

notions  of  tlie size of  ODA  as a percentage  of  tlie

national  budget  furtlier  soured  tlie  public  n'iood.  As

one DAC Peer Revievi'  cifthe  United  Sttites  noted:
"tlie  US public  does  not  realize  tl'iat  t)ie  United  States

iias by far  tlie lowest  level  of  effort  among  DAC

i'iieinber  countries  ... wliidi  was O.l2o/o  in  1996"

(OECD,  1998a,  p. 2). In 1995/96  tiie  United  States

contributed  $31 lier  capita  in ODA,  compared  wit)i

$260  for  tlie  four  liigliest-perfonning  DAC  members

and an average  of  $71 for  all  DAC  members.

Tlie  growtl'i  of  anti-aid  sentiment  was also  110

doubt  fuelled  by  the  triumpl'ial  spread  of  free  market

ideology  in tlie  wake  of  tlie  spectacular  collapse  of

tlte Eastei'n  Bloc,  wliicl"i  tended  to blan'ie  tlie  impov-

erislnnent  of  tlie developing  countries  on rampant

state intervention,  and to suggest  that  tlie  case for

ODA  was  almost  entirely  vitiated  by  tl'ie ready  avail-

ability  of  private  capital  flows.  Altlioug]i  t]iis  ultra-

liberalism  is IIOW  slowly  giving  way  to a neo-liberal

tendency  tliat  recognizes  tlie  undue  concentration  of

private  capital  flows  on a few  countries,  and tliere-

fore  tl'ie need  for  continuing  flows  of  ODA,  a great

deal of  cynicism  still  prevails  and underscores  tlie

importance  of  tlie  searcli  for  new  liandles  for  acliiev-

ing  greater  aid  effectiveness.

Tlie  pressure  011 national  budgets  in tlie  donor

countries  is unlikely  to ease in tlie  in'imediate  future.

In Europe,  compliance  witli  tlie  Maasti'iclit  target  for

fiscal  deficits  will  mean  continuing  fiscal  consolida-

tion  for  n'iost  countries,  wliile  in Japan  t)ie fiscal

strains  that  caused  a 10 per  cent  cut  in t)ie  aid tudget

for  tlie  fiscal  year  1998  are projected  to cause laur-

tlier  cuts  at least  tlirougli  tlie  year  2000.

A tliird  factor  driving  tlie  renewed  focus  on

national  ownersliip  is tl"ie widespread  disappointinent

witli  economic  perfonnance  in t}ie  low-income  coun-

tries,  and the persistence  of  poverty,  particularly  in

sub-Sa)iaran  Africa.  Now,  in tlie  face  of  evidence  tliat

until  relatively  recently  donors  liad tended  to allo-

cate  aid  more  to advance  tlieir  strategic  interests  tlian

to lielp  promote  development,  a polemical  reaction

to tliis  talk  of  "disappointment"  miglit  well  consist

in simply  noting  t)iat  the  poor  development  outcoines

were  indeed  predictable.  A less cynical  and more

appropriate  interpretation  of  tlie  prevailing  mood,

however,  is to see it as signalling  a genuine  quest  for

improved  outcomes,  tlianks  in pait  to civil  society

advocacy  in tlie  donor  countries.

Tlie  ongoing  debate  on aid elf-ectiveness  l'ias

been influenced  by tlie  foregoing  factoi-s.  T)iere  is a

general  recognition  t)iat tlie iinposition  of  policies

by donor  countries  and tlie  i'i'iultilateral  institutions

wliicli  tliey  control  as conditions  for  access  to re-

sources  usually  results  in weakened  political  coininit-

ment  On tlie  pait  of  political  forces  and  govei-iunents

in the aid-receiving  countries,  leading  to inten-up-

tions  in tlie  i'efonn  effoit  and in many  cases to the

abandonn'ient  of  tlie  i-efonns  tliemselves.
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Tlie  dominant  forces  sliaping  tlie  issues  and  very

conduct  of  the  debate  on ownersliip  liave  tlius  tended

to be Bretton  Woods  institutions  and  the  donors,  act-

ing  bilaterally  as well  collectively  througli  tlie  DAC.

Altliougli  individual  ministers  and  goveriunent  offi-

cials  in t)ie  recipient  countries  }iave  been  known  to

complain  about  t)ie loss of  control  over  tlieir  eco-

nomic  developn'ient  policies,'  tlieir  collective  voice

lias been  ratlier  n'iuted  in tlie  ongoing  discussions.

To tliis  day,  African  countries,  for  instance,  are not

represented  in tlie  formal  meetings  of  tlie  SPA.

In tliese  circumstances,  tlie  definition  of  con-

cepts  and issues,  tlie  elaboration  of  proposals  for

clianges  in existing  practice,  and  tlie  veiy  pace of

cliange  )iave  been  influenced  largely  by  donor-driven

initiatives  and  perspectives.

II.  Concepts,  determinants  and  the
unfolding  practice

Studies  Oil  ownersliip  aln"iost  invariably  begin

by  noting  two  seemingly  contradictory  phenomena,

namely  a general  agreement  on tlie  critical  impor-

tance  of  ownersliip  to economic  reform,  side  by side

witli  tlie  absence  of  a rigorous  and  operationally  tan-

gible  definition  of  tlie  coxicept.  Owners)iip  is critical

l"or a number  of  obvious  reasons:  it provides  tlie  as-

surance  t)iat  tlie  country  takes  responsibility  for  the

implen'ientation  and  outcome  of  policies;  it ensures

t)iat  sliort-tenn  ineasures  are compatible  wit)'i  and  do

i'iot  prejudice  long-tenn  development  objectives;  and,

above  all,  it provides  tlie  surest  guarantee  against

policy  reversals,  tliereby  ensuring  tlie  sustainability

of  development  policies  and  tlie  benefits  t)iey  bring.

But  wliat  it means  in practice  is by  no means  as clear-

cut. T)ie  World  Bank's  first  systematic  attempt  to

define  and  quantify  tlie detenninants  of  country

ownersliip  in its study Boi'r'ovi'ei'  Ownei"ship  ofAd-
juslinent  Progi'zunines  ttnd tlie Political  Ecoiroiny of'
Reforryi  (liereinafter  called tl'ie ownersliip  study)
opens  wit)i  tlie  usual  acknowledgement.  It notes  tliat

=notwitlistanding  t)ie signil-icance  attaclied  to bor-

rower  ownership,  t)ie notion  remains  coi'iceptually

elusive  and insufficiently  explored  in [tlie]  Bank's

policy  and  practice  ofadjustment  lending"  (Johnson

and Sulaiman,  1993,  p. 2). A paper  on ownersliip

sponsored  by tlie  Canadian  Inteniational  Develop-

inent  Agency  (CIDA)  issued  about  two  years  after

tlie Bank's  study  ei'iters  tlie  san'ie caveat  in almost

identical  language:  "Despite  tlie  significance  attached

to ownersliip  as a factor  in tlie  success  ofdevelopment

initiatives,  neit)ier  tlie  concept  itself-  nor  its opera-

tional  implications  are well  understood"  (Bolger,

1994.  p. l ). Tliere  is tlius  vei'y  little  by  way  of  a sys-

tematic  definition  in tlie  literature,  and attempts  at

definition  usually  quickly  tuin  into  statements  of  wliat

constitutes  empirically  verifiable  deten'i'iinants,  a task

wliich  is no less important  but  wliic)'i  itself  depends

011 a definition  of  tlie  concept.  Tlie  problem  clearly

does  not  lie witli  tlie  peculiar  elusiveness  of  owner-

sliip  as an etymological  category.  On tlie  contrary,

tlie  persistence  of  tlie  difficulty  attests  to tlie  domi-

nance  of  tlie  donor  factor  in tl'iese  discussions.  Tlie

difficulty  lies  not  so mucli  in defining  ownersliip  as

sucli,  but  in reconciling  it with  tlie  role  of  extei'nal

intervention  in tlie  shaping  and  management  of  de-

velopment  policy  in tlie  aid receiving  country.  Tl'iis

explains  t}'ie references  in tlie  literature  to a "trans-

ferring"  of  ownersliip  to tl'ie borrowing  country,  to

"putting  tlie  countries  in tlie  driver's  seat"  and to

getting  the  countries  to "intenqalize"  negotiated  pro-

granu'nes  of  refonn.

At  tlie  tlieoretical  and  nonnative  level,  country

ownersliip  is a fundamental  aspect  of  national  sov-

ereignty  and self-determination.  Ownersliip  by a

country  of  its national  development  policies  must

imply  its leadersliip  in setting  objectives  and  deter-

mining  strategies  and  in controlling  tlie  fran'iework

and  n'ianagement  of  its relations  wit}i  external  coop-

erators.  In t)ie very  nature  of  things,  liowever,  tliis

sovereign  riglit  is by  no means  absolute.  It is circum-

scribed  by t)ie workings  of  tlie  global  market  for

goods  and  services  and  by  tlie  connnunications  revo-

lution.  Moreover,  since  governments  exercise  this

riglit  on belialf  of  constituencies  on whicli  tliey  de-

pend  for  tl'ieir  legitimacy  and  wliicli  in tlie  end

detennine  tlie  space  for  policy  refonn,  national  own-

ersliip  is variable  over  time  and  by  circumstance.  Tlie

ineasurement  of  tlie  extent  or degree  of  national

ownersliip  becomes  especially  impoitant  where  dif-

ficult  policy  clioices  liave  )iad  to be made  in

negotiations  witli  exten'ial  agencies,  and  wlien  tliere-

fore  tlie  extent  of  national  support  becomes  an

important  indicator  of  tlie  likeliliood  of  policy

sustainability.  Tliis  explains  wliy  tliere  lias been  so

mucli  empliasis  in studies  by t)ie World  Bank  and

tlie  IMF  (and  also  by donors)  on criteria  for  deter-

mining  ownersliip.

Tlie  World  Bank's  owi'iersliip  study,  w)iicli  was

based  on a review  of  perfonnance  audit  repoits  and

project  coinpletion  repoits  On 99 adjustn'ient  pro-

gi-ammes  in 42 counti'ies,  pi-oposed  a four-dimensional

analytical  framework,  based  on tlie  emerging  con-

vergence  in tlie  literature  at tlie  tiine,  eacli  in tuni

liaving  four  sub-categories  reflecting  degrees  of  own-
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ers)iip.  Tlie  four  criteria  were:  (i)  tlie  locus  of  tlie

refonn  initiative;  (ii)  the  level  of  intellectual  convic-

tion  an'iong  key  policy  makers;  (iii)  expression  of

political  will  by  tl'ie  top  political  leadersliip;  and

(iv)  efforts  towards  consensus  building  among  vari-

ous  constituencies  (Jolmson  and  Sulaiman,  1993,

p. 4). In contrast,  tlie  External  Evaluation  of  tlie

Fund's  Enlianced  Structural  Adjustment  Facility

(ESAF)  offered  a set  of  ownersliip  deterininants  that

to some  extent  overlapped  witli  tliese,  but  also  added

new  factors.  Tliey  included:  (i)  tlie  autliors}iip  of  tlie

policy  refonn  programn'ie;  (ii)  tlie  scope  of  national

support;  (iii)  tlie  sustainability  of  tlie  goveniment's

conmiitment;  and  (iv)  tlie  intensity  of  initiatives  by

the  govenunent  to  promote  a broad  national  consen-

sus (IMF,  1998a,  p. 25).

III.  Authorship

In tlie  Extenial  Evaluation's  analytical  fran'ie-

work,  autliorsliip  refers  to the  setting  of  tlie  policy

agenda  and  the  initiation  of  the  reform  process.  It  is

defined  by  WIIO sets  tlie  agenda  and  launclies  tlie  re-

fonn  patli,  not  wlio  writes  tlie  operational  progranune

documents.  Consequently,  a goveniment  lacking  tlie

technical  capacity  to design  specific  measures  or  a

detailed  financial  progrannne,  for  instance,  could

engage  external  experts  or  even  rely  on  IMF  staff  to

provide  this  service  and  still  be said  to own  a pro-

granune,  if  in  tlie  end  it sets  tlie  policy  agenda,  and

negotiates  conditions  for  access  to resources  wliicli

are  consistent  witli  its objectives.

IV. Scope  of  support

T]iis  measures  t}ie  extent  of  knowledge  of  and

support  for  tlie  progran'ime  wit)iin  tl'ie govenunent

as a whole  and  especially  within  ministries  outside

tlie  finance  and  econoinics  ministries,  as well  as out-

side  government,  particularly  amongst  groups

directly  affected  by  proposed  clianges  in policy,  such

as n'ianufacturers'  associations,  clian'ibers  of  COnl-

merce  and  civil  society  organizations.

V.  Sustainability  of  government

commitment

Tliis  indicator  tests  t)ie  consistency  witli  wliicli

tlie  goveinn'ient  pursues  tl'ie  progrannne  of  refonn,

especially  after  extenial  resources  provided  in sup-

port  of  tlie  progranune  liave  been  fully  disbursed  or

liave  ceased.  Since  tlie  degree  of  commitment  vat-ies

over  different  periods  and  according  to political  cir-

cumstances,  tlie  goveriunent's  conduct  on  tlie  eve  of

democratic  elections  or in negotiations  wit)i  trade

unions  and  otlier  labour  organizations,  for  instance,

is a reliable  gauge  of  tlie  deptli  of  its con'imitment

and  tlierefore  of  tlie  cl"iances  of  tlie  reforn'i  effort  be-

ing  sustained.

A  number  of  studies  using  these  definitions,  or

variants  of  tliem,  liave  souglit  to assess  t)ie  role  of

ownership  in different  policy  reform  experiences.

Those  conducted  by  tlie  World  Bai'ik  liave  been  aimed

principally  at establisliing  tlie  relationsliip  between

ownersliip  and  successful  project  or  progranune  im-

plementation  (Jolu'ison  and  Sulaiman,  1993;  World

Bank,  1990a,  1990b;  OECD,  1991).  Tlie  IMF's  lat-

est review  of  tlie  ESAF,  on the  otlier  liand,  did  not

seek  to  establisli  tlie  relationship  between  ownersliip

and  perfonnance  as sucli.  Instead,  it  souglit  to  exam-

ine  tlie  factors  responsible  for  tl'ie  l"iigli  incidence  of

interiuptions  in  progranune  in'iplen'ientation  in  order

to detennine  wliether  tliis  could  be alleviated  by

clianges  in progran'ime  design  or the  frequency  of

programme  monitoring,  and  in particular  wlietlier

greater  selectivity  "would  encourage  countries  to

commit  tliemselves  more  forcefully  to appropriate

policies".  Whilethe  approaclies  and  focus  oftlie  stud-

ies  by  tl'ie  two  institutions  )iave  been  different  in some

respects,  they  s)iare  a conunon  perception  of  national

ownership:  it is perceived  essentially  as the  conunit-

ment  made  by  tlie  boi'rowing  countries  in  tlie  context

of  Bank/Fund  programn'ies.  T)ie  Bank's  bonower

ownersliip  study,  like  earlier  reviews,  wliicli  liave

pronounced  on tlie  issue  of  ownersliip,  focused  di-

rectly  011  ownersliip  of  adjustment  progranunes.

Nevertlieless,  it is interesting  also  to  observe  tliat  even

witliin  tliis  limited  and  largely  self-serving  vision  of

ownersl'iip,  tlie  studies  liave  typically  establislied  a

positive  correlation  between  ownersliip  and  pro-

grannne  success  (Branson  and  Jayarajali,  1995).

On  tlie  otlier  liand,  a nuinber  of"case  studies  of

donor  attitudes  to ownersliip  )iave  added  different

dimensions  to tl'ie debate  on t)"ie concept  and  deter-

minants  of  owners)iip  and  liave  also  liigliliglited  tlie

ainbivalence  among  donors  witli  regard  to tlie  vei'y

notion  of  national  ownersliip.  A  study  by  C IDA  -  on

Canadaas  experience  witli  ownersliip,  focusing  on tlie

perfoi'-inance  of  C IDA-supported  projects  -  observes

tliat  tlie  Canadian  expei-ience  demonstrates  (i)  tlie

significance  of  different  levels  of  ownersliip  - t)ie

national  and  tlie  local  conununity  levels  -  and  (ii)  tlie
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role  of  donors  in broadening  tlie  "ownersliip  base in

developing  countries"  by facilitating  tlie inclusion

ofstakeliolders  in project  planning  and  implen'ienta-

tion,  wlion'i  goven'iments,  left  on t)'ieir  own,  would

otlierwise  not include  (Bolger,  1994).  At  tlie  same

time,  a recent  review  of  tlie  United  Republic  of  Tan-

zania's  relations  witli  donors  suggests  tliat  many

donors  tend  to see national  ownersliip  as meaning

t)ie adoption  or  acceptance  by  tlie  country  of  essen-

tially  donor-driven  initiatives  and progranunes  in

practice  (see,  for  example,  Helleiner,  1997).

At  t)'ie level  of  collective  donor  assessments,

DAC  peer  reviews  of  individual  country  experiences

s)iow  tliat  altliougli  in tlie  wake  of  tl'ie organization's

seminal  new  strategy  document,  SJiaping  tjie 21"

Centur.v.'  The Contrit"iutiori  ofDevelopinent  Coop-
ertoion,  donor  countries  )iave  begun  to adopt  forinal

policy  statements  )ieralding  a break  witli  tlie  past,

acceptance of  national  ownership  remains a ma3or
cliallenge  (OECD,  1997).

Tlie  IMF's  ESAF  sets tlie  overall  macroeco-

nomic  policy  framework  for  bilateral  donor  aid  poli-

cies  and  tlius  provides  a decisive  testing  ground  for

country  ownersliip.  Accordingly,  the  findings  of  tlie

External  Evaluation  which  investigated  tlie  record

ola country  ownersliip  in a sampling  of  countries  in

sub-Sa)iaran  Africa,  Asia  and  Latin  America  are par-

ticularly  impoitant.  The  study  concluded  tliat  national

owners)'iip  of  IMF-supponed  programmes  was  gen-

erally  weak  and  tliat  national  autliorities  almost  witli-

out  exception  felt  tliey  liad  little  control  over  agenda

setting  and progran'nne  objectives.  In addition,  it

faound some  coi'relation  between  tlie  consistency  in

prograi'iune  impleinentation  and  liigli  levels  national

ownersliip.

Vl.  Strategic  shifts  in the  aid  framework
and  eontinuing  hindrances  to

national  ownership

Tlie  tentativeness  and  liesitation  in tlie  literature

regai-ding  tlie  concept  and  operational  detenninants

olaownersliip  tlius  reflect  the  crisis  of  national  own-

ei-sliip,  whicl'i  tlie  country  case studies  generally

illustrate.  Among  tlie  inultilateral  institutions  and  for

a inajority  ofdonoi-s  tlie  einergii'ig  consensus  is tliat

"paitners)iip"  is tlie  most  appropriate  vel'iicle  for  ef-

Iaecting  tlie  desii-ed  cliai'ige  in donor-recipient  counti'y

relationsliips.  Tliis  sliitt  lias taken  place  in the COn-

text  oral)ie  DAC's  call  in its development  cooperation

sti'ategy  docuinent  (Shu)iing  the 21 " Centui'i')  for  an

end  to pateriialisin  and  tlie  adoption  of  a paitnersliip

model  in wliidi  "local  actors  sliould  progressively

take  t)ie lead wliile  extei'nal  partners  back  tlieir  ef-

forts  to assume  greater  responsibility  for  their  own

development"  (DAC,  1996,  p. 3). Tlie  Swedisli

framework  for  a new  paitners)iip  witli  Africa  sets

out  a new  code  of  conduct  tliat  advocates  a radical

cliange  in donor  attitudes  (Govennnent  of  Sweden,

1998,p.  100).

In the spirit  of  its new  pliilosopliy,  tlie  DAC

launclied  in 1997,  in consultation  witli  tlie  Goveni-

ment  of  Mali,  a pilot  exercise  aimed  at detennining

IIOW tlie  principles  of  partnership  aid coordination

and local  ownersl'iip  were  working  in Mali,  wliat

improven'ients  could  be made  and  wl'iat  general  les-

sons could  be drawn.  The  review  exercise,  wl'iicli

studied  evaluation  reports  and  analysed  a sample  of

projects  witli  special  innovative  features,  raised  a

number  of  issues  wliicli  lie  at tlie  root  of  the owner-

sliip  problen'i  but  remain  largely  unresolved  in spite

of  many  attempts  at tlieir  resolution.  Tlie  study  noted:

(a) tlie  fact  tliat  Mali  liad  no effective  national  frame-

work  for  coordinating  aid and for  ensuring  tlie

consistency  of  national  development  strategies;

(b)  the  fact  that  national  development  )iad  not  always

been  a major  priority  witli  donors;  and  (c)  tl'ie slieer

multiplicity  and  complexity  of  donor  administrative

structures  and procedures  and tlie  burden  tliat  tliis

places  on national  capacity.  More  importantly,  it led

to tl'ie adoption  of  a number  of  proposals  aimed  at

enliancing  xiational  ownersl"iip,  including  an agree-

ment  to waive,  on a pilot  basis,  practices  tliat  distorted

national  procedures  and  administrative  capacity.

Prominent  among  tliese  was  the  practice  among  do-

nors  of  tying  procurement  to national  sources  and

t)ie insistence  on tax exemptions  on equipment  im-

ports  for  aid-financed  projects  (OECD,  l 998b,  p. 6).

Again,  as tl'ie Malian  exercise  and  otlier  studies

liave  stressed,  tlie  recipient  countries  tliemselves  must

l'iave  tlie  political  and tlie  teclmical  administrative

capacity  to take  cliarge.  But  tliis  will  be to no avail  if

tbe development  cooperation  fran'iework  does not

pennit  tlie  exercise  of  leadersliip.  Accordingly,  an

acknowledgement  ola tlie  major  factors  tliat  liinder

exercise  of  national  ownersliip  in t)ie existing  rela-

tions  inust  be t)ie stai'ting  point  of  a solution.  Tliey

include,  in our  view  tlie  following:

Tlie  existing  I-ramework  of  donoi-country  re-

lationsliips  is cliaracterized  by ti-emendous

asymn"ieti'y  in tlie  balance  of-power.  On tlie  one

side is t)ie donor  wielding  tlie  intluence  tliat

comes  not  only  froin  tlie  donor's  own  aid budget
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but  also  from  its voting  power  in tlie  multilateral

funding  agencies.  For  the G-7  counti'ies  tliis  is

quite  considerable,  often  giving  t)iem  leverage

in tlieir  bilateral  relations  far  beyond  wliat

would  be reasonably  cominensurate  wit)i  tlie

level  oft)ieir  bilateral  country  aid  envelope.  On

t)ie otlier  side  is tl"ie recipient  countiy  so-called,

usually  casli-strapped  and  l'iiglily  aid-dependent,

witli  all  tliat  tliis  means  for  its fiscal  and  balance-

of-payments  situation.  Tlie  most  dramatic

demonstration  of  tliis  preponderant  donor

levei-age  is tlie  fact  tliat  most  donor  delegations,

regardless  of  tlie  ranking  of  tlieir  members,

would  usually  insist  on and be granted  an

audience  witli  Ministers  or  even  lieads  of  State.

Donors  still  suffer  in vaiying  degrees  from  a

culture  of  don'iination  and  paternalism,  togetlier

wit)i  unremitting  suspicion  and  inistnist  of  tlie

integrity  oflocal  procedures  and  initiatives.  In

paiticular,  in tlie  area of  project  management,

donor  agencies  are often  compelled  by  domestic

legislative  and  administrative  requirements  to

adopt  accounting  procedures  tliat  inliibit  t}ie

exercise  of  local  responsibility.  As one study

put  it: "Most  donors  still  operate  on tlie  basis

of  a 'transaction'  accountability  - tliat  is, an

elaborate  system  of  controlling  tlie  inputs  and

outputs  of  tlie  aid  planning  and  delivei'y  system

to ensure  efficiency  and effectiveness.  One

result  oftliis  is an inexorable  pressure  on donors

to lower  risk  and  uncertainty  by managing

(i.e.  controlling)  as many  project  initiatives  as
possible".

Beliind  tlie  veil  of  a generalized  affirination  of

multilateralism  donor,  aid  practices  are still

driven  to a significant  extent  by the pursuit  of

doinestic  interests  -  usually  contracts  and  mar-

kets  for  donor  countiy  suppliers  and  consultants

- in ways  tliat  inliibit  t}ie exercise  of  national

ownersliip  eitlier  directly  by ovei'riding  local

govennnent  policy,  or  indirectly  by  discouraging

tlie developinent  and use of  national  capacity

ii"i tlie  i-ecipient  counti-y.  T)ie  pursuit  of  bilateral

donor  interests  is in tui-n often  carried  out

dii-ectly  throug)i  tied  aid or indirectly  tliroug)i

pressure  on tlie  lcical  autliorities  to favour  donor

suppliers  and ccintractors  on pain  of  reduced

future  aid flows.  Ill  addition  to iinposing  a cost

on tlie  recipient  countiy  of  tied  aid in reduced

value  for  money,  t)ie  World  Bank  lias estimated

tliat  tied  aid reduces  tlie  value  ofaid  by about

25 percent  (World  Bank/OECD,  1999,  p. 28)  -

t)iis  pi-actice  excludes  or discourages  sub-

contracting  to local  sources  and  tlie  use oflocal

expeitise.  In Africa  alone,  some  $4 billion  in
aid funds  go to support  about  100,000  ex-

patriates  aiuiually  (World  Bank,  l 998b,  p. 24).

Ill  spite  oftlie  progress  made  in recent  tiines  in

aid  coordination,  tlie  frequency  of  donor  progrannning

and  evaluation  missions  and  tlie  slieer  complexity  of

donor  procedures  and administrative  structures  still

constitute  a significant  burden  011 national  capacity,

making  it difficult  for  tlie  national  autliorities  to pre-

pare  adequately  for  discussions  witli  visiting  donoi-

missions  and  to coordinate  aid-supported  pro-

grainmes.  One  study  )ias estimated  tliat  in tlie  United

Republic  of  Tanzania,  for  instance,  a conservative

estimate  of  600 projects  calls  for  2,400  quaiterly

reports  to be submitted  to oversiglit  missions  in dif-

ferent  donor  capitals,  and over  1,000  consultancy

missions  to appraise,  monitor,  coordinate  and  evalu-

ate project  activities.  Each  mission  will  in tum  request

meetings  witli  key  ministry  officials  and pi'oduce  a

report  whicli  govenunent  must  coinment  on (World

Bank/OECD,  1999,  p. 28).  At  a more  global  level,

t)iese  constraints  make  it difficult  for  tlie  countries

to develop  and inaintain  a focus  on an endogenous

national  development  framework  in tlieii-  relations

witli  donors  even  wliere  tliey  liave  t)ie  capacity  to do

so. Significantly,  the Mali  review  noted  tliat  =tlie

complexity  of  donor  procedures  and  prolil"eration  of

aid-driven  parallel  administrative  structures  liave

n"iade national  inanagen'ient  dift-icult  witli  negative

consequences  for  tlie  retunis  to public  investinent"

(OECD,  1998b,  p. 4).

Tlie  l'iindrances  are not  confined  to tlie  bilateral

donors;  tl'iey  exist  at tlie  level  of  the recipient  COLIII-

tries  as well.  Tliey  include:

Tliere  is a failure  on tlie  pait  of  many  countries

to mobilize  tlie  tecl'inical  capacity  (or  develop

it wliere  it does not exist)  and tlie  doinestic

political  suppoit  necessary  for  tlie  exercise  of

national  leadersl'iip  in i-elations  witli  donors.  To

be sure,  this  )ias to do ii'i part  wit)i  tlie  dis-

tractions  and disincentives  of  aid dependence.

But  in t)ie final  analysis  it is tlie  result  of  tlie

dynainics  ofat)ie  domestic  political  situation.  In

inany  parts  of  tlie  developing  world,  a signil-i-

cant number  ola trained  personnel  liave  been

exiled  by political  instability  of'  inarginalized

fi-om  tlie  national  development  pmcess  tlirougli

tlie  politics  of  exclusion.  At tlie saine  tiine

wrong  econoinic  policies  )iave  badly  emded

public  sector  employinent  incentives.
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W)'iere  domestic  political  processes  are not

democratic  and  participatory,  govennnents  are

unable  to create  tlie  necessary  political  space

for  i'iational  consensus-building.  In sucli  circum-

stances  tliey  would  more  readily  succumb  to

donor  dictates  in  tlie  liope  of  obtaining  resources

to  prop  up  parasitic  state  structures  and  tlie  privi-

leges  t)iat  go witli  tliem.

At  tlie  collective  level,  tl'ie loss  of  leverage  by

t]'ie  developing  countries  as a group  in  tlie  con-

duct  of  development  cooperation  and  in tlie

ongoing  debate  about  its  redesigning  is in  n'iany

respects  tlie  result  of  tlie  fragmentation  of  tlie

group's  institutional  and  consultative  arrange-

ments.

In tlie  overall  relations  between  developing

countries  and  donors  tlie  central  problem  of  owner-

sliip  is liow  to operationalize  tlie  notion  of  ownersliip

in suc}'i  a way  as to acliieve  a balance  between  tl'ie

now  universally  agreed  need  for  national  leadersl'iip

in setting  developn'ient  strategies  and  implementing

tliem  on  tl'ie  one  liand,  and  t}ie  legitimate  conceni  of

donors  regarding  accountability  for  tlie  use of  aid

resorirces  on  t)ie  otlier  liand.

Tliere  is, liowever,  a t)iird  arena  -  and  perliaps

in tlie  final  analysis  t)ie  most  decisive  one  -  for  tlie

detennination  of  tlie  role  of  national  ownership  in

tlie  systen'i  of  development  cooperation,  namely  tlie

relations  of  aid-receiving  countries  witli  the  Bretton

Woods  institutions,  especially  tlie  IMF,  to  tl'ie  extent

t)iat  tliese  relations  perfonn  a de facto  certification

role  not  only  for  official  development  assistance  but

also  for  private  capital  flows.  Tlie  External  Evalua-

tion  of  tlie  ESAF  reported,  perliaps  predictably,  tliat

conditionality  constituted  the  greatest  source  of  ten-

sion  in IMF/country  relations,  noting  tliat  "T}'ie

persistent  concerns  about  tlie  loss  of  ownership  con'ie

from  tl'ie  feeling  tliat  goven'unents  are  left  no  clioices

in negotiations",  and  tliat  tliese  concenis  reflect  a

general  view  in tlie  client  countries  tliat  "the  nego-

tiation  process  tends  to be one-sided,  and  produces

agreement  mostly  tlirough  a convergence  around

[IMF]  staff  positions"  (IMF,  1998a,  p. 5 et seq.).

Tliese  observations  sum  up t)ie  crux  of  the  matter.

Tlie  problem,  as t)ie  study  conectly  noted,  is not  tliat

trin'  conditions  for  access  to IMF  and  World  Bank

resources  are  inlierently  ineconcilable  witli  national

ownersliip.  Tliese  resources  must  after  all  be  revolved

and  n'iust  tl'ius  be provided  in circumstances  tliat  en-

sure  a reasonable  prospect  of  tlieir  being  repaid.

Ratlier,  tlie  problem  lies  witli  conditioi"ialities  tliat

result  froin  a negotiation  process  wliicli  does  not

perniit  a fair  consideration  of  preferred  national

clioices  of  a refonn  patl"i  or  of  a particular  sequencing

of  corrective  measures.  Indeed,  tlie  ovei'wlielming

conclusion  of  most  studies  on  tlie  subject  is tliat  suc)i

conditionalities  seldon'i  succeed  in inducing  coun-

tries  to sustain  policy  refonns.  T)ie  IMF  itself,  in a

publislied  but  unfortunately  as yet  little  known  ac-

knowledgement  of  tlie  problem,  lias  proposed,  in line

with  the  reconnnendations  of  tlie  exteriial  evaluation,

tliat  it afford  greater  flexibility  to missions  to allow

greater  scope  for  a consideration  of  alteri'iative  policy

mixes  (IMF,  I998b,  p. 7).

VII.  The  emergmg  consensus  and  the

way  forward

After  years  of  discussion  involving  academic

researchers,  donor  govei'nments  and  agencies  and

the  multilateral  institutions,  tliere  appears  to be a

consensus  on tlie  elements  of  a new  development

cooperation  framework  based  on  pcii"tnei'ship  -  a re-

lationship  based,  in tlie  colourful  language  of  t)ie

DAC,  on  "more  ownersliip  and  less  donorsl'iip",  or,

in a now  familiar  and  ratlier  unfortunate  jargon,

"putting  tlie  countries  in  tlie  drivels  seat"  -  andse-

lectivity,  tliat  is tlie  concentration  of  concessional

resources  on a select  number  of  countries  based  Oil

peiforinaircc. A recent policy study by tlie Overseas
Development  Council  (ODC,  1999)  sunnnarizes  tlie

distinguisliing  features  of  tlie  new  framework  as fol-

lows:

Country  aid  allocations  would  be detennined

by  a differentiation  an'iong  countries  based  on

policy  perfonnance,  witli  countries  grouped  into

(i)  perfonners,  (ii)  refonners,  (iii)  post-crisis

countries,  and  (iv)  non-perfonners;

Aid  to poor  perfonners  would  be limited  and

would,  moreover,  be concentrated  on poveity

alleviation  and  suppoit  for  institution  building;

Perfonnance  criteria  would  include  inacroeco-

nomic  policies  as well  as poverty  alleviation

and  governance  policies;

Eacli  donor  would  decide  on tlie  different

weiglits  to be attaclied  to  the  differei'it  perfoi'in-

ance  critei-ia;

Perfoi'inance  criteria  and  tlie  different  weiglits

given  to tliem  by  tlie  different  agencies,  tlie

classit-ication  of  countries  according  to tliese
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weig)its,  and tlie reasons  for  and analysis  on

wliicli  sucli  classification  was based  would  be
n'iade  public.

111 tliis  sclieme  of  tliings,  tlie  issue  of  owners)iip

is by  and  large  moot  for  tlie  counti'ies  in t)ie  categoiy

of  perfonnei-s  tliat  would  set t)ieir  own  policy  frame-

work,  public  investment  progran'imes  and  budgets,

and  receive  aid in suppoit  of  tlieir  policies  as so de-

t-med.  Tlie  issue  is not  quite  so clear  for  countries  in

the next  two  categories;  and tlie  last  group  of

countries  receive  no aid at all,  save  for  possible  hu-

inanitarian  assistance.  Altliougli  tlie  World  Bank,  t)ie

regional  development  banks,  notably  tlie  African

Development  Bank,  and  inost  donor  agencies  liave

begun  to adopt  tlieir  own  interpretations  of  tlie  part-

nersliip  concept,  tlie  neat  classification  set out  abo've

is nowhere  near  a systematic  and uniforin  interpre-

tation  or application.  Moreover,  it is by 110 means

clear  tliat  tlie  problems  of  national  ownersliip  would

be resolved  by  t)ie  wliolesale  adoption  of  tlie  sclieme.

Indeed,  if  tlie  operation  of  tlie  World  Bank's  cui'rent

practice  in counti-y  assessment  is any  guide,  it is clear

tliat  wliat  tl"iese latest  ruinblings  poitend  is a unilat-

eral application  of  country  classification  criteria

wliose  logic  and analytical  details  are kept  from  tlie

general  public  and  tlie  countries  tliemselves!  More

impoitantly,  a perforn'iance-based  aid selectivity

framework  tliat  does  not  include  tlie  role  of  tl'ie IMF

is unlikely  to succeed,  given  tlie  primary  ceitifica-

tion  role  tliat  botli  donors  and  t)ie  market  accord  tlie

institution  in matters  of  inacroeconomic  policy.

Vlll.  The  way  forward

In discussing  tlie  iinpoitance  of  ownersliip  in

aid  relations  and  tlie  need  to establisli  a new  opera-

tional  fran'iework  far  its realization,  one  must

recognize  tl'ie differentiation  among  tlie  developing

countries  and  tlie  relative  impoitance  of  tlie  problem

to different  groups.  Two  factors  underpin  t)iis  differ-

entiation,  nainely  dependence  oll  aid,  and access  to
private  capital  tlciws.

Froin  its peak  in tlie  good  yec'irs  froin  1984  to

1991 wlien  it exceeded  private  flc'iws,  ODA  declined

to less tlian  25 per  cent  of  pi-ivate  tlciws  in 1996  and

1997,  despite  tlie  East  Asian  crisis  wliicli  led  to a 25

per  cent  fall  in pi-ivate  tlows  in I ')97  coinpared  witli

1996.  In spite  oftliis  decline  in absolute  ODA  levels

and in tlieir  relative  iinpoiiance  in global  capital

flows,  aid dependence  in tlie low-income  groups,

especially  in sub-Sali:n-:m  Africa,  i-cinains  )iigli.  Tlie

20 most  liiglily  aid-dependent  countries  wit)i  an  av-

erage  GNP  per  capita  of  some  $350  received  (Oil

average)  over  the period  1993  to 1996  0DA  equiva-

lent  to 31 per  cent  of  t)ieir  GNP  coinpared  witli  tlie

58 countries  witli  tlie  least  aid  dependence  w)iicli  liad

an average  ODA  to GNP  ratio  of  1.2 per  cent  (World

Bank/OECD,  1999,  p. 8). Obviously,  tlie  issue  ola

donor  intrusiveness  and tlie  loss  of  national  control

over  tlie  development  process  liave  greatei-  signifi-

cance  for  tlie  aid-dependent  countries  t)ian  for  tlie

otliers,  especially  as tl'iese  also  liappen  to be tlie  ones

witli  tlie  least  access  to private  capital  flows.

Apart  from  the growing  connnitment  ainong

donors  botli  bilaterally  and  collectively  througli  tlie

DAC  to a clianged  cooperation  framework  tliat  re-

spects  the  primai'y  role  of  national  ownersliip,  tliere

are important  clianges  in policy  and attitudes  in tl'ie

Bretton  Woods  institutions  that  do not  by any  means

suggest  tliat  tlie  past is entirely  buried,  but at least

create  favourable  conditions  for  moving  matters  for-

ward.

At  tlie  World  Bank,  t)ie  Paitnei-sliip  Group,  in a

paper  issued  in May  1998,  proposed  a new  paitner-

sliip  framework  in wliicl'i  tlie  key  developinent  actors

on tlie  basis  of  "sliared  objectives  and comparatisie

advantages"  act in suppoit  of  tlie  counti-y's  own  de-

velopment  strategy,  and  an aid  coordination  process

led  by  tlie  counti-y  again  in tlie  overall  l"rainewoi'k  ola

its development  progran'in'ie  (World  Bank,  1998c).

In an even  n'iore  impoitant  signal,  tlie  Bankas  Presi-

dent,  in liis  address  to t)'ie 1998  Annual  Meetings,

called  for  a new  paitnersliip  a'led by govenunents

and  parliainents  of  tlie  countries",  wliereby  tlie  Bank

and donors  =inust  leai-n  to be better  team  players  ca-

pable  of  letting  go"  (Wolfensol'u'i,  1998  ). In an even

n'iore  recent  proposal  for  a Coinprehensive  Devel-

opment  Frai'iiework,  lie again  Sti-esses  tlie  need for

t)ie countries  to "detei-inine  goals  and  pliasing,  tiin-

ing and sequencing  of  progi-ami'iiesa'  (Wolfenscilm,

1999,  p. g).

At  t)ie IMF  a recent  paper  issued  in response  tci

a request  by t)ie Executive  Board,  l-ollcnving  its con-

sideration  of  tlie  repc'ut  oll  tlie  External  Evaluatic'm,

makes  a nuinber  cifproposals  for  fostering  national

ownersliip.  Tliey  include  proposals  to grve  IMF  inis-

sions  greater  tlexibility  to enable  tliem  to agree  oil

pl-Og}'alllllleS  tliat llaVe  gl'caier  national  SLII)l)Ol'i and
ownersliip.  In pcnlicular,  tlie  paper  recciinmends  tli:it

=more  attention  be paid  to considei-ing  altei'native

policy  mixes  tliat  wcnild  be ccinsistent  willi  appi'ci-

priate  progi'annne  objectives=.  It :ilsci  acknosvledgcs

tlie need tc'i guai'd  against  llic  ribk  cil' agi'ceinenls
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reaclied  in tliis  way  being  significantly  altered  at

lieadquarters.

Ill  tlie  final  analysis,  liowever,  the responsibil-

ity  for  asserting  national  ownersliip  rests  squarely

wit)i  the countries  tl'iemselves  and  witli  tlieir  collec-

tive  organizations,  including  tlie  G-24.

IX.  Initiatives  by the country

At  tlie  country  level,  ownersliip  must  begin  wit)i

tlie  elaboration  of  a national  development  framework

tl'ial  sets out  the countiy's  long-tenn  strategies  and

tlie means  of  acliieving  tliem.  Particularly  for  tlie

low-income  countries  wit)i  a higl'i  incidence  of  aid

dependence,  sucli  a strategy  must  l'iave  as its over-

riding  objective  an end to aid dependence  tliroug)'i

accelerated  expoit-led  growtli  financed  by optimal

levels  of  domestic  resource  mobilization  and sup-

plemented  by increasing  flows  of  foreign  private

capital.

Wliile  national  capacity  to fonnulate  develop-

ment  strategies  obviously  differs  from  country  to

countiy,  it is difficult  to imagine  a country  today  tliat

does  not  possess  t)ie  expeitise  among  its nationals  at

lioine  or abi-oad  to undei'lake  tlie  task.  It is not  as if

tliis  iiwo)ves  the tecluiology  or space  rocketi'y.  The

talk  of  capacity  constraints  in sub-Saliaran  Africa

especially  is greatly  exaggerated  in tlie  fast-growing

literature  on capacity  building  and often  serves  to

I:irovide  a pretext foi- tlie engagement of foreign ex-
peitise.  At  any  rate,  a country  tliat  detennines  -  and

tliis  is conceivable  paiiicularly  in a post-conflict  situ-

ation  -  tliat  it does  not liave  tlie  expeitise  in-liouse

can engage  tlie  services  of  independent  consultai'its

to assist.

A second  vital  step  is for  tlie  counti-y  to develop

a reasonably  strong  body  of- national  consensus  be-

liind  llie  national  vision.  Recent  country  experiences

suggest  tliat  once  tliese  conditions  liave  been inet,

and  tliat  once  a national  development  frainewoi-k  lias

been  fonnulated  and  a reasonable  degree  of-natioi'ial

consensus  mobilized  beliind  it, tlie  country's  leverage

in ensuring  its leaciei-sliip  in relations  witli  develop-

inent  coopei-cition  pai'tnei-s  can be signif-icantly  en-

lianced.2  Now,  althougli  it is obviously  for  eacli

country  tci deterinine  wliat  political  processes  it

wtxild  emplciy  in mobilizing  tlie  necessai-y  degree  of

political  suppoi'l  iaor a national  prograinme,  a nuinber

of"devices  liave  proved  paiticularly  lielpful  in coun-

tries  tliat  liaye  acliieved  i'elative  success  in sustaining

refonn  efafons  wit)i  a liigli  degi-ee  ofnational  owi'ier-

s)'iip. T)iese  include:

Tlie  fonnation  of  econon'iic  management  teams

(EMTs)  made  up of  ministers  and senior  off-i-

cials  from  tlie  teclmical  and economics  minis-

ti'ies,  as well  as of  senior  cabinet  members  and

political  leaders,  to take  cliarge  of  tlie  n'ianage-

ment  of  tlie  reform  effort  and  tlie  coordination

of  tlie  roles  of  different  ministries  and  depait-

ments,  so tliat  tlie  progrannne  is not,  in reality

or perception,  tl'ie preserve  or burden  of  t)ie

Minister  of  Finance;'

The  involvement  of  all  ministries  and  key  gov-

eri'unent  departments,  as well  as tlie  legislature

and  representatives  of  tl'ie private  sector,  in tlie

preparation  of  tlie  strategy  document:

The  l"iolding  of  national  conferences  witli  tlie

widest  possible  participation,  at wliicli  tlie  na-

tional  strategy  docuinent  is subjected  to fi-ank

and open  debate;

Greater  transparency  in tlie  conduct  of  negotia-

tions  witl'i  donors  and particulai-ly  witli  tlie

World  Bank,  tlie  regional  development  banks

and  tlie  IMF.

Tliese  initiatives  at tlie  individual  countiy  level

are unlikely  to succeed  in bringing  about  a systemic

c)iange  in tlie  practice  and culture  of  development

cooperation  witliout  tlie leverage  of  developing

countiy  group  solidarity.  Indeed,  one of  tl'ie n'iost

remarkable  features  of  tlie  current  uni-polar  intei'na-

tional  system  is tlie fragmentation  in tlie  collective

voice  of  tlie  developing  countries  as a group,  coin-

pared  witli  tlie  situation  in the l 980s.  While  t)iis  lias

to do, obviously,  witli  tlie  tremendous  econoinic  dis-

pai'ity  tliat  lias  developed  within  tliis  large  grouping

since  tlie 1980s,  it also  lias to do witli  a failure  to

focus  on tlie  great  body  of  COll1lllO]l  interests  tliat  lie

beneat)'i  tlie  growii-ig  divei-sity.  For  tlie  low-income

countries  especially,  tliis  lias impoitant  iinplications,

and even  i'or tlie  middle-incoine  counti-ies  tliese  con-

sidei-ations  are  not  entirely  in-elevant.

Tlie  vast  majority  ofcountries  iiwolved  in tliese

aid relatioi"is  ai-e  paiticulai'ly  vulnei-able  in t)ieii-  indi-

vidual  capacities.  Tliey  liave  neit)ier  tlie  leverage  ot-

market  size nor  geopo)itical  value.  Wliile  tlieir  col-

lective  extei'nal  debt  ainounts  to a substantial  suin,

individually  tliey  licive  little  debtorleverage  and  pose

no systeinic  tlireat.  Tlieii-  relatively  liigli  levels  ofaid

dependence  and limited  :iccess  to private  capital
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markets  add to tlieir  vulnerability.  For  tliese  coun-

ti-ies especially,  tut  not  exclusively,  a rejuvenation

of  tlie  political  solidarity  of  tlie  developing  country

movement  can be lielpful  in bringing  about  tlie

desired  c)ianges  in tlie  system  of  development  coop-

eration.  In this  regard,  tliey  can benefit  a great  deal

fi-om  better  dissemination  of  G-24  tecluiical  papers,

and from  better  coordination  of  tlie  Group's  politi-

cal and  tecluiica)  work  with  tlie  G-77  and  tl'ie relevant

UN  agencies.

Tlie  country  initiatives  must  in  turn  be supported

by  clianges  in tlie  overall  fran'iework  of  developn'ient

cooperation  tliat  more  tlian  acknowledge  by  word  tlie

prin'iacy  of  national  leadersliip.  In particular,  tliis  re-

quires  tliat:

Tlie  aid  coordination  discussions,  consultations,

counti-y  pilot  studies  and  evaluations  be brouglit

to some  conclusion  so tliat  the process  itself

does  not  become  anotl'ier  tract  in an aia-effec-

tiveness  debate  t)iat  proceeds  intei'n'iinably  wliils

business  goes  on as usual.  An  in'ipoitant  step in

tliis  regard  would  be to coordinate  tlie  aid  coor-

dination  discussions  and  processes  tlien'iselves,

preferably  tl'irougli  tlie  World  Bai'ik's  Operations

Evaluation  Department,  so as to facilitate  a con-

clusion  free  from  undue  bilateral  pressures.  Aid

coordination  initiatives  and  studies  are cunently

taking  in too  many  different  places,  to say  notli-

ing  about  tlieir  cost  (World  Bank/OECD,  1999,

p. 28).  Tlie  conclusion  of  these  ongoing  aid

coordination  processes  would  enable  agreed

clianges  to be implemented  uniforinly,  enabling

national  development  progrannnes  to become

tlie  staning  point  of  developn"ient  cooperation.

For  tlie  World  Bank  and otlier  regional  banks

and  for  tlie  IMF,  a clear  break  wit)i  tlie  past  must

mean  tlie  adoption  of  tlie  countiy's  own  national

development  framework  as t)ie  primai'y  policy

document,  witli  the country  strategy  Paper

(CAS)  serving  as a supplen'ientary  document  in

tlie  case of  the Bank,  and tlie  national  docu-

ment  serving  as the countiy's  policy  framework

paper  in tlie  case of  tl'ie IMF.

Conclusion

Tlie  longer-tenn  objective  interest  or  tlie  low-

income  countries  tliat  for  now  are so Jieavily

dependent on aid is to follow liolicies  that enable
tliem  to accelerate  tlieir  growtli  tlirougli  en)ianced

competitiveness  for  tlie  expoit  of  manufactured  goods

and services.  But  given  the extreme  capital  scarcity

in tliese  countries  and tlie  constraints  on domestic

resource  mobilization  wliicli  tliey  face,  tl'ieir  devel-

opment  effoits  can  be lielped  a great  deal  in tlie  sliort

tenn  by  enlianced  and  better-targeted  ODA  tliroug)i

its direct  supplementation  of  tlieir  domestic  re-

sources,  and t)ie catalytic  effect  it lias on private

capital  flows.  Even  for  countries  witl'i  little  or 110

dependence  on aid,  tlie  issue  of  national  ownersliip

is not  entirely  inelevant.  Tlie  recent  events  in East

Asia  show  tliat  tliere  can  be a sudden  reversal  of  for-

tune  and  tliat  national  ownersliip  can become  critical

in deciding  tlie  fon'i'i  and content  of  inteinationally

supported  bail-out  operations.  National  ownership

in tlie  developn'ient  cooperation  framework  is impor-

tant  for  securing  a consistent  focus  on strategic

long-tern'i  developn'ient  objectives  and for  guaran-

teeing  tlie  sustainability  of  tl'ie national  development

effort  in tliese  countries.  Ill  tlie  final  analysis,  tliere-

fore,  it tlie  most  iinportant  preconditioi'i  for  aid

effectiveness.

Notes

Bascd  on interviews  conducted  liy  tlic  autlinr  m tlic  (:(llll'Se

of  tlic  External  Evaluation  of  tlic  ESAF  (August  I !)')7).

2 Eritrea and Etliio1iia  liavc liccn i-csolutc in tlicir  cnm-
initincnt  to objectives  and targets  set uut  in tlicir  owti  pm-

gramines.  Froin  tlie  authoras  intci'vicws  witli  Countt'y  Di-

rectors  in tlic World Bank, it upl')eill-'i  tlial they arc suc-
ceeding  in getting  tlic Bank  and donors  to adopt  tlicsc

national 1irograinincs  as tlic osici'riding policy framework
docuincnt.

3 Ministers  of  Finance  arc riften Sl(lw  to acccl'it  ilic nilc of
sucli inanagcincnt  tcains, l'icrcciving  tlicin as encroach-
incnts  on tlieir  dointiin.  But  without  sucli  collective  ma-

c)iincry, licrfcctly  well-conceived  limgranmrcs  arc often
i'tsisted  by ritlicr  iniiiistci's  nut  of  a sense  of  t'ivalry  wtth

tlic  Ministi-y  rif Finance, wliicli  tlicy lici-ccivc  as liosscss-

ing too inucli l'it+wci'  +md as conspiring  witli  tlic IMF, cs-
l'iccially  against tlic national interest.
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SOCIAL  FUNDS  IN  ST  ABILIZATION  AND
ADJUSTMENT  PROGRAMMES

Giovanni  Andrea  Cornia*

Abstract

Socicd Fund  is a broad tei'm wjiich  i'efers to a variety  of  programines  - SocialEinei'gency
Funds,  Sociallnvestment  Furids  and  SocicdAction  Programmes  -  tjiat  evolved  dui'ing  the  last

ten years at the iriitiative  of  tjie Brettoi;i  Woods Institutions  to qffset the increase ii;i posierty
induced  by adfirstrnent. SocialF  unds have distinguished  theinselvesfi'om  traditiorial  progi'ammes
because.'  they  had  a strongshort-term  anti-cyclicalchciracter,'  the.si were  mostly  inultisectorcd,'

tlxey emphasized  emplo3iment genei'ation  aiul  huinm;i capitalforination  rather  thm4ood  subsidies
andsocicd  insurarice,'  they  yvei'e  run  by  teinpoi'my  autonomous  bodies  rather  thari  govei'rimerits.'

theyfocused  inainlv  on the social  groups c4fJ'ected b3i adjustipxent,' they were i'elatively  c'ostisi in
per-capita  terms,'  and  thev  counted  on greatei'  visibilit.si  and  externaisupport  than  riornud
goverivnerit  progr'mnmes.

However'; SocialFunds  played  a minoi'  role in i'educirig  povertv, rever'sing  adverse shifts in
income distribution  and cr'eating emplo>iinent. In most cases, tlie rwinber  ofiobs  created  u'as
le.'<s than one pei'  cent of  totaleinplo3iment.  This uicis due pai'tiv  to limited  firnding,  /)00/' targetirig
ar;id inadequate  sequer;icing, as SocialF  unds were geriei'ally  introdrrced  after  years of crisi.'< aml
adfirstinent.

Despite  yeai's  oj'social  exper;iditure  cuts,  even  moderate-sized  Socicd  Funds  c'ould  hasie

bi"ought cibout iinpoi'tant  wel.f:rre gains had theii-  expenditure  been allocated  to the poor'est gi'ou)is

(/17(/ to high-efficienc3i  programmes.  SocialFunds  rarely  focused  017 activities  witji  the highest
socicd i'ates of  return  but i'ather" 017 cictivities  tkit  r'equired little  prograinine  prepcu'ation  (11?(/
had laige  demonstration  effects. One of  the causes of  this phenoinerion  n'as their "deinand-
driven"  nature, cis inany  projects  were selected  mnor;ig the pro)iosalssubmitted  b3i municipalities
and non-govei'riinentcd  otgariizations.  Thei'e was a tendencv to short-circuit  the poorest  parts  of
the population  svlio have ci ver>i limited  capacitsi to arliculate  tlieir  demands cmd n;iobili:e
counterpartfirnds.  Many  Socicd Funds wei'eforinulated  with the )iolitical  objective  to reduce
doinestic  opposition  to the adjustment  pi'ocess, and in pai'ticular  qfmollifiiirig  the influential
gr'ou)is tdfectecl  b3i adjustment.

Greatei'  imptrct  017 )yovert.si  would  have  required  mucli  larger  r'esources,  inoi'e  per'nranent

r'elief  structure.'<,  improved  plmming  Zuu/ targeting  arid,  especitdlv,  better  coordination  tmd

sequencing  svith thefi.s'calcuts  eritailed  by maci'oec'onomic  adjustment, cr fttct  uriderscored  oiwe

mrirebytherecentlridonesianex)ierience.  Yet, u4iileSocialFuridshavesigriificant.'ilun'tcoining.s.

and svhile their  effectiveness  nutybe questioned  instrong.'itates,  tlre'3' couhlstillfidfill  im)wr'ttmt
fimctions  in n'ecrkei'states  end emergencysiluations.

'  I sliould Itkc to thank Sainpsa Kiiski for the coin1iilation oftables 2 and 3, Szuszaima Oinas for tier cvccllcnt assistimcc in tlic
searcli of the literature, and Ke-Young C)iu frir sliaring drafts of his ongoing researcli in tliis area. I would also like to cxlii'css iny
grmitudc in T(111:Y Addison, Kc-Young Cliu, Geriy Hellcincr, Sainpsa Kiiski, tVlansoob Murslicd, Sanjay  Rcddy  and tlic  participiin[s
Ill tlic Tcctniic+il  Working  Group  Meeting  of  t)ic G-24 (Coloinbn,  2-4  Marcli  I 9')9)  t'or cvtcnsivc  and s'cry useful  coinincnts  on an

carlicr draft oftliis  palier. All rcinaining inaccuracies arc obviously iny own.
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I.  Introduction  and  historical  context

From  t)ie political-economic  perspective,  tlie

1980s  and 1990s  can certainly  be described  as

"decades  ofpolicy  refonn".  Tlie  widespread  balance-

of-payments  crises  of  1981-1984,  the debt  crisis  of

tlie  mid-  l 980s,  tlie  simultaneous  shift  of  t}ie  World

Bank  to sti-uctural  adjustment  lending,  and  tlie  wave

of  stabilization,  resti'ucturing  and  privatization  pro-

gran'imes  introduced  in tlie  fonner  socialist  econo-

mies  of  Europe  were  tlie  main  factors  leading  to a

rapid  increase  in stabilization  and  sti'uctural  adjust-

inent  progrannnes.  A rougli  idea  of  tl'ie intensity  of

tliis  effort  at policy  reforin  can be had  from  tl'ie

number  of  adjustment  progranunes  carried  out  witli

tlie  assistance  of  tl'ie Bretton  Woods  institutions

(BWIs)  during  tliis  period:  wliile  in tlie 1970s  tlie

number  of  countries  initiating  progranunes  witli  tlie

support  of  tlie  IMF  averaged  about  10 per  year,  it

increased  fron"i  19 to 33 between  1980  and 1985

(Coniia  et al., 1987,  p. 49).  As  a result,  in tl'ie 1980s

tlie  Latin  American  countries  undertook  an average

of  six  adjustment  progrannnes  witli  tlie  assistance  of

tlie  BWI,  wliile  Jamaica,  Mexico  and Costa  Rica

undeitook  between  9 and 14 eacli.  Likewise,  in tlie

1980s  tlie  African  xiations  initiated  an average  of

seven  adjustment  progranunes,  witli  Senegal,  Kenya,

Mauritius  and Cite  d'lvoire  undertaking  between

12 and 15 (Jespersen,  1992,  table  1.2).  The  effort  at

policy  refonn  continued  unabated  in tlie  1990s  witli

tlie  onset  of  t)ie transition  to tlie  market  econon'iy

and,  more  recently,  witli  tlie  eruption  of  tlie  "Asian

Cl-iSiS"

T)'ie  poveny,  distributive  and  growtli  impact  of

tliese  reforn'i  progrannnes  lias  been  and  remains  tlie

object  of  continuous  debate.  This  debate  lias  led  to a

gradual  evolution  in tlie  policy  stance  of  tlie  World

Bank  and,  n'iore  recently,  of  tlie  Intet'national  Mon-

etai'y  Fund  (IMF).  During  tlie  first  lialf  of  tlie  I 980s,

adjustment  concentrated  n'iainly  011 restoring  macr-

oeconomic  balance,  as tlie  BWIs  expected  tliat  tliis

would  lead  to a rapid  resumption  of  growtl'i,  and  tliat

tlie  interests  of  tlie  poor  were  best  served  by  t)ie res-

toration  of  macroeconomic  balance.  It soon  became

appai-ent,  liowever,  tliat  tlie  resumption  of  growtli

would  take  longer  tlian  initially  expected,  tliat  ad-

justment  caused  at least  a teinporary  increase  in pov-

eity  and tliat,  in tlie  interim,  measures  were  needed

lo offset  t)ie  social  costs  imposed  by adjustment  On

vulnerable  groups  and enliance  tlie  political  viabil-

ity  of  tlie  i-efonns  (World  Bank,  1986).  In 1990,  t)ie

World  Bank  (1990,  p. 23 ) publicly  acknowledged  tlie

need to develop  special  Social  Funds  (SFs)  wliic)i

were  to accon'ipany  an unaltered  approacli  to adjust-

ment,  focusing  on rapid  macroeconoinic  stabili-

zation  and price  refoi'm.  Indeed,  staning  in 1987,  a

few  developing  countries  liad  begun  introducing

semi-autonomous  and fast-disbursing  SFs aimed  at

compensating  tlie  "adjustment  poor"  by means  of

anticyclical  income  maintenance  and  social  expendi-

ture  progran'imes  (witli  tlie  persistence  of  economic

stagnation,  some  of  these  progrannnes  lost  tlieir

anticyclical  nature  and became  semi-pennanent).

Tliis  is tlie  phase  wliicli  saw  tlie  developinent  of  tlie

first  sizeable  Social  Emergency  Funds  (SEFs)  in

Gliana  and Bolivia.  At  a later  stage,  tlie  distinctioi'i

between  "adjustment  poor"  and  "clironic  poor"

started  to be deliberately  bluned  and the scope  of

SFs was  gradually  enlarged  so as to address  also  tlie

problems  of  tlie  "chronic  poor",  wlio  despite  the  ad-

justment  refonns  were  still  being  bypassed  by  growtli

and  welfare  progran'in'ies.

In a tliird  pliase,  tlie  SFs increasingly  sliifted

from  "compensatoi-y"  to "promotive"  measures.  Tliey

souglit,  in other  words,  to incoi'porate  tlie  poor  into

tlie  production  process  by  increasing  tlieir  liuman  and

pliysical  assets.  During  tliis  period  SEFs  evolved  into

Social  Investment  Funds  (SIFs),  wliicli  effected  by

and  large  a programmatic  sliift  from  income  mainte-

nance  to community-based  provision  of  social

services.

It is difficult  to assess tlie  precise  number  of

SFs introduced  in tlie  wake  of, or (less  frequently)

concurrently  with,  adjustment  progranunes.  Tl"ie lit-

erature  in tliis  area  indicates  tliat  almost  every  coun-

tiy  in Africa  and Latin  America  lias since  the late

1980s  launclied  SFs of  some  kind  (LTNCTAD,  1994;

Glaessner  et al., 1994;  Marc  et al., l995;  Reddy,  1998;

Bigio,  1998).  In addition,  most  transitional  econo-

n'iies  were  engaged  in a deep  revision  of  tl"ieir  social

insurance  systems  and introduced  unen'iployment

insurance  and social  assistance.  SFs were  less fi'e-

quent,  tliougli  activities  in tliis  area  were  initiated  in

some  of  tlie  poorest  countries.

Tlie  impact  of  tlie  SFs is difficult  to assess,  not

least  because  during  t)ieir  comparatively  brief  exist-

ence  tlieir  objectives,  inain  activities,  target

population,  funding  pattei'ns,  adn'iinistrative  meclia-

nisms  and institutional  set-up  liave  continuously

evolved.  Also,  tlieir  impact  iias varied  in relation  to

tlie strengtli  of  tlie social  protection  ai"rangements

in)ierited  froin  tlie  pre-adjustn'ient/transition  era,  and

to t)ie social  impact  of  adjustment  policies  tl'iein-

selves,  wliicli  in tuiii  )iave  enjoyed  vai-ying  degrees

of- success  in different  country  settings.  Even  well-
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designed,  well-funded  and  well-implemented  SFs

could  not,  in the  end,  coi-iipensate  for  tl"ie negative

impact  of  major  crises  stenuning  from  ill-designed

developinent  or  adjustment  policies.

Despite  tliese  metliodological  difficulties,  tliis

paper  argues  tliat,  notwithstanding  tlie  visibility  and

liigli  level  suppoit  tliey  enjoyed,  inost  SFs  -  particu-

larly  tliose  of  t)ie  first  generation  Social  Emergency

Funds  (SEFs)  and  tliose  developed  in sub-Saliaran

Afi'ica  -  aroused  misplaced  expectations  but  played

a minor  role  in reducing  tlie  number  of  unemployed

and  "adjustment  poor",  let  alone  "chronic  poor".  Tliis

was  due  partly  to  tlieir  very  lii'i'iited  funding  and  partly

to tlieir  poor  targeting.  In  addition,  wliile  SEFs  were

generally  implemented  n'iore  flexibly  and  rapidly  tlian

state  welfare  progrannnes,  if  account  is  taken  oftlieir

iiiglier  unit  costs  per  capita,  their  economic  efficiency

)ias not  generally  been  greater  than  t)iat  of  ordinaiy

social  progranunes  (Stewart  and  van  der  Geest,

1995).  Owing  to tl'ieir  limited  duration  and  tlieir  more

general  inability  to foster  innovation  in parallel

branclies  of  govenunent,  tliey  liave  also  not  been  able

to foster  tlie  adoption  of  more  flexible  and  decen-

tralized al:iproaclies  to tlie delivei'y of social services
in social  ministries.  Finally,  tlie  empliasis  placed

during  t)ie  last  decade  on sliort-tei"in  SFs  may  liave

also  diveited  the  attention  of  policy-makers  fron'i  tlie

extension  and  refoi'in  ofexisting  fonnal  social  secuiity

arrangements,  tlius  diveiting  attention  and  resources

t"rom  building  capacity  in tlie  core  social  ininistries.

Second-  and  tliird-generation  SFs  liave  been  less

affected  by  some  of  tliese  problems.  Tlie  empliasis

of  SIFs  on  connnunity  paiticipation  and  a inultiplic-

ity  of  private,  NGO,  and local/central  goveri'iment

pi-oviders  may  liave  promoted  social  objectives  in

national  development,  helped  in mobilizing  addi-

tional  enei-gies  and  resources  froin  tlie  conununities,

and  lielped  in extending  )iealtli  and  education  set-v-

ices  in areas  not  reaclied  by govei'iunents.  Also  in

tliis  case,  liowever,  it is too  soon  to conclude  tliat  t)ie

approacli  to tlie  provision  of  )ow-cost  basic  services

follc'iwed  by  tliird-generation  SIFs  lias  been  s)iowi'i

to be consistently  supei-ior  -  even  in counti-ies  with

weak  public  institutions  - to tlie  standard  state-cen-

tred  approacli.

All-in-all,  SFs at-e Ilo panacea.  Sustainable

lxwci'ty  i-eduction i-equires a cciinplementai'y  inaci-
oeconoinic  policy  wliic)i  takes  into  considei-ation  its

social  impact,  greater  long-terin  investinents  in so-

cial  capital,  and  tlie  developinent  ofpennanent  social

security  systems  wliicli,  wliile  drawing  on cciininu-

nities,  tlie  private  sectcii-  and  lcical  adininisti'ations,

are part  of  a nationwide  frainework.  Indeed,  unsur-

prisingly,  t)ie  new  SFs  liave  worked  better  wliere  such

an institutional  framework  already  existed.  Tliis  con-

clusion  en'iphasizes  tlie  urgency  of  building,  in nonnal

times,  pet-inanent  and  cost-effective  social  security

systems,  including  tlie  fonnal  type,  and,  as tl'ie  Soutli

Indian  experience  sliows,  including  in low-incoine

agrarian  settings.

II.  Social  protection  systems  in the
pre-adjustment  era

A. Main  formal  and ii4formal  programmes

Prior  to  the  introduction  of  SFs,  many  develop-

ing  countries  liad  built  a variety  of  social  safety  nets

comprising  food  subsidies,  direct  nutrition  intei'ven-

tions,  employment-based  scliemes  and,  in  a few  cases,

targeted  social  assistance  transfers.  Many  middle-

income  countries  liad  also  introduced  social  insurance

progran'imes  wliidi  protected  -  to various  degrees

and  witli  widely  different  coverage  - against  tlie

risks  of  unemployment,  old-age,  injury,  sickness,

mateniity  and  widowliood.  Finally,  in al) countries

traditional  family-  or  cominunity-based  ineclianisins

provided,  in nonnal  times,  relief  from  soine  of" tlie

woi-st  fonns  of  poveity  or  contingent  risks  (Alnncid

et al., 1991  ). T)iougl'i  tl'iese  pi-ogrannnes  constituted

efficient  social  protectioi'i  systeins  in several  coui'i-

tries  wliicli,  regardless  of  tlieir  incoine  level,  liad

inade  social  security  a prioi'ity,  inost  SFs  did  not  de-

rive  inspiration  from  tliese  prior  experiences.  T)ie

main  features  of  tlie  pre-adjustinent  social  protec-

tion  anangen'ients  are tlierefore  reviewed  liereattei-

witli t)ie ptuliose  of providing a background against
wliic)i  tlie  SFs  introduced  over  tlie  last 10 years  can

be assessed.

1.  Jirfnrmtd."or'ud."et'urifr'  m'r'uirgeinenh'

Ii'i most  developing  :nid  soine  transition  econo-

inies,  sucli  as tliose  ol"tlie  Caucasus  and  Centi'al  Asia,

tlie  extended  fainily  and  llie  cciininunity  played  :m

iinportant  role  in social  insurance,  incoine  i-edislri-

bution  and  poveity  alleviation  (see  tlie  cliaptei-s  by

Agai-wal  and  Pbitteari  in Alunad  et al., 1991  ). Tlie

evtended fainily was tlie main scuirce cil"suplxii-l  laoi-
tlie  eldei-ly  and poorei-  relatives.  Coininunity-icvel

food  security  arrangeinents  l"or tlie  needy  svei'e

coininon (cillen rellecting i-eligious Ilol-nlS) and reli-
r'esenled  2lll  eff-IC  lelll  S()Clal aSSlSlallCe-  me- CllalllSlll.
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Meanwliile,  labour  exclianges  (ensuring  tliat  basic

tasks  were  can-ied  out  during  one's  sickness)  pro-

vided  some  fonn  of  infonnal  insurance.  Ill norinal

times,  tl'iese  anangements  worked  relatively  well.  In

paiticular,  tliey  are less  affected  than  fonnal  scliemes

by infox'inational  and  adverse  selection  problems.

'.  Forintd,  iirsro"tmce-litisedsocitd  secui'it'

pmgrainin  e.';

Tl'iese  progranunes  existed  in all European  so-

cialist  economies,  several  countries  of  Latin  Ainerica

and  a few  countries  of  Soutli-East  and  East  Asia  (ta-

ble l ). Tliey  were  mainly  fasliioned  Oil  tliose  of  tl"ie

industrialized  countries  and  provided  insurance

against  tl'ie risks  of  unemployn'ient,  sickness,  inva-

lidity,  old  age and  occupational  injui'y.  Already  in

1975-1980  in tlie  Soutlierii  Cone,  Costa  Rica  and

Cuba,  tliey  absorbed  between  5 and 11 per  cent  of

GDP  (table  l ) and covered  over  two  tliirds  of  tlie

active  population  (Mesa  Lago,  1991).  In Mexico,

Paraguay  and  n'iost  Andean  countries,  coverage  rates

ranged  between  18 and  50 per  cent,  and  in Central

America  between  2 and 19 per  cent.  In tunt,  most

(n'iiddle-income)  socialist  economies  }iad  achieved

universal  coverage  for  most  risks,  witli  tlie  excep-

tion  of  unemployment  and  poverty,  i.e. scourges  tl'iat

socialism  was  supposed  to liave  eradicated  (table  1).

Ill  contrast,  in most  "Asian  tigers"  (except  Ma-

laysia)  social  insurance  progran'unes  were  well  below

tl'ie level  predicted  by  their  GDP  per  capita,  urbani-

zation  rate  and development  of  t)ie forinal  sector

(table  l ). Tlie  Republic  of  Korea  only  recently  in-

troduced  unemployment  insurance,  wbicli  is still

virtually  absent  in Indonesia  and Tliailand.  In the

latter,  for  instance,  tlie  Social  Security  Fund  provides

some  liealtli,  disability  and  mateniity  benefits  only

to employees  of  large  finns.  This  "institutional  un-

derdevelopment"  can be explained  by tlie  low

unen'iployment  wliicl'i  was  experienced  over  tliree

decades  of  fast  growtli,  but  wliicli  proved  very  costly

during  the  crisis  of  ] 997-1999  (see below).

Several  factors  rendered  tl'ie Westeni  model  of

social  security  of  little  applicability  to low-income

countries  witli  a small  fonnal  sector  and  a large  share

of  tlie  worklaorce  in agriculture.  To begin  witli,  t)ie

causes  of  poverty  in tliese  countries  were  (and

reinain)  different  fron'i  t)iose  in tlie  industrialized

countries,  and  were  unlikely  to be removed  by  insur-

ance-based  interventions.  Secondly,  private  markets

for  risk  insurance  were  underdeveloped.  T)iirdly,  in-

surance-based  scliemes  covered  only  civil  servants

and tlie industrial  "labour  elite",  and bypassed  tlie

self-employed  and tl'iose  employed  in casual  jobs.

Finally,  tliey  entailed  unit  costs  per  capita  wliicli  pre-

vented  tlieir  extension  on a non-contributoi'y  basis

because  of  tlie  problems  encoui'itered  in mobilizing

adequate  revenue  for  tliis  pui'pose.  Tlie  dominant

view  was  tlierefore  tliat  witl'iout  drastic  modifications,

Western-style  insurance-based  systems  could  not

liave  protected  mucli  of  tlie  population  of  low-income

countiies  fron'i  tlie  economic  sliocks  resulting  froin

tlie adoption  of  stabilization  and structural  adjust-

ment  progranunes.

However,  already  in tl'ie pre-adjustn'ient  era,

there  were  examples  of  formal  arrangements  in

low-incon'ie  rural  settings  tliat  had  overcome  tlie  lin'ii-

tations  of  tl'ie  "Westeri'i  social  insurance  n"iodel"  and

liad  developed  a }ow-cost,  non-contributoi'y  state-

funded  scheme  providing  coverage  against  key

risks  of  innniseration.  Indeed,  also in low-incon'ie

countries,  contingent  poverty  arising  from  circum-

stances  sucli  as old  age, sickness,  disability,  injuiy

and  widowliood  is a main  factor  in chronic  poveity

tliat  cai'inot  be tackled  by measures  increasing  ac-

cess to assets  or en"iployment.  T)ie  Kerala  (India)

non-contributory  pension  sclieme,  for  instance,  cov-

ers almost  all tlie  elderly  poor,  w)iile  some  fonn  of

social  assistance  is available  to lialf  of  tlie  workers

in tlie  unorganized  sector  (Gulian,  1995).  Tlie  Tamil

Nadu  progranune,  in turn,  includes  social  pensions

for  old  age, agricultural  labourers,  widows  and  tlie

pliysically  liandicapped,  as well  as survivor  benefits,

maternity  assistance  and accident  relief.  All  tlie

liouseliolds  below  tlie  poverty  line  are eligible  -  ex-

cept  in tlie  case  of  pensions,  wliere  tlie  means-testing

is more  stringent.  An  estimated  17 per  cent  of  poor

liouseholds  in Tamil  Nadu  are covered  by  tliis  pro-

granune,  and  nearly  60 per  cent  of  the beneficiaries

are women.  A detailed  evaluation  suggested  tliat  t]ie

targeting  efficiency  of  tl'ie progrannne  was iiigh,

moral  liazard  did not pose  a problem  (because  of

benefit  level  and design)  and  overlieads  were  low

(3-5  per  cent).  On all counts,  contingency-related

social  assistance  liad  mucli  better  cost-benefit  ratios

tlian  many  otlier  safety  nets,  including  self-targeted

einployment  progrannnes  (Gu)ian,  1995).  Gu)ian

(1992)  estimated  tliat  tlie  extension  of  sucli  a mini-

mum  social  assistance  package  to all  poor  )iouseliolds

of  India  witli  t)iese  cliaracteristics  would  cost  only

0.3 per  cent  ofGDP.

3, Ein)ilo.i'ment-Iittscdstifety  iref.'<

Wliere  uneinployment  insurance  was  not  avai)-

able  Or too costly,  several  countries  developed  em-



Table  I

EXPENDITURE  ON  SOCIAL  INSURANCE  PROGRAMIMES  IN  SELECTED  COUNTRIES,  1975  AND  1989

Total  social  expenditure

1975  1989  1989  Pensions

(Per  cent  qf  GDP)  ($ per  capita)

Burkuia  Fabo

Kenya

Senegal

Bangladesh

India

Sri  Lanka

Tl'iailand

Philippines

Malaysia

Bi-azil

Mexico

Argentina

Costa  Rica

Chile

Poland

Bulgaria

USSR

C zec)ioslovakia

Meino  items:

Ui'iited  States

W. Europed
Noi'dic  countries"

11.7  12.2

20.6  22.6

19.8  26.7

41.4

66.6

94.8

124.6

207.2

156.0'

311.6

401.6

594.0

2535.0

4056.5

6175.8

Sourc'z:  ('iilculiitions  hy t)ic  aui)inr,  based  (IIIILO  (1')')6).

a Int,uriincc  cvpcnditurc  againsT  sickness, inatcri'iity,  injury  and uncin1iloyincnt

b Includes 1'iaymcnts  tn ss tir s ictnn'i
c I 9SS,
d  llimciglitcd  titci-agc  ul'Francc,  Gcnniiny,  Italy  and the United  Kii'igdom.
e Llnwciglitcd  atcriigc  n+' Denmark,  Finlaml,  Nni-ty'iiy  imd  Sweden.

Other  social

insurance  a

Family

allowance

Progr.  for  Public

civil  servants  assistance"

(S1iares  of  1989  total  expenditui'e)

37.5  20.3

16.4  41.4

9.3  24.1  66.6

100.0

17.3

2.3

13.9

49.  I

2.1

28.0

2i.6

79.2

2.4

1.2

7.5

2.3

3. l



134 C'or'nia.' Socicd  Fuirdi  in Sttd>ili:a[ton  and  Adjusmrenf  Pi'ogi'aininei

ployment-based  safety  nets.  For  people  of  working

age, several  arguments  justify  tlie  adoption  ofpublic

work  scliemes  over  otlier  translaer  progran'nnes.  To

start  witli,  public  work  progran'imes  not  only  pennit

tlie  acl'iievement  of  specific  poveity  alleviation  ob-

jectives  over  the  s)iort  run,  but  also  contribute  to t)'ie

growtli  of  productivity  and  poveity  alleviation  over

t)ie  long  tenn  by  speeding  up capital  fonnation,  par-

ticularly  if  tliis  benefits  mostly  tlie  poor.  Ill  addition,

tliey  are less affected  by  tlie  labour  supply  and  adverse

selection  problems  associated  witli  direct  transfer

progranunes.  Four  oftlie  best  known  pre-adjustment

public  work  scliemes  are biiefly  reviewed  below.

Tlie  Maliarastra  Employment  Guarantee  Scheme

(MEGS)  was  launclied  on occasion  of  tlie  crop  fail-

ure of  1972-1973  during  whicli  cereal  production

per  capita  liad  fallen  to 49 per  cent  of  its 1967-1968

level  (Dreze,  1990).  In 1983,  tlie  programme  was

replicated  nationwide  and was later  merged  in the

Jciwtthm'  Rozgai'  Yojcurci, possibly  the  largest  en'iploy-

ment  progran'ime  of  tliis  type  in tlie  world  (Stewart

ai'id van  der  Geest,  1995  ). During  1972-1973,  MEGS

created  one  billion  person-days  ofemployment  (cor-

i-esponding  to year-round  full-employment  for  almost

five  million  people),  witli  20 per  cent  of  tlie  niral

population  of  several  districts  taking  part  in tlie  pro-

grannne  (Dreze,  1990).  As  Dreze  notes  (p. 89),  "Even

tl-iougli  real  wages  were  veiy  meagre,  tlie  contribu-

lion  of  reliefworks  to  total  village  income  in 1972-1973

was  often  enonnous".  Witl'i  t]ie  recovery  of  tlie  rural

economy,  tlie  progranune  was  scaled  back  in subse-

quent  years,  but  during  1988-1993  it still  created  80

to  120 million  days  of  employn'ient  per  year,  t)'ius

)ielping  to avert  tlie  n'iost  acute  foi'ms  of  transitory

and  clironic  poverty  (Gulian,  1995).  During  this  pe-

riod,  MEGS  relied  on important  domestic  resources

(equal  to 10 per  cent  of  tlie  state  development  ex-

penditure)  and  absorbed  around  3 per  cent  of  tl'ie iural

workforce.

Cliile's  Minimum  Employment  Progran'ime

(PEM)  was  instituted  in 1975  in tlie  face  of  a n'iajor

recession.  In 1976  it already  covered  5.2 per  cent  of

tlie  labour  force  and reaclied  its peak  during  tlie  1982-

1983  recessioi'i  when  tlie  Occupational  Sclieme  for

Heads  of  I-Iouseliolds  (POJH)  was  also  introduced.

In 1983,  no less tlian  13 per  cent  of  tlie  labour  force

(or  40 per  cent  of  tlie  jobless)  participated  in one  or

otlier  of  t)iese  two  prograinn'ies  (Raczynski,  1988;

World  Bank,  1990)  at a total  budgetai'y  cost  equal  to

1.4 per  cent  of  GDP.  Botli  prograinmes  were  well

targeted  and  appear  to liave  played  an impoitant  role

in family  survival  despite  tlie  low  value  of  tlie  sub-

sidy  tliey  provided.

Costa  Rica's  i-iuiltisectoral  FODESAF  was in-

troduced  in 1975,  well  before  tlie  onset  off)ie  ci-isis,

to develop  "supply-driven"  programmes  in a variety

of  areas  (moitgage  subsidies,  water  supply  sc)iemes,

scliool  feeding  progrannnes,  and so on),  benef-iting

exclusively  tlie  poorest  of  llie  pooi-. Since  its begin-

ning,  t)ie  programi'iie  was  executed  by tlie  ordinai'y

adn'iinistration  and i-eceived  by law  5 per  cent  of  tlie

wage  bill  in botli  tlie  private  and tl'ie public  sectors

as well  as 20 per  cent  of  tlie  sale tax on n'iost  con-

sun'ier  goods.  Altogetlier  FODESAF  absorbed  sub-

stantial domestic  resources ($ 123 million  a yearl  and
in  tlie  1980s  accounted  for  5.0-7.8  per  cent  of  govei-n-

ment  expenditure.  Witli  tlie  exception  of  moitgage

subsidies,  tlie  progranune  was  liiglily  progressive  in

reaching  tlie  poor,  and  provided  an average  subsidy

per  capita  of  about  $80 to tl'iose  below  tlie  poveity
line.

Public  works-based  safety  nets  proved  success-

ful  also  in African  countries  suc)i  as Botswana  and

Cape  Verde.  Ill  Botswana,  tlie  Goveriunent  adopted

extensive  measures  to coi'iibat  tlie  collapse  of  dia-

mond  exports  in  1981-1982  and tlie  drouglits  of

1981-1982andl985-1986(Quinnetal.,  1988).Tlie

Goverinnent's  response  focused  on supplementary

feeding,  nutritional  treatment  of  n'ialnourislied  cliil-

dren  and  a Labour-Based  Relief  Programme  (LBRP).

Tl'ie  latter  comprised  a series  of  labour-intensive

projects  sucli  as t)ie building  or reliabilitation  of

roads,  dams,  livestock  wells  and  pit  latrines.  At  two

thirds  of  tlie  national  minimum,  tl'ie LBRP  wage  was

considerably  higlier  tlian  tlie  opportunity  cost  of  la-

bour  in a drouglit  year,  and  thus  attracted  a

considerable  supply  of  able-bodied  workers,  won'ien

in particular.  At  its peak,  in 1985/86  the LBRP  pro-

vided  74,000  workplaces,  a nun'iber  almost  equivalent

to t)ie  jobs  lost  in tl'ie nu-al economy.  In  1985 tlie

LBRP  alone  replaced  35 per  cent  of  tlie  income  lost

by  l'iouseliolds.  Tlie  total  cost  oftlie  relief  progrannne

in tlie  peak  year  was  2 per  cent  of  GDP.  If  food  aid is

factored  in, tlie  total  value  of  t}ie  Drouglit  Relief  Pro-

grannne  doubled.

4. Consumersulisidie.'<

Prior  to tlie  introduction  of  adjustment  and  tran-

sition  progrannnes,  inany  developing  and  all socialist

economies  relied  On a variety  of  subsidy  sclieines

aimed  at guarai'iteeing  access  to food,  fuel  and otliei-

basic  items.  In urban  Soutli  Asia  tlie  subsidy  took

tlie  fonn  of  targeted  rations  sold  to low-incoine  peo-

ple  ii'i  "fair  price"  sliops.  Generalized  wlieat  or  toitilla

subsidies  were  available  in Brazil,  Egypt,  Morocco
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and  Mexico.  In Sri  Lanka  the  progrannne  distributed

food  stamps  to about  )ialf  tlie  population,  mostly  low-

income  groups.  Generalized  food  subsidies  for  gi'ains,

cooking  oil  and sugar  were  tlie  most  conunon.  Ill

1980,  tliey  absorbed  between  O.5 per  cent  of  GDP

(in India) and 3. ] per cent (in Sri Lankal  witli  an
average  of  about  l per  cent  (Pinsti-tip  Andersen,

1987).  In tl'ie  extreme  case  of  Egypt,  food  subsidies

absorbed  7.2  per  cent  of  GDP.

Tlie  literature  lias  empliasized  tliat  even  gener-

alized  food  subsidies  do  lielp  tlie  poor:  indeed,  wliile

tlie nOll-l)00r  capture a larger sl'iare of  tl'ie total sub-
sidy,  t)ie  transfer  represents  a greater  sliare  of  tlie

initial  income  of  the  poor  tlian  of  tliat  of  tlie  11011-

poor.  In spite  of  t)iis,  t)iese  progranunes  were  costly

and  poorly  targeted,  liad  a low  transfer  efficiency  and

caused  large  distoitions  in  relative  prices.  Food  subsi-

dies  targeted  by  broad  ciiteiia  (inferior  connnodities,

poor  areas,  sclioolcliildren,  nursing  mothers  and  so

011)  and  direct  nutritional  interventions  constituted,

in contrast,  cost-effective  transfers  t}iat,  once  in  place,

could  be expanded  to protect  tlie  poor  during  peri-

ods  of  economic  downturn  or  sliai'p  price  adjustments

(CIILI  and  Gupta,  1998,  cli.  2).

B. Strengtiis  and weaknesse.s; of
pre-transition  safety nets

In  the  countries  clearly  connnitted  to social  de-

velopn'ient,  tlie  good  perfon'i'iance  of  the  safety  nets

described  above  depended  ci-ucially  on  tlieir  ability

to expand  coverage  rapidly  and  at acceptable  costs

during  periods  of  increasing  stress;  tliis,  in tuni,  was

due  in large  part  to tlieir  pei"inairent  institutiona{

sti'ucmre  (a stable  core  of  experienced  staff,  estab-

lislied  working  procedures,  clear  eligibility  and

project  selection  criteria,  a poitfolio  of  projects,

evaluation  approaclies  and  SO Oil).  Secondly,  it de-

pended  on an adequate  allocation  of  resources  (be-

tween  2 and  4 per  cent  of  GDP  per  year,  excluding

insurance-based  progranunes).  These  were  mainly

provided  fron'i  doinestic  sources,  tlius  reflecting  a

genuine  connnitment  to  tlie  objectives  wl'iicl'i  tlie  pro-

granunes  wei-e  established  to acliieve.  Tliirdly,  most

activities  were  executed  in a supply-driven  manner,

tliougli  tlie  areas  liit  in paiticularly  severe  ways  were

often  given  priority  in execution.  Tliougli  witli  con-

sidei-able  variation  froin  one  progrannne  to tlie  otlier

(and  witli  tlie  limitations  discussed  below  foi-  gener-

alized  food  subsidies),  tliese  progranunes  were  fairly

wel)  tai-geted,  and  tlieir  transfer  eft-iciency  was  ac-

ceptable  or  gciod.

However,  tliese  social  protection  systeins  faced

considerable  problems,  including  in tliose  countries

con'imitted  to figliting  poveity.  To start  wit)i,  coin-

munity-based  safety  nets  worked  relatively  well  dur-

ing  normal  times  but  liad  a modest  protective  capacity

during  periods  of  acute  stress,  pai'ticularly  in  tlie  case

of  co-variant  risks  among  members  of  tlie  same  com-

munity.  In addition,  it is likely  t)iat  inforinal  meclia-

nisms  liave  eroded  witli  tl"ie spread  of  urbanization

(altliougli,  as in Zimbabwe,  sopliisticated  fonns  of

two-way  urban-rural  transfers  liave  developed).  Sec-

ond,  in countries  wit)i  low  coverage,  social  insur-

ance  systems  could  expand  only  in line  witli  tl-ie

development  of  tlie  foi'inal  sector,  and  were  tlius  un-

able  to  protect  large  sections  of  tl'ie  population  durii'ig

crisis  periods.  Otlier  non-contributoi-y  programn'ies

(food  coupons,  income  transfer  to tlie  poor,  etc.)  were,

in turn,  often  unable  to increase  their  coverage  rap-

idly  because  of  red  tape,  bureaucratic  ineitia  (because

of  tlie  low  salai'ies  of  most  civil  servants)  and  lim-

ited  political  will.  Tliirdly,  tlie  adjustn'ient  crises  of

t}ie l 980s and l 990s were of  a multifttt'eted  iuzture,
i.e.  tliey  simultaneously  pushed  up unemployment,

triggered  sliarp  rises  in tlie  prices  of  food  and  otlier

basic  items,  reduced  access  to  public  liealtli  and  edu-

cation,  rendered  tliem  more  costly,  worsened  tlieir

quality,  and  so on.  Tliese  crises  required  inultisectoral

responses  and  tlie  coordinated  interventions  ofvari-

ous  ministries,  wliicli  in inany  cases  operated  witli

unclear  mandates,  showed  little  inclination  to  coop-

erate  and  suffered  from  severe  donor-induced  frag-

mentation  of  social  progrannnes.  Finally,  a few  of

tlie  pre-existing  subsidies,  sucli  as t)ie  generalized

food  subsidies,  were  largely  captured  by  tlie  iniddle

class.  Tl'ieir  n'iis-targeting  and  tlie  large  budgetai'y

outlays  tliey  entailed  impeded  tlie  expansion  of  sucli

programmes  in periods  of  spreading  crises.

III.  The  Social  Funds  introduced  during

the  adjustment-transition  period

A. Types and distinguishiiigfeatures  qfthe
Social  Funds

"Social  Funds"  is a broad  tenn  wliich  refers  to

a variety  of  progrannnes  that  liave  gradually  evolved

during  tlie  l 980s  and l 990s  in Latin  America  and

Africa.  In Eastern  Europe  tlie  social  cost  cif"tlie  tran-

sition  was  instead  addressed  tlirougli  tlie  establisli-

ment  of  state-sponsored  social  assistance  of'fices,

rinen'iplciyment  insurance  and active  labour  market

policies  (Elstei-  et al., 1998,  ch. 6). At  a later  stage,

SFs were  launclied,  or are being  deyieloped,  in tlie
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low-income  transition  countries  of  tlie  Balkans,  Cau-

casus  and  Central  Asia  (Bigio,  1998).  SFs  can  broadly

be classified  as follows  (tlioug]i  tlie  dividing  lines

are  not  always  clear).

1.  SocitdEinei"gencv  Funds

Social  Emergency  Funds  (SEFs),  sucli  as the

Fondo  de Eineigencia  Social  of  Bolivia  and  Ghana's

PAMSCAD,  were  tlie  first  to be introduced  in the

wake  of  mounting  criticism  about  tlie  "social  cost  of

adjustment".  In general,  SEFs  were  transitory  and

countercyclical  programmes  targeted  on  tlie  adjust-

ment  poor  and,  in  some  cases,  tlie  non-poor  affected

by  adjustment.  Their  dominant  goal  was  to transfer

resources  to  these  g,oups  during  the  in'iplementation

of  adjustment  progranunes,  wliicli  tliey  were  meant

to support.  Tliis  was  to be achieved  tlirougli  multi-

sectoral  programmes  comprising  employment  gen-

eration  (e.g.  labour-intensive  public  work  scliemes),

support  to social  services  (e.g.  t)'irough  tlie  distribu-

tion  of  n'iedicines)  and  otlier  emergency  measures.

SEFs  were  n'ianaged  tliroug}i  a variety  of  non-tradi-

tional  meclianisms  -  mainly  autonomous  or semi-

autonomous  bodies  drawing  on  tlie  private  sector  and

civil  society  -  independent  from  tlie  public  adn'iinis-

tratioi'i.  To a considerable  extent,  they  were  funded

exten'ially  (table  2)  and  were  implemented  (witli  glar-

ing  exceptions,  such  as PAMSCAD)  fairly  rapidly.

Most  of  tliem  were  demand-driven,  i.e.  projects  were

initiated  at tlie  request  of  local  con'imunities,  munici-

palities,  private  finns  and  NGOs.

2. ,Socitdlnvestrnent  Funds

As  economic  recovery  took  liold,  SEFs  were  to

be i-eplaced  by  Social  Investment  Funds  (SIFs),  w)iicli

were  designed  to  accelerate  economic  gi'owtli  tlirough

tlie  development  of  l'iuman  capital  and  other  meas-

ures  en)iancing  tl'ie  access  of  tlie  poor  to productive

activities.  As  in tl'ie  case  of  SEFs,  SIFs  were  mainly

demand-driven  and  n'iultisectoral.  And  also  in t)iis

case,  tlieir  administration  was  to  bypass  nonnal  man-

ageinent  and  budgetary  cl'iannels,  particularly  by

i-elying  on non-goven'imental  organizations  and  pri-

vate  entities  tliat  were  to be establislied  to run  tlie

launds,  and  to avoid  tlie  wastage  and  delays  typical  ol-

tlie  public  administi-ation.  SIFs  operated  over  a

longer-tei'-in  liorizon  (soine  oftliem  were  given  a per-

inanent  status)  and  aimed  at tlie  alleviation  of

poverty  by  means  of  activities  aiming  at expanding

tlie  supply  and  utilization  of  services  in tlie  fields  of

liealtli,  education,  training,  and  water  and  sanitation.

Wliile  t)iey  were  often  launclied  in tlie  wake,  or

sliortly  after  tlie  completion,  of  adjustment  pro-

grammes,  tlieir  activities  extended  beyond  tliis  pliase.

In addition,  tliese  programmes  were  funded  wit)i

domestic  resources  to a greater  extent  tlian  the  SEFs

(table  2).

3. SocialAction  Prograinines

A  tliird,  less  frequent,  type  of  SF consisted  of

Action  Progranmtes.  Social  Action  Progrannnes

(SoAPs),  however,  are generally  veiy  flexible  and

less  easy  to cliaracterize  neatly.  Tliey  are  of  a

multisectoral  nature,  include  both  protective  and

promotive  measures,  and  are  predominantly  supply-

driven.  They  are  administered  by  line  n'iinistries  and

are tlierefore  fully  part  of  a country's  institutional

development  machinery.  Wliile  they  are often  part

of  a stabilization  or  structural  adjustment  programme,

tliey  tend  to focus  011 botli  tlie  "adjustment  poor"  and

tl'ie  "clironic  poor".  Tliis  type  of  SF has  never  been

prevalent,  tliougli  one  can  cite  important  exceptions,

sucl'i  as Gliana's  PAMSCAD  and  Pakistan's  SoAP.

All-in-all,  SFs  (especially  SEFs  and  SIFs)  dis-

tinguislied  themselves  from  traditional  social  pro-

grammes  because  tliey  )iad  a strong  slioi"t-tei"in

anticyclical  component;  were  n'iostly  inultisectorcil

(as opposed  to tlie  "veitical  progranm'ies"  of  line

n'iinistries);  empJiasized  einplovinent  genei'ation

tlirougli  public  works and Iwincur capital  foi"i'natiori
(and  less so food  subsidies,  and  the  expansion  of

social  insurance  and  assistance);  often  exhibited  high

cost  pei-  ccqyita  for  botli  wage  and  non-wage  items,

tliough  tliis  was  less  the  case  for  SIFs  (see  011 tl'iis  the

literature  reviewed  in Stewart  and  van  der  Geest,

1995); focused inainly  on tlie social  groups tiffected

1-i3' adjustinent  and not on tlie structural  poor; and
counted  Oil  mucli  gretitei'  externcil  wppoil  t)ian  tlie

usual  goveriunent  progrannnes,  and  mostly  relied  on

deinaiul-driven  (as opposed  to state-initiated)  scliemes;

and  were  Illn  by  temporary  turtonoinous  bodies  witli

t)ie  administrative  flexibility  needed  to ensure  fast

progranune  implementation.  In t)iis  regard,  tl'ie SFs

were  tliouglit  to be an effective  way  to eannark  re-

sources  directly  for  t)ie  social  sector,  safeguard  tl'iein

from  a possible  political  liiglijacking  and  avoid  a slow

and  inefficient  budgetary  process.



Table  2

SIZE  OF SOCIAL  FUNDS  AND  TOTAL  SOCIAL  EXPENDITURE  IN SELECTED  COUNTRIES  IN LATIN  AMERICA  AND  AFRICA

Coumi's'

Latin  America

Bolivia

Bolivia

Chile

Ecuador

El Salvador

Mexico

Nicaragua

Panama

Africa

Cameroon

EgYPt
Ghana

Madagascar

Zan'ibia

Zambia

Name of  SR saears

FSE,  1986-1991

FIS,  1990-1994

FOSIS,  1990-1994

Several,  1983-1990

FIS,  1990-1993

PRONASOL,  1989-1993

FISE,  1990-1994

FISE,  1990-1993

SDA.  1991-1995

SFD,  1991-1995

PAMSCAD,  1987-1992

SIRP.  1989-1993

SRP.  1989-1993

MPI.  1991-1995

Totcd  amount

ofSFin
$ million

191

96

77

180

67

2 500

93

3 2

49

613

80

41

49

20

SF  per

progi'mnm  e

Percentage  of  year: as pei'

external  fitiydsa cent qf  GDPb

85

69

43

n.a.

67

o

n.a.

62 0.10

78  0. 11

n.a.  0.36

94  0.22

88  0.28

94  0.28

n.a.0.l2

SFper

progi'amin  e

veai:  as per

centofSE'

Social  expenditure

as a percentage  of  GDP

befoi'e SF  d / dui"ing SF'

0.6

1. 8 6.0

2. 7 12.8

3. 8 5.3

7.5  3.5

5.7  5.4

2.2  4.8

/  7.7

/13.7

/  6.4

/  3.8

/  4.9

/  6.5

Real  social

expenditui-e  per  head

iri  national  currencl

before  SF d / dui'ing  SF "

96

92

52 500

12 300

158

126

349

18100  /

144  /

2 850  /

8930  /

166  /

142  /

98

136

62 300

10 300

156

171

396

19 100

159

3 650

9 310

140

151

Source:  UNCTAD  (19')4i  Glacssncrct  al. (1')')4),  Marc  et al. (1995),  Reddy  (1')98)  and  IMF,  Gos'er'nmenr  Finance  Statr.stics  (1998).
a Sliarc  of  SFs fundcd  with  f*ircign,  NGOsa  and  other  resources.

b  Toial  value  of'  SF, disiidcd  by the nuinber  of  years  of  operation,  in per  cem  of  the  average  yearly  GDP  during  the  period.

c Total  value  ofSF,  ditidcd  by the nuinber  ofycars  of  operation,  in per  cent  of  the  average  yearly  social  expenditure  (SE)  during  the  period.  Social  expenditure  includes  health,  education,  social

security,  )iousing  and other  aincnitics.

d  Avcragc  over  the  iyyn  ycars  prcccding  thc  establishinem  of  SFs.

e llm'vcig)itcd  at  cragc  during  tlic  pmgrcuninc  years.

f  At I !)87 l)rices.
g  1083-IQS4
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B. Rationalefor  the introduction  oj'Social
Funds

An  assessment  of  t)ie  pei-fonnance  of  SFs re-

quires  an understanding  of  tlie  explicit  or implicit

inotivations  wliicli  led  to tlieir  establislunent.  T)iese

can  be sununarized  as follows.

].  Compeirs<tting  the  neu'  prior  ((/n(/  "innr-)xioia

t4fected=)fin"the  =soc'icdcostofadjustinent"

In t)ie  n'iid  to late  1 980s,  t)ie  BWIs  and  goverii-

ments  of  adjusting  countries  started  recognizing  tliat

tlie recoveiy  to be trigzered by adjustment would be
preceded  by a period  of  recession  and  increasing

poveity.  SFs  )iad  tlierefore  to be introduced  to com-

pensate  for  tliis  temporary  increase  in poveity.  As

noted  by  UNCTAD  (1994,  p. 7),  "Two-tliirds  of  tl'ie

laws  enacting  ... [safety  nets]  in Latin  America  as

weil  as t)iose  in Egypt  and  Gliana  explicitly  refened

to social  costs  of  econon'iic  refonns  as a major  rea-

son  to adopt  emergency  n-ieasures".

2. Coin)icirsatiirg  the poorfor  the "costs of noir-
tuljustineirt  =

Some  World  Bank  analyses  (e.g.  Marc  et al.,

1995)  l'iave  suggested  tliat  SFs were  introduced  to

avoid  a fuitlier  fall  in the living  conditions  of  tl'ie

poor  following  years  ofeconomic  mismanageinent.

However,  t)'ie information  available  about  tlie  tin"iing

of  tl'ie  introduction  oftl'ie  SFs  invariably  sliows  t)iat

tliose  staned  after  structural  adjustment  )iad  been  in

operaticin  for  a few  or  several  years,  pointing  also  in

tliis  way  to  t)ie  lin'iited  ability  oftlie  i'iiacroeconoinists

and  socia)  sector  economists  of  tlie  World  Bank  to

work  effectively  togetlier.  Veiy  seldom  did  genuine

preoccupations  about  increasing  poverty  lead  to tlie

liuu'icli  of  extei'iially  supported  SFs  in non-adjusting

countries.

3. Politi<'td  ecoiromic  7(/('7o/'.S'

Political  reasons  were  often  tlie  most  salient

ones,  as adjustinent  entailed  unpopular  cot-i-ective

ineasures  or  was  not  likely  to benefit  tlie  poor  over

tlie  slioit  tenn  (or  at aH, as in economies  wit)i  liiglily

concentrated  expoit  sectors  and  land  distribution).

Witl'iout SFs, t)ie rel'onns could liave tl'ius been 01)-

lxiseci because oftlie  asyinmetric distribution  of-tlieir
costs  and  bcne("its.  Tliis  was  paiticularly  tlie  case

wlicn  tlie  intei-ests  ofpolitically  yiocal  grciups  woi-k-

ing  in t)ie  non-traded  sector  (traders,  civil  sei-vants

and  so on)  were  affected.  As  vividly  noted  in Marc

et al. (1995,  p. 19)  witli  reference  to Guinea:

Despite  the  govemn'iem's  con'imitment  to stis-

tain  tlie impleinentation  of  a SoAP,  tlie  eco-

nomic  recoveiy  programine  is not likely  to

benefit,  in tlie  near  tei'in,  tlie  most  vulnerable

groups  ... lf  unaddressed,  tliese  issues  could

generate  considerable  opposition  to reforins

and  put  tlie  w)iole  ad,justment  process  at risk.

A less cynical  version  of  t)iis  argriment  is tliat

if  a government  was not  able  to generate

enougli  popular  support  for  tlie  economic  re-

forms,  it would  not  )iave  been  able  to sustain

any  adjustment  progrannne,  witliout  w)iic)i  tl'ie

poor  would  liave  suffered  even  more  because

of  a likely  retui'n  to unsound  macro  policies.

4. Suri'ogtdorv  tippi"otic'ii  mrd  institutional

inirovcrtiori

After  years  of  economic  decline  and  stringent

structural  adjustment,  national  bureaucracies  were

no longer  able  to respond  to crisis  situations  and

implement  swiftly  targeted  actions  in  a multisectoral

and  coordinated  way.  In addition,  in  some  areas  af-

fected  by adjustment,  wliere  coinpensatory  pro-

granunes  were  needed,  tlie  state  administration  was

absent  or  deficient  especially  at tlie  local  )evel.  And

even  in nonnal  tiines,  most  branclies  of  tlie  public

administration  suffered  fi'om  low  efficiency  and  in-

ertia,  and  were  unable  to develop  autonomously  "new

approaclies  to tlie  delivery  of  social  services"  draw-

ing  on local  goveminents,  civil  society  and  tl'ie  pri-

vate  sector.  Anotlier  quote  from  Marc  et al. (1995,

p. 20),  taken  from  t)'ie World  Bank's  Zambia  Social

Recovei'y  Project,  illustrates  tliis  point:

Several  constraints  make  it difficult  for  tradi-

tional  prqjects  to provide  inunediate  responses

to pressing  social  probleins.  Furtlier,  t)ie cri-

sis lias decimated  many  structures  and systems

tliat  will  otlierwise  provide  social  sei'vices  and

einployinent  opportunities  for  t)iese  vulnerable

groups.  Tlie  traditional  public  sector  entities'

capacity  is stretclied  to tlie  liinits...

5. Reinovtilofstructui'ulcmrses  of ptnaei'ty

As noted,  SIFs  focused  on long-terin  poveity

aHeviation  ineasures.  In inany  developing  countries,

poverty  is visibly  related  to lack  of  human  capital

(especially  liealtli  and  education)  among  lai-ge  sec-

tions  of  tlie  populaticin.  By  itself,  "neutral  growtlia'
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will  not  increase  access  to tliese  sei'vices  (especially

in remote  areas),  because  oft)ie  liinited  prioiity,  budg-

etary  funds  and  administrative  resources  assigned  to

t)iese  activities.  SIFs  tried,  t)ierefore,  to t-ill,  ila only
in pai't,  soine  of  tliese  gaps.

C. Scale ofthe  intervention

].  Nmnbei-  cmd tspes  ofS'ocial  Funds

It is practically  impossible  to provide  a full  ac-

count  of  tlie  SFs introduced  from  1986  to date,  as in

some  countries  progrannnes  liave  been  of  limited  fi-

nancing  and  duration,  and as data  for  the economies

in transition  and  tlie  safety  nets  recently  launclied  in

Soutli-East  and  East  Asia  remain  scant.  Be  tliat  as it

may,  it appears  tliat  SFs )iave  been  extremely  com-

inon  in Latin  America,  very  connnon  in sub-Saliaran

Africa,  and rare,  but becoming  n'iore  connnon  in

Soutli  Asia,  Soutli-East  Asia  and tlie low-income

economies  in transition.

Ill  sub-Saharan  Africa,  at least  31 mediun'i  and

small  SFs,  typically  spread  over  tliree  to five  years,

liave  been  planned  and  implemented  in 26 countries

since  1987-1988  (Marc  et al., 1995;  Reddy,  1998).

In Latin  Ainerica  21 (and  probably  more)  pro-

gramines  liave  been  launclied  since  1986  in 20

countries  (Glaessner  et al., l994;  Reddy,  1998):  tlieir

number  rose exponentially  over  time  (from  one in

1987,  to five  in 1990,  to ten in 1992)  following  tlie

political  success  oftlie  1986  Bolivian  SEF  (Wurgarft,

1992).  SFs  are fairly  new  in tlie  econon'iies  in transi-

tion:  tlie  mici-ocredit  component  of  t)ie Albanian

Povei'ly  Alleviation  Progrannne  was  tlie  first  in tlie

region  followed  by  that  of  Arinenia.  In 1998,  vari-

ous  types  of  SFs were  in operation  or  in preparation

also  in Geoi-gia,  t)ie  Republic  of  Moldova,  Romania,

Tajikistan  and Uzbekistan  (Bigio,  1998).  SFs were

in'iplemented  also  in Cambodia,  India,  Mongolia,

Pakistan  and Sri Lanka,  as well  as in Egypt,  Jordan

and Tunisia  (Reddy,  1998;  Cliu  and Gupta,  1998).

Cliu  (1998)  repons  tliat  various  types  ofsafety  nets

were  created  in 1998  in t)'ie Republic  of  Korea,  Tliai-
land  and Indonesia.

All-in-all,  more  tlian  70 countries  introduced

some  kind  of  SFs, witli  several  cciuntries  (Bolivia,

Egypt,  Senegal,  Peru,  and so on)  launcliing  i'i'iore  t)ian

one, tluis  underscorii'ig  t)ie impoitance  attaclied  to

tliese  an-angements  by national  autliorities,  t)ie  BWIs

and  UNDP.  Tlie  distribution  of  SFs by  type  indicates

tliat  SEFs  and  SoAPs  doininate,  especially  in Africa,

and  tl'iat  SIFs  are cominon  only  in a laew Latin  Ameri-

can countries  (Reddy,  1998  ). Recently  tliere  lias been,

liowever,  a clear  shif't  to con'imunity-based  SIFs  fo-

cusing  on tlie  creation  of  social  infrastructure:  for

instance,  out of  a poitfolio  of  1,500  projects  for  a

total  con'unitment  of  $120  billion,  tlie  World  Bank

supported  in 1997 over  50 suc)i  funds  witli  a total

conunitment  of  $1.3  billion  (Bigio,  1998).

2. Viluine mrd soui"ces  oJ.'fundiirg

Wliile  t)iere  is sufficient  infonnation  on alloca-

tions  to SFs, less is known  about  real progranune

expenditures.  These,  funlierinore,  )iave  frequently

been staggered  over  longer  periods  tlian  planned,

possibly  "diluting"  tlie  impact  of  SFs. Tliis  said,  it

appears  that  tl'ie total  resources  allocated  by donors

and  national  institutions  to SFs have  varied  substan-

tially.  In Africa,  SFs relied  on resources  vai'ying

between  $6 million  and $25 millioi'i,  tliougli  actual
disbursements  were  often  lower  (Marc  et al., l995,

annex  1, table  A.5).  In Latin  America,  SFs absorbed

greater  exteriial  and  domestic  resources,  ranging  fi-om

$40  million  to an exceptional  $2.5  billion  in tlie  case
of  Mexico's  Pronasol  (table  2). Even  in tliis  region,

)iowever,  tlie  scope  of  SFs remained  small.  In tl'ie

words  ofMorley  (1998,  p. 46)  "Only  one  fund  in tlie

region,  Nicaragua,  spends  as mucli  as l per cent in

its GDP..."'.  Tlie  infonnation  on Soutli-East  and East

Asia  suggests  mucli  liiglier  ainounts  for 1998 (see

below),  thougli  it is unclear  over  liow  many  years

will  t)iese  be disbursed.

Because  of  tlie  little  time  available  wlien  tliey

were  set up, and  because  of  tlie  scepticisin  tliat  some-

times  accompanied  tliem  (Hutcliful,  1994).  in low-

to medium-incon'ie  countries,  especially  in Afi-ica,

78-94  per cent of  SF resources  were  pi-ovided  by

international  donors  (paiticularly  by  tlie  Woi-ld  Bank)

in t)ie fonn  of  budgetary  suppoit.  An  impoitant  pait

of  tl'ie external  support  was in tlie forin  cif con-

cessional  lending,  tliougli  it could  be argued  tliat

countries  sliould  boi-i-ow  for  progrannnes  in t)iis  area

only  on a ten'iporary  basis  and wliere  pi-ograinines

are clearly  targeted  on t)ie pooi-.  In middle-income

countries,  in contrast,  SFs were  funded  to a greater

extent  witli  domestic  resources,  eitl'ier  fi-om  naticinal

budgets  or froin  capital  freed  up t)n-ougli  debt-for-

developinent  swaps.  In second-generation  SIFs  and

SoAPs,  a greater  sliare  of  total  progi-anune  costs  was

fiinded  fi-0111 local  budgets  or  coinmunity  contrilxitions.

Regional  differences  persist  wlien  standardiz-

ing  SF expenditures  by  GDP  of'  total  social  expendi-
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ture.  While  Africa's  SFs absorbed  on average  be-

tween  O. l and O.3 per  cent  of  tlieir  GDP  per  )n'o-

grttinine  1)('(!/"  (for,  typically,  4-5  years),  in Latin

An'ierica  tl'iis  ratio  was,  especially  an'iong  low-income

countries,  between  O.4 and 1.0 per  cent  (table  2). In

1998,  t)ie  Indonesian  Goveinn'ient  allocated  no less

tlian  7.5 per  cent  of  GDP  (6 per  cent  to subsidize

rice,  soybeans,  sugar,  fuel,  drugs  and otlier  basic

iten'is,  and 1.5 per  cent  for  public  works  scl"iemes)  as

part  of  an IMF  stabilization  progranune.  Tlie  Gov-

ei'iunent  of  tlie  Republic  of  Korea,  in turn,  assigned

2.5 per  cent  of  GDP,  mainly  for  an extension  of  tlie

eligibility  and duration  of  tlie  recently  created  un-

einployment  insurance  and  social  assistance.  In

Tbailand  in 1998,  allocations  for  public  works,  job-

creation  progran'imes,  training  and broadening  ac-

cess to liealtli  and  education  reaclied  5. 7 per  cent  of

GDP  (Chu,  1998).

In tetnis  of  total  social  expenditure  (w)iidi  in-

cludes  tlie  outlays  tlirougli  SFs  and  other

extrabudgetary  meclianisms),  allocations  to SFs in

Africa  liave ranged between 1.7 and 7.4 per cent.7or
everyvear  ofthe  SF pi-ogrmnine.  In Latin  An'ierica,
tlie  same  figure  was  2.3 and 13.7  per  cent,  witli  tlie

exception  of  small  "demonstration  progranunes"

sucli  as tliose  of  Cliile  and  Panama.  Tlie  point  to be

noted  liere  (compare  tliird  and  fiftli  columns  in ta-

ble  2) is tliat  during  tlie  SFs years,  social  expenditure

(as a percentage  of  GDP  or on a per  capita  basis)

declined  in four  cases  (Panan'ia,  Ecuador,  El Salva-

dor  and  Zambia)  out  of  tlie 12 in table  2, rose  by  an

amount  less  than,  or  equal  to,  the  expenditure  on SFs

in two  (Bolivia  and Madagascar,  where  some  kind

of  diversion  from  tlie  regular  social  expenditure  to

SF miglit  ]iave  occurred),  and  rose  in  the remaining

SIX.

Tl'iese  figures  would  suggest  tliat  in Jialf  of  the

cases  considered  in table  2, SFs  have  been  accoinpa-

nied  by  an overall  rise  in social  expenditure  in relation

to tlie  two  years  preceding  tlieir  launcli.  T)iis  result,

liowever,  is mainly  due  to t)ie  choice  of  t)ie  baseline,

i.e. tlie  relatively  depressed  years  of  1987-1989.

Wlien  t)ie  comparison  is made  in relation  to tlie  pre-

crisis/adjustment  years  (broadly  1979-1981;  tlie

crisis  liit  t)ie  liardest  in 1982-1984  and  tlie  rise  in tlie

i'iumber  olaadjustn'ient progrannnes  followed  suitl  it
appears  tliat  t)ie  SFs liave  not  been  capable  of  offset-

ting  the fall  in social  expenditure/GDP  ratios  ai'id in

social  expenditure  per  capita  wiiicli  occuned  between

1979-198]  and 1987-1989  (table  3 and  cliart  ] ). In-

deed,  in 10 cases out  of  tl'ie 14 included  in table  3,

llie  additional  outlays  On SFs and  tlie  autonomous

recoveiy  ofsocial  expenditure  during  tl'iese  years  less

t)ian  compensated  t)ie initial  fall  in social  expendi-

ture  or were  not able  to stop its declining  trend,

despite  tlie  fact  tliat  tlie  needs  of  tlie  populations  were

often  l"ieiglitened  by large  falls  in incoi'iie  per  capita.

IV.  Assessment  of  the  impact  of  social

funds

A.  Macro  impact  on  employment  creation,

poverty  alleviation  and  access  to  services

In  0111')7 a few  cases  (e.g.  countries  sucli  as Peru,

Bolivia  and  Mexico  whicli  absorbed  substantial  re-

sources)  liave  SFs liad  a temporaiy  and localized

effect  in  containing  tlie  drop  in  tlie  population's  stand-

ard  of  living.  Even  in t)ie  case of  large  progran'imes,

tl'ie impact  on employn'ient  and incomes  was  gener-

ally  negligible.  Ill  connnenting  on tlie  impact  of  SFs

sponsored  by  tlie  Inter-Ai'iierican  Development  Bank,

Morley  (1998,  p. 46)  argues  tliat,  wliile  tliese  were  at

times  useful  in providing  sin'iple  low-cost  social  in-

frastructure  to cominunities  tliat  never  liad  access  to

tliem  before,  tlieir  employinent  and  income  effect  was

very  n'iodest.  In }"iis words:

... only  tl'ie first  emergency  fund  of  Bolivia
added  more  tlian  l per cent per year to the
total  number  of  jobs  in t)ie economy  ... and
t)iree  added  n'iore t)ian O.5 per cent...  In otlier
words,  tlie funds  did  not liave  a major  impact
on tlie supply  of  jobs  ... Most  of  tiie jobs
created  were  temporary  ... and for unskilled
labour  at wages equal  or 'below  the minin'ium
wage  in the region,  not an above-povei  ty  wage.

Stewart  and  vayi der  Geest  ( 1995)  CO]lfil'lll  t)iat

SFs generally  played  a minor  role  in increasing  em-

ployment  and  incon"ies  among  tlie  poor,  and in

offsetting  tlie  adverse  sliifts  in income  distribution

induced  by  tlie  adjustment  progranunes.  In  tlieir  view,

tl'iis  was  partly  due  to tlieir  limited  coverage  and  paitly

to poor  targeting.  As  tbey  note  (p. 21 ), "t)iis  double

failure  was  even  true  of  t]ie  'star'  perforiner,  Bolivia,

wliicli  liad  substantially  more  resources  devoted  to it

tlian  later  scliemes  suc)i  as tliose  of  }-londuras  and

Senegal".

Indeed,  tlie  adjustinent-related  SFs liave  not

been  large,  effective  and  tiinelr  enougli  to offset  tlie

detei'ioration  imposed  by years  of  economic  decline

and adjustment,  especially  in countries  sucli  as Ec-

uador,  Venezuela  and Zambia,  wiiicli  in t)ie 1980s

registered  declines  of  GDP  in  15-35  per cei'it and
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Ttible  3

SOCI  AL  EXPENDITURE  IN  SELECTED  COUNTRIES  IN  LATIN  AMERICA  AND  AFRICA  BEFORE

AND  DURING  THE  IMPLEMENT  ATION  OF  SOCIAL  FUNDS

Countr'io

SFs  tmd  vem:v

Latin  America

Bolivia

FSE,  1986-1991

Bolivia

FIS,  1990-1994

Cliile

FOSIS,  1990-1994

Ecuador

Several,  1983-1990

EI Salvador

FIS,  1990-1993

Mexico

PRONASOL,  1'89-1993

Panaina

FSE,  1990-1993

Africa

Caineroon

SDA,  1991-1995

Egypt

SFD,  1991-1994

Gliana

PAMSCAD,  1987-1092

Madagascar

SIRP,  1989-1993

Zambia

SRP,  1989-1993

Zambia

MPI,  1991-1995

Socitd experiditure  iri !)(!/'  cent ofGDP

Pre-ci'isis  and

adjustinenf

6.0

(1978-1980)

6.0

(1978-1  '80)

19.3

(1980-1982)

5.9

(1980-1982)

6. l

( I980-1982)

7.5

(1980-1982)

14.8

(1985-1987)

6.8

(1985-1  '87)

16.7

( I 081-1'83)

6.4

(1077-1978)

9.5

(1976-1')82)

9.5

(197ehl982)

Tu'o  s'ears

pr'ioi'  Sr'

6.2

(1983-1984)

6.3

(l  '188-1  ')89)

13.1

(1988-1')89)

5.7

(198  1-1982)

3.7

(1')88-1089)

5. l

(1987-1988)

16.5

(l  ')88-1989)

6.0

(1989-1  9')0)

12.8

(I  98')-1  ')90)

5.3

(1985-1986)

3.5

(1088)

5.4

(1987-1988)

4.8

(198')-19')0)

During

Sr'

6.6

(1986-1991)

8.7

(l  990-1994}

13.1

(1990-1994)

5.2

(1983-1990)

3.4

(1')00-1993)

6.5

(1989-1993)

16.1

(l  1)90-  I 003)

7.7

(1')91-1905)

13.7

(1991-1Q94)

6.4

( I 087-1  0')2)

3.8

(1089-10')3)

4.9

(198')-1993)

5.8

(1091-1  095)

Soc'ial  expenditure  )ier  ca)iittr

Pi'e-cris'is  (//l(/

trtljus  tmen?

ill

( I 978-  1980)

ill

(1')78-1980)

65800

(1980-1982)

12300

(1980-1982)

284

(l  '180-1982  )

208

(1980-1982)

377

(1985-1987)

25700

(1985-1987)

156

(I  081-1983  )

4130

(1977-1078)

358

(IQ7(')-1982)

358

(1970-1982)

7jvo s'ear:s

before SF'

96

(1')83-1084)

92

(1083-1084)

52500

(1988-1989)

12000

(19:'l-1982)

158

(1988-1989)

126

(1087-1988)

349

( I 988-1  980)

18100

( I 9:'9-1  0(X))

144

(l  980-1  000)

2850

( I ')85-l  ')8(i  )

8930

(1088)

166

(1987-1088)

142

( I 080-1  0(X))

During

98

( I 986-  I 90 I )

136

(I  900-1  904)

62300

( I 990-1  004)

10300

(1083-1000)

156

(l  900-1  003  )

171

( I ')89 -I  99'i  )

396

(l  O(X)-l  903  )

19100

( I !)')  l-I  1)1)5 )

159

( I 00l-l  904)

3650

( I 987 -l  OQ2 )

9310

(l  080-1003  )

140

( I 080-1  003  )

151

(l  ')9  l-l  005  )

Soru'ce:  C alculation  by tlic  autlior,  based  onl  M F, Gover'nmenr  Finance  Sturisrrt'i  ( IQS 7, I 99 I, I Q!)7 );I  M F, lnrer'rr+rrinmdF-in+mc'ru/

Slalr.Urc.s  (1')')7);  World  Bank  (19')8).

a Percentages.

b Soci;il cxlicndittii-c  lici-  caliila  in cnnsiant IQ87 Incal cui'i-cncy  uiuts

large  cuts  in  social  spending.  In  sub-Saharan  Afi'ica,

resource  limitation  was  a key  factor:  inany  SFs  could

count  on  only  $10  to  $20  inillion  (Marc  et al.,  1995,

annex  1, table  4.2)  -  a inodest  amount,  even  in  vei-y

small  economies.  As  noted  in  section  11, pre-adjust-

nient  progi-ainmes  sucli  as MEGS,  PEM-POHJ,

LBRP  and  FODESAF,  as well  as insurance-based

and  food  subsidies  scl'iemes,  relied  on  substantially

larger  resources  tlian  tliose  allocated  recently  to  SFs

in  most  African  and  Latin  Ainerican  countries.

SIFs  and  SoAPs  often  s)iowed  design  iin-

provements  over  SEFs,  but  also  sulTered  laroin
under-funding  (table  2),  and  tlie  resoui-ces  allocated
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Cliai"t  I

SOCIAL  EXPENDITURE  IN REAL  GDP  IN SELECTED  COUNTRIES  SINCE  1976

Ecuador

25

20

15

10

5

o

1976 1978 1980 1982 1984 1986 1988 tggo

-  Real social expenditure pet capila in sucres at l 987 prices (1,000)

-  -  -  Social expenditure in pet cent of GDP

Mexico

35

5

o

1976 1978 1980 1982 1984 1986 1988 1990 1992 1994

-  Real social etpendilure pet capila in pesos at 1 987 prices (10)

-  -  -  Social expenditure in per cent of GDP

EgVPt
20

15 '-,,

TO

5

o

1976 1978 1980 1982 1984 1986 1988 1990 1992 1994

-  Real social expendilure per capila in Egyptian pounds al l 987 prices (10)

-  -  -  Social expenditure in pet cent of GDP

Real GDP pet capita in Egyptian pounds at 1 987 pnces (100)

Zambia

50

40

30

20

o

1976 1978 1980 1982 1984 1986 1988 1990 1992 19G)4 1996

-  Real social expenditure pet capila in kwacha alT987 prices (TOI

-  -  -  Social expenditure in pet cent of GDP

Source:  IMF,  hilernarromd  Finanr'rtd  Stnrisrir's (various issues); and IMF, Gover'nmenr Finance Smristrc.s (vai'ious issues).

to tliem  were  not sucli  as to wai-rant  a perceptible  tlie  speed  of  removal  of  subsidies,  interest  rate in-

impact  outside  some  limited  areas.  In addition,  wliile  creases,  and tlie  extent  of  tlie  devaluation  and

SIFs-SoAPs  reflected  a more  genuine  concet'n  for  liberalization  ofportfolio  flows,  i.e. decisions  wliicli

tlie  pliglit  of  tlie  poor,  were  better  coordinated  witli  are now  being  criticized  for  their  potential  iinpact

tlie  adjustment  progran'imes  and  were  often  institu-  on growtli,  poverty  and distribution.  Despite  grow-

tionalized  wit)iin  tlie  national  bureaucracies,  tt'iey  ing  evidence  of  tlie  social  impact  ola adjustment  and

were  not  abte  to alter  tlie  oitliodox  position  on key  mounting  tlieoretical  criticism,  tlie  basic  adjustinent

adjustinent  decisions  sucli  as tlie  extent  of  deflation,  paradign'i  )ias remained  unclianged  (Stiglitz,  l 998a).
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Greater  impact  On poverty  would  liave  tluis  re-

quired  nuicli  larger  resources,  better  forward  plai'uiing

(a poitfolio  ola project  investn'ients,  well-tested  ad-

ininistrative  meclianisms  and  an early  identification

of  funding  sources)  and,  especially,  greater  attention

to tlie  poveity  impact  of  t)ie  fiscal  contraction  entailed

by inacroeconomic  adjustinent,  and  t)ie  extent-

sequencing  of  cuts  in food  subsidies.  In Indonesia,

for  instance,  an initial  drastic  reduction  in public

expenditure  was  replaced  -  w)ien  its nutritional  and

poveity  impact  became  evident  -  by  a muc)'i  n'iore

flexible  policy  "tolerating"  a fiscal  deficit  of  10 per

cent  of  GDP  so as to  acconunodate  food  subsidies  to

t)ie  tune  of  6 per  cent  of  GDP.  Almost  always,  er

mrte  macro  policy  decisions  liave  l'iad  a greater  im-

pact  on employment,  incomes  and  poverty  tlian  ex

)-iost  SFs.  Tl'ie  question  tlien  is wlietlier  alteriiative

macro  policies  can  be followed.  A recent  extei'nal

evaluation  of  IMF-sponsored  ESAFs  concluded  for

instance  t)iat  tliere  is rooin  for  manoeuvre  and  tliat:

... tlie  traditional  Fund  concern  with  fiscal

deficits  needs modification.  While  the Fund

is correct  to einphasize  tliat  domestic  deficit
financing  s)iould  always  be avoided,  t)ie

attempt  to reduce  current  account  and aid-

exclusive  fiscal  deficits  furtlier  (or  indeed  to

i-un a sui'plus)  lias  no bearing  upon  t)ie control

of  inflation,  wliile  it is damaging  for  growth

[and  poverty  alleviation]  (IMF,  1998,  p. 3 l).

B,  Iinpact  O/I income  distribution

In tlie  1960s  and 1970s,  tl'ie IMF's  n'iain  dis-

tributive  preoccupation  conceriied  tlie  in'ipact  of

stabilization  on tlie  rural-urban  income  gap.  As  for

tlie  size  distribution  of  incon"ie,  tlie  Fund's  view  was

t)iat  wliile  stabilization  necessarily  liad  distiibutional

repercussion,  "doinestic  political  considerations  will

largely  detei'inine  wlio  bears  tlie  burden  of  reducing

and  restructuring  aggi-egate  demand"  (Jol"inson  and

Salop,  1980,  p. 23);  tliat  stabilization  may  entail

clianges  in factor  payments  tliat  were  undesirable

froin  an egalitarian  perspective,  and  tliat  "real  wage

rates  inay  liave  to l"all and real  profit  rates  increase

S(1 as to encourage  increased  foreign  capital  inflow"

(ibid).

T)ie  tlieoretical  debate  of  tlie  1990s  about  tlie

disti-ibutive  impact  of  adjustment  points  to different

oritcoines  depending  on initial  conditions  in tenns

of" institutions,  )iuinan  and  pliysical  infrasti'ucture:

size,  expcirt-orientation  and labour-intensity  of  tlie

tradable  sector;  and  policy  inixes  (Kanbur,  1998).

Einpirical  evidence,  liowever,  sliows  tliat  income

inequality  increased  in tlie  l 980s  and  l 990s  in about

two  tliirds  of  tlie  developed,  developing  and  transi-

tional  countries  witli  data  spanning  at least  tliese  two

decades,  and  tl'iat  tliis  increase  is explained  in pait

by  tlie  polices  introduced  over  t)iis  peiiod  (UNCTAD,

1997;  Coniia,  1999).  Adjustment  policies  affect  in-

equality  in at least  two  ways.  First,  t)ie  over-deflation

and  recessions  wl'iicli  often  cliaracterize  tliem  tend

todepresstliewagesliareintotalincoine(IMF,  1998).

In industrialized  countries,  recessions  liave  a greatei-

impact  on  profits  tlian  on  wages  because  of  tlie  sticki-

ness  of  tlie  latter,  and  because  well-developed  social

safety  nets  cusliion  most  of  tlie  loss  ofwage  incon'ie.

In  contrast,  in developing  countries  -  wliere  wages

are  downwardly  flexible  and  social  safety  nets  mucli

weaker  -  tl'ie labour  sliare  in total  income  falls  and

incon'ie  concentration  rises.  Second,  even  witli  a ro-

bust  recovery  of  output  over  tlie  medium  term,

distribution  may  detei'iorate  because  of  tlie  impact

of  structural  refoi'n'is  pron'ioting  greater  wage  flex-

ibility,  reduced  regulation,  erosion  of  tlie  minimuin

wage,  reduced  unionization,  reduced  tax  progres-

sivity  and  privatization  (Tanzi,  l 996;  Coi-nia,  1999).

As  Tanzi  (1996,  p. ] l)  notes,  "Tliere  is a real  possi-

bility  t)iat  tlie  implementation  of  (structural)  ref"orm

measures  lias  negative  effects  on einployment  and

income  distribution".

Witliin  tliis  context,  given  t)ieir  minuscule  size,

tlie  impact  of  SFs on  tl'ie  nationwide  distribution  of

income  lias  certainly  been  negligible,  witli  the  possi-

ble  exception  of  tlie  new  East  Asian  SFs.  At  tlie  local

level,  clianges  in  inequality  migl'it  liave  been,  in prin-

ciple,  n'iore  perceptible,  alt}iougli  SFs  were  instituted

for  tl'ie purpose  of  reducing  t)ie  number  of  "adjust-

ment  poor",  and distributive  objectives  were  not

dominant.  By  increasing  tlie  sl'iare  of  labour  incoine

in  tlie  local  economy,  )iowever,  SFs  -  and  especially

SIFs  -  may  contribute  to a lasting  improvement  in

local-level  distribution.  Muc)i  depends,  liowever,  on

tlie  precision  of  tlie  targeting  of  t)ie  subsidies  t)iey

provide,  and  On WIIO will  benefit  over  tlie  longer  tenn

from  t)ie  assets  created  by  tlie  public  woi-ks  sclieine

components  of  tlie  SFs.

C. Microeconoinic  efliciencIli  aiid
sustainability

Tlie  unit  costs  of  goods  and  services  pmduccd

by  tlie  first  wave  olaSFs  (n'iostly  I-oreign-sponsored  -

see table  2) were  as liigli  or liigliei-  tlian  those  pro-

vided  by  tlie  ordinary  public  administration.  Wages

and  salaries  in SEFs  -  as in tlie  Boliviai'i  progi-ainine
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-  were  generally  mucli  liiglier  tl'ian  tliose  paid  in tlie

civil  sei'vice  (wliicli  were  generally  very  low),  wl'iile

tlie  expensive  cost  pattei'n  of  (foreign-funded)  in-

vestment  in administrative  infi-asti'ucture  (ve)iicles,

computei-s  and  so on)  could  not  be easily  replicated

at tlie  national  level  (UNCTAD,  1994;  Stewait  and

van  der  Geest,  1995).  Tlie  SEFs,  in otlier  words,

gained  in flexibility  and rapidity  of  execution,  but

could  not be sustained  or replicated  on a national

scale.  Tliis  contrasts,  for  instance,  witli  tlie  low-cost,

liigli-efficiency  approaclies  promoted  by '[JNICEF

since  tlie  l 980s  in tlie  field  of  basic  services  (Coniia,

1989).

In panicular,  tlie  perforinance  of  SEFs  with

public  works  scliemes  was  mixed.  Partly  because  of

t)ieir  recent  creation,  in only  a few  cases  were  tliese

programines  able  to create  durable  assets.  Indeed,

t)ie success  of  suc)i  sclieines  depends  011 tlie  exist-

ence  of  a well-analysed  ponfolio  of  projects  wliicli

promise  a satisfactory  return  on investments,  entail

a modest  cost  per  job  created,  liave  a wage  bill  to total

pi-ogrannne  expenditure  ratio  above  O. 7, offer  wages

wliicli  will  not  attract  workers  already  employed  but

wliicli  nonetlieless  can ensure  tlie  livelilioods  of  )iired

workers,  and can be financed  by tlie  govenunent

budget,  foreign  grants  and fees for  tlie  use of  tbe

newly  created  infrastructure.  Most  SEFs  were  un-

able  to satisfy  most  of  tl'iese  criteria,  especially  tliose

relating  to unit  costs,  wage  rates  and  targeting.

Tlie  pi-oblems  of  tlie  financial  and  institutional

sustainability  of  SEFs  were  lessened  witli  tlie  intro-

duction  of  SIFs  and SoAPs.  Tliese  progrannnes

generally  relied  Oil  greater  domestic  con'imitment  and

funcfing,  were  open-ei'ided,  and  were  better  integrated

witli  tlie  national  administrations.  In addition,  tliey

l'ocused  on activities  (ci-eating  liuman  capital  and

social  infrasti'ucture  in areas  not  reaclied  by  goveni-

inent  services)  wliicli  )iave  a longer-lasting  effect  on

povei-ty  alleviation  ai'id inequality  tl'ian  sliort-tenn

incoine  inaintenance  progranunes.  Finally,  they

adopted  a connnunity-based  development  pliiloso-

I:iliy, in w)iicli village organizations cooperate wit)i
local  government,  tlie  priviate  sector  and foreign  do-

IlorS  in tlie clioice,  design  and implementation  of

projects  (scliools,  )iealt)i  clinics,  roads)  responsive

to tlieii-  iinn'iediate  needs.  As long  advocated  by

UNIC  EF and  otlier  institcitions  (Coniia,  1989,  p. 183 ):

.... greater  reliance  on coininunity  participa-
iion  and social  inobilization  in t)ie design,  de-
lii  ei'y  and monitoring  of  tliese actisiities  lias
ensui'ed,  in tlie first  instai'ice,  a greatei'  inter-
nalizaticin  ciftlie  pi'cigramines'  benefits  by tlie
pooi'. Secondly.  tlie introduction  ofless  aill-

intensive  approac)ies  leads to substantial  cost
containment...  Tliirdly,  conmiunity  participa-
tion  facilitates  tlie mobilization  of  additional
resources  sucli  as labour  and locally  available
materials  wliic)i  iiave  a low  opportunity  cost
but intrinsic  productive  value.

However,  as noted  by Stiglitz  ( 1998b),  wliile

tlie  paiticipatoiy,  low-cost  approacli  lias  some  intrin-

sic advantages,  especially  in emergency  situations,

tlie  juiy  is still  out  as regards  its general  applicabil-

ity  and  effectiveness.  So far,  it lias  taken  liold  in only

a relatively  small  number  of  countries  and  connnu-

nities.  Witl'iin  tliese,  problen'is  of  potential  capture

by local  interest  groups  can be a problem.  In addi-

tion,  tliis  policy  of  "let  one  t)iousand  flowers  bloom"

is potentially  frauglit  witli  coordination  problems,  and

can work  effectively  only  witliin  a solid  regulatoi'y

framework  witl'i  strong  accountability  mec}ianisms

put  into  place  (Mwabu  et al., 1999).  For  instance,

recent  tl"ieoretical  literature  in t)ie field  of  asymmet-

ric infon'i'iation  and  incomplete  contracting  (Hait  et

al., 1996)  would  suggest  t)iat  social  sei'vices  wliose

delivery  is easily  standardized  and quality  easily

monitored  (e.g.  in tlie  case of  a tube  well  installa-

tion)  could  be more  easily  contracted  out  to tlie

private  sector  t)ian  activities  (suc)i  as tliose  in tlie

liealt)i  sector)  wl'iere  requirement  clianges  and  stand-

ard of  service  are difficult  to observe.  Finally,  SIFs

and SoAPs  are not  viable  in all types  of  countries,

such  as tliose  wl'iere  cost-effective  social  institutions

for  tlie  delivery  of  social  sei'vices  and income  main-

tenance  already  exist.  In countries  wliere  tliose

institutions  exist  but  are not  functioning  effectively,

attention  would  be better  focused  on tlieir  improve-

ment  ratlier  t)ian  on tlie  creation  of  new  SFs.

D.  Institutional  and  design  problems

Like  most  otlier  public  policies  and pro-

gran'in'ies,  SFs iiave  not  escaped  a number  of  design

problems  wliic)i,  in some  cases, call  into  question

tlieir  logic  and existence.

1. Sequt'rrcing  t4SFs

Tlie  f-irst generation  of"coinpensatoi'y"  SFs was

establislied  a few  years  after  tlie introduction  ofa

stabilization  and adjustment  progran'iines.  Wliile  a

large  increase  in tlie  number  of  tlie  latter  occui-i-ed

i-iglit  at t)ie beginning  of  tlie 1980s  and lasted  t)ie

wliole  decade,  tlie  nuinber  ofSFs  staited  to rise  only
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in tl'ie late l 980s  and early  l 990s.  In addition,  sev-

eral  of  t)ie  initial  SFs, sucli  as PAMSCAD,  needed  a

period  of  several  years  after  tlieir  approval  before

tliey  started  operating  effectively  (Hutcliful,  1994).

A delay  between  macroeconomic  stabilization  and

tl'ie introduction  of  SFs was  also  observed  witli  regard

to tlie  IMF-led  adjustment  progranunes  introduced

over  tlie  last two  years  in Soutli-East  Asia.  As al-

ready  noted  in an earlier  evaluation  of  tl'ie World

Bank's  lending  to tlie  social  sector  sponsored  by  tlie

G-24  (En'in'ierij,  1995),  macroeconomic  stability  and

concern  for  growt)i  continue  to take  precedence  over

social  sector  conceriis.  Because  of  sucli  delays,  the

ability  of  SFs to slielter  tl'ie poor  from  tlie  costs  of

adjustn'ient  is tlierefore  reduced,  as SFs often  started

operating  wlien  substantial  increases  in poveity  and

unemployment  and falls  in access  to social  services

liad  already  occui'i-ed,  t)ius  liigliligliting  tlieir  "cura-

tive"  rat}ier  than  "preventive"  function.

2. Coirgruence  with  imicroeconoinic  objectives

Even  a cursoi'y  review  of  SFs points  to contra-

dictions  between  tlieir  targets  and  tlie  macroeconomic

objectives  of  adjustment.  Except  in tJiose  cases in

wliicl"i  new  outlays  on SFs are f-inanced  tlu-ougli

equivalent  declines  in "less-efficient"  ordinary  ex-

penditure  (tlie  data in table  2, liowever,  s)iow  little

evidence  of  sucli  a "substitution  effect"),  tl"ie increase

in public  spending  implicit  in SEF-SIFs  contradicts

tlie  expenditure  reduction  drive  of  most  adjustment

progrann-i'ies.  Large  SFs financed  witli  domestic  re-

sources  (sucl'i  as Mexico's  PRONASOL,  or tliose

being  implemented  in Soutli-East  Asia)  inay  enlarge

fiscal  deficits  and  increase  t)ie  size  of  tl'ie public  debt,

just  after  drastic  expenditure  compressions  liave  oc-

curred.  Tlieir  effects  on tlie  balance  of  payments  and

tlie  price  level  depend  Oil  tlie  in'iport  content  of  t]ie

demand  of  tlie  poor,  on w)ietlier  food  and  otlier  ba-

sics  are imported,  and on wlietlier  tlie  economy

operates  witliin  its production  possibility  frontier.  In

addition,  as noted  by Stewart  and van der  Geest

(19951 SFs increase  tlie supply  of  non-tradeable
goods  (e.g.  public  infrastructure)  riglit  when  struc-

tural  adjustment  attempts  to sliift  resources  towards

t)ie tradeable sector 0iowever,  in many developing
countries  affected  by surplus  labour  an increase  in

social  infrastructure  acliieved  witliout  diveiting  re-

sources,  labour  in paiticular,  fron'i  tlie  traded  goods

sector  would  not be )iarn'ifu)).  Finally,  tliose  SFs

wliicli  encon'ipass  sizeable  food-for-work  pro-

grannnes  can )iave  a negative  effect  on local  food

pi-ices  and  pi-oduction,  tl'ius  possibly  increasing  pov-

eity ainong tlie i-ural l)Oar. One wonders, t)ierefore,

about  tlie  wisdom  of  large  expenditure  cuts,  wlien

t)iese  are followed  shortly  thereafter  by  expenditure
mcreases.

3. Dem<md-di'iveri  xi('rsus  supply-drisien

tippi-oaches

One of  tlie  innovations  introduced  by all SFs

was to target  tlie  programmes  exclusively  011 tliose

communities  whicli  explicitly  asked  to take  pan  into

tliem.  In fact,  many  of  tlie  projects  financed  by SEFs

and  SIFs  alike  were  selected  from  tlie  proposals  sub-

mitted  by inunicipalities,  NGOs  and otl"ier  entities.

While  tliis  approacl'i  may  lead  to tlie selection  of

projects  better  responding  to tlie  needs  of  t)ie  popu-

lations  affected,  it often  tends  to sliort-circuit  tlie  vei-y

poor,  wlio  liave  a limited  capacity  to organize  and

articulate  tlieir  demands  effectively  and  to mobilize

tlie  counterpart  funds  needed  for  project  implemen-

tation  (Hutcliful,  1994).  In tl'iis  way,  SFs do not  reacli

tlie  poorest  of  tl"ie poor,  wlio  are unable  to express

tlieir  needs,  acquire  a sense  of  ownersliip  of  t)ie

projects  or to marslial  tlie  required  paiticipation.  A

demand-driven  approac)i  needs  to be complen'iented

tlierefore  by  supply-driven  interventions,  as well  as

efforts at social outreac)i,  focused On tlie lioorest  ar-
eas and groups.  An  explicit  gender  focus  may  olaten

be required  in tliese  complementai-y  supply-driven

progrannnes,  as a stroi'ig  gender  bias  often  prevents

women's  groups  from  bidding  successfully  fordemand-

diiven  progrannnes.  For  instance,  in tlie  supposedly

successful  Bolivian  SEF,  only  l per  cent  of  tlie  pro-

granune  paiticipants  were  women  (Stewait  and van

der  Geest,  1995  ).

4. Limited  iirstitutioiud  iniuivtitioir  in the

deliverv  ofsocialscrvic'es

SFs were  mainly  administered  by  autonomous

bodies,  as it was felt  t)iat  cumbersoine  govei'innent

procedures  were  ill-suited  for  dealing  witli  einergency

situations.  A potential  long-teiqn  benefit  of  SFs was

t)ierefore  tlie  transfei-  ofinstitutional  and n'ianageria)

innovation  to a sclerotic  public  adininistration:  t)iis

could  liave  lielped  to lessen  tlie  usual  elliciency  prob-

leins  of  state-run  social  pi-ogrannnes  over  tlie long

terin.  SEFs  adopted  inore  flexible  recruitinent  pro-

cedures  and  pay  scales  and  less unwieldy  approaclies

to project  design  and cost  planning,  and relied

frequently  on subcontractors  and a inultiplicity  of

public,  pi-ivate  and  non-profit  welfare  providers.  As

noted,  t)'iese  attempts  wei-e  in line  witl'i  i-ecent  etToi-ts

to develop  more  flexible  approaclies  to tlie  delivei'y
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of-social  services  (Mwabhi  et al., 1999).  However,

tlie  "s)ioit  termism"  of  many  SEFs  was an obstacle

to tlie  transfer  of  t)iis  innovative  approacli:  most  ola

tliein  were  of  a liiglily  temporai'y  nature,  implemented

by bodies  not only  extraneous  to but also discon-

nected  fi'om  line  ministries,  wliile  tlie  institulional

an-angements  adopted  for  tlieir  administration  were

discontinued  at t)ie end  of  tlieir  operatioi'i.

Only  more  recently  liave  SIFs  started  to be

gradually  integrated  into,  or  at least  coordinated  witli,

govennnent  progrannnes,  and in only  a few  cases

were  tlie  relationsliips  establis)ied  witl'i  local  goverii-

inents  and  conununities  n"iaintained  by  the successor

development  administration.  Even  in tliese  cases,

liowever,  t)ie relative  independence  of  SFs (wliicli

focus  On tlie  creation  of  pliysical  infrastructure)  can

create  conflicts  wit)i  tlie  line  ministries  (whicli  liave

to ensui-e  tlie  cunent  running  of  tlie  facilities  thus

created  and migiit  be faced  witli  liard  choices  wlien

liavii'ig  to allocate  scarce  recun-ent  budgets  between

core  social  programmes  and SFs).  While  it is too  soon

to conclude  w)ietlier  t)iis  approacli  is workable  over

t)ie longer  tenn,  tliere  is a suggestion  tliat  tlie  bene-

fits  of  t)ie  decentralized,  multi-provider,  connnunity-

based  approach  accrue  n"iore  easily  wliere  state

oi'ganizations  provide  a clear  plai'uiing  framework  and

adequate  supervision.

5. Uncletua  rcltttioir  yvitli  pi'e-existing  socicd

security  marttngement.s'

A country's  ability  to n'ianage  social  costs  dur-

ing crises  crucially  depends  Oil  tlie  existence  of

well-establislied  institutions.  Wliile  better  tlian  not)i-

ing,  ad lioc  SFs l'iastily  developed  during  social

einei-gencies  lacked  tlie  sti-uctures  (staff,  rules  and

procedcires)  to stait  operating  eft-iciently  and on a

scale  to provide  etTective  protection  at affordable

costs.  A brief  comparison  illustrates  tliis  point.

Dui-ingt)ieperiod  1989-]992t)ieCzecliRepub-

lic, Slovenia,  Hungary  and Poland  experienced  a

contraction  in real  wages  of  15-25  per  cent,  unein-

pioyinent  surges  of  up to 14 per  cent  and  a jump  in

tlie  price  ofbasic  connnodities.  Wliile  cliildcare  de-

tericn-ated  and poveity  i-ates increased  soinewliat,  a

imic)i  greater  crisis  was  averted,  tlianks  to reliance

cnq tlie (refonned)  social  security  systein  inlierited

fron'i  tlie  socialist  era and  to tlie  rapid  establishinent

ol'unemployment  insurance  and  social  assistance.In

tliese  cciuntries,  SFs played  a liinited  role  (UNIC  EF-

IC  DC,  1995  ). In contrast,  despite  tlie  rapid  establisli-

inent  of  SFs, tlie  Asian  econoinies  al-fected  by tlie

1997-1999  financial  meltdown  incuned  liiglier  so-

cial costs (includii'ig  sliaili  rises in uncompensated
unemployment,  malnutrition  and mortality)  tlian

would  )iave  been  predicted  from  their  income  levels

and tlie  state of  tlieir  public  finances.  By 1998  un-

employment  affected  ]5 million  peop]e  in Indone-

sia, 1.6 inillion  in tl'ie Republic  of  Korea  and over

2.5 million  in Tliailand  (Cliu,  1998)  and  contributed

to a rapid  spread  of  poveity  wliicli  could  not  be offl

set tlirougli  connnunity-based  intei'ventions  and  use-

ful  but  limited-impact  SFs. Tl"ie main  problem  in tliis

case  was  tlie  weakness  of  tlie  social  security  systems,

especially  in tlie  field  of  unen"iployment  compensa-

tion  and  social  assistance  (table  l ). Tlie  "institutional

underdevelopment"  wliicli  gradually  evolved  over

time  in tlie  areas  of  social  insurance  and assistance

in those  counti'ies  proved  very  detrimental  wlien  the

1997  crisis  erupted.

Tliis  comparison  underscores  tlie  fact  tliat  tlie

preservation  and  refonn  of  existing  social  security

at-rangements  (by  reducing  costs,  expanding  cover-

age, refonning  benefit  generosity  and  duration,  and

introducing  benefits  for  new  risks),  and  tlieir  exten-

sion  during  nonnal  times,  are more  efficient  and  eq-

uitable  in containing  tlie  costs  of  severe  crises  tlian

hastily  ai'ranged,  temporai'y  SFs in botli  middle-in-

con"ie  countries  and low-income  countries  witl'i  strong

public  administrations.  Improving  these  arrange-

n'ients  s}iould  thus  fonn  tlie  basis  of  tlie  reconnnen-

dations  of  tlie  IMF,  World  Bank  and  ILO  in norinal

times.  In this  regard,  it is possible  tliat  tlie  empliasis

placed  during  tlie  last 10-12  years  on tlie  creation  of

liigli-visibility,  sliort-tenn  SFs -  even  in countries

witli  fon'i'ial  social  security  Systems  -  diveited  re-

sources  and attention  from  their  strengtliening.  As

noted  in section  II, suc)i  arrangements  need  not  to be

very  expensive  and  could  be funded  in pait  with  sav-

ings  on other  expenditures,  sucli  as generalized  food

subsidies,

E.  Allocative  and  targeting  gains

As shown  in table  3, tlie  resources  mobilized

by tlie  SFs were  generally  a fraction  of  tliose  avail-

able  in,  or  reti-enclied  Iarom, social  budgets  at tlie  time

of  tlie  crises  and  adjustment  programines  wliicli  pre-

ceded  the launc)i  of  tlie  SFs. Tlie  paiiial  replacement

of  prior  cuts  would  not l'iave  been  a cause  for  con-

ceni,  iiad  tlie  efficiency  and  targeting  oftlie  new  SFs

been  substantially  greater  tl'ian  tliose  of  tlie  reti-enclied

pi-ogrannnes.  Jndeed,  tlie  vast  literature  produced  by,

ainc'ing  otliers,  UNIC  EF and  tlie  World  Bank  lias long
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argued  tliat  welfare  gains  can  be acliieved  in a pe-

i-iod  of  declining  budgets  if  public  expenditure  is

reallocated  to t)ie  poorest  groups  or  to low-cost,  liigl'i-

efficiei'icy  progrannnes  sucli  as  iinmunization

pi-ogrammes,  rural  education,  and  so on.

Tliere  is, liowever,  little  evidence  tliat  tlie  in-

Botli  Senegal's  DIRE  and  AGETIP...  were  also  sig-

nificantly  urban-biased".  Soine  of  tliese  prograinines

were  explicitly  meant  to pacify  t)iose  vocal  groups

(sucli  as retrenc)ied  middle  civil  servants)  wliicli,

thougli  not  poor,  liad  been  affected  by adjustinent

(group  [vi]  in table  4) and  could  liave  opposed  tlie

overall  adjustment  progrannne.

troduction  of  SFs  led  to  allocative  ortargeting  gains.

Alt)ioug)i  SFs resources  were,  as a rule,  disbursed  Tlie  targeting  precision  of  adjustment-related

faster  and  inore  flexibly  tlian  in n"iost  public  pro-  SFs  lias  been  considerably  lower  tlian  tliat  of  tlie  pre-

granunes,  tliey  were  seldom  allocated  on a priority  adjustment,  employn'ient-based  safety  nets  illustrated

basis  to activities  whicli  liad  tl'ie  liigl'iest  social  rates  in  section  II (Ma)iarastra's  EGS,  Cliile's  PEM-POJH

of  returii  (such  as primary  education,  vaccination  and  Botswana's  LBRP).  In addition,  sucli  pi-o-

programmes  and female literacyl  but ratl'ier to ac- granunes were better funded and could tlierefore
tivities  wliicli  were  quick-disbursing,  required  little  cover  a much  greater  sl'iare  of  tlie  poor  tlian  t)ie  ad-

progrannne  preparation  and  liad  considerable  dem-  justment-related  SFs,  wliicli  t}"ius excluded  n'iany  poor

onstrationeffects.  fron'itlieirprogran'imes.

As  for  tlieir  targeting,  t)iougli  the  stated  objec-

tive  of  SEFs  was  to compensate  tlie  "new  poor",  or

tlie  "poor  getting  poorer"  because  of  adjustment

(i.e.  groups  [ii]  and  [iii]  in table  4),  tlie  evidence  on

tlie  migeting  of  SFs  is mixed.  Tl'ie  percentage  of  poor

among  tlie  beneficiaries  of  tlie  SFs  varied  substan-

tially.  SFs  witli  some  objective  criteria  (poor  areas,

female-headed  liouseliolds,  and  so on)  )iave  reaclied

tlie  poor  n"iore  effectively.  I)rogranune  leakage,  for

instance,  lias  been  low  in tlie  Zambia  PUSH  pro-

granune  focusing  on  female-lieaded  liouse)iolds.  This

has not  been  tlie  case,  liowever,  where  sucli  an ap-

proacli  was  not  followed  or wliere  self-selection

meclianisn'is  (e.g.  appropriately  low  wages  in  public

works  programmes)  were  not  in operation.  Tlie  Bo-

livian  SEF  (wliicli  paid  wages  well  above  tlie

minin'iun"i  wage)  is a good  case  in point.  Altlioug)i

tliis  programn'ie  benefited  1.2 million  people  (or  14

per  cent  of  tlie  population),  it did  not  reac)i  t)ie  poor-

est. Stewait  and  van  der  Geest  (1995)  found,  for

instance,  tliat  only  13.5  per  cent  of  SEF  workers  were

drawn  l"rom  tlie  bottom  two  deciles  of  tlie  popula-

tion,  but  tliat  63 per  cent  belonged  to tlie  tliird  and

fouitli  incon'ie  deciles.  In addition,  only  I per  cent  of

tlie  beneficiaries  were  women.

Targeting  ii'i'ibalances  by  region  were  obsei'ved

also  in t)ie  case  of  PAMSCAD,  wliere  78 per  cent  of

tlie  civil  sei'vanls  redeployed  as pait  of  tlie  progranune

were  above  tlie  poveity  line.  Tlie  redeployment  of

civil  servants,  furtlierinore,  absoi-bed  many  more

I'unds  tlian  tlie  prograinmes  for  nutrition,  women,

water  wells,  etc.  (Hutcliful,  l 994;  UNCTAD,  1994).

And  in t)ie  Honduran  SIF  according  to  Reddy  (1998,

p. 49),  "inunicipalities  witli  a liiglier  poveity  inci-

dence  received  only  5.40  US$  per  liead,  wliereas

tliose  witli  lowest  incidence  received  56.40  US$.

One  of  tlie  causes  of  tlie  relatively  poor  target-

ing  of  SFs was  t)ieir  "demand-driven"  nature.  As

noted,  tliis  approacli  often  bypassed  t)ie  poorest,  wlio

liad  a limited  capacity  to organize  and  aiticulate  tlieir

den'iands  effectively  and,  in some  cases,  to mobilize

tlie  countei'part  funds  needed  for  project  in'iplemen-

tation.  Anotlier  cause  was  tliat  t)ie  wages  paid  in

public  works  scliemes  were  above  tl'ie  national  aver-

age  and  in t)iis  way  attracted  people  wlio  were  already

employed.

Some  recei'it  literature  ai'gues  tliat  wl'iile  inef-

fective  in creating  employn'ient  and  ii'icon'ie  for  tlie

"new  poor",  tlie  new  wave  of  con'inumity-based  SIFs

lias  been  relatively  successful  in providing  social

services  to  tlie  "old  poor"  living  in ai-eas  not  reaclied

by  public  services,  i.e.  to  group  (i)  in table  4. Morley

(1998,  p. 47)  argues  tliat  "Tlie  funds  deliver  goveni-

n'ient  services  to poor  coinmunities  tliat  i'iever  liad

t}iem  before  ... and t)iey  build  simple  social  infra-

structure  quite  efficiently  at low  cost.  Tliey  iinprove

the living  conditions  of  tlie  poor  even  if  tlie  ineas-

ured  incomes  of  tl'ie  pooi-  do not  go up vei'y  mLlCll".

E  Political  ecoiioinic  considerations

As  noted  in section  III,  many  SFs  (sucli  as tlie

Egyptian  ai'id  Glianian  ones)  were  t'onnulated  witli

clear  and  dominant  political  objectives  at tlie  fore-

front, including  t)ie desire to reduce domestic ol)l)o-
sition  to tlie  adjustment  process.  Tliis  was  ac)iieved

by  coinpensating  tlie  economic  losses  of  influential

groups  ofa non-poor  (suc)i  as tlie  upper  layer  oia tlie

bureaucracy  and  university  students)  wl'io,  tliougli  not

poor  or  severely  iinpovei-islied,  could  liave  disrupted
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Prioi-
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(i)  unaffected  "structural  poor",  without:  (iv)  former  poor  exiting  poverty

* human  capital  (low-skilled  underemployed)  a small-scale  market  producers  of  tradables

* land  and  credit  (if  T-NT  terms  of  trade  are  effectively  modified)

a access  to market  (lack  of  infrastructure)  a newly  employed  workers  in  T sector

a public  services  (health/education/water/R&D)

(ii)  poor  "getting  poorer"

* urban  poor  in  the  NT  sector  hit  by  T-NT  terms

of  trade  changes

a landless  rural  workers  and  food-deficient  farmers

(iii)  non-poor  "getting  poor"  (v)  non-poor  getting  richer
a low-income  workers  in  the  NT  sector  a medium-  and large-scale  entrepreneurs

(hit  by  T-NT  terms  of  trade  changes)  of  T goods
a low-income  employees  in  the  T sector  if  a people  with  rare  types  of  human  capital

wage/employment  increases  are  less  than  tlie

increase  in  prices  of  traded  wage  goods  (vi)  impoverished  but not  poor

a people  surviving  on  transfers  a upper  layers of  the bureaucracy
a medium-high-income  people  in  the  NT  sector

Source:  Authoras  coinpilation.

Table  4

POVERTY  TRANSITION  MATRIX  BETWEEN  BEFORE  AND  AFTER  ADJUSTMENT

Note:  =Ta' and =NT=  refer  to ihc traded-goods  SeCtOr and the non-traded-goods  sectors, respectively.
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tlie  orderly  in'iplementation  of  t)ie  adjustment  proc-

ess. For  1)iese reasons,  SFs were  )iig)ily  publicized,

liad  considerable  visibility  and,  as argued  by some

critics,  focused  more  on "face  saving"  ratlier  than  on

giving  a "liuman  face"  to t)ie adjustment  process

(Hutcliful,  1994).  According  to otliers  (Graliam,

1993),  SFs were  "instruments  to build  new  coali-

tions"  in favour  of  structural  adjustment.  Tlie  com-

position  of  suc)'i coalitions  varied  fron'i  one country

to anotlier  and included  different  mixes  of  "new

poor",  "old  poor"  and  "non-poor".

In addition,  tliough  SFs liave  been  managed

according  to transparent  management  criteria,  tliey

liave  not  been  innnune  to political  interference  and

were  frequently  manipulated,  for  instance  to give

preference  to friends  and tliose  wlio  favoured  the

adjustment  process  (Graham,  1993).  Indeed,  SFs  l'iave

created  a new  coalition  of  stakeliolders  wlio  liave

sufficient  personal  incentives  to support  tlie  adjust-

ment  process.  Tliis  coalition  includes  the poor  -

old  and new  -  benefiting  from  compensatory  pro-

grannnes,  as well  as tlie  NGOs,  local  goven'iments

and  other  constituents  of  tlie  civil  society,  w}iicli  act

as SF's  intermediaries  and acquire,  in tliis  way,

greater  weiglit  wlien  dealing  witli  tlie  central  gov-
en'iment.

In many  cases,  SEFs  benefited  from  limited

political  conunitment  by  tlie  national  aut)iorities.  In

Gliana,  tlie  Goveri'unent  accepted  the launch  of  the

once  path-breaking  PAMSCAD  only  grudgingly,  and

on tlie  condition  tliat  it would  not  entail  additional

aid,  cause  no diversion  from  ongoing  projects  and

not  in'ipose  unsustainable  future  recui'rent  costs  on

tlie  public  administration  (Hutchful,  1994).  Tlie  same

autlior  notes  that  "Ghanaian  officials  did  not  take

t)ie  progranune  seriously,  and  among  tlie  public  tliere

was tlie  perception  tliat  PAMSCAD  was a 'cheap'

palliative  intended  largely  for  den'ionstration  effects".

V.  Policy  recommendations

In the  light  of  tlie  record  reviewed  in tliis  paper,

we reconunend  t)iat  fuitlier  effons  to address  pov-

eity  and  distributional  concenis  in future  adjustment

pi-ogrannnes  take  into  consideration  tlie following

points.

(i) Sustainable  poveity  reduction  requires  a series

of  measures,  including  a macroeconomic  policy

attentive  to its social  impact,  sustained  invest-

ments  in social  prograinines,  and t)ie develop-

ment  of  pennanent  social  safety  nets w)iic)i,

wliile  drawing  on all  components  of  society,  are

well  integrated  in a nationwide  social  protec-

tion and develoliment  framework.

(ii)  Adjustment  progran'in'ies  sliould  strive  to avoid

too  large  initial  social  expenditure  cuts  and  laos-

ter  a greater  congruence  between  tlie  objectives

of  macroeconomic  stability  and social  protec-

tion.  Tlie  experience  reviewed  in tliis  paper  is

tliat  large  initial  cuts  in social  expenditure  were

only  in part  reversed  by  tlie  launcli,  years  later,

of  SFs. Tlie  BWIs  are not  iinmune  fron'i  criti-

cisn'i  in tliis  regard.  As  already  noted  in an ear-

lier  evaluation  of  tlie  World  Bank's  policy  on

poverty  alleviation  prepared  for  t)ie G-24

(Enmierij, 1995),  tlie  Bank's  strong  rlietoric  on

poveity  alleviation  was  not  able  to sufficiently

change  its interiial  organization  to n-ieet this  new

cl"iallenge,  inobilize  adequate  domestic  and in-

teniational  funds  or  to alter  tlie  onliodox  posi-

tion  on key  adjustment  decisions  (sucli  as tlie

extent  of  budgetai'y  contraction,  speed of  re-

n'ioval  of  subsidies,  surge  in interest  rates,  and

so on),  wliicli  liave  been  sliown  to liave  a large

and innnediate  social  impact.

(iii)  It is essential  and urgent  to overliaul  and de-

velop  during  norintdtiine.';  pennanent  and  cost-

effective  social  security  systems,  including

those  of  tlie  social  insurance  type,  and, as the

Indian  experience  sliows,  including  in low-in-

come  rural  settings.  Refonned,  cost-efficient

pennanent  social  anangements  are likely  to be

more  efficient  in containing  tlie  social  costs  of

severe  ci'ises  tlian  liastily  ananged,  temporai'y

SFs. Creating  pennanent,  and  yet flexible  and

cost-effective,  social  safety  nets (including

against  natural  disasters  sucli  as di-oughts  and

floods)  sl'iould  tlius  be a priority  of  tlie IMF,

World  Bank  and ILO.  Ad l'ioc SFs s)iould  be

establisl'ied  mainly  in tlie  case  of  unpredictable

contingencies,  or wlienever  a too  rapid  expan-

sion  of  existing  social  institutions  and at-i-ange-

inents  would  risk  crippling  their  ovei-all  func-

tioinng.

(iv)  Dui-ing  periods  of  crisis  and adjustment,  tlie

anticyclical  con'iponents  of  tlie  social  safety  nets

need  to be allocated  adequate  domestic  (and,  it-

needed,  extei'nal)  i-esohn-ces. Wliile  tlie  specific

funding  level  and activity  inix  of  tliese  anti-

cyclical  coinponents  depend  on t)ie  intensity  ota

tlie  crisis  and  on t)ie  population  groups  affected,

it will  be viitually  impossible  to acliieve  nation-
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wide  social  protection  objectives  witli  tlie  level

of  resources  allocated  to SFs during  tlie last

10 years.

(v) T}ie  sequencing  and  administration  of  SFs also

require  attention.  Anticyclical  safety  nets  need

in fact  to be introduced  concurrently  uiitli  ad-

justment  progranunes  or prior  to tl'ieir  launch

because  of  tlie  time  it takes  to set tliem  up)  -

and not years  after  tliese  liave  been  in opera-

tion  - as tlie  increases  in poverty  and unem-

ployment  wliic)i  may  occur  inunediately  after

adjustment  could  became  pei'inanent,  deeply

rooted  and difficult  to deal  with.  One  way  to

minimize  response  times  is to entrust  the re-

sponsibility  for  tliese  interventions  to perina-

nent  institutional  structures  which  can  count  011

well-tested  response  procedures  and  infrastruc-

ture.  While  sucli  infrastructure  should  be scaled

back  during  norn'ial  years,  it should  not  be

closed  or wound  down.  Indeed,  during  non'i'ial

years,  tlie  SFs (e.g.  an employment  fund)  could

accumulate  resources  wliich  could  later  lielp  in

setting  up employment  scliemes  during  years

of  recession.  In this  way,  tliese  arrangements

would  facilitate  an inter-temporal  redistribution

of  resources  wliicl'i  could  l'ielp  to sustain  living

standards  during  difficult  years.

(vi)  Finally,  the targeting  of  tlie  social  protection

programmes  should  also  be considered.  First  of

all,  targeting  sliould  aim  not  only  at reducing

progrannne  leakage  (i.e.  tlie  inclusion  of  non-

poor  in  programme  activities)  but  also  at mini-

mizing  tlie  exclusion  of  deserving  poor  from

tliose  activities.  Second,  in tliis  regard,  the pri-

ority  assigned  to demand-driven  programmes

should  be combined  witl'i  complementary  efforts

aimed  at reacliing  in a state-initiated  mode,  sup-

ported  by adequate  social  outreacli,  tliose  re-

gions  where  tlie  poorest  of  tlie  poor,  unable  to

express  tlieir  needs  and  marslial  even  minimal

resources,  live.
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STRENGTHENING  DEVELOPING  COUNTRIES
IN  THE  WTO

Bhagirath  Lal  Das

Abstract

This ptrper  tr'ie." to explore  the reasons for  the weak pailicipation  oj'develo)iing  counti'ie."  in

GATT/WTO, ways tostrengtheri  their  pai'ticipation,  arid the rieedfor  efl'ectisie.'<upprnl  in this
proces.". The continuing  weakne.'<s of  developirig  counti'ie.'< in the WTO is oj'pm'ticulai'  cont'ern

osving to the expar;idirig coverage of  tiie WTO, tlie deeper (//l(/ wider  implications  of it." agreemerits,
ttnd the gi'eatei'  vulnerabilit3i  of  developing  countries.

T/7(? GATT arid the WTO /l(/w  pi'ovided  /)of/l  oppoiluriities  and  dwllenges,  amlsome

developing  countries,  particrdar5i  in East arid South-East  Asici and, to cr /c'sst'i' extent, Latin
America,  have been able to take advaritage  of the GATT in expandirig  their  ex)yort.". Hoyvever: a

large number  of  developirig  countries  did not derive  nurc}i bene.fit from GATT lyecause rd'their
continuing  weakness in production  arid supplsi, and even those counti'ies withsrt.ffir'ient  prriduction
andsupply  capacity  havefaced  tlie severe impoil  restr'iction.';  ofdeveloped  countrie.';  iri."owe  of
tlie most importarit  sectors. Developirig  countries  have also experienced  nesv t.vpes ofi'estrictions,
pcu"ticrdarly  in thefoim  of  cmti-dumping  action and iinport  r'estraint. They i'eceive le.ys thcrn
eqrtal treatment  in several  ai'eas, aiul  have inade sigriificarit  concessioris to desieloped counti'ies
wit}iout  olitaining  concessioris in retur"n. Moreover; the recoinmeridatioris  ofthe  yuwls  arid the
Ap)iellate  Botisi tend to be adverse to the interests  of  developing  c'ountrie.", and thei'e ar'eseveral
loo)iholes  ttnd  ti'a)i.';  in the  agreemerits  svhicji  are  deti'iipxental  to the  developirig  couritr'ies.  Clecu4s',

tliere is sorneflau'  in thestrategsi  and o)ieracition of  the develo)iing  couritr'ies in //l('  WTO.

One oj  the reasons for  the ineffective  i'ole of the developirig  c'ounti'ies  in the WTO lies iri the
deci.';ion-rnaking  process iri that iristitution,  despite the firct that 7/le number  (!{  the develo)iing
countries  is nearlyfour  times as lmge  as that of  the developed  couritrie.'; iri tjiis foi'um,  svhic'li
/u/.S' //l(' system of  one countr'y, one siote. A malority  of des'elo)iing countries  does not htn'e the
op)yortunity  to )icu'tic'ipate  in //lO actual  riegotiations,  svhicli take !)/(/C(" iri.small  gr'mr)i.s liehincl
thesc'ene  Thu.';, //lO developing  c'ountries  juryie a gi'iin  )ir'o.")iecl  in the WTO. Thes' nw.'<t  getrr

themseh.'es rr)'i fully  to meet the tasks ajwad  invoh.'ediri  tire im)ilementtrtion  of exi.sting WTO
crgreenwnts, the reviesv of some ofthe  )'ii'os'i.sion.s of  the.se agr'eements, andfiu'lhei'  negoturtions,
in(luding  in .'<es'er'zd nesv m'eas  sucli  tr.s environment,  investnwnt,  competition,  gos'er'nment

procurement,  tr'tule ftrcilitatiori  cmd eleclroriic  coinmer'ce. Des'eloliing  t'twntr'ie.s .should
indisiidualh'.str'erigthen  their  decision-making  machinery  iri re.s)ier't ofthe  i.ssuc.s htmdlcd  iri tjrt'
WTO, trnd  as a gr'oup  the.s' need  tostrengtheri  cooperatiori  tmd  t'oor'dintrtiori  But  lhes'  tdso  need

con.siderable  ttssi.starice fi'om outside, ideally  in theJor'm o7 trsu)i)iort  )irogr'mnme  svrlli the
ptrrlit'ipation  of the nutiri  iritermrtioiud  trgencres  o)ier'ating  iri the rt4es'trnt  m'etr.s.
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I.  Introduction

Developing  countries  liave  never  liad  a decisive

role  in the GATT/WTO  systein,  but  tlieir  weakness

may  be mucli  more  damaging  now  than  ever  before

because  of  tl'iree  newly  emerging  factors.  First,  tlie

WTO  is spreading  its coverage  to more  and more

new  areas.  Second,  tlie  impact  of  WTO  agreements

and  their  operation  is mucli  wider  and  deeper  for  the

economies  of  tlie  countries,  particularly  the devel-

oping  ones.  Tliird,  and  perliaps  n'iost  important,  tlie

economies  of  tl'ie developing  countries  are much  more

vulnerable  now  tlian  before  because  of  botli  tl'ieirown

weakness  and  tlieir  exposure  to an uncertain  exter-

nal environment.

Previously,  tlie  principal  impact  of  GATT  rules

was  on a country's  imports  and  exports;  but  now  the

WTO  agreements  have  mucli  wider  in'iplications  for

a country's  economy.  Tlie  disciplines  on services  and

intellectual  property  rights  (IPRs),  which  are  the  new

additions  to tlie  system  as a result  of  tlie  Uruguay

Round  of  n'iultilateral  trade  negotiations  (MINs),

l'iave  a significant  impact  on tlie  production  process,

teclu"iological  development,  financial  institutions  and

tlie  insurance  sector,  inflow  and  outflow  of  funds

from  tlie  so-called  invisible  account,  and  vital  mod-

eni  infrastructure,  sucli  as telecommunications.  The

new  agreements  in tlie  areas  of  infonnation  tecl'inol-

ogy  goods  and electronic  commerce  will  have  a

considerable  impact  on revenue  resources,  as will

be explained  below.  Tliere  are also  more  recent  pres-

sures  to include  still  other  new  areas,  such  as the

protection  of  investors'  riglits,  and  the  social  clause,

wliicli  will  botl'i  deepen  and  widen  tlie  national  im-

pact  of  WTO  activities.  For  example,  tlie  proposals

on investment,  if  finally  canied  tlirough,  will  have  a

profound  impact  on t)ie balance-of-payn'ients  situa-

tion  as well  as on the sectoral  and  regional  balance

of  investments  in a countiy.

Witli  so much  at stake,  one  would  expect  the

developing  countries  to strengt)ien  t)ieir  capacity  in

respect  of  tlie  WTO  negotiations.  Indeed,  some  of

t)iem  are now  better  prepared.  T)ie  concluding  pliase

oft)ie  Uruguay  Round  did  bring  about  some  aware-

ness in a number  of  developing  countries  as to tlie

iinplications  of  tlie  negotiations.  In some  of  tlie  de-

veloping  counti-ies  tliere  were  extensive  national

debates  on tlie  various  issues.  But  even  for  those  few

developing  countiies  tliat  are better  prepared  now

tlian  before  tl'ie level  of  preparation  is far  below  wliat

is needed.  And,  even  IIOW,  tlie  vast  majority  of  otlier

developing  countries  liave  liardly  any  preparation.

Tlie  WTO,  in wliicli  developing  countries  are

numerous  and  wliere  tlie  voting  patten'i  is based  on

one  country  one  vote,  provides  a good  setting  for  tlie

developing  countries  to be effective.  Tliey  can  in fact

tuni  it into  an institution  to serve  tlieir  interests  and

make  it an example  of  an inteiiiational  or  multilateral

institution  working  for  tlieir  benefit.  But  unfoitu-

nately  tliey  liave  not  been  able  to take  initiatives,  nor

have  tliey  succeeded  in defending  tliemselves  effec-

tively  in tliis  institution.

Tliis  paper  is intended  to explore  tlie  reasons

for  the weak  participation  of  developing  countries

in GATT/WTO;  ways  to strengtlien  tlieir  participa-

tion  and  tlie  need  for  effective  support  in  tliis  process.

All  this  is discussed  in the  context  of  tlie  opportuni-

ties for  developing  countries  and  tlie  c}'iallenges

confronting  them  in tlie  GATT/WTO  system.

II.  Opportunities,  challenges  and

response

A.  Opportunities  and  response

Thougl'i  the  main  negotiations  on tlie  text  wliic)i

finally  emerged  as tlie  GATT  took  place  principally

between  the  United  States  and  tl"ie United  Kingdom

in tlie 1940s,  several  developing  countries  fonnally

participated  ixi those  negotiations  and  joined  tlie

GATT  right  in tlie  beginning.  As tlie  agreement  is

based  on the  principle  of  reciprocity  in  tlie  exchange

of  concessions,  it is naturally  n'iore  appropriate  for

participation  by countries  at similar  levels  of  eco-

nomic  development.  To n'iake  it more  relevant  for

developing  countries,  tl'ie principle  of  reciprocity  was

not  rigidly  followed  in tlie  case of  concessions  ex-

pected  fron'i  them,  while  tliey  received  tlie  benefit  of

concessions  made  by others  tlirougli  tlie  operation

of  tlie  most  favoured  nation  (MFN)  treatment  clause,

whicli  ensures  total  non-discrimination  among  the

members  in respect  of  enjoyment  of  benefits.

Tliere  were  otlier  advantages  to joining  the

agreement.  It obviated  tlie  need  for  entering  into  a

series  of  bilateral  agreements  witli  various  countries

and renewing  t)iem  from  time  to time.  Also  it pro-

vided  some  protection  to tlie  weak  trading  paitners

tlirougli  a multilateral  dispute  settlement  system,

whicli  precluded  unilateral  actions.

By  tlie  early  l 960s  it was felt  tiiat  tlie  special

and  differential  treatment  granted  to developing  coun-
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tries  needed  more  positive  and  constructive  policies

and  actions  on t)ie  part  of  developed  countries.  Tliese

were  included  in Part  IV  of  tlie  GATT.  Tl'ie  practice

of  non-reciprocity  was given  formal  recognition

t)irougli  an explicit  connnitment  by  tlie  developed

countries  in Pai't IV  to tlie  effect  tl'iat they  do not

expect  reciprocity  from  tlie  developing  countries.

Later,  a decision  (1979)  of  tlie  Tokyo  Round,  com-

n'ionly  called  the Enabling  Clause,  made  it possible

to grant  special  tariff  concessions  to developing  coun-

tries  witl'iout  going  througli  t)ie  elaborate  process  of

waiver  of  tlie  MFN  treatment  clause.

Most  of  tl'ie developing  countries  liave  not  been

able  to take  full  advantage  of  the opportunities  pro-

vided  by  GATT/WTO  because  of  tlieir  undeveloped

supply  capacity.  But  some  of  them  did  improve  tlieir

supply  capacity  and  expanded  tlieir  trade,  taking  ad-

vantage  of  tlie  opportunities  available  in otlier

countries.  Tlieir  industrial  production  and export

grew  fast.  Some  oftbe  Latin  American  countries  liave

been  in tl'iis  group,  tliougli  not  on a sustained  basis.

Several  Soutli-East  Asian  and  East  Asian  economies

utilized  tlie  oppoitunities  on a more  stable  basis,  re-

sulting  in faster  growtli  of  industrial  production  and

exports.  They  were  able  to take  advantage  of  tlie

market  opportunities  in developed  countiies  in ex-

panding  tlieir  own  economies  at a fast  rate. But  a

large  number  of  developing  countries  liave  not

benefited  significantly  from  the trading  system  en-

compassed  by  tlie  GATT/WTO,  nor  lias it brouglit

about  any  significant  improvement  in tlieir  income

and  wealtli.

E.  Past  cliallenge.s;

Even  tlie  limited  benefits  to a few  selected  coun-

tries  in Latin  Ainerica  and  Asia  liave  not  been  witliout

severe  liandicaps.  Any  rapid  expansion  of  exports  in

a sector  )ias invariably  generated  protectionist  ten-

dencies,  policies  and measures  in tlie  developed

countries.  All  tliis  lias curtailed  tlie  opportunities

available  to tlie  developing  countries.  Sucli  tenden-

cies manifested  tl'iemselves  in t)ie forin  of  special

trade  regimes  in some  sectors,  restraints  on import

and  expoit  activities  outside  tlie  framework  of  GAaIT,
entliusiastic  use of  anti-dumping  investigations  and

duties  and t)ie cuirent  trend  of  using  enviroiunental

concenis  for  restraining  impons.  Furtlier  innovative

n'ietliods  of  trade  restrictions  in tlie  forin  of  linking

trade  to labour  standards  are in tlie  pipeline.  It is use-

tul  to briefly  revisit  tliese  stages  of  tlie  GATT  in order

to anticipate  tlie  probleins  aliead.

As soon  as developing  countries  staited  l'iaving

a good  growtli  rate  in tlie  expoit  of  textiles,  tlie  in-

dustries  in developed  counti'ies  felt  tlie  pressure  of

competition.  Instead  of  letting  tlie  market  operate

freely  in tliis  sector,  tlie  developed  countries  spon-

sored  a separate  regime,  called  tlie  International

An'angement  in tlie  Trade  of  Textiles,  cominonly

known  as t}ie Multi-Fibre  Arrangement  (MFA),  in

derogation  of  tlie  norinal  GATT  rules.  Severe  restraint

on tlie  export  of  textiles  from  developing  countries

imposed  under  tliis  special  regin'ie  limited  tlieir  in-

dustiial  growtli.

Later,  restraints  were  imposed  in some  ot}ier

sectors  as well.  For  example,  tl'ie major  developed

countries  imposed  quantitative  lin'iits  to tlie  export

of  jute  products  and leatlier  products,  wliicli  were

mainly  exported  by tlie  developing  counti'ies.  Fur-

tlier,  a few  developing  countries  witli  tlie  capacity  to

export  steel  were  also  affected  by  special  restrictions

in tliat  sector.

Wliat  is in'iportant  to note  is tliat  tlie  inajor  de-

veloped  countries  did  not  liesitate  to bypass  or

circumvent  the nonnal  GATT  disciplines  in sectors

of  particular  in'ipoitance  to tlie  developing  countries

wlien  developing-country  exports  in t}iese  sectors

were  perceived  to cause  problems  for  tlieir  domestic

industi'y.  Tlie  norinal  principle  of  free and libei-al

trade  was  totally  forgotten;  and  tliis  lias a lesson  for

tlie  future.

Obviously  it was  all  done  under  pressure  froin

tlie  domestic  industry,  and  tliere  is no reason  to

believe  tliat  tlie  developed  countries  are in any

better  position  now  to resist  similar  pressures.

Herein  lies  tlie  fear  tl'iat  tliey  may  again  resort  to

import-restrictive  measures  in sectors  wliere  tliey

face  serious  competition  from  tlie  developing

world.

Besides,  furtlier  new  metliods  liave  been  used

lately  to restrain  imports  from  tlie  developing

countries.  Tlieir  in'ipoi'ts  liave  often  been  subjected

to anti-dun'iping  investigations  and  anti-dumping

duties.  Even  wlien  tlie  investigations  )iave  not  re-

sulted  in tlie  imposition  of  duties,  tl'ie trade  lias

been  disrupted  by tl'ie ui'icertainty  caused  by tlie

initiation  of  tlie  investigation.  And  more  i-ecently,

trade-restrictive  n'ieasures  in some  sectors  liave

been  imposed  by  some  major  developed  countries,

relying  011 tlie  general  exceptions  clause  (Article

XX  of  GATT  1994)  on tlie  grounds  of  protecting

tlie  environment.
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C.  Emerging  challenges

Tliese  trends  liave  added  to tlie  strains  of  de-

veloping  countries  in expanding  tlie  prospect  for  tlieir

exports.  T)ie  situation  appears  paiticularly  serious

wlien  viewed  in the  context  of  tlie  current  detennined

effoits  of  tlie  major  developed  countries  to expand

tlie  opportunities  of  tlieir  economic  operators  in de-

veloping  countries.  The  WTO  is being  used as an

important  instrument  for  tliis  purpose,  as tl'ie devel-

oped  countries  Jiave  found  it to be especially  effective

in pursuing  their  objectives.  In particular,  the possi-

bility  of  retaliation  tlirougli  tlie  integrated  dispute

settlement  meclianism  makes  enforcement  of  the

obligations  of  developing  countries  quite  effective.

concessions  and  relaxations  froin  t)ie developed

countries,  wliereas  now  tlie  negotiations  are more

about  extracting  concessions  from  tliem.  It is a mucli

n'iore  difficult  exercise,  as tl'ie expectations  of  tlie

den'ianders  must  be balanced  against  minimum  com-

mitments  from  one's  own  side.

Tliis  is probably  one  reason  wliy  tlie  major  de-

veloped  countries  sliould  try  to broaden  WTO

coverage  to include  new  areas,  some  of  wliicli  are

quite  uiirelated  to tlie  traditional  areas  of  GATT,  i.e.

trade  in goods.  Services  and intellectual  property

riglits  entered  tlie  WTO  in tlie  Uruguay  Round.  Ef-

forts  are under  way  to expand  tlie  coverage  of

environment  and introduce  investment  into  this  fo-

rum.  It is an example  of  tlie  persistence  and  tenacity

of  tlie  developed  countries  tliat  tlie  area of  invest-

n'ient,  wbicli  was  put  forward  in GATT  during

preparations  for  tlie 1982  Ministerial  Meeting  and

some  time  tl"iereafter,  witliout  mucli  success,  is still

being  pursued  vigorously.  The  issue  of  competition

is being  puslied  in order  to ensure  free  operation  of

developed-country  firms

markets.  In some  traditional

countries  are n'iaking  efforts  to

access  of  tlieir  goods.  One  important  example  is gov-

enunent  procurement,  where  tlie  exercise  has started

witli  transparency.

Tliird,  tlie  developed  countries  liave  staited  tak-

ing  up these  negotiations  witli  a new  detei'inination

to expand  t}ie access  of  tlieir  economic  entities  in

developing  countries.  Tlieir  attitude  and approacli

appear  to have  clianged  in recent  years.  Tlie  old  con-

cept  of  enliglitened  self-interest  in seeing  oftlieir  own

long-term  prospects  in liarmony  witl'i  the develop-

ment  of  developing  countries  has been  replaced  by

expectations  of  immediate  gains  of  expansion  of  cur-

rent  opportunities  in the developing  countries,

irrespective  of  its effect  on tl'iose  economies.

Fourtli,  tlie  developed  countries,  particularly  tlie

major  ones,  are more  coordinated  in tlieir  objectives

and metliods  in tlie  WTO,  wliereas  tlie  developing

countries  liave  been  losing  wliatever  solidarity  tliey

liad  in the past.  Furtliennore,  tlie  developed  coun-

tries  liave  a great  deal  of  self-confidence.  Tliey  feel

tliey  can solve  their  economic  problems  by proper

coordination  of  policies  among  tl'iemselves;  and  tliey

do not  see a need  for  support  fron'i  developing  coun-

tries  in this  regard.  Tliis  lias naturally  reduced  tlieir

sensitivity  to tlie  problems  of  tlie  latter.

in developing-country

areas  too developed

eXT'and 'lle  IllarkeI  III.  Manifestation  of  weakness  of

All  tliese  trends  present  new  cliallenges  to  devel-

oping  countries.  Tliere  are four  factors  in particular

w)iicli  n'iake  tlieir  recent  and  current  burden  in tl'ie

WTO  lieavier  tlian  a decade  ago. First,  tlie  subjects

and  pattern  of  negotiations  liave  become  mucli  more

complex.  For  example,  the  negotiations  on tlie  liber-

alization  oll-mancial  services  or  in tlie  vai'ious  areas

of  IPRs  are really  vei'y  intricate.  Directly  participat-

ing  in t)ie dispute  settleinent  process  eitl"ier  as a

complainant  or as a defendant  is also  quite  com-

plicated,  because  of  the intricacies  of  tlie  legal

intei'pretation,  w}iicli  now  is routinely  a part  of  the

panel  or  appeal  process  in disputes.

Second,  tlie  role  of  tlie  developing  countries  in

WTO  negotiations  iias clianged  significantly.  Ear-

lier,  tliey  were  negotiating  n'iostly  for  special

developing  countries

Amidst  all these  cliallenges  in tlie  WTO,  tlie

developing  countiies  are naturally  in a very  weak

position.  Tliis  weakness  is n'ianifested  in various

ways,  some  of  wliicli  can be easily  identified.  For

example:  (a)  tlie  developing  countries  }iave  been  get-

ting  less  tlian  equal  treatn'ient  in several  areas;  (b)  tl"iey

liave  been  making  significant  concessions  to major

developed  countries  witliout  getting  mucli  in retun"i;

(c)  wood  several  important  provisions  of  special  and

differential  (S&D)  treatn'ient  of  developing  countries

)iave  not  been  properly  implen'iented;  (d) tlie  areas

of  interest  to developing  countries  liave  been con-

sistently  ignored  and not  attended  to; (e) in tlie  dispute

settlement  process  important  interpretations  are

emerging,  wliicli  liave  tlie  potential  to constrain  tlieir

production  and export  prospects;  (t) big  looplioles

and  traps  l'iave  been  lett  in some  agreements  wliicli

risk  liaving  an adverse  iinpact  on tlie  developing
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counti'ies.  All  tliis  needs  to be elaborated  upon  and

clarified  by  means  of  exan'iples.

A.  Less  t1ian  equal  treatment

Often  tliere  is a call  from  developing  countries

to be given  special  and differential  treatn'ient  in

GATT/WTO;  but  one  seldom  considers  tlie  instances

of  less tlian  equal  treatment  meted  out  to tliem  over  a

long  period,  particularly  since  tlie  Uruguay  Round

agreements  came  into  force.  Some  examples  are

given  below.

Tlie  ultimate  means  of  enforcement  of  riglits

and  obligations  in tlie  WTO  is retaliation,  wliicli

is aln'iost  totally  impractical  for  developing

countries.  Althougli  tlie  reconmiendations  and

findings  of  tlie  dispute  panels  are nonnally  ac-

cepted  and implemented  by  tlie  countries  cop-

cenied,  in really  sensitive  cases  a countiy  may

}iesitate  to do so, and  tlien  tlie  only  option  is to

retaliate.  But  developing  countries  may  find  tliis

ultimate  weapon  difficult  to use, for  botli  eco-

nomic  and  political  reasons.  Hence,  they  liave

an innate  liandicap  in ensuring  tlie  imple-

mentation  of  tlie  findings  and  reconunendations,

particularly  in difficult  cases,  whicli  leads  to a

basic  weakness  in enforcing  tlieir  rigl'its.

There  is also  tlie  serious  problem  of  cost  once

tlie  stage  of  recon'imendations  and findings  in

the  dispute  settlement  process  lias  been  reacl'ied.

Tliis  process  is so complex  and  costly  tliat  de-

veloping  countries  liave  to tliink  very  seriously

before  tliey  initiate  it. A  developed  country  can

start  it witli  mucli  greater  ease tl'ian  developing

countries.  Sin'iilarly,  t)ie  developing  countries

face  a serious  )iandicap  in  defending  tliemselves

in a case ii'i  tlie  WTO  because  oftlie  cost  iiwolved.

Tliey  are very  poorly  placed  in the WTO  in re-

spect  of  enforcing  tlieir  riglits  and  ensuring  ob-

servance  of  obligations  by  otlier  countries.

Tl'iere  is a similar  problem  in respect  of  subsi-

dies  and  dumping.  Tlie  complexity  of  counter-

ineasures  against  subsidies  and  dumping  makes

tliese  contingency  provisions  less useful  1-or tlie

developing  countries.  At  tlie  same  time,  t)ie  cost

of  defending  t}iemselves  against  suc)i  measures

exposes  tliem  to unfair  risks  of  victimization.

Ceitain  products  wliicli  are mainly  of  export

interest  to developed  countries  liave  been  iuslied

tlirougli  for  agreements  On zero  tariff.  Tliere  are

two  specific  examples.  At  tlie  1996  WTO  Min-

isterial  Meeting  in Singapore  a proposal  was

suddenly  put  forward  by  major  developed  coun-

tries,  and  subsequently  approved,  for  an agree-

ment  tliat  infonnation  tecl'uiology  goods  would

liave  zero  duty.  Tl'ien,  at tlie  1998  WTO  Minis-

terial  Meeting  in Geneva,  tliere  was a provi-

sional  agreement  on standstill  in respect  of  du-

ties  on electronic  conmierce,  wliicli  practically

means  zero  duty.  Products  of  export  interest  to

developing  countries  Jiave  never  received  sucli

prompt  and  decisive  consideration  in tlie  GATT/

WTO  system.

Services  sectors  of  interest  mainly  to developed

countries  liave  been similarly  ruslied  tlirough

in the  negotiations  to culminate  in agreements.

Specific  examples  are tlie  agreements  on finan-

cial  services  and telecon'imunication  services.

Tlie  sectors  of  interest  to developing  countries,

meanwliile,  liave  been  110 meaningful  progress.

Individuals  from  developing  countries  are sub-

ject  to more  restrictions  011 doing  business  tlian

individuals  from  developed  countries,  and are

tlius  additionally  liandicapped  witli  regard  to

exporting  goods  and  services.

International  tecl'inical  standards  and i'ules  of

origin  are being  fonnulated  wliicli  will  liave

important  implications  for  tlie  market  access  of'

goods,  but  tlie  developing  countries  barely  liave

tlie  resources  and capacity  to paiticipate  in the

process.

In tlie  agricultural  sector,  tlie  subsidies  used

mainly  by  some  developed  countries  (contained

in annex  Ilto  tlie  Agreement  on Agriculture)  -

e.g.  tliose  for  researcl'i  and developn'ient,  crop

insurance,  resource  retirement  progrannnes  -

liave  been  made  imnuine  to any  countei'ineas-

ure,  wl'iereas  those  used  generally  by develcip-

ing  countries  (some  of  tlien'i  included  in Aiticle

6.2  of  tlie  Agreement  on Agriculture)  -  e.g. land

improvement  subsidies  and input  subsidies  -

do not  liave  such  iinmunity.

In respect  of  subsidies  On non-agricultural  prod-

ucts,  tliose  used inainly  by developed  coun-

tries  - e.g.  on researcli  and developinent,

regional  development  and  enviroiunental  stand-

ards  -  liave  been  inade  non-actionable;  w)iereas

tliose  used  by developing  countries  for  tlie  ex-

pansion  and diversification  of  tlieir  industries

do not  receive  sucli  faavourable  ti-eatment.
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In tlie  textiles  sector,  as mentioned  earlier,  de-

veloped  countries  liave  followed  tlie  practice

of  "less  tlian  equal  treatment"  of  developing

countries  for  more  tlian  tliree  decades.  A spe-

cial  multilateral  trading  regin'ie  was  introduced

in this  sector  in tlie  early  ] 970s,  in derogation

of  tlie  i'iorinal  GATT  rules,  and lias continued

to apply  for  nearly  tliree  decades.

As  mentioned  earlier,  some  otlier  products  of

interest  to developing  countries,  sucli  as leatlier

and  jute,  have  been  subjected  to special  re-

straints  on import  in developed  countries.

B.  Major  copxcessiozxs  by  developing

coutxtries  without  aixything  ivy return

The  above  illustrations  of  less  than  equal  treat-

ment  are  also  examples  of  tlie  major  concessions

given  by developing  countries  to tlie  developed

countries  without  insisting  011 or  obtaining  any  COIII-

mensurate  concessions  in  retum.  Usually  tliis  softness

lias  been  displayed  by  tlie  developing  countries  witli

t)-iree considerations.  First,  tliey  l'iave  agreed  to son'ie

of  tliese  measures  in a spirit  of  cooperation,  for  ex-

ample  in  tlie  areas  of  textiles,  leather  and  jute,  as tlie

developed  countries  needed  support  for  tlieir  adjust-

ment  process  in  those  sectors.  Second,  in  some  cases

which  were  more  prevalent  during  the Uruguay

Round,  tliey  agreed  to concessions  under  intense

pressure  from  major  developed  countries.  The  inclu-

sion  of  services  and  IPRs  in tlie  WTO  agreements,

and  tlie  agreements  on financial  services  and  telecom-

munications  services  are some  important  examples.

Third,  more  recently  t)iere  lias  been  atendency  among

the  developing  countries  to be over  enthusiastically

accommodating.  Tliey  liave  agreed  to proposals  witli-

out  liaving  or asking  for  adequate  time  to examine

tlie  implications  properly.  Tlie  agreements  on zero

duty  on infonnation  tec]mology  goods  and  electronic

conunerce  are tlie  main  examples.

In tlie  negotiations  Oil  international  trade,  it is

not  wrong  to inake  concessions  per  se, because  tlie

exei-cise  of  negotiations  is meant  to be one  of  give-

and-take.  What  is totally  wrong  is to n'iake  concessions

witliout  getting  anytliing  in returii.  And  tliis  is pre-

cisely  w}iat  iias liappened  lately  in t)'ie GATT/WTO

negotiations.  Wlien  developing  countries  agreed  to

let set-vices  and  intellectual  property  be governed  by

WTO  agreen'ients,  tliey  made  a significant  conces-

sion  to tlie  developed  countries,  wliidi  were  the  sole

wii'uiers  from  t)iese  concessions.  Similarly,  wlien  tl'iey

agreed  to liave  agreements  on liberalization  in finan-

cial  sei'vices  and  teleconnnunications  services,  it was

again  a major  concession.  Tlie  agreements  on zero

duty  on infon'iiation  tecluiology  goods  and  electronic

connnerce  liave  been  yet  other  significant  conces-

sions.  And  t)iere  lias  been  no conunensurate  counter-

concession  offered  or  given  by  tlie  developed  coun-

tries,  wliicl"i  liave  been  tl'ie main  beneficiaries  of

developing-country  concessions.

Under  a rational  negotiation  strategy,  tlie  de-

veloping  countries  sliould  liave  asked  for  and  insisted

on some  important  concessions  in the areas  of  their

own  interest.  Hardly  any  developed  country  ever

makes  a concession  in tl'ie multilateral  forum  witl'i-

out  obtaining  sometliing  in retun'i.  But  witli  tlie

developing  countries  the case has been  quite  tlie

converse,  as tliey  liave  repeatedly  been  making  COII-

cessions  but  received  none  in retuni.

C. Special avid differential  treatmeid  not
implemented

Special  and differential  (S&D)  treatment  pro-

visions  are contained  in Part  IV  of  GATT  1994  and

in tlie  various  Uruguay  Round  agreements.  Those

contained  in Part  IV  of  GATT  1994  - in Articles

XXXVI,  XXXVII  and  XXXVIII  -  are very  signifi-

cant.  In these  provisions  tlie  developed  counti'ies  have

undertaken  a connriitment  to "accord  liig)i  priority

to the  reduction  and  elimination  of  baniers  to prod-

ucts  currently  or potentially  of  paiticalar  export

interest  to less-developed  contracting  parties,  includ-

ing  customs  duties  and  otlier  restrictions  wlxicli

differentiate  unreasonably  between  sucli  products  in

their  primary  and in tlieir  processed  fonns".  Tliey

are further  connnitted  to "refrain  from  introducing,

or  increasing  tlie  iiicidence  of,  customs  duties  or  non-

tariff  import  baniers  011 tlie  products  cui'rently  or

potentially  of  particular  expoit  interest  to less-de-

veloped  contracting  parties".  Tlie  developed

countries  liave  also  to "give  active  consideration  to

the adoption  of  otlier  measures  designed  to provide

greater  scope  for  tlie  development  of  iinpoits  from

less-developed  contracting  parties".  T)iese  "ot)ier

measures"  may  include  "steps  to promote  domestic

structuraI  c)ianges,  to encourage  tlie  consumption  of

paiticular  products,  or  to introduce  measures  of  trade

promotion".  (In  GATT  "less-developed  contracting

parties"  means  tl"ie developing  countries.)

Of  course,  tliese  conunitments  are not  of  a con-

tractual  nature,  in tlie sense tliat  tliere  can be no
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retaliation  for  tl'ieir  non-fulfilment.  Wliile  t)iat  does

not  mean  tliat  tliese  conmiitments  do not  liave  to be

implemented,  tlie  fact  is tliat  tliese  provisions  liave

never  been  taken  seriously  by  tlie  developed  coun-

tries,  and  tlie  developing  counti'ies  liave  not  been  able

to liave  tliem  implemented.

In tlie  new  WTO  agreements  tl-iere  are very  few

elements  of  S&D  treatment  in tlie  nature  of  tlie  ac-

tions  of  developed  counti'ies  and expectations  from

developing  countries.  One  example  of  tlie  foriner  is

in  Article  66 of  tlie  TRIPs  Agreement,  wliich  makes

it obligatory  for  developed  countries  to "provide  in-

centives  to enterprises  and  institutions  in tl'ieir

tei-ritories  for  the  pui'pose  of  promoting  and  encour-

aging  tecl'inology  transfer  to least-developed  country

Members  in order  to enable  tlien'i  to create  a sound

and  viable  tecluiological  base".  And  an example  of

tlie  latter  is tlie  provisions  of  Article  XIX  of  the  Gen-

eral  Agreement  on Trade  in Services  (GATS),  whicli

requires  "appropriate  flexibility  for  individual  devel-

oping  country  Members  for  opening  fewer  sectors,

liberalizing  fewertypes  oftransactions,  progressively

extending  market  access  in line  with  tlieir  develop-

ment  situation...

Developing  countries  liave  not  been  able  to per-

suade  developed  countries  to implement  these

provisions  sincerely.

D. Areas of  interest to developing countries

T}ie  subjects  of  interest  to developing  countries

iiave  liardly  ever  occupied  the centre  stage  in the

GATT/WTO.  There  liave  been  repeated  attempts  by

developing  countries  to focus  attention  on these  is-

sues, but  t)iey  liave  not  succeeded.  Some  in'iportant

examples  are given  below.

Tariffs  in tlie  developed  countries  on products

of  special  export  interest  to developing  countries

continue  to remain  )iigli.  Quantitative  restraii'its  on

iinports  in several  sectors  of  interest  to t)iem  were  in

place  for  a long  tin'ie,  and  still  are in some  important

sectors,  sucli  as textiles.  Practically  notliing  has been

done  to eliminate  or  reduce  }iarassment  of  tlie  devel-

oping  countries  tlirougli  measures  disguised  as

anti-dumping  action  and as action  to establisli  or

inaintain  confonnity  wit)i  teclnqical  standards  and  to

protec!  tlie  enviroiunent.  Service  sectors  of  interest

to tliem  liave  not  been  taken  up for  serious  negotia-

tion,  and t)ie labour  movement  lias liit)ierto  been

given OIIIY scanty attention. T)ie possibility of uni-

lateral  trade  action  by  a major  developed  counti'y  is

still  perinitted  by its legislation,  and  tlie  countiy  can

continue  to use tliis  provision  to put  pressure  on otlier

countries,  particularly  tlie  developing  ones.  Tliis  pro-

vision  lias not  been  removed,  even  tliougli  tliere  is a

specific  conmiitment  in  the  WTO  agreen'ient  tliat  tlie

laws  of  the countries  sliould  be made  fully  compat-

ible  witli  tlie  obligations  under  tlie  agreements

covered  by  tlie  WTO.

E.  Trends  in  the  dispute  settlement  process

Altliougl'i  tlie  new  dispute  settlement  process

l'ias brouglit  about  son"ie improvement  over  the past,

trends  liave  been  developing  recently  wliicli  are con-

traiy  to the interests  of  developing  countries.  Tlie

panels  and Appellate  Body  liave  often  adopted  in-

terpretations  wliicli  constrain  tlie  riglits  of  developing

countries  and enliance  tlieir  obligations.  Four  par-

ticular  cases n'iay  be cited:

First,  in tl'ie Venezuela  gasoline  case,  tlie  Ap-

pellate  Body  increased  national  discretion  in

taking  trade  restrictive  measures  for  tlie con-

servation  of  non-renewable  natural  resources.

Tlie  Appellate  Body  )ias said  tliat  national  dis-

cretion  in tl'iis  matter  is not  limited  by tlie  test

of  necessity,  but  ratlier  tliat  it is adequate  if  tliere

is a nexus  between  tl'ie panicular  trade  restric-

tive  measure  and  the  protection  of  a non-renew-

able  natural  resource.

Second,  in  the  India  woollen  shins  case  tlie  Ap-

pellate  Body  ruled  tliat  tlie  onus  of  justifying

the trade  restraint  in textiles  does  not  lie with

tlie  country  applying  tlie  resti'ictive  measures,

but  that  it is tlie  con'iplaining  country  wliidi  lias

to demonstrate  that  tlie  conditions  prescribed

for  tlie  restraint  liave  not  been  fulfilled.

Third,  in tlie Indonesia  car  case tlie  panel  )ias

denied  developing  countries  tlie  flexibility  to

give  subsidies  for  t)ie  use of  domestic  products

in preference  to imported  products,  wliicli  is

allowed  by tlie  Agreen'iei'it  on Subsidies.  Tlie

panel  lias taken  tiie  stand  tliat  such  a measure

would  violate  the  TRIMs  Agreement.

Fourtli,  in tlie  recent  sl'irimp-tuitle  case  tlie  Ap-

pellate  Body  l'ias given  intei-pretations,  at least

four  of  wliicli  liave  adverse  implications  for  de-

veloping  countries.  Tliese  are: (i)  tlie  Appellate

Body  lias  tried  to establis)i  tlie  priinacy  of  envi-
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ronmental  consei'vation  over  tlie  free  flow  of

goods  under  tlie  nonnal  GATT  rules,  t}iereby

diluting  tlie  disciplines  on general  exceptions

as provided  in  Article  XX  of  GATT  1994;  (ii)  it

l'ias considered  t)ie  turtle  to be an "exhaustible

natural  resource"  on  t)ie  grounds  t)iat  it is cov-

ered  by  multilateral  environment  agreements  for

tlie  protection  of  endangered  species;  (iii)  it Jias

directly  iinplied  that  a country  can  take  trade

restrictive  n'ieasures  for  actions  and  effects  out-

side  its  jurisdiction,  on  tlie  grounds  tliat  tlie  ex-

traterritorial  nature  of  tlie  action  is blurred,  as

turtles  are migratory;  (iv)  it has approved  tlie

filing  of  briefs  and  opinions  before  the  panels

by  persons  and  organizations  not  part  ofthe  gov-

ernments  involved  in  tlie  particular  case.  Seri-

ous implications  of  these  interpretations  are

likely  to emerge  over  tlie  coming  years.

ple  of  a major  loopliole.  Wliile  t)iis  agreement  lias

brouglit  some  objectivity  to investigations  of  dump-

ing,  t)ie  wliole  subject  of  anti-dumping  lias  been

practically  excluded  from  tlie  nonnal  WTO  dispute

settlement  process.  In  anti-dumping  cases  tlie  role  of

the  dispute  settlement  paxiels  )ias been  severely  cur-

tailed,  inasmuc)i  as tliey  cannot  rule  011 wl'ietlier  an

action  or  omission  by  a country  violates  its obliga-

tion  -  and  tliis  role  applies  almost  routinely  to tlie

disputes  in all  otlier  areas.

Tliese  specific  adverse  situations  exen'iplify  tlie

weakness  of  the  developing  countries  in tlie  WTO.

Tliere  may  be many  more  sucli  examples.  Clearly,

the  developing  countries  Jiave  been  on  losing  ground

in  the  WTO,  and  more  so in  recent  years.  Tliis  leads

to a discussion  of  the  strategies  and  role  of  tliose

countries  in  tliat  organization.

F. Loopholes  arid  traps  in the  Agreements  IV.  Strategies  of  developing  countries

in  the  WTO

Significant  looplioles  liave  been  left  in some

important  agreements,  to t)ie  detriment  of  develop-

ing  countries.  T)iree  examples  will  suffice.  In tlie

Agreement  011 Textiles,  tlie  developed  countries  un-

dertook  tlie  conunitment  to  bring  products  accounting

for  33 per  cent  of  tlieir  imports  into  tlie  nonnal  WTO

discipline,  and  tlius  exclude  thein  from  tlie  special

restrictive  regime  of  tlie  textiles  sector  by  l Januai'y

1998.  Tlie  list  of  t)ie  products  to be included  in tlie

calculation  of  tliis  percentage  is contained  in an an-

nex  to  tlie  Agreement.  Tlie  loopliole  is that  tliis  annex

)ias been  n'iade  very  large  and  includes  many  items

wliic)i  )'iave  not  been  under  restraint.  Tlie  developed

countries  liave  taken  advantage  of  this  loop)iole  and,

for  tlie  Iiberalization  process  up  to l January  1998,

c)iosen  only  sucli  products  as are  not  under  restraint.

In tliis  maimer  tlie  obligation  is fulfilled,  and  yet  in

practice  tliere  is nO liberalization.

Tlie  Agreement  on Textiles  also  contains  a

barely  visible  trap:  its  Aiticle  7.3  includes  a require-

ment  or  sectoral  balance  of  riglits  and  obligations  -

a concept  alien  to the  GATT/WTO  system,  wliicli

works  on t)ie  principle  of  overall  balance.  Tlie  re-

quirement  of  sectoral  balance  could  serve  as a

justil'ication  for  developed  countries  not  to abolisli

tlie  special  restrictive  regime  in  tliis  sector  on I Janu-

as-y 2005,  arguing  tliat  developing  countiies  liave  not

adequately  liberalized  tlieir  textile  sector.

T)ie  special  provision  for  tlie  dispute  settlement

in t)ie  Agreement  on  Anti-dui'iiping  is ai'iot)ier  exam-

Tlie  strategies  of  tlie  developing  countries  and

tlie  metliod  of  tlieir  participation  in tlie  WTO  are

generally  of  two  types.  Either  they  are indifferent

and  totally  silent,  or  tliere  is rigid  opposition,  fol-

lowed  by  abrupt  and  total  capitulation.

A. Indifference  and silence

A very  large  number  of  developing  countries

remain  silent  at WTO  meetings  and  discussions.  Tliey

attend  tlie  meetings,  listen  to tlie  statements  and  say

notliing.  Tliey  neitlier  support  nor  oppose  a point.

Tec)'inically,  of  course,  tliey  do  become  paiiies  to  tlie

decisions  taken,  even  tliorigl'i  tliey  liave  not  supported

tliem  explicitly.

There  are  several  reasons  for  tlieir  silence.  First,

tliey  do not  feel  tliat  tlie  subject  under  consideration

affects  tlieir  countries  directly,  and  t)ius  tliey  are  ii'i-

different.  Second,  tliey  do not  understand  tlie

intricacies  of  the  point  under  consideration,  and  ac-

cordingly  prefer  to remain  quiet,  fearing  tliat  any

statements  and  opinions  mig)it  be inelevant  or  even

betray  tlieir  ignorance.  Tliird,  even  if  tliey  sometimes

feel  tliat  a panicular  proposal  lias  adverse  implica-

tions,  tliey  prefer  not  to coine  out  openly  against  it,

especially  if  it involves  opposing  tlie  major  devel-

oped  countries.  Tliey  prefer  to avoid  annoying  tliem,

panicularly  w)ien  tliey  iiave  not  received  any  clear
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instnictions  from  tl'ieir  capitals  to oppose  or suppoit

a given  proposal.  Fourtli,  in case of  proposals  witli

clearly  adverse  implications  tliey  assume  tliat  some

otlier  more  active  and  vocal  developing  countries  will

speak  out  against  tlie  proposal,  tlius  taking  care of

tlieir  interests.

In the  case of  nun'ierous  developing  countries,

tlie  Pennanent  Missions  in Geneva  do not  receive

detailed  briefs  or guidance  from  tlieir  capitals,  and

tlius  tliey  do not  feel  compelled  to take  a particular

line  in t)ie  meetings.  In most  cases  tliey  do not  liave

full  knowledge  of  tlie  subject  and  are not  confident

enougli  to make  any  intervention.  However,  this  at-

titude  does  not  absolve  t}ieir  countries  of  tlie

obligations  imposed  by  tlie  decisions  taken  witl'iout

tlieir  actively  participating  in  them  -  decisions  which

could  prove  quite  costly  in the  future.

B. Stiff  opposition and sudden capitulation

A small  group  of  countries  does  take  an active

interest  in  tlie  meetings  and  discussions.  Most  of  tlie

time,  liowever,  tliey  participate  witliout  any  detailed

examination  of  tlie  subjects  under  discussion.  Nei-

t)ier  tlieir  Geneva  Missions  nor  tlie  capitals  are

equipped  with  tlie  adequate  capacity.  Generally

speaking,  they  work  on tlie  basis  of  tlieir  quick  and

instinctive  response  to the  proposals.  If  tliey  feel  that

a proposal  is not  in tlieir  country's  interest,  tliey  will

oppose  it. Tlieir  opposition  is quite  finn  sometimes,

and  tliey  stick  to tlieir  line  to the  bitter  end.  Finally,

when  intense  pressure  )ias built  up in  tlie  capitals,  or

all  otlier  countries  liave  acquiesced  to tlie  proposal,

tliey  also  drop  tlieir  objection,  remaining  sullen  and

silent.  Decisions  are taken  to wliidi  t)iey  become

paities,  even  tliougli  tliey  liad  earlier  raised  objec-

tions,  and in tliis  n'ianner  tlieir  countries  become

bound  by  t)ie obligations  emanating  fron'i  tlie  deci-

sions.  Tlie  inunediate  political  cost  of  obstructing  a

consensus  appears  mucli  n'iore  significant  tlian  tlie

burden  these  obligations  will  mean  in tlie  future.

In tlie  course  of  tlie  long  process  of  deterinined

opposition  to sudden  capitulation  into  acquiescence

tliese  counti'ies  are denied  tlie  opportunity  of  getting

anytliing  in retun'i  for  tlie  concessions  tbey  made  in

tlie  negotiations.  Son'ie  illustrations  will  suffice.

satisfaction  of  keeping  tl'ie two  subjects  totally  sepa-

rate  from  goods.  Tliey  also  tliouglit  tliat  in respect  of

IPRs  the negotiations  would  be limited  to trade-re-

lated  issues  and would  not  cover  IPR  standards.  In

April  1989  tliey  l'iad been  persuaded  to agree  to in-

chide  tliose  standards  iyi tlie  negotiations.  Ill  fact,  the

negotiations  on IPRs  practically  centred  around  tl'ie

standards,  and  tliere  was  liardly  anytliing  ofthe  trade-

related  subjects  in eit}ier  tl'iese negotiations  or tlie

agreement  that  en'ierged.  Furt)iermore,  tlirougli  tlie

cross-retaliation  provision  in tlie  integrated  dispute

settlement  meclianism,  obligations  in goods,  serv-

ices  and  IPRs  were  linked,  and  it became  possible  to

take  retaliatory  action  on goods  for  violation  of  obli-

gations  in services  or IPRs,  sometliing  whicli  tlie

developing  countries  liad  persistently  opposed  in  tlie

past.

As  mentioned  earlier,  tlie  very  inclusion  of  tlie

topics  of  services  and  IPRs  in tlie  framework  of  tlie

WTO  was a major  concession  by tlie  developing

countries.  They  also  agreed  to negotiate  special  agree-

ments  in specific  services  sectors:  financial  services,

telecon'imunications  services  and  maritime  services.

Tlie  agreements  on  tlie  first  two  liave  been  completed,

witli  major  gains  by  tlie  developed  countries,  tl'ie main

suppliers  of  services  in these  areas.

An  unfair  basis  of  reciprocity  was  also  adopted

in son'ie of  tlie negotiations.  In tlie financial  serv-

ices,  for  example,  concessions  are exclianged  in

respect  of  permission  to open  a specific  number  of

branclies  of  banks.  Developing  countries  liave  agreed

to perinit  a certain  number  of  bank  branclies  of  ot)ier

countries  to be opened  in exchange  for  tlieir  being

allowed  to open  certain  a number  of  branclies  in tliose

countries.  Tlie  reciprocity  in exc)iange  of  concession

on tlie  basis  of  tl'ie number  of  branclies  is not  fair  and

appropriate  at all,  because  tlie  transaction  volume  of

a brancli  of  a bank  from  a major  developed  country

will  be far  in excess  of  tlie  possible  transaction  vol-

ume  of  a brancli  of  a developing  country  bai'ik.  A

better  standard  of  reciprocity  would  liave  been  based

On  cross-sectoral  concessions  or  tlie  volume  of  trans-

action,  ratlier  tlian  tlie  number  of  branclies.  Tlie

developing  countries  were  not able  to present  an

alteri'iative  framework  foi- reciprocity  in those  nego-

tlatlOIlS.

In Noven'iber  1996,  w)ien  t)ie Uruguay  Round  c """"""  l'Po"u"';v'
was  launclied  at Punta  del Este,  after  stiff  opposition

tlie developing  countries  finally  agreed  to include  Tliere  liave  beei'i several  instances  in wliicli

services  and IPRs  in t)ie negotiations,  but  )iad tlie  developing  countries  neitliei-  asked  for  nor  insisted
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On reciprocal  concessions,  wliile  making  important

concessions  of  their  own.  For  example,  tliey  agreed

to zero  duty  011 infonnation  tecluqology  goods  at the

WTO  Ministerial  Meeting  in Singapore,  Decen'iber

1996,  and agreed  to provisional  zero  duty  on elec-

tronic  conunerce  for  18 montlis  at tlie  WTO

Ministerial  Meeting  in Geneva,  May  1998.  Tliese  two

proposals  were  sponsored  by tlie  major  developed

countries,  whicli  were  the  main  beneficiaries.  Elec-

tronic  commerce  is an area witli  very  }iigli  growtli

prospects,  and  duties  in tliis  area  would  be a poten-

tially  )iigh  source  of  revenue  for  the developing

countries.  In addition,  tlie  users  will  generally  be in

tlie  liigh-income  group  of  tlie  population  and,  as such,

even  in tenns  of  equity,  a tax  in this  area in tlie  de-

veloping  countries  would  be appropriate.  Thus,  the

developing  countries  have  really  surrendered  a ma-

jor  source  of  tlieir  revenue  witl'iout  any  benefit.  They

were  not  prepared  witl'i  any  counterdemands  for  ne-

gotiating  reciprocal  concessions  from  tlie  sponsors

and  beneficiaries  of  tliese  proposals,  and tlierefore

could  not  steer  the negotiations  in tliese  directions.

In fact,  developing  countries  liave  repeatedly

been missing  opportunities  for  negotiating  recipro-

cal  concessions  or  for  limiting  tlieir  own  concessions.

For  example,  during  preparations  for  the Uruguay

Round,  tl'ie major  developed  countries  liad  insisted

on including  tliree  new  subjects  in  the  negotiations:

services,  IPRs  and  investment.  All  of  them  were  fi-

nally  included  among  the  subjects  to be negotiated,

althougli  tlie  developing  countries  put up stiff  re-

sistance  riglit  up to tlie  end. With  tlie  benefit  of

)iindsiglit,  one  can  now  say  tliat  with  a proper  nego-

tiating  strategy  the developed  countries  could  liave

been  persuaded  at tliat  time  to give  up at least  one  of

tliese  subjects  in retuni  for  an agreement  to negoti-

ate t)ie  otlier  two.  Also,  pennitting  tlie  veiy  entry  of

services  and IPRs  into  t)ie WTO  negotiations  for

trade  in goods  was  a n'iajor  step;  and tlie  develop-

ii'ig  counti-ies  could  riglitfully  )iave  asked  for  major

concessions  from  t)ie sponsors  wlien  tliat  step was

taken.  As t)ie situation  developed,  liowever,  tliey

could  neitlier  stop  tlieir  entry  nor  get anytliing  for  it

in retuni.

Such  oppoitunities  are likely  to coine  soon.

Some  inajor  developed  countries  are strongly  insist-

ing t)iat  negotiations  on investi"i'ient  and tlie  social

clause  sliould  be staited.  Some  of  tliem  liave  also

inade  t)ieir  intention  clear  t)iat  t)iey  )iave  sponsored

negotiations  on govenunent  procurement  witli  tl'ie

objective  of  expanding  tlie  n'iarket  access  of  tlieir

goods.  Tliese  will  be totally  new  areas  to be taken

up in tlie  Wl"0,  if  tliey  do get takei"i  up. Investment

and tlie  social  clause  do not  liave  any  place  in tlie

GATT/WTO  forun'i  at present.  Ill  respect  of  goven'i-

ment  procurement,  altliougli  tlie  subject  relates  to

trade  in goods,  tlie  existing  framework  as enunciated

in Articles  III  and  XVII  of  GATT  1994  presci'ibes

some  riglits  on giving  special  treatn"ient  to domestic

products  and  some  discretion  on selecting  tlie  COLIII-

tries  for  tlie  supply  of  tl"iese goods.  Even  tlie  stait  of

negotiations  on tlie  disciplines  for  investn'ient  and

t)ie  social  clause  and  new  disciplines  on government

procurement  will  be a major  concession  to t}'ie de-

veloped  countries.  Tlie  developing  countries  liave

been  resolutely  resisting  sucli  moves  so far. If,  IIOW-

ever,  tliey  decide  at a later  date  to start  negotiations

in tl'iese  areas,  tliey  sl"iould  do so only  after  obtain-

ing  conunensurate  major  concessions  fron"i  tlie

sponsors,  i.e. the major  developed  countries.  Con-

cessions  in tlie  areas of  interest  to tlie  developing

countries  are necessaiy,  simply  by virtue  of  tlieir

liavingr  agreed  to tl':ie inclusion  of  these  topics  in tl'ie

WTO  negotiations.

As  mentioned  above,  tbe  approacli  of  develop-

ing  countries  lias so far  been  eitlier  to remain  silent

or  to present  stiff  opposition,  followed  in t)ie  end  by

sudden  capitulation.  If  tliey  liave  to concede  Oil  a

proposal  whicli  has been  opposed  by  tl'iem  earlier,  a

better  strategy  will  be to liave  a plaiiiied  withdrawal,

if  and  wlien  tliey  decide  to yield  for  various  reasons.

Following  tliis  strategy,  tliey  can l"iave a cl'iance  of

getting  sometliing  in return  for  tlie  concessions.

D. Process of  cooperatioix and coordination

Tl'ie  weakness  of  individual  developing  coun-

tries  is also  reflected  in very  poor  cooperation  and

coordination  an'iong  tlien'iselves.  Tliey  l'iave  not  been

able  to evolve  common  positions  and  conunon  strat-

egies  on important  issues.  In fact,  tl'iey  do not  liave  a

proper  meclianism  for  sucli  efforts.

Despite  tlie  existence  of  an infonnal  group  of

developing  countries  witliin  tlie  WTO,  it is not  uti-

lized  for  identifying  connnon  interests  and  working

out  conunon  positions.  Tl'ie  discussions  are more  of

a general  nature,  altliougli  son'ietimes  countries  ex-

plain  tlieir  perceptions  and positions  and describe

tlieir  problems  witli  specific  issues.

In one sector,  textiles,  t)iere  is an effective  co-

ordination  among  tlie  expoiting  developing  countries.

Tliey  liave  foi'ined  a fonnal  organization  called  tlie

Intei-national  Textiles  and Clotliii'ig  Bureau,  wliidi



Intermrtional  Morietarv  and  Fimmcial  Issue.'; foi'  the l 990s l 63

is fully  financed  by tliem  and wliicli  lias  a func-

lioning  secretariat.  Tlie  men'iber  countries  meet

regularly  to discuss  tl'ie issues  in the textiles  sec-

tor  and  to formulate  a COmnlOl]  position.  Most  of

t)ie  time  tliey  are able  to do so, as well  as to ar-

ticulate  their  con'imon  stand  and position  quite

effectively  and  put  forward  specific  COIIIIIIOII  pro-

posals.

It is difficult  to say  wliy  tlie  developing  coun-

tries  are  not  able  to articulate  a common  platform

Oil  ot}'ier  important  issues  wlien  tliey  have  succeeded

in developing  such  an effective  col'iesiveness  in

tlie  textile  sector.  Various  reasons  may  be pro-

posed.  First,  in this  specific  sector,  tlie  problems

are  well  identified  and  focused,  and  direct  import

restraints  in the  developed  country  markets  liave

an in'imediate  and  visible  impact  on tlie  production

and  export  prospects  of  tlie  developing  countries.

Second,  tlie  exporting  developing  countries  liave

long  suffered  at tlie  liands  of  major  developed

countries,  and  liave  practically  been  puslied  into

an effective  mutual  coordination  by  tlieir  long  and

severe  suffering  in tliis  sector.  Perliaps  tlie  inter-

ests of  developing  countries  are too  dispersed  in

respect  of  tlie  WTO  issues  in general,  whicli  is

wliy  tliey  cannot  identify  a coliesive  cementing

force  whicli  would  make  tliem  overcome  tlie  cunent

)iesitation  emerging  fron'i  tl'ieir  fear  of  annoying  the

major  developed  countries.

Tliere  is generally  a strongly  discouraging  en-

viroiuqient  for  their  efforts  in  tliis  direction,  as such

effoits  are inunediately  dubbed  by  n'iajor  devel-

oped  countries  as politicizing  tlie  GATT/WTO

system.  A general  idea  is spread  by  tliem  tliat  every

country  sliould  be on its  own  in tliis  system  as it

lias  to safeguard  its own  interests.  This,  liowever,

lias  not  prevented  them  from  achieving  sound  co-

ordination  an'iong  tliemselves  tlirougli  various

forn'ial  institutional  arrangen'ients,  sucb  as tlie

Quad,  tl'ie G-7  and  OECD.  It is a very  ironical  tliat  in

tlie  GATT/WTO  system  major  developed  countries,

w)iicl'i  are  quite  strong  even  individually,  are IIIOV-

ing  towards  closer  coordination,  wliereas  tlie

developing  countries  tliat  are in weak  and  vulner-

able  positions  are unable  to come  togetl'ier  and

coordinate  tlieir  interests  and  efforts.

Soine  insight  into  tlie  pliglit  of  tlie  develop-

ing  countries  may  be liad  if  we  examine  tlie  WTO

environment  in wliicli  they  liave  to operate.  This

environinent  must  be understood  and  kept  in mind

w)ien  considering  any  c)iange  or improvement  in

tlie  role  of  tliose  countries  in tliat  organization.

V.  The  WTO  decision  process

It is a n'iajor  paradox  of  interiiational  economic

relations  tliat  t)ie developing  countries,  numbering

about  four  times  t)ie  developed  counti'ies  in tlie  WTO,

are not  liaving  their  way  in tliis  forum  and liave  to

face  adverse  situations  almost  perpetually.  Unlike  t)ie

IMF  and tlie  World  Bank,  there  is no weiglited  vot-

ing  in tlie  WTO,  wliicli  works  on the principle  of

one  countiy  one  vote.  And  yet  tlie  developing  coun-

tries,  whicli  compi'ise  tlie  overwlielming  majority  of

its members,  liave  not  liad  any  success  in pursuing

tlieir  objectives.  Tliey  are always  on tlie  defensive

and have  to strive  liard  to reduce  tlie  liazards  and

damage  to tliem.  It is important  to understand  liow

this  sad situation  has come  about.

Tlie  liigliest  decision-n'iaking  body  in tl'ie WTO

is tlie  Ministerial  Meeting,  wl'iicli  is generally  lield

once  every  two  years.  Tlie  next  liighest  decision-

making  body  is tlie  General  Council,  wliicli  takes

decisions  inbetween  tlie  Ministei'ial  Meetings.  Tlie

fori'nal  decision-making  process  in tliese  bodies  is

by  simple  majority  oftlie  members  present,  witli  eacli

member  liaving  one  vote.  However,  tliere  is liardly

any  occasion  for  forinal  voting  as, in practice,  tlie

decisions  are taken  by  consensus,  and consensus  is

lield  to exist  when  no member  present  in tlie  n'ieet-

ing  forinally  opposes  a proposal.  Tlien  t)iere  are

specialized  bodies,  sucli  as tlie  Councils  On Goods,

Services  and TRIPs,  t}ie Conunittee  on Trade  and

Development,  and  various  working  groups.  Gener-

ally,  tliese  bodies  take  decisions  based  on consensus.

Tlie  reports  of  tlie  panels  and  tlie  Appellate  Body  are

considered  by the Dispute  Settlen'ient  Body,  wliicli

also  works  on t}ie  basis  of  consensus.

In tliis  forum  of  decision-making,  a country

wis)iing  to oppose  a liannful  proposal  can be effec-

tive  only  if  it expresses  its fonnal  opposition  at tlie

time  of  decision  by  consensus.  For  a positive  action,

it has to muster  tlie support  of  t)ie majority  of  tlie

members  present.  One  would  expect  tliat  a develop-

ing  country  convinced  tl'iat a particular  proposal  is

xiot in its interest  would  l"onnally  present  its objec-

tion  at tlie  time  tlie  consensus  is being  detennined.

One  would  also  expect  tlie  developing  counti-ies  for-

mally  to oppose  a proposal  in large  numbei-  if  it is

not  in t)ieir  interest  and  to get it rejected  by a major-

ity  vote,  given  tliat  tliey  constitute  tlie  inajority  in

t)ie  WTO.  Similarly,  one  would  expect  tliem  to spon-

sor  proposals  in t)'ieir  interest,  wit)i  tlie  suppoit  of  a

large  iunnber  of  tliem.  But  notliing  like  tliis  liappens.

Pait  of  tlie  reason  lies  in liow  tlie  WTO  process  actu-

ally  operates  wlien  considering  a proposal.
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Generally  speaking,  important  proposals  in tlie

GATT/WTO  are made  by  tlie  developed  countries.

After  they  liave  forinally  made  a proposal  in a par-

ticular  WTO  body,  delegations  n"iake preliininaiy

obsei'vations  in a non-conunittal  n'ianner.  Tliereafter

tlie  action  sliifts  away  from  tlie  main  stage.  Tlie  main

sponsors  )iold  lin'iited  consultations  witli  certain  del-

egations,  first  trying  to consolidate  support  and  tlien

involving  tlie  otl'iers  in order  to soften  tlieir  possible

opposition.  Son'ietimes,  tlie  cl'iainnen  of  tlie  relevant

bodies  or even  the secretariat  organizes  tliese  con-

sultations,  wliicli  are invariably  limited  to a small

number  of  delegations,  cliosen  eitlier  because  tliey

liave  a keen  interest  in tlie  subject  or because  they

are vocal  about  tl'ieir  opposition  in tlie  open  forum.

A  very  large  number  of  developing  countries  are left

out  of  tl'iis  process  of  consultations,  wliich  in reality

are full-fledged  negotiations.  If  the  subject  is impor-

tant,  t)ie  chairinan  sometimes  makes  an interim  report

in  t)ie  fonnal  meeting.  Sucli  reports  are generally  very

brief,  merely  stating  tl'iat  tlie  consultations  are going

Oil,  and  often  failing  to give  the details  of  tlie  main

issues  at stake  or  tlie  conflicting  positions  of  various

countries.

In tlie  n'ieantime,  pressures  build  up on  tlie  de-

veloping  countries  tliat  liad  been  opposing  tlie

proposal.  Depending  On tlie  intensity  of  tlie  opposi-

tion,  pressure  may  be applied  to the  delegations  in

Geneva  or even  bilaterally  in tlie  capitals.  The  tech-

nique  of  winning  away  tlie  opponents  one  by  one  is

also  applied.  Finally,  tlie  liard-core  opponents  are left

witli  tlie  option  of  eitlier  keeping  quiet  or  preventing

consensus  in the open  meeting.  Frequently  tliey  do

not  want  to face  tlie  political  cost  of  fonnally  oppos-

ing  a decision  at tlie  end  if  tliey  are left  alone  or  are

in a very  small  group.  Tl'iat  leaves  tlie  decision  to be

taken  in tlie  open  meeting  by  consensus.

In tliis  process,  a large  number  of  developing

countries  do not  liave  tbe opportunity  to participate

in tl"ie negotiations  going  on beliind  tlie  scenes  in

small  groups.  Tliey  are faced  witli  tlie  final  result  in

tlie  open  meeting  at tl"ie end, and  tliey  do not  have

enougli  courage  or motivation  to express  clear  op-

position  or to make  an effective  resei'vation  at tbat

stage,  even  if  tlie  particular  decision  is not  fully  in

tlieir  interest.  Sometimes,  tliey  muinble  a few  words

of  protest  but  do not  come  round  to forinally  pre-

venting  consensus.

In tliis  manner,  even  tliough  eac)i  country  lias  a

vote  in tlie  WTO  and an equal  riglit  to participate  in

t}ie  decision-making  process,  many  developing  coun-

tries  are left  out  of  tlie  actual  negotiations.  Tlieir  lack

of  agreement  witli  tlie  decisions  is evidenced  by t)ie

bitter  critical  statements  made  by  some  of  tliem  after

important  WTO  meetings,  sucli  as t)ie  recent  Minis-

terial  Meetings  in Singapore  and Geneva.

In t)iese  small  group  consultations  and  negotia-

tions  off  stage,  tlie  Quad  countries  (United  States,

European  Union,  Canada,  Japan)  are almost  always

present.  As  tl'ie liost  country,  Switzerland  is usually

invited  as well,  as is eitl'ier  Australia  or New  Zea-

land,  orbotli.  Tlius  tlie  developed  countries  are almost

fully  represented.  But  among  tlie  100  or  so develop-

ing  countries,  barely  five  or ten get a place  in tliese

infornial  discussions  and  negotiations.  Tlie  scale  is

tlierefore  tilted  against  tl"iem not  only  by economic

and  political  weiglit,  but  also,  quite  ironically,  by  the

weight  of  numbers.

From  tlie  viewpoint  of  developing  countries,  tlie

decision-making  process  is very  mucli  untransparent

and  non-participatoiy,  as an overwhelming  number

of  them  are associated  only  at the beginning,  wlien

tlie  proposals  are made  fonnally,  and  at tlie  end,  when

the  conclusions  Jiave  already  been  worked  out.  None-

theless,  as mentioned  earlier,  tliey  are bound  by the

obligations  imposed  by  tliese  decisions,  even  tliougli

tl'iey  liave  not  participated  in the actual  negotiations.

This  is no  doubt  very  unsatisfactory  for  tl'ie develop-

ing  countries.

Tlie  consequences  l'iave  been  quite  adverse  to

tbeir  interests,  as tlie  obligations  are heavily  tilted

against  tliem.  If  tlie  situation  continues  in future,  they

are likely  to lose  even  more.  The  year  1999  and  tlie

next  few  years  are likely  to be filled  witli  sensitive

and difficult  negotiations  in tlie  WTO,  wliicl"i  may

liave  a significant  impact  011 developing  economies.

A quick  look  at tlie  tasks  aliead  will  make  clear  the

potential  for  damage  if  tliey  continue  to be on tlie

fringe  of  the WTO  process.

VI.  A  glimpse  of  the  tasks  ahead

Tlie  work  to be undertaken  in tlie  next  few  years

may  be divided  into  four  categories:  implementation

of  tlie  WTO  agreements,  review  of  son'ie  of  tlie  pro-

visions  of  tlie  agreements,  continuing  negotiations

in some  areas,  and  work  in new  areas.

Implementation  of  tlie  agreements  involves  for-

mulation  of  legislation  and  procedures,  establislunent

of  institutions  and macliineries,  removal  of  cenain

import  control  n'ieasures  and sending  notifications
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to  the  WTO.  Some  of  tliese  actions  will  already  liave

been  taken  by  now,  while  others  may  have  to  be  taken

in tlie  near  future.  Even  in the  former  case,  the  work

miglit  not  be completed,  as it is subject  to scrutiny

by  other  countries.  The  country  taking  tlie  action  may

J'iave  to satisfy  tlie  other  countries  that  its implement-

ing  action  has  been  conect  and  adequate.  Some  more

difficult  implementing  measures  are  yet  to be taken,

such  as t)ie  formulation  of  enforcing  legislation  for

the  IPRs  and  creation  of  appropriate  machinery  for

enforcement,  introducing  a sui  generis  system  for

t}ie  protection  of  riglits  on  plant  varieties,  and  so forth.

One  important  task  for  tlie  developing  countries  in

all  this  is to  explore  tlie  options  for  implementation,

so tliat  the  adverse  effects  may  be  minimized  and  the

benefits  maximized.  Tliis  requires  a very  elaborate

exercise.  Even  the  seemingly  simple  obligation  of

sending  notit-ications  to tlie  WTO  may  constitute  a

lieavy  burden,  as arrangements  have  to be made  to

maintain  the  relevant  infom'iation  in  appropriate  for-

n'iats,  adequate  training  has  to be given  to tlie

persoru'iel  liandling  it, and  in many  cases  infonna-

tion  may  have  to be collected  and  compiled  from

ren'iote  regional  areas.

There  is yet  another  aspect  to implementation.

A  countiy  has  to keep  watch  on  in'iplementation  done

by otliers,  so that  its own  riglits  and  opportunities

are fully  safeguarded.  For  example,  tlie  textile-ex-

porting  developing  countries  liave  to  watcli  carefully

tlie  process  of  progressive  liberalization  in tlie  de-

veloped  textile-importing  countries.

Tlie  reviews  of  some  of  the  agreements'  provi-

sions  will  involve  serious  negotiations.  Tlie  more

impoitant  of  sucli  reviews  are  in the  areas  of  subsi-

dies,  TRIPs,  TRIMs,  anti-dumping  and  services.  In

t)ie  area  of  subsidies,  tlie  review  will  cover  tlie  pro-

visions  relating  to non-actionable  subsidies,  export

competitiveness  of  developing  countries  and  pre-

sumption  of  serious  prejudice.  Ill  the  TRIPs  area,  tlie

provisions  on patenting  of  plants  and  axiimals  will

be reviewed.  Ill  tlie  area  of  TRIMs,  t)ie  review  will

consider  wlietlier  tlie  agreeinent  sliould  be  expanded

to cover  investment  policies  and  competition  poli-

cies.  In t)ie  anti-dumping  area,  tlie  review  will

consider  wlietlier  tlie  restriction  on  tlie  role  of  panels

sliould  be extended  to otlier  areas.  In the  services

area,  t)ie  review  will  cover  cun'ent  exemptions  from

MFN  treatment.  The  provision  on t)ie  negotiating

riglit  of  sn'iall  expoiting  countries  will  also  be re-

viewed.

Important  new  negotiations  will  take  place  on

agriculture  and  sei'vices.  I}] agriculture,  tlie  negotia-

tions  will  cover  the  reduction  of  protection  and  sub-

sidies.  In services,  the  negotiations  will  focus  on

further  liberalization  of  services  sectors  in tern'is  of

market  access  and  national  treatment  and  on tlie

three  subjects  on  which  disciplines  liave  not  yet  been

worked  out:  subsidy,  safeguard  and  govennment  pro-

curement.

These  negotiations  are likely  to be as difficult

as they  were  during  tlie  Uruguay  Round.  The  nego-

tiations  on  services  are  intensely  technical,  particularly

in  respect  of  the  basis  for  tlie  reciprocity  of  benefits.

The  developing  countries  also  liave  to identify  tlie

sectors  of  interest  to  tliem  and  propose  tlie  elements

of  liberalization  to tlie  developed  countries  in tliese

sectors.

In tlie  agriculture  sector,  tlie  Uiuguay  Round

resulted  in  the  anomaly  of  developed  countries  con-

tinuing  witli  their  import  control  n'ieasures  and

subsidies  of  up  to 60 to 80 per  cent  of  t)ie  base  lev-

els,  wliereas  tl'ie  developing  countries,  wliicli  liad  not

been  applying  the  general  import  controls  and  subsi-

dies  earlier,  were  proliibited  from  applying  tliem  in

future.  The  developing  countries  will  l"iave  to nego-

tiate  in  an effective  way  to  remove  tliis  anomaly.  Tliey

will  also  need  to acquire  flexibility  in respect  of  iin-

port  control  and  subsidy,  in order  to encourage  food

production  for  domestic  consumptioxi  and  protection

of  tlieir  small  and  liouse)iold  fariners.  In addition,

concrete  proposals  will  liave  to be made  for  reliev-

ing  tbe  burden  of  tlie  net  food-imponiiig  developing

countries.

There  are  severe  deficiencies,  imbalances  and

inequities  in  tlie  existing  agreements,  some  of  w)iicli

liave  been  illustrated  and  described  above.  Tlie  de-

veloping  countries  will  liave  to strive  very  liard  to

obtain  t)'ieir  removal  and  effect  basic  improveinents

in  tlie  agreements.

Apait  from  tliese  exercises  in respect  of  tlie

cunent  agreements,  several  new  areas  liave  been

taken  up  for  consideration:  environinent,  iiwestment,

competition,  govenunent  procurement,  trade  facili-

tation,  and  electronic  coinmerce.

In the area  of  enviroinnent,  t)ie  tlu-ust  of  the

major  developed  countries  is to enliance  tlie  scope

of  trade  restrictive  measures  for  envii-onmental  pro-

tection,  following  the  provisions  oft)ie  multilateral

environment  agreements.

In tlie  areas  of  ixwestinent  and  con'ipetition,  stud-

ies are under  way  in tlie  WTO,  as decided  at tlie
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Singapore  Ministerial  Meeting  in December  1996.

Tl'ie  pressure  from  n'iajor  developed  countries  is to

upgrade  the level  of  consideration  in t}ie  WTO  from

studies  to negotiations.  Tlie  fear  is tliat  tlie  negotia-

tion  on investn'ient,  if  carried  out  in tlie  framework

of  tlie  WTO,  will  concem  the  protection  of  the  rights

of  investors  and  erosion  of  tlie  discretion  of  liost

governments.  Similarly,  the  proposed  negotiation  on

competition  may  actually  be concerned  witli  reduc-

ing  the discretion  of  governments  in controlling  the

adverse  effects  of  the  activities  of  big  foreign  fin'ns

and  also  in providing  support  to domestic  firms.

In government  procurement,  the current  exer-

cise  lias  to do witli  working  out  the  elements  for  an

agreement  on transparency.  The  fear  is that  it may

result  in placing  undue  burden  on the developing

countries  and  also  tliat  tlie  exercise  may  extend  to

expanding  market  access  for  the  developed  countries

in respect  of  govemn'ient  procurement  in  developing

countries.

Similarly,  in tlie  area  of  trade  facilitation,  the

developing  countries  will  have  to ensure  that  the  ele-

ments  of  facilitation  do not  actually  result  in the

obstruction  of  their  production  and  exports.

A further  new  subject,  electronic  commerce,

suddenly  emerged  in the negotiations  during  tlie

Geneva  Ministerial  Meeting  in May  1998.  For 18

mont)is  there  has been  a provisional  agreement  on

standstill,  i.e. zero  duty  on  electronic  commerce,  and

tlie  proposal  is to negotiate  the  subject  furtlier.  Since

zero  duty  on electronic  commerce  mainly  benefits

tlie  major  developed  countries,  tlie  efforts  of  devel-

oping  countries  will  focus  on obtaining  adequate

reciprocal  benefits,  if  the provisions  of  the provi-

sional  agreement  are to be allowed  to continue

furtlier.

From  the list  of  activities  above,  it is clear  that

the developing  countries  face  a difficult  task  in the

years  ahead.Ifpast  experience  is any  guide,  they  are

likely  to suffer  colossal  losseS  unless  they  improve

tlieir  approacli,  strategy  and  preparation.

VII  The  future  course

First  and foremost,  the developing  countries

liave  to iiave  tlie  political  determination  not  to be

pushed  around  in  the  WTO.  They  should  also  bave  a

resolute  will  to utilize  that  forum  to serve  their  inter-

ests and  minimize  its adverse  effects.  In  this  process

they  will  have  to move  with  a degree  of  confidence,

identify  tlieir  negotiating  strengths,  and  use tliem

effectively.  Efforts  Jiave  to be mounted  at tlie  national,

group  and  multilateral  levels.

The  biggest  strength  of  a negotiator  in a multi-

lateral  negotiation  is to have  the country's  full  support

of  the stand  being  taken.  Tliis  can liappen  only  if

that  stand  is decided  after  thorougli  deliberation.

Developing  countries  need  to improve  and  strengtlien

tlieir  decision-making  macliinery  and institutions.

There  is also  a need  to change  their  negotiating  strat-

egy  and  to prepare  tliorouglily  for  a role  in the  WTO.

At  the  same  time  they  must  also  work  towards  a com-

plete  change  in the WTO  negotiating  process.

A.  Strengthenitxg  national  decision-making

institutions

The  developing  countries  must  identify  their

specific  interests  and  objectives  with  regard  to the

subjects  of  the WTO.  This  can be done  througl'i  a

broad-based,  in-depth  examination  of  the  issues  and

implications,  and  requires  some  institutional  clianges

in the  decision-making  process.  The  subjects  are so

complex,  and  their  implications  so widespread,  tliat

no one  govennn'ient  ministry  will  be fully  equipped

to handle  them  on its  own.  Almost  every  issue  being

taken  up in the WTO  involves  differing  interests  of

various  wings  of  the government.  Eacli  issue  also

involves  a clash  of  interest  among  various  industiy

groups  and  economic  operators.  The  overall  interest

and  stand  of  the  country  can  be worked  out  only  af-

ter  balancing  and haimonizixig  all these  individual

differing  and  clashing  interests.

A  simple  proposal  to reduce  tlie  tariff  on a par-

ticular  product,  for  example,  will  invite  different

reactions  from  different  industry  sectors  and  differ-

ent  wings  of  the  government.  Tlie  producer  industry

will  feel  threatened  with  competition  from  imports,

whereas  the consumer  industries  will  feel  happy,  as

they  will  have  tlie  prospect  of  clieaper  supplies  of

inputs.  Likewise,  the government  branch  responsi-

ble  for  the  development  of  tlie  producer  industiy  will

tend  to oppose  tlie  proposal,  while  tlie  one  responsi-

ble  for  the  downstream  industries  will  be inclined  to

support  it. This  is not  a new  dilenuna.  But  such  di-

lemmas  have  now  become  very  numerous,  with

complex  ramifications.  A typical  example  of  the

emerging  complexity  is the  proposal  to liberalize  the

entry  of  foreign  investment.  It may  be welcomed  by

the  industry  and  trade,  as it gives  them  a wider  choice
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of  the sources  of  funds;  but  it may  have  adverse  im-

plications  for  t)ie  balance-of-payment  position  over

a course  of  time,  and  may  disturb  balanced  sectoral

and  territorial  development.

These  subjects  require  a very  comprehensive

examination  of  implications  and  a balancing  of  dif-

fering  interests.  A government  ministiy  working  in

tlie  traditional  manner  is hardly  equipped  to perform

this  task.  It appears  necessaiy  to have  a standing  ex-

pert  body  of  high  standing,  credibility  and  objectivity,

in tlie  nature  of  a commission,  to supplement  the  ef-

forts  of  the  current  machinery.  Such  a commission

would  examine  tlie  issues  critically,  taking  into  ac-

count  all  the aspects  and interests  and would  hold

wide  consultations  with  the  affected  graups  in  trade

and industry,  consumer  forums,  various  governnient

branches  and other  interested  groups  and persons.

After  tliis  exercise,  tlie  commission  would  make  rec-

ommendations  to the decision-making  body  about

specific  positions  the  country  should  take.  Ifthe  coiin-

try's  position  is adopted  after  such  a detailed

examination,  in  an atmosphere  of  transparency,  it will

naturally  have  a strong  political  backing,  and the

negotiators  will  be able  to negotiate  with  full  confi-

dence  and  strength.  In addition,  witli  such  a

decision-making  process  in  the  developing  countries,

tlie  pressures  normally  placed  on tliem  by  tlie  major

developed  countries  in  the  course  of  negotiations  will

be much  less strongly  felt.

B.  Change  in  strategy  and  approach

A change  in strategy  and  approach  is needed.

Tl'ie  current  feeling  of  l'ielplessness  among  develop-

ing  countries,  tliat  tliey  cannot  have  tlieir  say in the

WTO,  s]iould  be replaced  by  a new  conviction  that

tliey  can  achieve  their  objectives  if  a number  of  tliem

work  together  and if  tliey  prepare  well.  Tlie  devel-

oping  countries  are  quite  numerous  in t)'ie WTO  and,

even  if  one  does  not  expect  all of  t)iem  to come  to-

getlier  on all tlie  issues,  one can at least  expect  a

large  number  of  tliem  to )iave  a connnon  perception

and stand  on a number  of  subjects.

The  current  process  of  being  puslied  into  mak-

ing  one-sided  concessions  or  facing  a sudden  collapse

at tlie  end  sliould  be clianged  to engaging  in a mean-

ingful  give-and-take-negotiation  and insisting  on

i-eceiving  cominensurate  concession  from  otliers  be-

laore finally  agreeing  to tlieir  own  concessions.

Oppositioi'i  and  resistance  to liannful  proposals  is all

rig)it,  but w)ienever  a decision  is taken  to yield,  it

should  be done  in a proper  and  planned  manner,  af-

ter  negotiating  for  commensurate  concessions  from

the beneficiaries  of  the proposal.

C.  Preparatoiy  process

All  of  this,  however,  needs  tlie  support  of  de-

tailed  analytical  examination  of  the  ISSUES involved,

as well  as identification  of  interests.  Tlie  developing

countries  sliould  undertake  sucli  an examination,  but

their  capacity  is limited.  Tliey  should  build  up and

strengthen  tlieir  capacity.  They  could  sponsor  such

work  in national  universities  and  institutions.  They

sliould  also  build  up a network  of  institutions  in de-

veloping  countries  for  this  purpose.  But  considering

tlieir  limitation  of  resources  and  capacity,  it is doubt-

ful  they  will  be able  to undertake  studies  and  analysis

on their  own  on a sustained  basis.  They  need  assist-

ance.

Earlier,  particularly  during  the  Tokyo  and  Uru-

guay  Rounds  of  MTNs,  UNCTAD  undertook  a

massive  tecl'inical  assistance  progrannne  to lielp  tlie

developing  countries  in tlie  negotiations.  It was  sup-

ported  by  {JNDP  financing.  UNCTAD  is still  engaged

in studying  the subjects  and issues  relating  to the

WTO,  but  its work  in tliis  area is mainly  centred

around  the intergovernmental  meetings.  It also  con-

tinues  with  a technical  assistance  progrannne  in t)ie

area  of  inteniational  trade,  but  assistance  in negotia-

tions  is not  tlie  prime  focus  at present.

Some  otlier  organizations  are also  engaged  in

assisting  tlie  developing  countries.  WTO  itself  lias

such  a programme,  whicli  is devoted  mainly  to as-

sistance  in implementing  tlie  agreements.  It prepares

analytical  papers  at tlie  request  of  a developing  coun-

try  or group  of  countries.  Quite  understandably,  one

cannot  expect  tlie  WTO  secretariat  to provide  a criti-

cat and  analytical  evaluation  of  tlie  various  proposals

put forward,  but sucli  an evaluation  is at t)ie very

core  of  tlie  developing  countries'  preparations  for

trade  negotiations.

Tlie  Soutli  Centre  l'ias started  a pilot  project  witli

financial  assistance  from  UNDP.  It l'ias prepared  ana-

lytical  papers  and a discussion  paper  setting  out  the

cunent  issues  ii'i  tlie  negotiations  and  tlieir  in'iplica-

tions  for  developing  countries.  It iias suggested

preferred  alternatives  for  tlie developing  countries

on various  issues.  But its work  is vei'y  limited  in

scope,  and in its present  fonn  it is unlikely  to cater

fully  to tl'ie needs  of  tlie  developing  countries.
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Tlie  Conunonwealt)i  Secretariat  has also  been

running  a programme  of  technical  assistance.  It is

n'iainly  devoted  to the  preparation  of  short  analytical

papers  at t]ie  request  of  individual  countries  or a

group.  Altliougli  useful,  tliis  progranune  is too  small

at present  to satisfy  tlie  emerging  needs.

Tlie  Third  World  Network,  a non-govei-nn'ien-

tal organization,  lias  also  undertaken  technical

assistance  for  developing  countries  on WTO  isSues

over  t)ie  last  t}'iree  or  four  years.  It lias  concentrated

on the topical  subjects  under  consideration  and  has

prepared  analytical  and briefing  papers.  It lias or-

ganized  seminars  and  worksliops  for  an exchange  of

views  and  expertise  among  the  developing  countries,

and it l'ias assisted  tliem  in developing  cooperation

an'iong  themselves  in the  formulation  ofpositions  on

important  areas.  It brings  out a daily  bulletin  from

Geneva  with  reports  on tlie  negotiations  and analy-

ses of  iSsues  by  experts.  Tliis  organization,  liowever,

)ias only  a small  presence  in Geneva,  and  a strong

presence  in  Geneva  is important  for  assistance  in  the

negotiation  process.

None  of  tliese  efforts,  on its own  and  in its

present  fonn,  can satisfy  tlie  emerging  needs  of  the

developing  countries  over  the  next  few  years,

altliough  each  of  these  efforts  is an important  contri-

bution  in support  of  the  developing  countries.  There

is a need  for  a con'iprehensive  assistance  programme.

Preferably,  it could  be mainly  funded  by  the  devel-

oping  countries  themselves,  or  at least  a large  number

ofthem.  Tliere  could  be supplen'iental  funding  from

otlier  benevolent  sources.  This  programme  could  be

located  in one  of  the  existing  organizations  with  the

appropriate  capacity  and  orientation  or  could  be es-

tablislied  as a separate  unit.  Even  if  located  in an

existing  organization  for  administrative  and  ac-

counting  purposes,  liowever,  it should  work  as an

independent  progrannne  and  unit.

Tlie  n'iain  functions  of  the  progranmie  could  be

tlie  fol]owing:

Criticai  and  analytical  examination  of  the  cur-

rent  and einerging  isSues  from  the perspective

of  tlie  developing  countries  and their  implica-

tions  for  tliose  countries;

AsSiSting  developing  countries  in preparing

their  own  proposals  in various  areas  of  the

WTO:

Examining  the  proposals  of  ot)iers  witli  respect

to t)ieir  implications  for  the developing  coun-

tries,  and  assisting  developing  countries  in pre-

paring  their  responses;

During  tlie  intense  pliase  of  negotiations,  pro-

viding  quick  and  prompt  assistance  in respect

of  tlie  fonnulation  of, and responses  to, tlie

amended  proposals,  which  nonnally  get  tabled

at that  stage.

Such  an assistance  programn'ie  would  be sup-

portive  of  tlie  preparations  of  developing  countries

for  trade  negotiations.  In  fact,  this  programme  could

be constructively  linked  to,  or  made  complementary

with,  national,  regional  and  group  efforts.

D. Regional  and group efforts

The  effectiveness  of  the developing  countries

will  be enhanced  ifthere  is better  coordination  among

them.  The  exercise  of  coordination  should  start  right

from  the stage  of  identification  of  interests  and for-

mulation  of  positions.  Under  the  overall  umbrella  of

the Informal  Group  of  Developing  Countries  in the

WTO  there  may  be some  smaller  groups  -  consti-

tuted  on the basis  of  specific  issues  and  interests  -

which  interact  in full  transparency  with  other  Group

members.  There  may  also  be burden-sharing  in

preparations  for  specific  areas  and exchange  of  in-

formation,  which  would  avoid  duplication  of  efforts

and  ensure  better  use of  tlieir  scarce  resources.

There  sliould  also  be coordination,  linkages  and

networking  among  research  institutions  and  univer-

sities  engaged  in analysis  of  the issues  before  tlie

WTO.  There  could  also  be arrangements  for  burden-

sharing  among  such  institutions.  The  efforts  of  tliese

institutions  should  also  be coordinated  with  tlie  mul-

tilateral  central  assistance  progranmie  proposed

above.

E.  Change  in  the  WTO  negotiating  process

The  developing  countries  liave  to endeavour  to

bring  about  changes  in tlie  negotiating  process  in the

WTO,  so that  there  is greater  transparency  and  wider

participation  of  developing  countries  in tlie  negotia-

tions.  Discussions  in small  groups  for  explanations

of  proposals  and persuasion  of  other  countries  is a

natural  process;  but  for  negotiation  on tl'ie texts  of

proposals  and  agreements,  tliere  must  be muc)i  wider

direct  participation.  Tliere  may  be difficulties  in ne-
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gotiating  tlie  texts  in very  large  groups,  but  a bal-

ance  has to be worked  out  between  tlie  needs  for

efficiency  and  for  full  direct  participation  oft)ie  coun-

tries  in  the  negotiating  process.  Developing  countries

may  deliberate  on  tliis  issue  and  make  specific  pro-

posals  for  an improved  met)iod  of  negotiation  in tlie

WTO.

Tlie  WTO  agreements  and  t)ieir  operation  will

have  a profound  impact  on  developing  economies.

Hence,  it is imperative  t)iat  tl'iey  do  not  remain  indif-

ferent  and  handicapped,  but  tliat  tliey  participate

actively  in the  negotiations  and  other  activities  in

tliis  forun'i,  and  make  tliemselves  effective  in its  de-

cision-making  and  operation.
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African  Development  in  a Comparative  Perspective

In September 1996 ?JNCTAD launched the project Economic Development and Regional Dynamics in Africa.'
Lessons from the East Asian Experience. Building on earlier research on the role of  policies in successful economic
development  in  East  Asia,  the  project  aimed  to identify  development  strategies  for  Africa  to  promote  investment  and

exports,  as well  as to stimulate  regional  growth  dynamics.  It examined  selected  African  development  problems,

including  reasons  for  poor  supply-side  response  to policy  refoms,  the  lack  of  export  diversification  and  difficulties  in

building  up  domestic  capacity  in  the  private  andpublic  sectors;  it  considered  the  applicability  ofEast  Asian  type  policies

to  solving  these  problems.  The  studies  listed  below  were  prepared  under  the  project  and  provided  the  background  for  the

Intemational  Conference  on  African  Development  in  a ComparativePerspective,  held  in  Mauritius,  24-25  September  1998:
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Alberto  GABRIELE  (Macroeconomic  and  Development  Policies,  UNCTAD,  Geneva)
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Copies of the studies on African  Development  in  a Comparative  Perspective  and  UNC  TAD  Discussion  Papers  may

be obtained  from  the Editorial  Assistant,  Macroeconomic  and Development  Policies  Branch,  GDS,  UNCTAD,

Palais  des  Nations,  CH-1211  Geneva  10, Switzerland  (ie)ephone:  +41-22-907.5733,  fax:  +41-22-907.0274,  e-maii:
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This  publication  may  be obtained  from  Frank  Cass Publishers,  Newbury  House,  900 Eastet'n  Avenue,  11ford, Essex
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