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External financing for developing countries. trends
and prospects

1. Asshownintable1,the size,compositionand distributionof external capital inflows®
todeveloping countries have all undergone fundamental shiftsduring the past three decades.
Net capital inflows to developing countries in real terms (that isto say, in terms of their
purchasing power over foreign goods) have risenfivefold. However, importantly, measured
in terms of the share of output of the recipient countries, the recent surge in capital flows
representsonly arecovery fromthe stagnant levels of the 1980s rather thananincrease over
thelevel sattainedduringtheyearsprecedingthe debt crisis. From1975 until the early 1980s,
private capital accountedfor almost two thirds of total inflows, but after 1982, its sharefell

to less than 50 per cent, not so much because of arise in official finance as because of a
collapseinprivateinflows, notably international bank lending. Inthe1990s, thesurgeincapital

flows and the decline in official financing have meant that private capital has accounted for
80 per cent of total capital inflows to developing countries. Thesechangesinthe composition
of capital inflows as between public and private sources have been accompanied by shiftsin
their distribution among devel oping countriesand regions. In particular, since official flows
tendtofavour poorer devel oping countriesandregions, their declinereative tothat of private
capital flows has been a major determinant of the recent contraction of their share of total

inflows.?

2.  Theimpact of the Asanfinancia crisisand of other recent difficultiesininternational

financial markets on net private capital inflowsto devel oping and transition economiesis
indicatedinmoredetail by estimates(shown intable2) for 1998 of thel nternational Monetary
Fund (IMF) andof two privatesector institutions (whichcover asmaller ssmpleof countries) 2
Theseestimates of net flows of private capital to such economies show afall of 50-70 per
cent. Theincidenceandscal eof the declinesin 1996-1998vary significantly amongdifferent
regions: thosefor Asian economies, for exampl e, have beenlarger than el sewhere and began
earliest, whilethosefor Latin Americahave been more moderate but are expected to begin
their recoverylater.*Netinflows of foreigndirectinvestment (FDI) have beenrel ativelylittle
affected by recent financial crises. By contrast, net debt inflows have fallen very sharply.

3. Forecastsfor privatecapital flowsto devel opingandtransition economiesfor thesecond
half of 1998 and for 1999 were revised sharply downwardsin the aftermath of the Russian
crisis during the summer of 1998. A substantial recovery of private capital flows is not
expected until 2000. Asin the case of flows actually realized since 1996, forecasts of net
FDI havebeenlessaffected by unfavourabledevel opmentssincemid-1998. Theregionwhose
forecasts have been most sharply marked down since mid-1998 is Latin America, though
recently the outl ook has become a little more optimistic. The emerging markets of East and
South Asia by contrast are expected to experience a moderate recovery in their net private
capital inflowsin 1999.

Financial instability and crises

4.  Sincethe collapse of the Bretton Woods system, increasedglobal capital mobility has
beenaccompaniedby greater frequency of financial crisesinboth developed and developing
countries.® Thereare, however, important differences betweenindustrializedanddevel oping
countriesinthe nature and effects of financia instability and crises. Experience shows that,
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Table 1

Net capital inflowsto developing countries
(Percentage of gross national product (GNP))

19751982 1983-1989 1990-1998
Total net capital inflows 491 2.87 5.00
Totd net capital inflows, excluding China 5.45 2.97 4.22
Officia 1.58 1.57 1.03
Official development assistance (ODA) 0.53 0.62 0.56
Other officia 1.05 0.96 0.47
Private 3.33 1.29 3.97
Non-debt creating 0.42 0.55 221
Foreign direct investment 0.42 0.53 1.67
Portfolio equity 0.00 0.02 0.54
Bonds 0.11 0.05 0.52
Bank loans 2.46 0.44 117
Short-term 1.10 0.10 0.72
Long-term 1.36 0.34 0.44

Memo item:
Portfolio inflows 0.12 0.07 1.06
Net capital transfers 248 -0.26 2.65
Interest payments 1.49 2.58 1.79
Profit remittances 0.93 0.54 0.56

Source: United Nations Conference on Trade and Development (UNCTAD) secretariat estimates,
based on World Bank, Global Development Finance, 1999 (CD-ROM) (Washington, D.C., 1999).

Note: The term capital inflow is used here to encompass the acquisition of domestic assets by non-
residents Their sales of domestic assets are defined as a negative capital inflow. Thus the term “net
capital inflows’ denotes acquisition minus sales of domestic assets by non-residents. The types of
assets included vary between institutions defining such inflows for the purpose of the data they
publish. The term net resource flows used in the World Bank’s reports on Global Development
Finance, for example, refers to capital transactions by non-residents, but does not include those that
give rise to short-term debt. In the International Monetary Fund (IMF) Balance of Payment Statistics,
capital inflows are items included in the capital and financial accounts of the balance of payments.
These items comprise mainly credit items included under the heading of capital transfer (such as debt
forgiveness and migrants' transfers), direct investment in the country concerned, and the liability
items under portfolio investment and other investment (which includes both short-term and long-term
debt in such forms as bank loans, other types of trade credit, and borrowing from IMF).
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Table 2
Estimatesby threeinstitutions of net capital flowsto developing and

transition economies, 1996-2000
(Billions of dollars)

Tﬁ of flow/ rﬁion 1996 1997 1998 19992 20007

Estimates of J P Morgan
Net private capital inflows

Tota 336 290 170 137 160
Net debt inflows 205 154 56 1 18
Medium- and long-term 133 178 136 22 12
Short-term 72 -24 -81 -22 6

Net equity inflows 131 136 114 136 142

Net portfolio investment 19 -8 -17 28 25

Net direct investment 112 143 130 108 118

Ada 177 106 17 32 42
Europe and Africa 67 83 45 43 53
Latin America 92 101 108 62 65

Estimates of the I nstitute of International Finance

Net private capital inflows

Total 328 263 143 141
Private creditors 199 121 20 16
Commercia banks 120 32 -29 -12
Non-bank private creditors 79 89 49 28

Equity investment 129 142 123 125
Direct equity 93 116 120 103
Portfolio equity 36 26 2 22
AfricalMiddle East 6 16 8 10
AsaPcific 170 71 8 29
Europe 48 69 42 36
Latin America 104 106 85 66

Estimates of the International Monetary Fund

Net private capital flows®

Tota 212 149 64 67 145
Net direct investment 116 143 131 17 123
Net portfolio investment 81 67 37 8 44
Other net investment 15 -60 -103 -58 -22
Africa 8 16 10 12 17
Net direct investment 6 8 7 8
Net portfolio investment 0 3 4
Other net investment
Ada 101 3 -55 -32
Net direct investment 55 63 50 41 46
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et londicn 1996 1997 1998 1999 2000
Net portfolio investment 13 1 -15 -17 -2
Other net investment 33 -60 -89 -57 -41

Middle East and Europe 7 17 27 26 21
Net direct investment 2 3 3 5 6
Net portfolio investment 4 4 9 8 10
Other net investment 0 9 15 13 4

Western hemisphere 82 87 69 38 83
Net direct investment 39 51 54 46 44
Net portfolio investment 40 40 33 2 23
Other net investment 3 -3 -18 -9 16

Transition economies 15 26 14 23 23
New direct investment 14 19 17 18 19
Net portfolio investment 24 19 7 14 n
Other net investment -23 -12 -11 -8 -8

Sources: J P Morgan, World Financial Markets 2 July 1999; Institute of International Finance (I1F),
Capital Flows to Emerging Market Economies, 25 April 1999; IMF, World Economic Outlook, May
1999, table 2.5.

2 Forecast.

b Other net investment comprises trade credits, loans, currency and deposits, and other assets and
liabilities. For further explanations, see text and note 23.

Note: The sample used by IIF for its publication Capital Flows to Emerging Market Economies
consists of 29 developing and transition economies. That of J P Morgan in its publication World
Financial Markets can be assumed to be similar but not identical. The number of countries included in
the IMF groupings is more comprehensive, and IMF' s figures are after subtraction of net lending by
residents of the recipient economy (this helps to explain why they are lower than those of |IF even
though they are based on larger groupings). In view of the similarity of the size of the figures of IIF
and J P Morgan, it is reasonable to assume that they are estimated on a broadly similar basis.

Two dots (..) in table mean estimate is unavailable.

indevel oping countries, reversal of external capital flows and sharpdeclinesinthe currency
often threaten domestic financial stability. Similarly, domestic financial crises usually
tranglate into currency turmoil, payments difficulties and even external debt crises. By
contrast, currency turmoil inindustrializedcountriesdoesnot usually spill overintodomestic
financial markets, nor do domestic financia disruptions necessarily lead to currency and
paymentscrises. These differences between devel oping and devel opedcountries stemfrom
anumber of factors. First, the size of developing country financial marketsissmall, so that
entry or exit of even medium-sized investors from industrialized countries is capable of
causing considerable price fluctuations. Furthermore, differencesin the net foreign asset
position and the currency denomination of external debt play a crucial role’ Here the
vulnerability of developingcountriesisgreater because of their typically higher net externa
indebtedness and the higher shares of their external debt denominatedinforeign currencies.
The vulnerability of the domestic financial system isincreased further when external debt
isowed by the private sector rather than by sovereign Governments.

5. Financid crisesindeveloping countriesarefrequently, but not always,associatedwith
adeteriorati oninthe macroeconomic conditions of the reci pient countrywhichoftenresults
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from the effects of capital inflows themselves and from external developments affecting
interest rates and exchange ratesininternational markets, rather than from shortcomingsin
macroeconomic policies. Suchcrisesareall characterized by arushof investorsand creditors
toexit and aconsequent financia panic. Inthe absence of alarge stock of reservesor access
tointernational liquidity, the ability of a debtor developing country to repay itsentire stock
of short-term external debt on demand is no greater than the ability of a bank to meet arun
by its depositors. Withdrawa of loans by foreign creditorsis likely to trigger a rush by
unhedged private debtorsinto foreign currency as they seek to pay down debt or cover their
openpositions, aswell as aflight from non-debt instruments held by non-residents, notably
from the equity market. That thisrushinturndrives down the foreign exchange value of the
domesticcurrency andraisesinterest ratesmakesit moredifficult for debtorsto servicetheir
debt, thereby forcing them to liquidate assets and setting off a debt-deflation process.

Policy responses

6. Some of the possible lines of defence against financial crises involve action a the
nationd level. Theseinclude domestic macroeconomic policies, and hedging throughkeeping
sufficient foreignexchangereservesandcredit lines. Recent experiencehaspointedtoserious
weaknesses of macroeconomic policy as aresponse to currency runs and banking crises.
Reliance on foreign exchange reserves and credit linesislikely to be costly and to afford,
a best, partial protection. As aresult, attention has increasingly turned to structural and
ingtitutional weaknesses in the global financia architecture regarding the prevention and
management of financia crises. The resulting debate has concentrated on five issues: (a)
transparency, disclosure and early warning systems; (b) financial regulationand supervision;
(c) surveillanceof national policies; (d) aninternational lender of last resort; and(e) orderly
debt workouts.’

Monetary policies

7.  Theorthodox policy response to adebt run by monetary tightening and high interest
rates has not proved effective in recent financial crises. When financial markets panic, the
likely effects of such apolicy on capital flows tend to be perverse because of the strong
averseinfluenceoncredit risk. Thewithdrawa of foreignlending andflight fromthe country
begin in thefirst place because lenders and investors do not expect to receive thereturnon
their assets. Higher interest rates all too frequently signa declining creditworthiness and
rising defaultrisk, andthe expectedrateof returnadjustedfor riskthustendstofall asinterest
rates are raised. If persistently applied, monetary tightening and high interest rates can
eventually stabilize the currency by intensifyingthe difficultiesof the debtorsandincreasing
bankruptcies and defaults, that isto say, by reducing the sales rather than by increasing the
purchases of domestic currency. However, stabilizationof marketsby monetary tightening
will oftenbeasl owprocess,andthereisaseriousriskthat it will eventually be achievedmore
by depressing the economy than by bringing back foreign capital.

Foreign exchange r eser vesand linesof credit
8. It hasbeensuggestedthat debtor countries should maintainadequate reservesto meet

their short-term obligations in order to avoid currency turmoil in the face of a massive
withdrawal of foreign loans and investment. However, the consegquences of accumulating
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reserves by borrowing are quite different from those of accumulating them through trade
aurpluses. Oneway of buildingupsuchreservesisto sterilize capital inflows throughtheisaue
of domestic public debt. Such a strategy can be costly to the economy since the return on
foreign reserves generally falls short of the cost of external borrowing.

9. Avaiant of thisproposal isfor the public sector fully to cover the external short-term
liabilities of the private sector by borrowing at long termandinvesting a short term abroad.
However, not all Governmentshave accesstolong-termforeignborrowing. Moreimportantly,
the cost of suchan operationcan also be very high, particularly whenthe international long-
term rates exceed short-term rates by alarge margin and the risk premium on long-term
sovereign debt ishigh. Another strategy — whichistantamount to arranging aprivatelender-
of-last-resort facility — wouldbe to maintain credit lines with foreign private banks andto
use them when faced with an attack. Again, however, thiswill work only so long as not too
large acredit lineis sought. Moreover, the costsinvolved can be very large.

Transpar ency, disclosure and early warning

10. The Asian financid crisis has accelerated initiatives to improve the timeliness and
quality of information concerning key macroeconomic variables as well as the financial
reporting of banksandnon-financial firms.2 Theseareviewedasessential for better decision-
taking by private lenders and investors, greater market discipline over policy makers, more
effective policy surveillanceby multilateral financial institutions,andstrengthenedfinancial
regulation and supervision.

11. Regarding key macroeconomic variables, aninitiative had already beentakenafter the
Mexican crisis when IMF established the Specia Data Dissemination Standard (SDDS) in
April 1996 to guide member countriesinthe publicdisseminationof economicandfinancia
informationinthe context of seekingor mai ntai ningaccesstointernational financial markets.
At the time it was hopedthat the new, morestringent rul esassociatedwithSDDSwould serve
as an early warning system that would help to prevent future financia crises. However, the
rulesdidnot make such acontributioninthe case of the East Asancrisis. InApril 1998, the
Interim Committee proposed a broadening of SDDS, so that the system would also cover
additional financial data such as net reserves (after allowance for central banks' liabilities
under forward or derivative transactions), the debt (in particular the short-term debt) of
economic agents and other indicators bearing on the stability of the financial sector.

12. The usefulness of SDDS notwithstanding, emphasison inadequate information as the
major reasonfor failureto forecast the East Asian crisis appears misplaced or exaggerated.
Although there were some important gaps in information, data were generally available
concerning key variables in the countries concerned. What was missing was adequate
evaluationby bothmultilateral financial institutions andmarket participantsof theimplications
of available information for countries’ ability to continue to obtain funding from the
international financial markets. This was a so the case during the Russian crisis.

13. Underlying the emphasis on improved transparency concerning macroeconomic
variables is the implicit assumption that deterioration in adebtor country’s position will
manifest itself sufficiently slowly to avert suddenreversalsof capital inflows. However, key
parts of the deterioration (such asthe accumul ationinthe spring of 1997 by the central bank
of Thailand of alarge part of the forward exchange liabilities that depleted its net foreign
exchange reserves) may take place during short periods, so that improveddisclosurewould
not necessarily protect the debtor from sudden reactions by creditors and investors which
are highly concentrated in time.
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14. TheEast Asancrisishasal sofocusedattentiononstandards of accountingandfinancia
reporting, particularly those of financid firms. At first sight, recommendations for greater
transparency onthe part of financia firms have anamost self-evident quality. Yet oncloser
scrutiny, theissuesbecome lesssimple. Thequality of information madeavail abletofinancia
supervisors has an important bearing on the effectiveness of their work. However, thereis
|ess consensus as to the benefits of disclosure to market participants. Public disclosure of
informationsubmitted to supervisorsis typically subject to limitsresulting fromthe beli ef
that it could undermine the confidenceinthe financia system that regulation isintended to
promote, and complicate the task of banking supervisorsinhandling the problems of banks
indifficulty, andthat it canenhancerather than diminishthe likelihood of increasedvolatility
and instability confronted by financia firms more generally. Indeed, the Basle Committee
on Banking Supervision has acknowledged that “there are certain types of information that
should be held confidential by banking supervisors’ and that “the types of information
considered sensitive vary from country to country” .°

15. Despite the widespread acknowledgement of the problems that full disclosure by
financial firms may cause,thereremainsanimportant school of thought that supportsthe idea
that full disclosure’'s favourable effects, through its strengthening of market discipline,
outweigh its costs. According to this view, during periods of financia stress, lack of
informationabout abank’ sexposuresto credit andmarket risks cancreate asituationinwhich
rumours restrict the willingness of its creditors and counterparties to deal with it, thus
threatening not only its own survival but possibly also that of other banks which, often also
becauseof inadequatedi scl osure, appear similar tooutsi ders.** Market discipline may beable
to play auseful role on occasionin preventing difficulties from engulfing particular banks
and in containing spillover effects. However, asinthe case of macroeconomic information
concerning debtor countries, an implicit assumption of this argument appears to be that
disclosurewouldreved afinancia firm'’ sproblemsnot too suddenly, thereby making possible
the exercise of market disciplinein an orderly way which could avoid herd-like or panic-
stricken reactions on the part of creditors and other counterparties; but experience shows
that while problems may manifest themselves gradually, the disclosure process can
nonethel ess also |ead to more discontinuous shiftsin awareness.

16. Argumentsfor full disclosure alsoraisethe question of the vaue of informationmade
available by financia firmsfor decisions by supervisors as well as by creditors and other
counterparties. Financia liberalization and innovation have greatly increased the speed at
which financial firmsin many countries can alter the assets and liabilities on their balance
sheets, as well as their scope for taking off-balance sheet positions of an opaque nature,
thereby changing the risks they face in ways that can be difficult for outsiders to identify.**

17. These limitations of accounting informationwouldapply evenif financial firmswere
fulfilling the requirements of best practice in this area. However, there is considerable
variation even among industrialized countries in both the quantity and the form of publicly
disclosedinformation: whilearrangementsfor its provision are widely being strengthened,
they frequently fall well short of what is now considered to be best practice.? The point
emergesfrom recent surveys of regimesfor financia reportingandtheregul atory treatment
of loan losses, some of the information on which is summarized in table 3.2
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Features of financial reporting and supervision for banksin selected countries, 1992 and 1994
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United Arab Emirates

Hong Kong SAR United Kingdom
i i i United Statgs
. L uxemideriger| ands Saudi gﬁg;pg:):th Africa Switzerland
Auaralﬂjstriﬁahraiﬁd giuanadd mmaré(rance Germany 1ragiyea '
Italy Japan Spain

IX. Levels of generd loan

loss provisions MD .. .. OR OR OR OR OR MD OR‘ OR* OR . . . .. ORI OR¥ MD OR'
X.  Valuation of collateral MD .. .. MD MD MD MD MD MD MD' MD MD .. .. . .. OR MD MD OR
Sources: I, 11, 111, 1V and V: Ernst and Young, International Bank Accounting 3rd ed. (London, Euromoney Publications, 1999); VI, VII, VIII, IX and X: Price

Note: MD means management’s discretion; OR means officia rules; and two dots (..) mean information not available. Hong Kong SAR stands for Hong Kong Specia

o

~ — - = @ -

Waterhouse Survey of Bank Provisioning, reprinted as appendix A of \. A. Beattie and others, Banks and Bad Debts: Accounting for Loan Losses in International Banking

(Chichester, United Kingdom, John Wiley, 1995).

Adminigtrative Region of China.

Subject to exemptions for non-banking subsidiaries.

Reflecting flexibility regarding presentation of accounts.

Some breakdown of assets and liabilities required.

Subject to some guidelines of the French Banking Commission.
Subject to generd regulatory guidance.

Subject to approval of Ministry of Finance.

Without distinction between specific and general loan loss provisions.

Subject to official guidance as to minimum levels for different categories of loan.

For country risk.

Including rules for hidden reserves.
Including rules set by tax authorities.

In consultation with Ministry of Finance.
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18. Inthe context of effortsto improve surveillance as part of procedures for managing
and preventing financia crises, there has recently been much econometric analysis of the
determinants of currency and banking crises. One of the objectives of this work is the
development of leading or early warningindicators. Analyses of countryrisk have long been
standard featuresof the operations of firms and other institutions involved in cross-border
lending andinvestment** Theneweconometricwork oncurrency crisesrepresentsanattempt
to identify more systematically rel ations between, and the rel ative importance of, variables
traditionally includedin analyses of country risk (but often evaluated more informally, for
example, onthe basis of scoring systems). Work so far has served to clarify certain issues
in international discussion of financial crisesbut seems likely primarily to supplement (or
serve asanadditiona input to) pre-existing methods of analysing country risk (which, owing
to their operationa role, must often rely on preliminary estimates of key variables and
inevitably incorporate qualitative evaluation that is specific to particular cases but has an
important bearing onthe likely actual outbreak of crises). The contribution of econometric
workonbankingcrisescanbe expectedto besimilar: heretoo the discussionof certainissues
can be clarified but it isdifficult to foresee asituationwhere suchwork replaces first-hand
(and sometimes confidential) information about thefinancial sector availableto supervisors
andfinancia firms, andtherapidly proliferatingtechniquesused by bothto analyse different
types of financial risk.

Financial regulation and supervision

19. Wesak credit evaluationand speculative lending, aswell asfailure to control currency
risk among banks and other financial firms, are oftenat the origin of financial and currency
crises, particularly in emerging markets. There is thus general agreement that regul atory
reformis an essential part of the strengthening and restructuring of the financial sector.
However, suchreformisnot afail-saf eway of preventingfinancial crises, thoughit canreduce
their likelihood and help to contain their effects.

20. Inrecent years, there has been widespread reform and strengthening of financial
regulationat the national level, accompaniedby aproliferationof internationa initiativesto
raise regulatory standards andto improve cooperationamong supervisors. These processes
have beenlargely drivenby concernsraised in relation to financial liberalizationand global
financial integration. Onthe one hand, the diversificationof their servicesandtheincreased
competitionthat areassociatedwithliberalization have exposedfinancia firmstonewlevels
of risk, which have necessitated overhaul of financial regulation. On the other hand, global
financial integration has brought initstrain muchgreater exposure among countriesto each
other’ sfinancial and macroeconomic conditions and increased possibilities for the cross-
border transmission of destabilizing influences, while al so exposing weaknessesin banking
regulation and in cross-border cooperation among banking supervisors. The main vehicles
for international initiatives in financial regulation and supervision have been the Basle
Committee on Banking Supervision and other bodies with close links to the Bank for
International Settlements (BIS), other groups of financial supervisors, associations of
exchanges such asthe International Organizationof Securities Commissions (I0SCO), and
organizations concerned withaccounting standards. Theinitiatives of the Basle Committee
haveincludedthe adoptionof principlesdesignedto ensurethat no international bank escapes
adequate supervision and the prescription of levels of capital commensurate with the risks
that banks run. Agreements under the | atter heading were reached concerning credit risksin
1988 (the Basle Capital Accord) and market risksin 1996.°
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Reform of the Basle Capital Accord

21. Developmentsinthe past few years have shown that the standards of the Basle Capita

Accordareincreasingly divorcedfromthe credit risks actually faced by many banks, and are
distorting incentives for banks regarding the capital maintained for agiven level of risk. In
the context of preventing and managing financial crisis, thereiswidespread agreement that
better control over international interbank lending in source countries could contribute to
greater global financial stability. However, while the short-term exposure of international

banks has been amajor feature of recent externa debt crises, the Basle Capital Accord
attributesal ow (20 per cent) riskweight for thepurposeof cal cul ation of capital requirements
to claims on banks outside the OECD areawith aresidua maturity of upto one year andall

claims on banks incorporated in the OECD area. Such perceptions of flawsin the existing
Accordhaveledtopressurefor regulatory changes, and underliethenew initiativeof theBasle
Committee on Banking Supervision for its reform.*® The approach now envisaged rests on
“three pillars’: minimum capital requirements, supervisory review of capital adequacy in
accordancewithspecifiedqualitative principl es,and market discipline basedonthe provision
of reliableandtimely information (discussedinparas. 10-11 above). Thenew proposed capital

rules include provision for risk weights for exposure to sovereign entities based on the
assessment of eligible ingtitutions providing this service and two possible approaches to
weightsfor interbank exposures, onelinkingthemtothe sovereignriskfor the countrywhere
the bank isincorporated and the other using the ratings of eligible assessment institutions.
Either approach would be likely tolead to widespread increasesinthe capital requirements
for interbank lending.

A world financial authority

22. The increasingly globa character of financial markets and growing links between
different categoriesof financial business have given rise to proposals for the creation of a
global mega-agency for financia regulation and supervision or world financial authority
(WFA). These proposal swoul d appear to be motivated by two arguments. According to one
argument, sincefinancial businessesarebecomingincreasingly interrel ated and cross-border,
their regulation and supervisionshouldal so be carried out onaunifiedand global basis. The
other argument transcends the usual regulatory and supervisory issues and focuses instead
onthestability of capital movementsunder the present patchwork of regimeswhichonly more
globally uniformregulation coul d be expectedto control. Various modelsfor aWFA can be
envisaged, spanning the spectrum from an ingtitution built on (and thus involving alimited
departure from) existing arrangements to one with more comprehensive responsibilities.

23. Whilethereisconsiderable scope for strengthening both national regulatory regimes
andimproving cooperati onbetweennational supervisors,itisnot clear that themoreambitious
variant would be a better instrument for this purpose than improvementsin the functioning
of ingtitutions and modalities already in existence. Such a WFA would have to confront the
problem of reconciling and integrating the different legal and conceptual frameworks under
whichsupervisorsfromdifferent backgrounds work. Furthermore, there are no compelling
reasons to believe that suchaWFA wouldbe more successful thanIMFinachieving stability
incurrency marketsand capital flows. Thelegal instrumentson the basis of which the WFA
operated would have to be reconciled withthe powersof existing institutions, notably IMF.
Thereisalsothe matter of how power wouldbe exerci sedinthe newinstitutionandby whom.
Itisnot realistic to envisage that aglobal institutionlike aWFA with genuine clout could be
established on the basis of adistribution of power markedly different fromthat of existing
multilateral financial institutions. The alternative toaWFA isnot aninstitutional tabularasa.
A network of institutions, albeit imperfect, is aready in place, and there can be potential
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benefits from strengthening it, and extending its mandate in certain areas as greater
participation is assured and its governance improved.

Limitsof prudential regulation

24. Thecontinuing incidence of financid instability and crisesin industrialized countries
suggests that regulatory and supervisory reform is unlikely to provide fail-safe protection
inthisarea. If thisstatement i strue evenof countrieswithstate-of -the-art financial regulation
and supervision, itislikelyto apply afortiori to most devel oping and transitioneconomies.
These limits to the effectiveness of regulationand supervision have various sources. First,
financial regulationis constantly struggling to keep up withfinancial innovation, andinthis
struggleitisnot aways successful. Closely relatedin many waysto financial innovationare
increased difficulties regarding the transparency required for regulation and supervision.
M oreover, as describedinsectionCabove,the balance sheets and other financia statements
of manyfinancia firms have anincreasingly chamel eon-like qualitywhichreducestheir value
to regulators.

25. Yet perhapsthemost fundamental determinant of thelimitsof regulationand supervision
i sthe susceptibility of most assetsof banksto changesintheir quality resultingfromchanges
in economic conditions. No loan or other asset i ssued by a private sector entity on abank’s
balance sheet should be classified generically as good. However reasonable the original
managerial decision to make aloan or acquire an asset, and however justified its initial
classificationas |ow-risk by banking supervisors, theloanisvulnerableto apossibl e eventual
deterioration in itsstatus.*” So long as cycles of financial boomand bust are features of the
economic system, so also will be unforeseeable deteriorationsin the status of many bank
assets. Eventually, the effects of excesscapacity generatedby aboomandof the overextended
positionof financial firms are likely to combine withthe factors suchasthose describedin
the introduction to this section to transform that boom into a movement in the opposite
direction. Thelimitsonthe crisis-preventing potential of financial regulation are generally
recognized by specialistsin thefield, so that its primary objectives are regarded as having
more to do with reducing financia firms' liquidity and solvency problems, protecting
depositors, and preventing or mitigating systemic risks due to contagion.

Policy surveillance

26. Inviewof the growing size and integrationof financial markets, every major financial
crisis now has globa ramifications. Consequently, preventing acrisisis a concern not only
forthe countryimmediately affectedbut al so for other countries. Sincemacroeconomicand
financial policieshave amajor role in the build-up of financia fragility and the emergence
of financial crises, global surveillanceof nationa policiesiscalledfor. IMFconductsbilatera
surveillance of individua countries' policies through annud Article IV consultations and
multilateral surveillance through periodic reviews of global economic conditions in the
context of the World Economic Outlook. The failure of IMF surveillance in preventing
international financial crisesreflects, in part, belated, and so far only partial, adaptation of
existing proceduresto the problems posed by the large autonomous privatecapital flows; but
perhaps morefundamentallythat failureis due to the unbalanced nature of these procedures,
whichgive too little recognition to the disproportionately large global impact of monetary
policiesin asmall minority of OECD countries.

27. Eventhough the IMF surveillance, as formally defined, is limited to exchange-rate
policies, its scope has tended to broaden over time, so that it now encompasses “all the
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policiesthat affect trade, capital movements, external adjustment, andtheeffectivefunctioning
of theinternational monetary system” .*® Giventhe degreeof global interdependence, astable
system of exchange rates and paymentspositions callsfor aminimum degree of coherence
among the macroeconomic policies of major industrialized countriessubject to the proviso
that this quest shouldnot leadto adeflationary biasinpolicies, since, asstatedby IMF Article
of Agreement |V, the ultimate objective of policy should be to foster “orderly economic
growth with reasonable price stability” (sect. 1 (i)). The existing modalities of IMF
surveillance do not include ways of attaining such coherence or dealing with unidirectional
impul ses resulting from changes in the monetary and exchange-rate policiesof the United
States of Americaand other major OECD countries.

28. Theneed for strengthening IMF surveillance in response to conditions produced by
greater globa financial integration and recurrent crises was recognized by the Interim
Committee in April 1998.° However, despite the reference to interdependence, it is not
evident that theseproposal sextendto weaknessesarisingfromthelack of balanceinexisting
procedures. Moreover, evenwithinthe current limitsof surveillance,therecordof diagnosis
of build-up of financial fragility and external vulnerability is not satisfactory. After the
Mexican crisis, the list of developmentsthat may trigger discussions between the Fund and
amember country under IMF surveillanceof exchange-ratepolicieswasextendedto include
“unsustai nable flows of private capital”, but this did not prevent the East Asian crisis.

29. Infuture,surveillancewill needto pay greater attentionto unsustai nableexchange-rate
and paymentsdevel opmentscausedby capital inflows, andthe Fund’ srecommendationsshould
include, where needed, control over such inflows. This is consistent with the original IMF
mandate on surveillance over exchange-rate policies. Given the difficultiesin identifying
factorslikelyto cause financial crises, it may be more prudent to place greater reliance as
amatter of course on capital controls and other measures a the national level directed at
external assetsandliabilities. The effectiveness of IMF surveillancewill also depend onthe
reform of the Fund and its governance structures so as to ensure increased transparency,
accountability and greater participation by developing countries.

Aninternational lender of last resort

30. Therehavebeencallstoestablishaninternational lender-of-last-resort facility inorder
to provide international liquidity to countries facing financial panic and to support their
currencies. Provision of liquidity to pre-empt large currency swings has not been the
international policy responseto currency crisesindeveloping countries. Rather, assistance
coordinatedby |MFhasusually come after the collapse of the currency,intheformof bailout
operations designed to meet the demands of creditors, to maintain capital-account
convertibility and to prevent default. Moreover, availability of such financing has been
associatedwithpolicy conditionality that at timeswent beyond macroeconomicadjustment.
Suchbail out operations poseanumber of problems. First,they protect creditorsfrombearing
the full costs of poor lending decisions, thereby putting the burden on debtors. Moreover,
they create moral hazard for international lenders and investors, encouraging imprudent
lending practices. Finaly, they require increasingly large amountsof financing which have
beendifficulttorai se. Theseproblemswoul d not be altogether avoided by creating agenuine
international lender of last resort. Theeffective functioningof suchalender depends ontwo
conditions: it should have the discretionto createits own liquidity (or to have unconstrained
access to internationa liquidity), and there should be reasonably well-defined rules and
conditions that the borrower must meet.
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31. Strictly speaking, IMF does not satisfy either of the above conditionsfor qualification
asalender of last resort. The Supplemental Reserve Facility (SRF), approved by the IMF's
Executive Board in response to the deepening of the East Asian crisisin December 1997,
providesfinancing without limit to countriesexperiencingexceptional paymentsdifficulties
but under ahighly conditional Standby or Extended Arrangement. However, SRFwould depend
on the existing resources of the Fund which, recent experience suggests, are likely to be
inadequateontheir ownto meet thecostsof bailouts Thecreati onof the Contingency Credit
Lines(CCL) in April isintended to provide a precautionary line of defencein the form of
short-termfinancingwhichwoul dbe availableto meet balance-of -paymentsproblemsarising
frominternational financial contagion.? Thepressuresonthe capital account andinternational
reservesof aqualifying country must result fromasudden|ossof confidenceamonginvestors
triggered largely by external factors. Its availability is subject to the country’ s compliance
with conditions related to macroeconomic and external financial indicators and with
internationa standardsinareas suchastransparency, banking supervision and the quality of
its relations and financing arrangements with the private sector. The hope is that the
precautionary nature of CCL will restrict thelevel of actual drawings but, athough no limits
on the scale of available funds are specified, like SRF, CCL will depend on the existing
resources of the Fund.

32. Thespecial drawing rights (SDR) might play akey role in the creationof alender-of-
last-resort facility; but this would probably require an amendment of the IMF Articles of
Agreement and coul dface oppositionfromsome major industrializedcountries. Evenif one
were to agree that IMF could act as an international lender of last resort but without such a
capabilitytocreateitsownliquidity, the Fund woul d still requireaccessto adequateresources.
Sincethere is agreement that IMF should remain largely a quota-based institution, funding
through bondissuesisruled out. Thisleavesthe Fund’ sownresourcesandborrowingfacilities
asthe only potential sourcesof funding. However, they alone could not provide financing on
the scale made available by IMF and other sourcesduring the Mexican and East Asian crises.
Moreover, the terms of accessto anIMFfacility for this purpose pose additional problems.
The conditions of lender-of -1ast-resort financing, namely, lending i n unlimited amountsand
without conditions except for penalty rates, woul drequiremuchtightenedglobal supervision
over borrowers to ensure their solvency, anunlikely devel opment. While automatic access
would ensure atimely response to market pressures, it would also create moral hazard for
international borrowersandlendersand considerablerisk for IMF. By contrast, conditional

withdrawal of financia support wouldreducetherisk of moral hazard, but negotiations could
cause long delays, and could also lead to unnecessarily tough conditionality.

33. One way of avoiding these problems might be through pre-qualification: countries
meeting certainex ante conditionswoul dbeeligiblefor lender-of -l ast-resort financing, with
eligibility being determined during Article IV consultations. However, pre-qualification
involves its own set of problems. First, IMF would have to act like a credit-rating agency.
Second, the result couldbeafurther segmentation of the Fund’s membership, with attendant
consequencesfor itsgovernance. Third, lending & penalty ratesmight not be enough to avoid
moral hazard. Finally, it wouldbe necessary to constantly monitor theful filment of theterms
of the financing, adjusting them as necessary in response to changes in conditions. Here
difficulties may emerge in relations between the Fund and the member concerned.

34. Ancther critical issueisthat establishing a genuine international lender of last resort
would imply afundamenta departure from the underlying premises of the Bretton Woods
systemwhichprovidedfor the useof capital controlstodea withcapital flows. Indiscussion
of suchafacility,itsintroductionisfrequently linkedto concomitant arrangementsregarding
rightsand obligations withrespect tointernational capital transactions, together withabasic
commitment to capital-account liberalization. Even if a properly functioning international
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lender of last resort couldbe put in place, it is not clear that this would be the right course
of action for devel oping countries.

Orderly debt workouts

35. Commenting onthedebt crisisof the 1980smorethan adecade ago, UNCTAD pointed
to the circumstance that debtor countries often had to face a one and the same time “the
financial and economic stigma of being judged de facto bankrupt, withall the consequences
that thisentail sasregards creditworthinessandfutureaccessto financing, (whilealsolargely
lacking) the benefits of receiving the financia relief andfinancial reorganizationthat would
accompany adejurebankruptcy handledinamanner similar to chapter 11 of the United States
Bankruptcy Code” .2 Chapter 11 proceduresareespecially rel evant tointernational debt crises
resulting fromliquidity problems. Debtors are usually left in possession of their property,
andthe aim of the proceduresisto facilitate orderly workoutsinthree stages. At the outset,
procedures allow for an automatic standstill on debt servicing. This preventsa“grab race’
for assetsby creditors, alows the debtor the opportunityto formul ate areorgani zation plan,
and ensures that creditors are treated equally. Second, the Code provides the debtor with
access to working capital needed to carry out its operations. The final stage is the
reorgani zation of assets andliabilitiesof the debtor anditsoperations. The Code discourages
holdouts by a certain class of creditors. For solvent but illiquid firms, automatic stay and
accessto newfinancing may needto be supplemented with an extension of debt maturities.
Insolvent firms, on the other hand, would require debt write-downs and conversions,
reorgani zations and, wheresol vency cannot berestoredthrough suchmeans, liqui detion. These
procedures are used not only for private debt. Chapter 9 of the Code applies the same
principles to public debtors (municipalities). Similar arrangements exist in most other
industrialized countries.

36. Theapplicationof suchprinciplesto cross-border debt involvesanumber of complex
issues. What is under consideration here are systemic illiquidity problems associated with
ageneralizedrushto exitsand arunonthe currency. Individua debtorsmay enjoy insolvency
protectionsubject to provisionsintheir contractswiththe creditors. However, while hel pful,
suchprovisions do not offer much relief to a country facing generalized debt and currency
runs, evenif the bulk of the external debt isowedby private banks andfirms. Whenthereare
numerous debtors, it isvery difficult to activate appropriate procedures simultaneously for
al soastohattherun onthe currency. Moreimportantly, asinEast Asia, most privatedebtors
may indeed be solvent, but the country may not have the reserves to meet the demand for
foreign exchange. However, currency runs can make such debtors insolvent.

37. Currentjudicia practicesandgovernment policiesinthemajorindustrialized countries
do not allow debtor Governmentsto benefit from standstill provisionsregardingtheir external
debt. Inpractice, Governmentsarerel uctant toresort tounilateral suspensionof debt servicing
andexchange control s, evenintheextremeevent of financial panic. Inview of thedeficiencies
of current institutional arrangements, there is now a growing recognition of the need for
reform. One proposal is to create an international bankruptcy court in order to apply an
international version of chapter 11 (or chapter 9) drawn up in the form of aninternational
treatyratifiedby all StatesM embersof theUnited Nations. A lessambitiousand perhapsmore
feasible optionwouldbe to establishaframeworkfor the applicationtointernational debtors
of the key insolvency principles mentioned above.

38. Inoneview, under suchaframework standstills would need to be sanctioned by IMF.
The Canadian Government has gone further, proposing an emergency standstill clause to be
mandated by IMFmembers?However, it would be difficult to avoid delays and panicsin any
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procedure requiring prior consultations with the Fund. Moreover, there may be a problem
of conflict of interest. It has been arguedthat the Executive Boardof IMFisnot aneutral body
which could be expected to act as an independent arbiter because countries affected by its
decisions are also among its shareholders. An alternative procedure wouldthus beto allow
countries meeting certain ex ante criteriaduring Article IV consultations to have the right
to impose standstills, should their currencies come under attack. While such a procedure
wouldsuffer from drawbacks anal ogousto those discussedin section F aove inconnection
withthe proposal for pre-qualificationfor lender-of-last-resort financingfromIMF, it woul d
be superior to aprocedure requiring negotiations withIMFduringthe unfol ding of acurrency
crisis.

39. Underanother aternative, whichavoidstheobjectionsto proceduresinvol ving sanction
by IMF, the decisionfor standstill could be takenunilaterally by the debtor country andthen
submittedto anindependent panel for approvd withinaspecifiedperiod. Itsrulingwouldneed
to havelegal forcein national courts for the debtor to enjoy insolvency protection. If they
areto have the desired effect on currency stability, debt standstills should be accompanied
by temporary exchange controls over all capital-account transactions. There would also be
aneedto combine debt standstillswithdebtor-in-possessi onfinancing. ThiswouldmeanIMF
“lending into arrears’. Legally sanctioned standstills would facilitate debt restructuring
negotiations. For sovereign debt to private creditors, reorganization could be carried out
through negotiations with the creditors, and IMF could be expected to continue to play an
important role by providing a forum for negotiations. For private debtors, government
involvement i n negotiations would be inevitable when the stability of the domestic banking
systemwas a stake. In past episodes of crisis, negotiated settlements often resulted in the
socialization of private debt. Such practices are not consistent with bankruptcy principles.
In the restructuring negotiations, judicial procedures couldbe appliedto individual debtors
according to the law and the forum governing the contracts at issue.

40. Writingsuchastandstill mechanismintotherulesand conditionsgoverninginternational
financia contracts means that lenders and investors would know in advancethat they might
be locked in, should a country’ s currency come under attack. This should promote a better
assessment of risks, eliminatemoral hazardandreducepurely speculative short-term capital
flows to emerging markets. It would also remove the need for large-scale bailouts.

Conclusions

41. Giventheinherent instability of international capital movements, recent experience
shows that any country closely integrated into the global financial systemissusceptibleto
financid crisesandcurrencyturmoil . Devel oping countriesareparticularly vulnerableowing
to their dependence on foreign capital and their net external indebtedness.

42. Inanideda world, global arrangementsdesignedfor the preventionand management of
financial instability and crises wouldinclude (a) some combinationof improved disclosure
andtransparency by bothpublicand privateingtitutions; (b) effectivesurveillanceover nationa
macroeconomicandfinancia policies; (c) globally agreed but nationally implementedrul es
for thecontrol of capital flows through oversight of international lendersand borrowers; (d)
aninternational lender of last resort withdiscretionto createitsownliquidity; and(€) orderly
debt workout procedures in international finance. The case for improved disclosure and
transparency and strengthened financia regulation and supervision is now widely accepted,
athough the potential benefits from such improvements are probably exaggerated. On the
other hand, thereis resistance to strengthened multilateral surveillance over the monetary
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andexchange-ratepolicies of the majorindustrializedcountriesandto global rulesregarding
international capital movements. There is also unwillingness to establish a genuine
international lender of last resort. Instead, efforts are being focusedonpiecemeal increases
intheavailability of external financing (withitsattendant disciplineon debtor countries), more
orderly debt workout procedures, and involvement of the private sector inthe resolution of
financial crises.

43. Developing countries would benefit fromamaore flexible approachthat embodiedthe
principle of national control over capital flows together with internationally agreed
arrangements for debt standstills and lending into arrears. In particular, the autonomy of
developing countries inmanaging capital flows and choosing their capital-account regimes
should not be constrained by international agreements on capital-account convertibility,
international investment or trade in financial services.
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