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|. Introduction recommend ways and means to address the volatility of those
flows (see Assembly resolution 52/180, para. 13). An
1. Anumber of developing countries, mainly in Asia an@ssessment of the financial and economic situation of the

Latin America, became increasingly successful in the eawemed countries as seen in Apiif98 was presented in
1990s inaccessing international financial markets. The extelforld Economic and Social Survey, 1998vhich, as

of Latin American access was especially noteworthy, as theduested, also offered a set of observations on policy for
region had been largely bypassed by international financgfnsideration by the Assembly. An updated assessment, as
investors in the 1980s, owing to the debt crisis. Howevdduested, was presentediirade and Development Report,
1994 ended with a currency crisis in Mexico, followed irt 298 with further policy considerations.

early 1995 by a crisis in Argentina and pressures on tie¢  In addition, the General Assembly requested the
financial and currency markets of several countries. By ti8ecretariat to prepare a report for the present session of the
summer of 1995, Mexico and Argentina were in deepssembly covering matters raised in Assembly resolution
adjustment recessions and the international community be@/180 (see para. 14 of that resolution). As other
to formulate policy measures to deal with a new class @bcumentation prepared for this session of the Assembly
crises, ones in which increasingly open developing anghder agenda item 91 reviews trends and policy issues
transition economies suddenly found themselves havingdencerning the financial flows and net transfers of resources
cope with large movements of financial flows. of developing countries (see A/238) and the external debt

2. Inthe light of these experiences, the General Assemisfjtation of developing countries (see A/338), the present
began a series of discussions on development and gloBpOrt focuses on suggested policy measures for national
financial integration. These discussions led to the adoptiGPvernments and for strengthened international cooperation
of Assembly resolutions 50/91, 51/166 and 52/180 in 199t the context of increasingly volatile international financial
1996 and 1997 respectively. flows.

3. As reflected in those resolutions, the international

community updated its strategy for dealing with economic an{l| . Towards a new consensus
financial crises in developing countries (for exampleptigh

improved standards of information flow to the public on, Almost a decade ago, John Williamson, a British

emerging markgt economies and establlghment of 8Bonomist, coined the phrase “Washington consensus” to
emergency fmancmg mechanlsm atthe .Interna.thnal Mon?tq{(\;fscribe a set of policies that IMF, the World Bank and the
Fund (IMF))' In addition, the Latin American Crisis COUNtriess 5y ernments of various aid-giving countries had been jointly
entered into recovery paths. Concem remalngd, how?,vﬁavocating for economic management and growth of
about the degree of exposure to potential financial VOlat'“t}ﬁ'eveIoping countries, and for the effective insertion of these

4. Indeed, in July 1997 an enomic crisis erupted in countries into the globalizing world econdmy. Other
South-East Asia when Thailand was no longer able to international institutions — notably several members of the
maintain the fixed exchange rate of the baht. The updated United Nations family — focused international attention more
international strategy for dealing with such situations was explicitly on the “human” dimension, environmental concerns
applied in assisting Thailand, the Philippines and then and other aspects of the development of nations, but the
Indonesia (Malaysia was also heavily affected, but did not Washington consensus was never seriously challenged in the
arrange an internationally supported adjustment programme). realm of the “hard” policy concerns of macroeconomic
Beginning in October 1997, moreover, the veusness stabilization and adjustment, trade and financial
spawned by the South-East Asian situation spilled over into  liberalization, until recently.

financial and currency market volatility in Hongokig, China; The change came as a result of the severity and duration

Brazil; South Africa; the Russian Federation and elsewher&.the Asian currency crisis of 1997-1998. Policy advice that
Even the New York .StOCk Exchange was affected for a UMGas guided by the Washington consensus was unable to stem
Th? year en_ded _W_'th the Rep“t?"c _Of Korer_:t engulfed 'N Be economic decline in East Asia or protect distaourries
major_flngnmal crisis and a growing international chorus q‘;om contagion. The economies of developing countries that
questioning whether the new strategy was working. had once been considered among the most successful and

5.  The General Assembly thus requested the Secretariat worthy of emulation were brought down low. The Asian
to analyse current trends in global financial flows and the miracle became the Asian crisis. Crisis management by
effect of their volatility on growth and development, and to  national officials and the Bretton Woods institutions has thus
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been challenged in a chorus of growing numbers and 12. The choice of policies and measures involves a wide
intensity, including legislators, academic critics and the range of considerations and frequently will not be optimal
financial and business community in major developed from a purely technical point of view, even in those
economies. circumstances where there is agreement on what is optimal.
oreover, there is a fine line between policies that are
boptimal but tolerable and policies that are unsustainable.
r(g/the degree that a country is open to international financial

policy conditions have been eased in the more rec vements — and no country is completely closed -

adjustment agreements that crisis countries have struck whfomplete (or even erroneous) “news’ about the economy

IMF,® and the time-frame for reaching the goal of complet%an move perceptions across the line and turn what is seen

capital account liberalization has been repeatedly Iengther?esda policy flaw into a policy disaster.

and now stretches to upward of 50 years, at least for some 13. Therefore, institutions need to be sufficiently robust to
countries” Moreover, in April 1998, the Iimite of withstand the consequences of perceptions of policy
International Finance (IIF), which reflects the views of the  shortcomings; in particular, loss of confidence of short-term
major international commercial banks that are its members, investors should not threatemeccollapse. Institutions

sent a letter to the Interim Committee of IMiRter alia, must also be in place before they can be drawn upon; for
expressing reservations about amending the IMF's Articles example, the time to weave a social safety net is before there
of Agreement to make capital account liberalization a main is a crisis. In addition, sometimes the appearance of
goal of the Fund. inftutional change will exceed what is actually achieved; for

10. One strength of the multilateral institutions over th§X@MPle, privatizing state enterprises need not by itself

past 50 years has been their capacity to learn and adapt, Wkﬁ&ﬂdgce the expec_ted_economl_c restructgrmg or cdmpe._ _

this year has required a period of reflection and Sﬁjd&:ontmyed mgmtqung is es_sentlal,and this requires provision
Indeed, thinkers from all corners of the world have bee"’r"gnd dlssemlngtlon_ of rel_lable and _approprlqte Q'atf”" and
analysing and discussing recent developments for over ofigorous public discussion of policy and institutional

year. It thus seemed timely to see if a new consensus wEicens.

emerging on policy for macroeconomic management and 14. The new consensus, moreover, is well aware that the
growth and for effective integration into the global financial international institutions that stand behind their policy
system. A meeting to take stock was therefore held in July advisers may offer “carrots” or “sticks” to prod policy reform,
comprising individuals from many parts of the United butthatinthe enditis only the Government that implements
Nations, IMF, the World Bank, other international any policydecision. International observers should not expect
institutions, the private sector and academia, who have more from a policy dialogue between a Government and an
grappled with these policy concerifs. The coalescing of international institution than is realistic.

ViIews thgt seemed to.emerge from this meeting was lesié‘. This notwithstanding, there is widespread recognition
brea.k_ W'Fh th_e Wash_mgton consensus than a pragmalrh%t international policy advisers can take on unusually
mod|f|cat|op, in the light of recent experience, of Sornﬁowerful roles during economic crises. At such times, they
aspects of it. need to be particularly sensitive to local conditions. For
example, in a country emerging from years of civil conflict,
priorities normally accorded to fiscal adjustment have to be
weighed against programmes to build confidence in
) overnment and development. This could affect the
' ?ormgn assistance requirements. Or, to take another example,

p?é'gg;im;“:nnsgrfu(;?gfd;il:it;;la \r/’iglk')tl'ga_:_ﬁsgte)étlicar;grﬁqod'lz otentially viable firms may easily be lost in the middle of a
P P P y ' » POICY {nancial crisis. As their reconstitution may be far from

evel for on t of national institution n . . . .
developed for one set o ona S ons do Oautomat|c or quick, the economic and social consequences

automatically work well in others; institutions developed fOEan be long-lasting. Debt workouts in such cases might be

one p?”Od can becomg ma.\ppropnat.e.ln later ones. The.gtr)tnsidered part of the policy dialogue. In such situations in
of policy-making consists in recognizing when change

. L N ISarticular, international policy advisers act on behalf of the
necessary in policies and/or institutions, when change

|
possible, and how change can be brought about eﬁectivei

9. Under this wave of criticism and the unrelentin
economic decline in the Asian crisis countries, international
advocated policies have slowly changed. Fiscal and monet

The political art of policy-making

tﬁoadest interests of the international community and need
d'be particularly sensitive to social and structural fragility.
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such indicators. Confidence may be lost at different values of
the indicators for different countries or at different times for

a single country. Decisions of the private sector to move
money in or out of a currency are matters of judgement in an

} ) ) N _uncertain situation subject to dramatic changes.
16. Macroeconomic policy-making — always difficult — is

made even more complex when capital markets are open & ©One such dramatic change occurs when a “pegged” or
financial flows are volatile. As a practical matterfixed exchange rate becomes unsustainable and has to
macro-policy should thus aim to attain medium-term goapydergo a discrete adjustment. An alternative is to allow some
and incorporate automatic stabilizers to help absorb shofigxibility in the exchange rate so that smaller, daily changes
term fluctuations (for example, stabilization funds can eveif€vent the build-up of pressure for a large change. The

out the tax revenues from unstable earnings on commodﬂgpblem is that the inherent volatility of financial flows may
exports). make the daily changes excessively large. For such reasons,

] some form of controlled flexibility can be attractive. For
17. As ageneral rule, in order to smooth the growth s mple, a thoughtfully designed “crawling peg” can stop the
aggregate demand, fiscal policy should tend to offset privaig,| exchange rate from appreciating, the trade balance from

spending booms that may accompany strong financial inflowgijening and the expectation of a significant devaluation from
and vice versa during outflows. Medium-term budgeting wnBrowing_lz

built-in plans to accelerate or slow certain outlays as needed o . . . . .

might mitigate the political difficulty of ctting discretionary The crucial issue is to avoid creating a situation of

spending during periods of strong growth when there is n8N€-way bets” for speculators in which a Government

crisis to be seen. Operationally, the budgetary policy targgéfdeavours to maintain an exchange rate that is widely
should be the “structural” balance, which takesount of the Perceived to be overvalued. Under such circumstances,

impact of cyclical developments on the budgetary outcomgdTTency traders will usually be able to mobilize more
rather than the nominal balan&e. financial resources than the Government and will force a

- ] _devaluation by selling more local currency than the
18. The ability to use monetary policy for domestiggyernment can buy. While controls on short-term capital
stabilization purposes is inseparable from the choice gioyements can limit such possibilities, controls become
exchange-rate regime. Typically, monetary policy is one @fqer to enforce as the profit expected from evading them
the policy tools for managing the balance of payments. Fkes The expected profits can be held down by allowing
example, increases in domestic interest rates may be callggthange rates to be changed before speculative pressures
upon to stem an unwanted financial outflow. This may bgjig, on the other hand, flexible exchange rates call for the
effective, but it is a dangerous policy choice when thgeyelopment of forward markets or markets in “futures”
domestic financial sector is weak and the level of debt in thg, . rities that enable firms to reduce their exchange-rate
economy is high. An increase in domestic interest rates g1 |n any event, the fact that forward and futures markets
apsychological effect as well as a financial impact on firmg, the currencies of most developing countries are likely to

and financial institutions and so must be a credible signal gf rg|atively thin reduces the attractiveness of freely floating
government commitment to a tight policy stance. If th%xchange rates.

economy cannot withstand the shock (as was the case in o S
certain Asian economies iH997), the signal is unlikely to 22. A common compromise is to allow flexibility within a

have the desired impact and may even have the obverse gifed around a given exchange-rate peg. For this to work,
however, the authorities must keep the exchange rate well

19.  Financial outflows from a country may reflect a 10ss Qfjthin the band; if the value of the currency approaches the
confidence in the local economy. Sometimes they can Rge of the band, speculative pressures can build, as in the
triggered by unrelated developments elsewhere. Certaifise of  strictly fixed exchange rate. A more sophisticated
macroeconomic indicators, such as an increasing differerg&proach would be a combination of periodic changes in the
between domestic and foreign interest rates, a falling ratio @ ntraj rate to compensate for differences in inflation with
official foreign reserves to the money supply, a high share ghging partners, combined with intermittent and irregular
short-term financing in external capital inflows, or arisingentral-bank intervention in the market to raise uncertainty
ratio of current-account deficit to gross domestic produgyoyt the size and direction of short-term movements in the
(GDP), may be monitored for signs of an approaching,change rate (that s to say, “vigorous dirty floating”). If this
unsustainable situation. However, there are no universaélyategy exceeds the resources and caitiab of the central
applicable rules or “standards” regarding the critical level ‘Hank, the authorities may have to choose between accepting

Macroeconomic policy in capital-
importing countries
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vulnerability to potentially sharp fluctuations in the exchange 27. The most difficult issue in financial liberalization is
rate and using some controls on capital movements to choosing which flows to deregulate and which to control at
strengthen the hand of the central bank. any point in time. Much of the blame for the Asian financial
crisis is commonly attributed to the untimely and poorly
) ] ) sequenced liberalization of financial movements. In light of
Speed and sequencing of financial the above discussion on exchange rate management, some
liberalization form of impediment to volatile financial flows seems
warranted in most developing countries. However, it is not
23. Relaxation of policy limitations on a domestic financiak simple matter to separate volatile flows from the long-run
sector should not be carried to the point of completgvestments that should be encouraged; as an example, even
laissez-faire. That financial institutions are inherently prorfgnds brought into a@untry by a direct investor can be used
to excess and vulnerable to crisis warrants appropridtetake a speculative position in a currency.

supervision and prudential regulation. By the same tokeflg |, this regard, there has been considerable interest in

liberalizing international capital flows opens an economy ngfjicy experiments that use broad, market-based measures
only to important opportunities, but also to additionalaher than selective administrative restrictions to discourage
volatility which could present dangerous challengesgiancial volatility. The Chilean effort to limit vulnerability
especially for small economies in which the external financig speculative outflows by limiting speculative inflows is the
flows might grow to a significant share of GDP. best known in this class of policy measures. In the context of
24. Itthus seems generally preferable to develop and locdlly highly open economy, Chile adopted a combination of
deregulate the different elements of domestic financifihancial and quantitative controls on external flows. Most
markets before opening them externadfly. The top priorigttention has focused on the requirement that financial
should be to build a robust banking system. The developmenitestors sequester a fraction of their capital inflow with the
of stock exchanges has also been given priority in maggntral bank at no interest for one year (even if the funds are
countries, but next to the banking system and the potentiamoved in less than one yedt). While this technique appears
benefits of domestic bond markets, stock markets are tof have limited speculative inflows initially, it was
relatively marginal importance for development, especiallficreasingly evaded. In 1996, when international demand for
for the development of small and low-income economies fahilean investments was especially strong, the sequestering
the early stages of financial development. requirement appeared to serve in effect as the willingly paid

. . . ._price of entry into the Chilean stock market. Moreover, in
25. Foreign direct investment (FDI) can be an especial y998, with Chile’s stock market and currency heavily

fruitful form of financial inflow, which is why it is often : ) . .
. ..o impacted by the economic fallout of the Asian crisis, the
encouraged as one of the first components of capital inflow

to be liberalized. Although it is typical to think of the benefitéjoncyw"le substantially eased so as to be less of a barrier to

that can be brought by large multinational corporations, smgﬁ‘p'tal inflows.

and medium-sized companies can also offer importad®. The lesson of the Chilean experience — like the lesson

opportunities in transborder investing. of countries with stringent administrative controls — is that

26. However, FDI is not a panacea and total flows shouﬁ?ntro"c’ can be eyaded anq are more likely t(.) be evaded the
reater the financial incentives for such evasion. On the one

be monitored; for example, a surge in FDI inflows ca .
) P 9 and, this means that the exchange rate should not be allowed
overvalue a currency’'s exchange rate as much as any other . . .
type of international finance. Also given the physical presenc% become clearly unsustainable because the incentive to
' évade the controls is thereby increased. On the other hand,

of direct investors from foreign countries, there is at .
- . It means that the instruments of control need to be
possibility of broad resentment and political backlash. This
rengthened as weaknesses and loopholes appear. In

L S
could be the case, for example, if it were deemed that, . . .
. addition, the degree of restrictiveness of the controls needs
substantial amounts of local corporate assets had been o )
. o . . : 0 be relaxed when conditions warrant, in other words,
acquired by foreign firms at distress-sale prices owing to a

. . ; ; ontrols should be a flexible instrument of policy. Moreover,
crisis. More generally, as FDI is not an undifferentiate . . . g .
. . : . e ... non-discretionary and semi-automatic instruments will be less
financial flow but investment in a sector-specific activity,

. . . : : Stllsceptible to corruption and evasion. All in all, countries that
policy makers have to ensure its consistency with nationa . .
ek to manage their foreign exchange market should have

development strategies and social and environments] - ;
priori ti(leos g aabattery of policy instruments available, rather than try to rely

on a single policy tool.
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problems besetting its economy, particularly its banking

situation and need for a credible economic stimulus package,
since this had been adversely affecting other countries,
particularly other countries in crisis in the region.

Quality of regulation in capital-importing
countries

30. As a matter of accounting, external imbalances havé- !0 general, however, macroeconomic policy
internal counterparts. However, to trace these adequatefprdination among the world’s major economies has proved
requires more information, and on a more timely basis, (ql, |cuIt., otherwise than in the occaS|on§1I joint intervention
aggregated domestic stocks as well as flows (for exampl@,foreign exchange markets when policy makers together
levels of debt in corporate as well as banking sectors, privatégnal that they believe exchange-rate changes have become
liquidity ratios and debt/equity ratios, as well as borrowin§Xcessive. One reason for limited coordination is that
flows). It is essential for the authorities to monitor th&liferent Governments have not always shared the same view

financial state of the domestic economy in order to identif}f (€ €ssential driving forces in their economies or the same
and address unsustainable situations as they arise, and for RQICY priorities.

they may need new types of informatiéh. 35. The difference of views has been especially sharp in the
31. In many cases, this also means that the governm&fage of the Japanese economyin recent years an_d can be seen
should take measures to improve accounting and reportifighe efforts of partner countries to encourage policy changes
by domestic businesses; such a step is important especilliyaPan. This experience suggests that a useful instrument
in countries seeking to develop domestic séé®s markets. for mternatlon:_jll COOI‘dII’]?.tIOI’] is vigorous international public
Regarding banking per se, a compendium of supervisoqﬁbaFe on policy questions c_)fglobal importance as a means
documents has been produced by the Basle Committee!8fpuild @ consensus on policy.
Banking Supervision, particularly the 1997 core principle86. One area in which thinking in different official circles
for effective banking supervisiolf. This is only a stephas been along relatively similar lines is that of the principles
however, as the integrated nature of finance requiresofifinancial market regulation and oversight. The financial
comprehensive supervisory framework that can providevalatility seen in Asian and other emerging-markebeamies
perspective on the financial sector as a whole, covering,iin 1997 and 1998, howeverniggests that some regulatory
particular, banks, non-bank financial institutions, securitiggaps remain in developed economies. A number of financial
and insurance firms. institutions in developed economies took excessively risky
32. While inadequate regulation is a concern, wedlosSitions byaccumulating large holdings of poor biyand
enforcement of regulations is especially costly. One cruciBPOrly diversified foreign assets. Thus, in these countries, as
issue here is how to manage what are called “non-performiig!! @s in the emerging-market economies, regulatory systems
assets”, not only the overall level but also the distribution FNd €arly warning mechanisms need to be strengthened.
size of loan. In some cases — most dramatically, but n@7. The oversight begins at the level of the financial firm,
exclusively, in transition economies — lending officers invhere it is in the nature of the industry for individual loan
financial institutions, supervisors and regulators will neegfficers and portfolio managers to have incentives to take
training to function adequately in a new environment aisky, albeit potentially profitable positions. Financial firms
enterprise-bank relations and accountability. Local alitiesr thus need strong internal risk measurement and control
must have the necessary resources and autonomy to carrygygtems to ensure that the sum of the activities of their
their responsibilities in this regard. managers individually does not expose the firm as a whole to
excessive risk. Equally, risk managers should have the

. . authority to override senior management if necessary in order
Policy in developed countries to cut excessive exposures.

33.  Developing-country policy makers have to cope as begs%%' It might be assumed that financial enterprises would act

. . . .on such principles independently, but regulatory authorities
they can with the external economic environment as they find ~ . o o T
. ) . . have instead found themselves pushing firms in this direction.
it. However, that environment is very much influenced by the :
. . . ndeed, at the urging of some of the banks that developed
policies and measures of developed countries, particularly the T~ . . .
sophisticated internal risk management systems, this has

major-currency countries, both individual and collective. IB come the broad thrust of new bankina requlafon. . Amon
mid-1998, for example, it was generally considered essent \ : . g reguie ) 9
questions begging for answers, however, is, How well or

for the Government of Japan to address more effectlvelytp%Orly did these systems work during the Asian cridis?
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There is also a question whether the established capital Birmingham saw “an urgent need for a systkitatefraiu

standards themselves are sufficiently strict and comparable surveillance of national financial, supervisory and regulatory

for bank and non-bank financial itisitions and for financial ~ systems (which) could encompass surveillance of such areas

conglomerates that combine various categories of éiess as banking and sedties supervision, corporagovernance,

and may operate in several countrfés. accounting and disclosure, and bankruptcy”. The Ministers
then asked “the relevant institutions to develop proposals on

) ways in which greater cooperation can be achieved, including
International reform options for institutional reform®3

42. There have also been proposals to supplement the
Nerall surveillance role of IMF in macroeconomic and
nancial policy with surveillance at the regional level, most
ctively in Asia. Although originally conceived in the context
a proposed Asian Fund, a new cooperative surveillance

39. The main avenues for international cooperation in t
financial arena are IMF and the Bank for Internationq‘
Settlements (BIS). Forty-five central banks, several of whic
are independent institutions, are members of BIS, which

the locus of decision-making in the international Coordinatiogrrangement has been established by the member countries
of financial regulation. BIS services a group of committee f the Association of Southeast Asian Nations (ASEAN).
including the Basle Committee, that are concerned wi odelled on “the G-7 format with a distinct ASEAN

;Jlr:ff?ren?nalspectls Ofl mte\mﬁ“on? gi?inlt(”:jg 6|‘rr11td rtr?atti Vr\:ol%aracter", the group envisages regular informal meetings of
creasingly - closely unathate ernationalc e niral bank and finance officials at deputy and ministerial

associations concerned with non-bank components of Felin which they would evaluate “potential economic and

financial sector. These are ad hoc arrangements that arosgincial risks of Member Countries ... (and encourage) early

re’:[spﬁpsr:alto plercf:elve;d ngedsl, but thety have been CarrledaOcLﬁ0n to minimize such risks® The initiative is being
atahigh level of professional competence. assisted by the Asian Development Bank.

40. IMF unde.rta.kes a perlodlg review of globa}I capltaA& Peer review and surveillance at the regional level are
markets, and principles adopted in the BIS committees mFﬁYer to be more sensitive to local conditions and

be included by IMF in its surveillance of the financial SeCtorFequirements and, by bringing a plurality of views into

of individual developed and developing countries. This givedﬁscussions of appropriate conditionality, enhance their

a degree ofinternational oversight regarding implementatili%"tical effectiveness. There was also a financial dimension
of the BIS regulations. Nevertheless, there are conce

) T . _ dthe ASEAN plan: a “cooperative financing arrangement”
wheth_er this co_mbmatlon qf technlc_al work in _Blsofmutuallysuppliedfunds would potentially supplement the
committees and implementation oversight by IMF is a

sources of IMF and other international financial institutions

adequate mechanism for global cooperation in financial secmrthe adjustment programme of a member country. Quick

supervision. Bringing new regulatory questions und(ﬂrisbursementoffundsfor financial crisis situations was also

international discussion, for example, depends on accepta%‘gde part of the arrangement, in this case through the
of the issue by one of the existing committees oL ’

i reement to maintain an existing ASEAN swap arrangement.
establishment of a new ad hoc arrangement. Also, | Fg g b ¢

: . S . . owever, the extremely difficult situation into which most
surveillance of implementation is necessarily less intense th BEAN nations have fallen since adopting this plan has
a peer review mechanism of regulators, such as might

. o ¥hdered the financial cooperation dimensions almost moot
undertaken among BIS-member banking auities. In P

. . for the moment. It has also meant that the absence of the
addition, the World Bank and regional development banl§§

) X . ; . sian Fund is felt more strongly.
provide financial support and technical cooperation for _ R _
financial sector reform (with capacity in the case of the Worl@4. As a result, IMF remains the only institution with the

Bank recently bolstered by the creation of its Speci&tandate to deal with international financial crises. However,
Financial Operations Unit in February 1998). IMF resources have become strained by the demands imposed

on them by the recent crises. If the international community

41.  Proposals to pull these various threads together MO¥fshes IMF to carry out the role it has been assigned, the
effectively range from establishing a new institution t% ’

) o . agreement to increase its resources should be implemented
enhancing the responsibilities of one or more of the emstwﬁth 5
RS g out delay’
institutions?* While no new structure of itisitional reform . . .
commands wide support as yet, the Finance Ministers of t8. ~ This notwithstanding, the resources that IMF needs to
Group of Seven (G-7), the major industrialized countries, #eploy in any specific crisis depend in part on how the claims

their report to the G-7 Heads of State or Government RBf private foreign lenders are treated. In the case of the
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Republic of Korea, it became most clear that a considerable management presented above must be considered an interim
portion of the international official resources channelledto exercise. If the storm blows over soon, a widespread
the Republic of Korea at the end of 1997 was helping t@cession is avoided and the most affected economies resume
finance the retreat of foreign bank lenders. Even though the path of growth relatively quickly, then the new consensus
international commercial banks are the arteries for monetary presented above may be sufficient to reduce the risks of a
and payment systems and thus warrant special treatment, it  similar episode in the future. If, however, the storm worsens,
was widely felt that they should have been required to roll  then the changgssted by the new consensus may not be

over maturing loans and replace short-term credits with sufficient and the policy paradigm for development in a

longer-term maturities; indeed, by eafl998, this was the
approach adopted.

46.
experts, in favour of international adoption of stronger
proposals in the same vein. Conditions would be established
under which debtorauntries in balance-of-payments crisis
would not be penalized for undertaking a “debt standstill”,
that is to say, a moratorium on debt servicing having at least
implicit approval of the creditord. The availability of such

a mechanism could be made manifest before a crisis struck
by writing into loan contracts that some potential event —

perhaps validated by an international assessment of need —;

might trigger a warranted standstill. Knowledge that such a
standstill might be declared would increase the perception of
riskiness of bank lending to emerging-market economies, and
this in turn could discourage excessive inflows. It would also
probably slightly raise the cost of credit, as banks would bear
more risk. Above all, however it would perforce “bail in” the
private creditors that accepted being exposed to such
situations: they would have every incentive to accept a
“voluntary” debt restructuring should an emergency arise,
rather than write off their loans.

47. A complementary proposal would further encourage
creditor cooperation in restructuring the debt due in such
circumstances. This proposal has come to be called “IMF
lending into arrears”. It would entail an IMF policy decision
to permit agreement to a Fund-supported economic
adjustment programme with a member country under certain
circumstances even if arrears were continuing to accumulate
on outstanding debt. If the debt standstill and “lending into
arrears” were deployed together, these two options could
make the difference in terms of maintaining adequate liquidity
and avoiding the kind of credit crunch that seized up the
financial systems of the Asian crisis countries.

I1l. Conclusion

48. Thisreportis being submitted while we are still in the
midst of the storm that has hit the global financial system.
Hence, the outlines of the consensus on national and
international policies for macroeconomic and financial

globalized markeb@omy may need to be revised.

There is considerable sentiment, especially amoH&teS

! Developments were traced in two reports of the Secretary-
General, one entitled “Global financial integration:
challenges and opportunities” (A/51/388) and the other
“Global financial integration: an update” (A/52/406).

2 For a variety of assessments presented to the General
Assembly, see Barry Herman and Krishnan Sharma, eds.,
International Finance and the Developing Countries in a
Year in Crisis: 1997 Discussions at the United Nations
(Tokyo, United Nations University Press, 1998).

United Nations publication, Sales No. E.98.1I.C.1.
4 United Nations publication, Sales No. E.98.11.D.6.

The elements of the Washington consensus include fiscal
discipline (as indicated by the overall budget position),
redirecting fiscal expenditure to health, education and
infrastructure, curtailing subsidies, broadening the tax base
and lowering marginal tax rates, eliminating multiple
exchange rates and making the unified exchange rate
competitive, making property rights secure, deregulating the
domestic economy, liberalizing foreign trade, privatizing
State enterprises, eliminating barriers to foreign direct
investment, and financial liberalization (see “What
Washington means by policy reform”, Iratin American
Adjustment: How Much Has Happenedidhn Williamson,

ed. (Washington, D.C., Institute for International
Economics, 1990), pp. 7-20). In its original formulation,
financial liberalization did not extend to international
financial flows.

&

o

The sequence of policy programmes in Thailand, Indonesia
and the Republic of Korea can be traced in “IMF’s response
to the Asian crisis”, 30 July 1998, available on the Internet
at

www.imf.org/External/np/facts/asia.htm

” The Managing Director of IMF, in his remarks to the special
high-level meeting of the Economic and Social Council of
the United Nations with the Bretton Woods institutions held
on 18 April 1998, noted that IMF had been working towards
full current-account liberalization for over 50 years and had
not yet reached that goal for all countries and that
presumably it would take a like period for capital account
liberalization (see E/1998/SR.4).

8 The letter from Charles Dallara, Managing Director, IIF, to
Philip Maystadt, Chairman of the Interim Committee of
IMF, dated 8 April 1998, says that the “private financial
community supports the prudent and progressive
liberalization of capital account transactions, but it is clear
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now that liberalization should be approached with care and  *°

complemented by steps to strengthen domestic financial
systems. The Fund has a central role in furthering capital
account liberalization. However, the case has not been made
that an amendment of the IMF Articles is necessary” (see
www.iif.com/PublicPDF/icdc0498.pdf on the Internet).

In this regard, at the end of June 1998, the Executive Board
of IMF initiated an external evaluation of its surveillance
role, which will complement the external evaluation,
completed in March 1998, of economic policy programmes
under the Enhanced Structural Adjustmentikac(the

Fund’s concessional lending arm) (for text and discussion of

the latter, see o
www.imf.org/external/pubs/ft/digtindex.htm).

16
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g

The meeting, organized by the Department of Economic and
Social Affairs of the United Nations Secretariat, in
cooperation with the regional commissions of the United
Nations, asked, “What have we learned one year into the
financial crisis in the emerging market economies?” (The
agenda of the meeting and its main papers may be found on
the Internet at www.un.org/esal/analysis/expert.htm.)

For a review of budgetary targets, séerld Economic and

Social Survey, 199fUnited Nations publication, Sales 1
No. E.97.11.C.1 and corrigenda), chap. V; see also Economic
Commission for Latin America and the Caribbedige

Fiscal Covenant: Strengths, Weaknesses, Challenges
(LC/G.1997(SES.27/3)), of 23 April 1998.

Another option — followed, for example, by countries
employing “currency board” systems — is to announce a
permanent peg and commit to defending the peg no matter
how great the disruption of the economy that is required. If 1
confidence is maintained, the durability of the system need
not be tested. Once confidence is lost, however, a deep
economic contraction and high unemployment may have to
be withstood before confidence in the peg is restored. The
attraction of the peg, particularly in the currency board
variant, is that it can be a potent tool for fighting high
inflation, in which case it can be seen as an alternative to
discredited central-bank currency management. Given the
possibility of policy-nduced economic contraction,
however, it is a policy with some risk.

©

©

A currency speculator should be thought of not as belonging
among the limited number of “hedge fund” managers who
operate internationally, but as being potentially any
financial or non-financial enterprise or individual with

access to credit who perceives the low-risk, high expected
return of a bet against a central bank with limited foreign
exchange reserves that is trying to defend an overvalued
exchange rate.

20

2

[

An importer having to make payment some weeks in the
future could know precisely the local currency cost of the
foreign currency obligation by making a forward foreign
currency purchase, in which the price is set today for a
transaction that is to take place at the agreed future time.
“Futures” contracts are standardized securities that serve as
a forward hedge. However, as they are securities, futures,
like other derivatives, can be issued and traded in their own
right and take on a life of their own which may become
divorced from the underlying international trade and
investment flows they were initially established to serve.

2

N

The point here is not to prevent foreign direct investors from
operating in a local financial sector, but to limit foreign
financial inflows (for example, direct investment might be
permitted in local brokerage houses, while foreign
purchases on the local stock exchange might not be
allowed).

See Manuel Agosin and Ricardo Ffrench-Davis, “Managing
capital flows in Chile”, paper presented to the United
Nations Expert Group Meeting: What have we learned one

year into the financial crisis in emerging-market
economies?, United Nations, New York]1—-23 July 1998

(available on the Internet at

www.un.org/esal/analysis/expert.htm).

Little national data on stocks (as opposed to flows) of
financial assets and liabilities are collected even by
countries with sophisticated statistical systems, although the
conceptual framework for detailed balance-sheet data is
already part of national income accounting (see Commission
of the European Communities, IMF, Organisation for
Economic Cooperation and Development, United Nations
and World Bank System of National Accounts, 1993

(United Nations publication, Sales No. E.94.XVIl.4)).

See “Core principles for effective banking supervision”,
Basle Committee on Banking Supervision (available on the
Web site of the Bank for International Settlements
(www.bis.org/press/index.htm), release of 22 September
1997). The Basle Committee has also formed liaison and
consultation groups with a number of countries (joined by
IMF, the World Bank and the European Commission in
informal capacities) in order to assist in implementation.

The Basle Committee, in particular, adopted the approach in
its 1996 amendment to the Basle Capital Accord. The
Accord was the 1988 agreement that established common
capital backing ratios for banks to protect against credit
risk, which arises from the possibility of non-payment of
principal or interest by borrowers. The 1996 amendment
standardized protection against market risk (arising from
possible changes in the prices of financial instruments in
which a bank has an exposure) and in doing so allowed
banks to use internal risk models to figure the required
capital backing; it also put regulators in the position of
assessing risk management models.

Indeed, in July 1998, the Institute of International Finance
(IIF) established several working groups of private sector
financial executives to learn from the Asian crisis, including
by assessing the performance of risk management models
and processes during the crisis (lIF press release, 7 July
1998).

These questionsnter alia, are being considered by the

Joint Forum on Conglomerates, comprising the Basle
Committee, the International Organization of Securities
Commissions and the International Association of Insurance
Supervisors, which in February 1998 released a set of
consultative papers for discussion (see
www.bis.org/press/index.htm, release of 19 February 1998).

For an example of the former, see the report of the
Committee for Development Planning on its thirty-second
session Qfficial Records of the Economic and Social
Council, 1998, Supplement No. {#/1998/34)); for an
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example of the latter, see the proposal of the Minister of
Finance of Canada at the meeting of the Interim Committee,
15 April 1998 (in a press release of the Department of
Finance of Canada, 15 April 1998).

2 See “Strengthening the architecture of the global financial
system”, report of G-7 Finance Ministers to G-7 Heads of
State or Government for their meeting in Birmingham,

15 May 1998, para. 17.

24 Joint Ministerial Statement, Special ASEAN Finance
Ministers Meeting, Kuala Lumpur, 1 DecembE997,
para. 12.

% See report of the Secretary-General on financing of
development, including net transfer of resources between
developing countries and developed countries (A/53/228).

2 The debt agreements of the Republic of Korea are reviewed
in the report of the Secretary-General on enhancing
international cooperation towards a durable solution to the
external debt problem of developing countries (A/53/373).

27 See Group of TenThe Resolution of Sovereign Liquidity
Crises a report to the Ministers and Governors prepared
under the auspices of the Deputies, Basle, Bank for
International Settlements, May 1996, para. 84.



