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‘ENEMY OF NONE BUT A COMMON FRIEND OF ALL"?
AN INTERNATIONAL PERSPECTIVE
ON THE LENDER-OF-LAST-RESORT FUNCTION

by Curzio Gianninf’

Abstract

The paper explores whether and how current lending-of-last-resort practices can be
extended beyond national borders. It argues that what ntexkding oflastresorteffective at
the national level is a blend a&sourceavailability, technicalliscretion, ex-ante supervision,
and powers of enforcememitccordingly,the importance of the distinction betwealliquidity
and insolvency and of penalty-ratdinancing is downplayed. Some peculiarities of the
international environment make it difficult to replicate this structure, and this may explain why
recent large-scale rescue packages haveked less than satisfactorilyHowever, private
contingent credifacilities and IMF lending intoarrears in the context ahternationally-
sanctioned, temporary moratoria on foredgbt, may offer some scope faffective, though
limited in aimsand resources, internatiodajuidity support. Tothis purpose,amending the
IMF Articles of Agreement appearsdispensableboth to signalcontrary to the Bretton
Woods design, thelesirability of a highdegree of capitamobility, and to facilitate the
handling of temporary suspensions of foreign payments when such actions prove unavoidable.

“ Banca d'ltalia, Research Department.
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“Central Banks suffer from the limitatign ] that they are

nationalcentral banks. Only in a national economy that is largely self-contained,

can a central bank be a true central bank; with the development of world markets,

and (especially) of world financial markets, national central banks take a step

down, becoming single banks in a world-wide system, not at the ‘centre’ any longer.

Thus, the problem that was (partially) solved by the institution of national central banks

has reappeared, and is still unresolved (though we are trying to solve it) on the world level”.

John Hicks;The Two Triadsl.ecture lll, p. 60

1. Introduction?

Earlier in this century, the rapid development of fractional-resbarking forced
national authorities to seek ways to prevent aaddle the associategphenomenon of
financial instability. Bythe end of the 1930s a complex regulatory framework had emerged,
throughtrial and error, based on thre#lgrs: a body of legislatiospecificallyaddressed to
banking problems, andspecially tothe handling of bankbankruptcies and liquidations; a
regulatory/supervisonstructureaimed at limitingthe risk exposure of banks, partly by
restricting competition; and a lender of lestort endowedvith both thefinancial means and
the authority tointervene as it sawit to stem a crisisLater on, followingthe lead of the
USA, deposit insurance was added to the picture.

Many doubted at th&me that such a complechitecture could ever be extended to
encompassnternational financial transactions. Indeed, the Bretton Woods set-up was
explicitly designed to avoid adding an international dimensiothéoproblem.Thatis, the
architects of the postwamternational monetary system while recognizingthe need for a
centralized mechanisnhjnging on the IMF, tdfacilitate adjustment irthe face of current
accountdisequilibria —tried to keepfinancial instability a nationalproblem. This was
achieved by making capitadontrols the rule rather than the exceptioninternational
relations and by forbiddinthe IMF to make itgesourcesavailable to finance a sustained
outflow of capital. Accordingly, no provision was made time otherwiseextremely

! The paper was written while the author was visiting the Monetary and Exchange Affairs Department of

the InternationaMonetary Fund. Comments on a previous draft by Tomas Balifio, Carlo Cottarelli, Manuel
Guitian, Eduardd.evy Yeyati, David Marston, Franco Passacantando, Mas8louzas, Giusepp8chlitzer

and John Smith are gratefully acknowledged. R&&@enas anllicoletta Olivanti have provided precious
editorial assistance. Theews expressed ithe paper do nonecessarily reflect those of eithigre Banca
d’ltalia or the International Monetary Fund.
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comprehensiv8retton Woodsagreement for coordinating bank supervisanoss countries
or for establishing last-resort lending facilities for either international banks or countries.

As the Mexican, Asian, Russian, arfidally Brazilian crises havehown, withfreely
mobile capitaland largelyderegulated domestiinancial systemshis strategy is no longer
safe. In the wake of thBlexican crisis, in particular, a number a$pects of theverall
framework have been closely scrutinized. Thus, SE985),Eichengreen anBortes (1995)
and the G1@Report on ThdResolution of Sovereighiquidity Crises(also known as the Rey
Report; see Group of Ten, 1996ave exploredhe possibility of introducingfeatures of
national bankruptcy laws into internatiorfalancial relations. In thesame vein, Goldstein
(1997) has propsed annternational bankingtandard to ensureffective bank supervision
worldwide. At thesame timethe authoritieshavetaken anumber ofconcrete steps ithis
direction, with thepublication ofthe CorePrinciplesfor Effective Bank Supervision and the
Report on Financial Stability in Emerging Market Economies (Group of Ten, 1997).

Until recently, however, little attention was devoted toisisee ofwhether and under
whose controlending of last resort should become a permanent feature of the international
setting. This lack of interest was proballye to thebelief that theMexicanpackage would
remain exceptional. This was indetbe main, and explicit, premise of thRey Report, and
was apparently shared by most of the scholars who contributed to the post-Mexico debate on
the architecture of the international monetary system (Kenen, 1996).

The assumption, as subsequent events kdaweonstrated, waBlat wrong. In the
space of just a few yeatise world experienced a whole batteryjuhbo rescue packages,
whose number and sizeere totally unprecedented. In the process, the IMF — without any
intervening change in its basitarter, the Aicles of Agreement — considerably refined its
role as dsis manager, developing better informati@tandards (theSpecial Data
DisseminationStandard), amadditionalsource offunding (the NAB), and anewly-designed
window (the Supplemental Reserve Facility).

It is therefore not surprising that the lending-of-last-resmrttion should havénally
gained prominence ithe authorities’ agenda, a=ll as inthe public eye, as can be sdeoth
in the work of the G22vorking group on thenternationalfinancial architecture and in the

2 An analogous process is underwayta World Bank, whicthasalso been heavily involved in recent

internationalrescue packages. Although most of what | haveatmpplies also to World Bank’s operations,
the paper focuses on the IMF, only.
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heated debate that is now taking place on what radeyif should be assignedttee IMF in
the new environment.

This paper sets out to contribute to the debate on the role of the IMF by tdfesh a
look at the wholassue of lending ofastresort. It asks, iparticular, whether, how, and to
what extent national practices in this area shoulddagpted to thenternational environment,
taking into account thepecificconstraints the latter involves. In order to tackle doisiplex
question, the paper starts with a reviewnaftional practices (Sectio). This way of
proceeding seemeppropriate for at leastvo reasons. Firstwhile the theory of lending of
lastresortseems to bé@irly simple —indeed, its rain elements had already been established
in the nineteenth century by such writers as Hennorfiton and Walter Bagehot — its
implementation is far more nuancegnding of lastresortwould be better described in our
days as @oolbox, with the choice of thgpecific tool to be used letrgely tothe discretion
of the cisis managerthan as a singlevell-identified instrument omprocedure. The gap
between theory and practice, it turns out, is so large as to deserve closer inspection. Second,
if a specific internationadrrangement is to be successful, it musinkernally consistent with
existing nationapractices, or alternativelghe latter il have to give way. To givbut one
example, it would make little sense to build internaticed@ngements predicated on the
restriction of competition among internationally-activencial firms ifthe regime prevailing
at thenational levelwas one of unfettered competitionfinancial markets. The paper then
moves on, in Section 3, emalyze, orthe basis of both theory arel/idencethe features that
makethe international environment “special”. It subsequently dstw thelending-of-last-
resort function could be reshaped #te internationallevel on the basis ofthe earlier
considerations and recent trends in dloéivities and practices @he IMF (Section # The
final section pulls together the various threads.

2. Domestic lending of last resort: the theory and the practice

The theory ofinancial crisis management in a domesbatext isfairly simpleand its
maintenets areelativelyuncontroversial. The an unresolved dispute regards tthefinition
of a crisis, not itgproper handling Monetarists tend to restrict the statugiadincial crisis to
situations inwhich the banking systengets into trouble (Schwartz, 1986). By contrast,
keynesians such as Kindleberger (1978) lslighkin (1994) tend to consider the category as
including a wider range of disturbances, such as a slegiime in asset prices, tfalure of a
large financial intermediary or a disruption in foreign exchange markets.
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The practical relevance tfie distinction is questionable, howevaincethe recent
wave ofinstability shows an increasing association between currency, banking, and in some
cases eventock marketrises. Thigmay perhapsexplain why, whilethe issue of causality is
attractingincreasingattention, the old debate on what constitutéerigis” is rapidly losing
interest. Moreoverwhen it comes tdhow to handle a crisighere isvery little, if any,
controversy’ This is probably because itn®w widely recognized thafinancial markets are
plagued by a coordination problemhich has its origin inhe very nature of financial assets.
Since thesare no more thanlaims to afuture incomestream, their value depends, among
otherthings, on expectations concerning the amoumaafime that W accrue to the holder;
this flow, however, istself related to the assetiglue. As a result, nitiple equilibria are
possible, depending on which set of possibly conflictirgectationsiltimately prevails in the
market. Agiven equilibriumwith positive assevalues wvill persistonly as long as holders
remain confident that their expectationdl we fulfilled. A confidence crisis is simply a
sudden revision ofnarket sentiment, that is of theepailing expectations as to given
asset’s ultimate value.

The notion of lender of lastesort has evolvedout of the perception thathis
coordination problem isufficiently serious to warrarpublic action.Lending of lastesort is
seldom defined, howeveprobably because its precisentoursvary with the circumstances
of time and place. It could nonethelessabgued that a central feature of tiuaction is a
willingness toaccept aisk unacceptable tall otherlenders(Guttentag and Herring, 1983).
Thus,anyinjection of funds that allows a bank to @ma goingconcern, notwithstanding its
being unable to raise finance in the market, should be sdaliirags within the category. To
this day,the received doctrine of whatlender of lastesortshould do is still welcaptured
by themaximlend freely to temporarily illiquid but nonetheless solvent banks, at a penalty
rate and on good collateralyhich is usually derived frorValter Bagehot's (1873jlassic
statement. A corollary of thimaxim is thatinsolvent banks should henmediatelyclosed
down.

% Except perhaps for the advocates of free banking. See for instance Dowd (1989).

4 DiamondandDybvig (1983) are the standardference in this regarélowever,another strand of the

literature plays downthe practical importance of self-fulfillinguns, arguing that what triggersran is
typically a noisysignal thatnonetheless contains useful information asthe intermediary’s ultimate
solvency. See, for example, Gorton (1885).
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While the theory issimple,the practice is far moreomplex.Not only did it require
considerable institutional adaptation beftive theory could be turned into standard practice,
but all of its constituent elements underwesignificant modifications irthe process. Let us
see in what way.

2.1 “Lend freely...”

Implicit in the call tolend freely isthe assumption that tHender of lastresort has
access to resourcagich, if not actually unlimitedare at leastvell in excess of the largest
need whichcould materialize in a crisis. Since, timeeory, a run on a bank is motivated by
individual depositors’ fear that when they arrivetla¢ counter there ilvbe no cash left, in
order to restoreconfidencethe lender of lastresort must be able tamobilize sufficient
resources to meet all the liabilities of the troubled bank, or group of banks.

Resourcavailability has always been a major problem, however.t¥de to think of
central banks alsaving unlimitedaccess to resources, since they can print mdngyhis is
clearly simplistic.There are at leastvo qualifications to beadded to this view. First, the
lender of lastresortmay wish toprotectitself from the consequences of its owmstakes,
such as lendingesources to dank that inthe end turn®ut to beinsolvent, and therefore
unable to repay. Thiwas a particularly serious concern in Bagehot's tirsegethe nascent
central banks ofhe day were still usually private companies required to give precedence to
the interests of their shareholders.

Secondly, even if the central banker were sensitive to the full range of sustisithat
might result from his inaction, lending freely migitove hard taeconcile withthe prevailing
monetary regime. The idea here is that emergency lending, insofar as it resulk imflaw
of reservesmay impairthe attainment of monetamolicy goals. A clear example of this
tension can be found at a very eashage in the history of centrélnking, during the
recurrent crises that plagué¢de Londonfinancial market in themiddle of the nineteenth
century’ If anything, the tension became more acute under the Gold Standard.

5

Under the Bank Chartekct of 1844, the Bank dEnglandwas prohibited fronacting as a lender of
last resort. During therises of 1847, 1853nd 1866 the bamvas circumvented in practidgarough the so-
called Treasury Letters, which encouraged the Barikngiand to lend freelwhile promising gpost factum

bill of indemnity should its behavior result in an infringement of the law (Giannini, 1995).
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The result ofall this is that Bagehot's doctrine had to medified in at least two
respects before it could be turned into standard practicefirShenodificationgoes by the
name ofconcerted lendingand consisted in rescue operati@@sng carriedout by asmall
group ofbanks — usuallghosewith the largest market share and longest traditionvith
the central bank, where it existed, acting asi@us inter paregnd cisis managerThe main
attraction of concertedending was that it made it possible, in principle, to death
emergency situations by redistributing reservasher than creatingdditional ones. The

practice was actually inventedtime UnitedStateswhich atthetime had no central bank, in

the form of the clearinghouse system (TimberlakE993). It quickly spread to Europe,

however: a score dfank rescues in France, Italy, and Englanthénlate 1880s — the best

known ofwhich is probabljthe Bank ofEngland’s rescue of Baringros. — wereall based
on the notion of concerted lending.

The secondnodification wagntroduced at anuchlater stage. Itook the form of a
specific, if implicit, division oflabor between théechnicalagent(usually,the centralbank)
and the political principalthe government and/or the legislaturefyereby major bank
failures requiring massive injections of funds to avoid dismemberweamid be dealtwvith
directly bythe princi@l, with the agenplaying an ancillanyposition, if any. Likeconcerted
lending, this division of responsibiliti@gas a pragmatic response to bamking crises of the
early 1930s; these were dmg that in manycountries special institutionsere set up and
entrusted with theéask of disposing, onway or another, of troubledbanks (Allen etal.,
1938).

The relative importance of thes@o practical arrangements has varieger time.
Despite the widespreaopinion portraying the centrddank as acting on itewn in most
circumstances, concertdending has remained until recentliye typical way of handling
crises. In their survey 0104 bank crises inthe 1980s ancearly 1990s, Goodhart and
Schoenmaker (1995)nd that only intwo cases was the centriahnk willing and able to
undertake a rescue on its own. In 25 of the 81 cassbiah external fundingvas provided,
a bank consortium was arranged. In some counthiespractice otalling upon soundanks

to help troubled institutionbecame so entrenched that it received formal recognition.

Germany for example short-termliquidity assistance is providett by theBundesbank but

by theLiquidity Consortium Bank, a specialized institutimhose capital is shared between

the Bundesbank (30 per cent) and commercial banks. In France, Articléhgbahking law

In
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gives the central bank governor authority to organize rescues based sohdarity
contributions from the rest of the banking system.

However, in recent decaddmancial liberalization,and the relatedspurt in bank
competition, haveroded the foundations avhich concertedendingrested. As a result, the
ability of central banks to organize coordinated bank rescues on a volbasisyhas greatly
diminished. Inthe UnitedStates, the practickasall but disappeared (Corrigan, 1990). In
Europe, alatecomer as far aBnancial liberalization isconcerned, isolated attempts at
concertedending may stilsucceed, bubllowing the shocksuffered bythe Bank ofEngland
in 1984 when it attempted to organize a concerted rescue of Johnson Matthey Bankers,
coordinated rescudsgave become less and less frequ&uaodhartand Schoenmaker, 1995;
Ripa di Meana and Sarcinelli, 1990).

As to the government’s role in bank rescues, alffter1930s itemainedatherlimited
for a long time. This, however, was more a consequendmanicial repressionand low
capitalmobility — two features of the worl@économy wherthe Bretton Woods framework
wasput inplace — than a conscioustreat. Wth the resurgence ddank instability that has
accompaniedhe revival of domestidinancial competition and cross-bordeapital mobility,
the direct role of the governmehas greatly expanded, as in the aftermath of the Great
Depression. This can be seefearly in Table 1, which isbased onGoodhart and
Schoenmaker’s (1995) empirical studtyhile up tothe 1980s théunding ofrescue packages
was more or lesgqually shared between concerted operations and government/deposit-
insurance packages, more recently taxpayemiey has beensed twice as often as other
sources of funding.

There are at leasivo reasondehindthese trends. The first has to do wiitle sheer
size of theproblems to be taken camé. Lindgren, Garcia and Safl996) estimate, for
example, that resolving banking problems tast about 8 per cent of GDP in Fintl, 4 per
cent in Sweden and Norway, 3 per cent in the Urftiiedes. It wouldhave been unthinkable
for a technical, and therefore unelected agency, attemhow competent, to decide on its
own the propeallocation of public funds on such a massive sclhe. second reason is that
in the meantime central banks hawendergone one of their periodic mutations. By
highlighting the weaknesses of tleisting monetary frameworkhe inflationary outbust of

® SeePrati and Schinas(1998) for a more detailed description thie present Germaand French

institutional set-up.
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the 1970ded tothe goal of pricestability re-acquiring priorityver all othergoals (Cottarelli
and Giannini, 1997). In some countriespch as the Uniteingdom andNew Zealand, the
resurfacing ofthe tension between monetary policy dpahk-related functions, such as
supervision andending oflastresort,has led to a redefinition dhe role andeeway of the
central bank. It isiot clear that this signalhe emergence of a newnbdel”. However,even
where no such change is contemplated, the widespediafithat price stability should be the
overriding objective othe centralbank islikely to exert someadditional restraint on the
latter’s willingness “to lend freely”.

Table 1
USE OF TAX-PAYERS' MONEY
(number of cases)
Funding
Central bank— Deposit insurance—

Period commercial banks government Total
1974-1978 5 3 8
1979-1983 11 11 22
1984-1988 21 20 41
1989-1993 15 34 49

Total 52 68 120

Source: Goodhart and Schoenmaker (1995).

2.2 “...to temporarily illiquid but solvent banks...”

Even if notunlimited, the availability of last-resortfinance is gpowerful incentive to
take onexcessive risksTherefore, thdirst prerequisite for aeffective lender of lagesort is
that it be able to contaime moral hazard its very existentends to breed. The problem was
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recognized right at theutset.Both Thorntonand Bagehoinade it clear that in their view it

was necessary tistinguish between illiqguidnd insolvent banks. Bagehot, in particular, was
especially wary when he stated that during a generalized tnislender of lastesortshould

stand ready to accommodate only requests for liquidity coming from those who could provide
“good security”. Incidentally, a corollary of this viewas that, asong as thdender of last
resort confined itself to discounting “good security”, no need for bank supervision would ever
arise. And infact, until the 1930s, centrddanks had no supervisory powekEsien the Fed,
which was given them from its establishment, felt that supervisas made somewhat
redundant by strict adherence to the rdi-lwloctrine, and accordingly refrainddom
inspecting member banks for quite a long time (White, 1983).

However, thebanking crises othe early 1930s changed the picture tims respect,
too, teaching regulatortsvo lessons. The first is thalhe distinction betweerilliquidity and
insolvency is an exceedingly difficuttne to makegspeciallybecause what appears to be
“good security” in ordinary timesnay suddenly becomhighly insecure in a crisis. In reality,
thedistinction can be made, if at atinly post factumafter thecrisis has subside@hus, the
main challenge facing the lender of last resort is that it has to take quick decisiondasighe
of only partial, and pssibly faulty, informationThe second lesson is thete fall of even
clearly insolvent banksnay be sociallyundesirable, either becausemay adversely affect
sound banks osimply, asGuttentag andHerring (1983)haveput it, becausébanks usually
are worth much more alive than dead even when their worth alive is negative”

Sincethe 1930s0nly very seldom have individual banks besdlowed to go under.
The evidence on actuatigis managemenpractices is rather scanty, as is to be expected
giventhe particular nature of the tathey are meant tdulfill. What we do know, however,
bears thiout very clearly.Over the last three decades, thiture of BankHerstatt,back in
1974, isprobablythe solenstance irtheindustrial world of a bank of conspicuous soesng
allowed to failwithoutany public intervention at all. On eveoyheroccasion théanks were
either rescuedr, when theywere eventually liquidated — anption contemplatednly for
sufficiently small banks, aSoodhartand Schoenmaker (1995) show — the authorimese

" These lessons have been corroborated, if somewhat belatediie npdy of literature that has

developed ovethe lasttwo decade$srom the application to banking of the notion of asymmetric information
(Mishkin, 1991). The gist of this literature is that,adeercomeinformational imperfections, banldevelop
long-term relationships with theogustomers, whose value would be losth& bankwas closed down and
dismembered.
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sure this was done in an orderly fashion, sa@sosend shock waves through theancial
system (Table 2).

Table 2
METHODS OF DEALING WITH FAILING BANKS
(number of cases)

Methods One Method Two Methods Total
Rescue package 11 11 22
Take-over by bank(s) 33 16 49
Special administration 12 11 23
Liquidation 27 4 31
Subtotal 83 42 125

Total 83 21 104

Source: Goodhart and Schoenmaker (1995).

An “orderly” resolution process is one that fullyploits thespecific circumstances of
time and place. This explaimghy it is sohard to reduce theomplexity of crisisprocedures
to a manageable synopsis. pattern isnonetheless discernible. In particuldour main
intervention strategies can be distinguished. The firsteglyatonsists imavingthe troubled
bank continue on a stand-alone badter benéting from arescue package consisting either
of emergency aid othe injection of fresh capital. This ihe lending-of-last-resort method
proper. A second strategy is for thank to be taken over by one or more otheanks, often
after aninjection of public funds. Ahird strategy consists in putting ti&tering bank or
banks under a special regime or in transferring bank loans to a special instidimimmstered
by the depositinsurance agency ahe government. In extraordinary circumstances, the
governmentnaydecide to nationalizthe failed bankor, whenthe cisis is systemic, even the
entire banking system. Lastly, tifie bank issmall enough and looks imery bad shape on
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further inspection, itmay be liquidated and dismembered accordinth&special ruleghat
national laws typically prescribe for dealing with banks.

What makes the various strategies differ is, above all, the degheenagghment” they
entail for the management artie shareholders. Idealing withindividual episodes, the
authorities have paid particulattentionsincethe 1930s to ensure that neitimeanagers nor
shareholders arshielded fromthe consequences of their owmstakes — withoutright
lending-of-last-resort beinthe least harsh strategy alguidation clearlythe mostpainful.
Overall, strategiemvolving some degree gbunishment have been farore common than
punishment-free interventions. fhe samplecovered by Goodhaend Schoenmaker (1995),
for example, there was a degree of punishment in three cases out of four.

Playingdown thedistinction betweeiilliquidity and insolvencymeant, howeveithat
the authorities werkeft with no clear-cut criteriofor decidinghow specificcases should be
handled, and hencihe degree opunishment that should be appliethat is, authorities
needed a practical way to assess whdtebank hadgot intotrouble by sheer accident —
an exogenous shock, say, or simply a rumor — oaunidable misjudgments. Thyap was
filled with the development of the notion of “prudebink management. Being in a position
to distinguish between well-managed banks and badly-managed banks ahead of a crisis was
now clearly of the utmost importance. It fell largely upon ex-ante bank supervision to perform
this function. Onthe one handsupervision allowedhe central bank, or the regulatory
authority in countries where the centbaink does not have supervisory responsibilities, to
exert continuous pressure on banks to keep pru@dent course; on the other, it provided a
ready-made criterion — the supervisdrgck record — fordiscriminating speedily among
troubled banks when, as a resulfio&ncialturbulence, thérue state oeach bank’s balance-
sheet may no longer be ascertainable with a sufficient degree of précision.

2.3 “..at penalty rates and on good collateral”

The last component of the Bagehot rule is the prescription thdender of last
resortlend“at penalty rates and on good collateralBagehohimselfoffers several reasons

8  There areseveral well-known episodes in which an unsatisfactory supervisory record tladripe

effect oftilting the authorities’ actiomowardsharsheresolution strategies. They include BCCltive United
Kingdom, Drexel Burnham Lambert in the United StaB=sco Ambrosiano in Italyand CréditLyonnais in
France.
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to explain whyFirst, allocative efficiencylictates that access to scaligeidity be restricted
to those who woulgbut it to thebest uses, just ashagh price rationsany scarcecommodity
in a free market. Secondly, the protection and security afforded bgritier of lastesort
should be paid for dearly, on distributiveasll as pudential grounds. Thirdly, thpenalty
rate would provide an incentive for banks to exhaust all their existing souragsdfy (and
even develop newnes) before turning to tlender of lastresort.Finally, the penaltyrate
would ensure the quick retirement ehergency financence the gsis was over All these
reasons could probably go undlee rubric‘containing moral hazard”: a penaltgtte tosome
extent discourages the borrower from acting in such a way as to inttre@sebability of a
bank run and, if a run does occurs, from postponing firm action to restore soundness.

Bagehot's plea fompenalty rates has long been heeded the daily practice of
monetary policy. In virtuallyall OECD countries th@anoply of monetary policy instruments
comprises a margin#cility for providing banks witHiquidity at rates set above market, as
well as other official, rates (Borio, 1997). Whetheuch facilities fall within the realm of
lending-of-last-resort is questionable, howevdrey are perhaps better depicted as ordinary,
or routine, creditfacilities designed taegulate the end-of-dajquidity of the payment
system. As we have sedhg notion oflending oflastresort is bettereserved for situations
in which the lender is willing to provide resourcedeyond any predetermined amount,
accepting risks thaare unacceptable tall other lenders inthe market (Guttentag and
Herring, 1983; Ripa di Meana ar@hrcinelli,1990). When defined in this way, turns out
that last-resorfinance is seldom, iéver, provided at penaltates. Indeed, iour times the
fear that the centrddank might betempted to keep interest rates loweot higher, than
would otherwise be warranted to sustaiialgering banking system is perhapg most-often
heard argument in favor of separating monetary policy and supervisory responsibilities.

Evidence orthe actual importance dlis conflict is scarce andiconclusive overall.
Nonetheless, thgery fact thatthe criticism is voiced testifies tohe concern that central
banks with supervisory/lender-of-last-resort responsibilities miggrid, under stress
conditions, to beoo lenient,rather thartoo stiff, in setting termdor their financing. As a
matter of fact, whilemacroeconomic evidence is scanty, thérmation we have on
individual rescue packages &l too clear. Most central banks have beeaviling to extend
last-resort assistance at marketewen at subsidizedates. In addition, rescue packages
sometimes feature uncollateralizéquidity support(Garcia and Plautz, 1988; Corrigan,
1990; Crockett, 1997; Goodhart and Schoenmaker, 1995).
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In some countries, the notion thamergencysupport should be provided on
subsidized terms has even found its way th® law. Most prominent in thisrespect is the
new Bank of Japan la{1997), which allowsthe centralbank to advance uncollateralized
liquidity to banks thatunexpectedly experience a temporary shortage of funds for payment
due to accidental causeqArticle 33), and the Ministry of Finance to request the central
bank to provideliquidity under special conditions'when it is believed to be especially
necessary for the maintenance of an orderly financial systamitle 38)?

A number of reasonsxplains this striking discrepandetween theory and practice.
Prominent among them is that by charging higher-than-mealkes thdender of lastresort
could make matteraiorse, not better, for thieorrowing institution,which is typically in a
fragile condition (Crockett, 1997; Garcia and Plautz, 1988). Morebaeks themselves may
fear that by applyingor emergency liquidity at penaltyatesthey would be sending the
market the “wrong”signal, precipitating arotherwise avoidableun. Even if depositors
remain well-behaved, penalty-rdteancing maycreate anncentivefor the management “to
gamblefor resurrection”, selecting high-return/high-riblkrrowers in the hope diringing
about arapid turnaround iroverall profitability. Even in more ordinary circumstances —
unlessthe rate of interest charged islsigh as to make it preferabler the borrowingoank
to liquidate apart of itsilliquid assetsrather thanrely on last-resortfinancing (which is
typically what the lender of lagesort wants tavoid) — charging a penalty ratellwot
necessarily induce banks to tm®re prudent inmanaging theitiquidity position (Guttentag
and Herring, 1983). Subsidized lending, finally, may be practically unavoidable when a bank is
clearly insolvent and the centrblnk tries toorchestrate a rescue packageolving a
takeover by othemstitutions. In such circumstances, providing a loan at less-than-market
ratesmay both signal the authoritiesommitment tokeep the troubled institution afloat as a
going concern and reassure the reschamtks that they il not also have to bedhe burden
connected with last-resort lending.

Thus, if one were tgeneralize orthe basis of vihat we know(which is admittedly far
from satisfactory), it seems fair &ay that penalty-rate lendinghile clearlythe dominant
practice as far asrdinary last-resort operations are concernieas never taken hold in the
field of truly extraordinary operations. Heremany countries’ central banks andther

°® Theso-called “LeggeSindona” in Italy may beegarded as falling in the same class. It stitasthe

Bank of Italycan berequested to advance special loans at subsidized rates to troubledTienlsyvhas so
far been invoked several timabe most prominentases beinghe crisis ofBanco Ambrosiano in 1982 and
the recent crisis of Banco di Napoli.
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governmental agencies have not hesitated to forget about both the penalty rate and (where the
law permits) the availability of adequate collateral whenever a bank fapesared to pose a
systemic threat’

This beingthe case, how isnoral hazardaverted, or at least containeudthin
acceptabldimits? As it turns out, the task ofurbing moral hazard appears to hdeen
performed largely by constructive ambiguity— the widespread practice deeping
ambiguousnot only whether oot arescue would be forthcoming, but also the terms and
conditions at which itwould come if the authorities deemed nécessary to intervene
(Corrigan, 1990). Besides inducing risk-averse agents to be more cautious than they would be
if they were certain of being bailedit at lowcost,from the authorities’ standpoint dniguity
hasthe desirableproperty ofpermitting greaterflexibility of response in an environment in
which imperfect information is aconstituent element’. Long neglected, constructive
ambiguity innow increasingly being recognizedr what it is,namelythe hinge on which the
existing regulatonget-up revolvesThis view has recently be@mndorsed by the G1@hich,
in its 1997Report onFinancial Stability in Emerging Market Economigwescribed it as
good regulatory practice, stating in particular that:

any pre-commitment to a particular course of action in support of a financial
institution should be avoided by the authoritie$io should retain discretion as to
whether, wherand underwhat conditions support would be provided.dddition,

when making such a decision, it is important to analyze rigorously whether there is a
systemic threat and, if seyhat options there may b®r dealing with systemic
contagion effects in ways that limit the adverse impact on market discipline.

The downside of constructive ambiguity is that it places a large degree of discretion in
the hands ofthe agency responsibléor crisis management. It therefore raises a serious
problem of legitimacyWhat principle shoulahform the crisis manager’slaily actions? Who
is going to control such actionsx post Providing satisfactory answers to these two

9 The leeway a central bank has in requesting collateral varies from country to country. Typdaly
mandates that the central bank lemlly againstgoodcollateral, but itmay fail tospecify exactlywhat assets
should be considered as eligible. Tgassibility of uncollateralizetending, by contrast, is seldom explicitly
contemplated. An exception this respect, as already mentioned, is the recent Bank of lapann recent
years, uncollateralizelénding haseen provided in &w exceptional cases also e FederaReserve and
the Bank of England. In Belgium, Greeé&anland, andSweden, unsecured credit operatiansused also for
fine-tuning purposes in the interbank market (see Prati and Schinasi, 1998; Enoch, Stella and Khamis, 1997).

1 SeeEnoch, Stella, and Kham{d997).See alsaGoodhartand Huang (1998) for a recent attempt to
formalize this notion.
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guestions proved thmajor hurdle inthe transformation of thbanks of issue ofhe late
nineteenth century intthe full-fledged central banks dhe twentieth. Théirst question was
eventuallytackled by removinghe profit motive from the utility function of the central
banker,while suppressingany line of businessot grictly related to the centrabanking
function (Goodhart, 1988). The second question was answeredtrbngthening the
accountability ofthe emerging central banks to political institutions.nany cases, this was
achieved through natnalization; in others, bgubjectingthe central Bnk tothe authority of
the legislative or, though in fewer cases, the executive power (Giannini, 1994).

* *k * %

The upshot of theliscussion so far is that when considering whetherhamdto add
an international dimension tbe lending-of-last-resort function, authorities should be aware
that, at the national level, this function has been developing ah@sgthathad hardly been
foreseen by thearly thinkers orthe subject. Theverall result of these developmentshat
the Bagehot rule, although still much quoted, is now little more tlilatus voci

As the function has actually been discharged, tverriding concern has been the
search fofflexibility. A lender of lastesortexists because clear-cut ruledl wot do. It is in
this sense¢hat, aboutwo hundred years aft@hornton,lending oflastresortremains arart,
not a science, to be applied on the basis of case-by-case assessment.

This genuine neetbr flexibility engenderedwo major problems, however. On the
one hand, imade it necessary to devise meanstertmoral hazard or at least contain it
within acceptabldimits. This challenge has beanet by the duomade up of extensive
supervision and constructiambiguity, which puauthorities in a position to concoct rescue
packages featuring the appropriétend of reliefand hard medicine. On the otheryatsed
an enormous problem ¢égitimacy. Lending of lastesort inherentlynvolves redistributing
resources. Up to a poirthis may be done on purely technical basis. Even within thirsit,
however, ittook a number of important changes in central baskatus,functions, and
accountability before such a concentrationpofver could gounchallenged. Beyonthat
point, moreover, both the experience of the 1930s and more recent banking crises in a number
of industrial and emerging countrissow that there is a tendency fwlitical institutions to
stepin. There are also grounds fbelieving that, at least up to a point, thisdssirable,
insofar as it helpgrotect thelegitimacy and operationaleeway ofthe agentwithin its
technical realm.



24

3. Three peculiarities of the international domain

Constructiveambiguity, as seen the previous section, is@mplexconstruct whose
building blocks are: accedsy thelender of lasresort toample, ifnot unlimited, resources;
discretion to decidespeedily and on a case-by-case bdbkisform the intervention should
take; availability of high-quality informationprior to a crisis througtsupervision; and
authorityto impose penalties so as to contain moral hazard.

To what extent are theskesirable characteristidigely to prevail atthe international
level? This isthe question tavhich | now turn. Thefirst part of this section islevoted to
describingone trade-off — that between discretion and resources —s#®hs to have
marred international institutions many fields,hampering their effectiveness in emergency
situations. | Wi also discusshe reasons thahay explainthis regularity. | theranalyze the
consequences of the notion oftional sovereignty foithe authority ofinternational
institutions, and also by implicatidor their speed of responsefinally address onspecific
form moral hazardakes at thenternational levelnamelymoral hazard orthe creditor, as
opposed to the debtor, side.

3.1 International organizations and the issue of control

The most interesting issue raised by théstence of institutions isow they ever
manage to be enforcedll institutions must have at theioots some means by which the
rules and procedures decision making they embody can credibbnstrainindividual and
collective behavior. In this rpsect, national institutions havthe advantage obeing
cumulative in the sense thahey can rely omrevious, successfuhcts of institution-making,
such as the establishment of a credible legal system, or of rules of pofipcasentation,
which cansignificantly lessertheir specific problem of enforceability. Byntrast, in a world
of independent, and therefore politically sovereign, entitiestamationalinstitution must at
bottom be self-enforcingin the sensdhat, for theinstitution to be crediblemember
countries mustlearly perceive that they havelang-run interest, in a wide variety of
circumstances, to stick to it rather than defect to pursue short-run gaisss but another
way to say that any obligation arising from internatiocahventions, customary laws, or
treaties depends for its execution on the continwingsent of the obligor (D&onis,
Giustiniani and Gomel, 1999).
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Recent theoretical reflection dhe political economy otooperatiorhas shown that,
short of recourse to force or to teeforcement services of a hegemagmiever,international
collective action requires a notionrefciprocity, whereby each member can be sure that there
will be a balanced distribution of whatever gain (or loss) derives from the cooperativé®effort.
The notion of‘balanced distribution of gains and losses'tlisarly ambiguousHowever, a
fairly unassumingnterpretation would take it asplying thatthere should be nsystematic
pattern ofgains and losses among a given institution’s membershipighly structured
contexts, theorinciple of reciprocity camvork marvels, testifying tahe generalinvalidity of
the “extreme realist” argument thettedible international institutiorsre notfeasible. Crisis
management, however, is different, for at l¢asi reasons. First, by theery definition of
“crisis”, the payoff structure tends twary fromone cisis to another, so that it idifficult ex
ante to estimate gains and losses watty accuracy. Secondly, dealing with a crisistails
shifting resourcedrom one section of thenembership taanother, ifonly on a temporary
basis. If certain members are more crisis-prone than the d#wgtimjizing the cisis manager
may prove difficult, unless it is clearlyunderstood — althougthis may not be thecase
because of payoff uncertainty — ttsbpping thecrisis is in everybody’sterest.This does
not mean that effective crisis management is impossible. It only meanshthasue of
controlis, if anything, magnified when shifting frothe national to thenternational level. To
contain the risk of abuse, countriesl want to make sure theyabe all the relevant
information before committing theown resources in each particular caskernatively, if
they ever agree on a mostructured response — by setting 8spy, a specialized crisis
management organization — thase likely to devise acontrol structure thatircumscribes
possible losses. This could lbene, for instance, by reducing the amount of committed
resources, or the technical discretion of the crisis manager, or both. A respéniseioid, it
needs to be understood, rigtional given the circumstances undehich the “game” is
supposed to tak@lace'® Its practical consequence, however, would be to reduce the
effectiveness of international crisis management.

12 SeeMilner (1992). As an alternative teciprocity,internationalcooperation could be structured so as
to produce side-payments of different kindstie various partiegnvolved. However this option, which
implies continuous renegotiation, seems to be more relevasd tooc or relatively unstructured forms of
cooperation than to the more institutionalized ones considered in this paper.

13 SeeCalvert (1995) for a discussion tfe role of information exchange in situations where there is
payoff uncertainty. Thateach party to a contract will want to limit the discretion of the other partigsrist-
case scenarios whahe contract is fundamentally incomplete is thesic insight of theproperty rights
literature; see Hart (1995).
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Postwarinternational monetary relations, atiee structure of thastitution placed at
their center, namely the IMF, bear witness to the practical importance of these
consideration$! The IMF was builtaroundtwo foundation stonedaid respectively on the
financialand the operational side. On tmancial side, it was agreed &retton Woods that
the new institution woul@perate not as fnancialintermediary, let alone as a central bank,
but rather as aredit union “with relations among its members basedtloa principle of
mutuality” (Kenen, 1986). Accordingly, each member's access to balance-of-payments
financewas to be based on tlyeota it contributed to theommonpool and on a reciprocal
commitment togrant credit to othemembers. Orthe operational side, it was mandatbdt
the institution would base its actions on gheciple of universality, according tehich no
discrimination should ever be made among fm&mountries, or groups thereof. At a more
technical level,the principle of universalitywas interpreted asmplying uniformity of
treatment ofindividual membergGuitian, 1992). Overall, one couldhardly imagine amore
wholehearted acceptance of the principle of reciprocity.

The notions of reciprocity anénding oflastresort arenonethelesbasically atodds
with each other. The lender of last resort, as we have s#®n pnevious section, must either
be in a position to create its own resourcesviich would beincompatible withthe credit
union notion — or tachannelresourcesystematically fronthose whohave them tahose
who do not — thekind of distributive task that eventually brought down the US
clearinghouse system itne early years of thicentury. The framers ahe international
monetary architecture seem to have baeare of this tensiorsince theytook a number of
steps to make sure that the IMF wouldt develop a lender of lasesort role, either by
statute or by spontaneoesdogenesis. The firstepinvolved renouncing capitahobility,
contrary to theoriginal intentions of th&Vhite plan. The objective of exchange-ratability,
whichwas the ttimate goal of the endeavor, was pursued through a double-pronged strategy
based on capital controls amadividual countries’ access to short-run current account
financing.Furthermore, to make clear that this adjustment-smoothing function shotulse
interpreted asenvisaging a lender of lasesort role for thenew institution, a passage in
Article VI explicitly forbade theprovision of IMF resources to countriexperiencing‘a
large or sustained outflow of capital® A further step was the avoidandbroughout the

14 The evolution of internationatooperation irthe field of public health and thhistory of theUnited
Nations are two other cases in point. See Cooper (1989) on the former and Nicholson (1998) on the latter.

151t may also be worthecalling that theecommon pool of resourcesrned out to be far smalléhan
originally envisaged. The Britisplan suggestedhat quotas “be fixed by reference to the sum of each
country’s exports and imports on the averagé¢saf/)the three pre-war years, and might (say) 75 per cent
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Articles, of the language of credit, theameffect of whichwas to makdahe IMF charter
almost unreadablé. Finally, the procedures, terms, and purposesvhich the institution

should adhere in theaily conduct of itsbusinesavereall carefullyspelledout inthe Articles

— in stark contrast to th@agueness, even recklessness, with whiod mission and
operational content of centréanking were at thetime laid out in omparable national
documents.’

The overall impressioone gets is that of aomplex endeavoaimed at sustaining
cooperation in théreal” sector by keeping purefinancial considerations, and therefore also
thelender of lastesort role, anational concern. Indeed, dselleiner(1994) remarks, if one
could speak of collective action all insofar asthe financial sphere is concerned, it is in
connection with the all-too-transparent objective of ruling out the very possibility of unilateral
financial liberalization.

This strategy could be expected voork only as long as capital controls worked.
Thus, the tension between reciprocity afigctive lender of lagtesortaction was bound to
resurface when, in thearly 1960s, thesffectiveness of capitaontrols began tdiminish as a
result of the restoration of current accowonvertibility. The US and UK authorities, in
particular, soon began to look for an emergency mechanism that could be speedily relied upon
in times of crisis — but emphatically not in ordinary circumstances — to stiséexchange
value of reserve currencies the presence of suddeapital reversals. They intenddaat
“speedily” should mean tha¢sources woultlave to be provided on a quasi-autombssis,
without the borrowing countryneeding to subject itself tohe closescrutiny of the
multilateral organizations or to undertake extensive negotiations with ultimate lenders (James,
1996). Themechanism eventuallfook the form ofthe General Arrangements tBorrow

of this amount” Joan Robinsofater calculatedhat thisformula would have resulted in quotasaling $36
billion. The actual amount of the quotas agreed at Bretton Woods was instead $8.8 billion. See Dam (1982).

16 “Written in Cherokee” lamentedKeynes;“an essay in Rabbinics”echoed Denis Robertson. For a
more balanced evaluation of the linguistic asperities of the Articles, see Mikesell (1994) and Dam (1982).

7 To Keynes,this was the bestway to protect the “central management” of thew institution from
political interference. If rules prevail, he remarked, the liability attaching to membership of the system are
definite, whilst the responsibilities of central management are reduced to a minimum. On the other hand,
liabilities which should requir¢he surrender by legislation of too much of the discretion, normally inherent
in a Government, will not be readily undertaken by ourselves ohéyJnited States. If discretion prevails,
howfar can the ultimate decision be left to the individoedmbers antiowfar to the central management?

[I]f it is to the central management that the discretions are given, too heagiglat of responsibility may
rest on it, and it may bassuming the exercise pbwersthat it has not the strenght to implementhis
passage is quoted in Horsefield (1969), par. 15.



28

(GAB). The nain novelty of the GAB, which was also what made it acceptable to its
contributors, was theibeing distinct fromthe pool of resourceavailable tothe gemeral
membershipQuotas woulchot beaffected by it, and as a result the IMF contit draw on
the GAB tofinancethe balance-of-payments difficulties of membaerst participating in the
arrangement. As Kendd986)has remarkedhe GAB was &ind of credit union writsmall,
made possible bgerogation fromthe principle of universality. Departure froomiversality,
however, wasiot enough to make the arrangemenspsedy andlexible as its proponents
had hoped. In fact, the notion of quasi-automaticity eesntually dropped, because a
number of contributors demanded that activation require the consent of each participant in the
scheme. Consequentiynie GAB carried a “double lock”, in thanhydrawing would have to
be approved by botimdividual GAB members anthe IMF ExecutiveBoard.Jameq1996)
singlesout has this episode &s major dent in the Fund’s claim to universality and to a
capacity to judge by itself the conditions of assistance in deualitigbalance of payments

problems”'®

Indeed, the subsequent record of @B was far from satisfactory. Thagh point
of the arrangememiame in 1977-78yhenthe IMF resolved tdorrow almost SDR 4illion
to finance drawings bthe UnitedKingdom, Italy, andthe UnitedStates. By contrast, the
way the GAB had been conceived meant that it cqléy no role in the debtrisis of the
early 1980s. However, in thight of that experiencthe system wasnodified in1983 togive
the IMF permission tause the GAB tofinance transactions with non-participant$his
departurefrom the creditunion principle, howeverproved purely formal, because the
double-lock principleprevented recourse to the arrangementlinthe following crisis
episodesincludingthe receniMexican andAsianones. Theonly subsequent activation of the
GAB occurred in the context of tHailed Russianmescue package, and was madactically
inevitable, as well as ineffective, by the exhaustion of all other possible sources of funds.

It would of course bgerfectly possible targue that the story of the GABhsit one
episode in thdearningprocess that hakeen taking place worldwide ever since financial
liberalization began. According to this view,wbuld only be a matter oftime before the

18 Another problem raised by the GAB was its apparent incompatibility with Article VI, which, as already
mentioned, prohibits the use of IMF resourttesmeet a large or sustained outflow of capitallheproblem
was solved bynterpreting the adjective “large” asferring not to the size of the borrowinguntry or of the
outflow itself, butrather to thesize of theemergency package. Accordingfinancingwould be prohibited if
it absorbedan excessively large part of tHeund’s resources™ with the task of deciding what this meant
in practice being left to the Board (Polak, 1998).
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dismal experience of recentigis management leduthorities tostart devising a more
effective way of discharginthe lender of lastesortfunction atthe international levelThere

seems to be ample ground for skepticism, howevetew of the responses the recenises

have so far elicited on the funding and operational sides of the IMF.

On thefunding sidethe response can be described as “more of thenefticine”,
rather than as a new prescription. Aalifax, in Junel995, the G7 leaderslled for the
opening of negotiationSwith the objective of doubling as soon as possible the amount
currently available under th&AB torespond to financial emergenciesThe arrangement
that has emerged from such negotiatiotf'e New Agreements tdorrow (NAB),
reproduces the GABtructure inall important respects, includirtge double-lockprinciple.
Thus, for example,the NAB can be activated toope with financial crises of systemic
importance even when these originate in a non-meantry. The rain advantage of the
NAB over the GAB,which will be kept in place, consists in theumber ofcontributors,
which has beesignificantlyexpanded. As a result of the coexistence otweemechanisms,
however, the activation procedure is newen more cumbersom&nce rules have had to be
devised to ensure thdte same country wouldot becalledupon to contribute twice for the
sameoperation, as a mdrar of both the GAB and the NAB. Such ruldssides, make it
difficult to estimate the exact amount of resources that could be draamy iparticular
instance. Thus, even though the NAB, like the GAB in its post-1983 versionbeyasd the
principle of reciprocity, idoes so in avay that raisedoubts abouits effectiveness aszool
of resources for lending-of-last-resort functiomkis concern is iinythingstrengthened by
the fact that at no time during the negotiations that led to the NAB was the next most obvious
alternative, which consists ithe IMF borrowing directly from the market, seriously
contemplated?

On the operational fron#rticle VI's prohibition of capitalaccountfinancing still
stands. Indeed, even though the IBt&ff has invoked its repeal on several occasions (see for
example Quirk eal., 1995), theamendment envisaged to gitree IMF authority ovecapital
account liberalization does not contemplate such a bold step. To be sure, the present language

9 This possibility isnot ruled out by the ArticlesHowever, ithasnever beerput into practice. The
closestthe IMF came to itvas in1980, when the Interilfommittee’s communiqué statéldat “the Fund
should make, as soon as possible, the necessary arrangements tqightbleorrow from various potential
sources of financing, not excluding a possible recourse to the private marketswethisndispensable”.
The ideawas eventually dropped. Hasbeen revived sincéhen by Dam(1982) and Padoa-Schioppa and
Saccomanni (1994), but to date it has never found its way into policy discussions.
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of Article VI did not prevent either thdlexican orthe Asian package,since in bothcases
there happened to be a current accambalanceThe fact that the nature of thosgses had
little to do withthe current account was and is cleaeverybody, however; so much gaat

the IMF has felthe need teset up aspecial window —the Supplemental Resenfeacility
(SRF), created in December 1997 amte utilizedfor the KoreanRussian, andBrazilian
packages — to deakplicitly with capitalaccount problemgnevitably, however, thismeant
Article VI had to be confronted squarelhis time,the justificationfor the facility could not

be found, as had beehe case in thearly 1960s, in theadjective “large”, aghe recent
packages were large lany standard. Moreover, the activation of both the GAB and the
NAB, which are obvious sources dfinding for such afacility, depends on therkeing a
systemic threat to the international monetary system, which would be unlikely to be the case if
the capital outflows werésmall’. The only wayout of the impassewas towork on the
adjective “sustained”, interpreting it as referring tiee future, rather than the past.
Accordingly, the SRF has been described as aiming not so miioaratinga givenoutflow,

no matter how big or sustained up to threiment, but rather atoppingit by rebuilding the
country’s reserves.

It would bedifficult not toview this as a form of rule-bending based on stizecy
legal footwork” (Polak, 1998). One must look this realistically. Rule-bending is a common
practice inmany real-world institutions. Under some circumstances it could evevidvezd
as healthy, to the extent that the institution is confronted withamalienges that could not
be envisaged by its founders. Today’s common wisdom is often yesterday’s crime, and the
history of central banks, for instance, is replete with evidence of the truth of this maxim. Rule-
bending, however, has a major drawbaclardtracted ompplied to“core” functions, rather
than tomarginalones, it risks puttinghe legitimacy ofthe institution thaindulges in it at
greatperil. With itslegitimacy called intajuestion, the institution W then have little choice
but to seek the support ¢ most powerfumembers, by putting their interest first. One way
or the other, any pretense of universality and reciprocity would become illusory.

Lending of lastresortclearly isnot amarginal function of an international monetary
system.Moreover, as wédave seen it is a function theannot be ealy squared with the
principles of universality and reciprocity, sinite lender of lastesorthas toact swiftly and
with determination, taking decisions that likely to discontent al least some of the parties
affected. Inother words, thdender of lastresort cannot be expected to be under all
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circumstancesthe enemy of none but the common friend of &l'Whether ornot its
actionswork in everybody’s interest can be ascertairedy ex post The issue of who
controls thelender of lastresort’s actions, as a result,imescapable. Th8retton Woods
architects wereavell aware of the problem, aridey conceived capital controls atie rule-
based framework withiwhichthe IMF would operat@recisely as a way tiamit conflicts of
interest in thigegard.Any attempt now to add anternational dimension to lending of last
resort is unlikely to succeed unlgb& controlproblem is faced squarely, and an alternative
solution found. Both pasexperience and recognition dhe difficulties inherent in
international decision-makinguggest cautiouskepticism about the possibility of this
happening in the foreseeable future.

3.2 The implications of national sovereignty

Internationalfinancial crises needot be sovereigncrises. However, an important
lesson learnedver the past twentyears or so is that crises of mapyoportionsoriginating
in the privatesector tend to turmapidly into sovereign crises, #se government steps in
under the pressure of domegiigblic opinion in arattempt to kil out the banking system or
an important section of theorporate sector. Indeed, as the recent Basin crisesshow,
international rescue packagesy havethe property ofmaking thistransmutationnevitable.
Thus, in most Gsis episodes, a distinction between private-sector and sovereign crises tends
to be very difficult to draw.

Sovereignty is a politicahot aneconomicconcept. As such, it isot easilysquared
with the economist’'s standard toolbox. way around theproblem consists in treating
sovereign entities as if they wauslity-maximizing individualswith well-defined preferences

%0 As instead claimed by Nicholas Biddighairman of theSecond Bank ofhe United States, in 1832,
during the congressional hearingsat led to thevetoing by President Andrew Jackson tbe Bank’s
rechartering. Under Biddle, the Second Bank had come to assume — far ahead of theEBahdnof — the
role of lender of last resort with respect to commercial banks. iatter of fact,Biddle spoke ofcentral
banking in surprisingly modern termidowever,his claim that the lender of lastsort workedunder all
possible circumstances ewerybody'sinterest madénim politically suspect. On purely economic grounds,
nobody wasable to showthat theBank’s actionshad been sociallyharmful. Nonetheless, the Bank was
eventually brought down athe accusatiothat its management hgwbnebeyondits mandate, trespassing on
the turf of the Congress. Wasthe rightdecision, commented Jol@uincy Adamspecauseépower for good
is also power for evil, even in the hands of Omnipotentke scateft by the battleoverthe Second Bank of
the United States is stillisible in the legislationthat established the FederReserve System about eighty
years later, which contains absolutely no reference to a “central bank”. On the historgetdtheBank, see
Timberlake (1993) and White (1983).
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and endowments. Afteall, according to methodologicaihdividualism, the individual
microeconomics speaks of hanself “sovereign”, in the sense thae/she is free to choose
(rationally) onthe basis of his/her endowments and preferences. There is a major distinction
between the sovereignty of andividual and the sovereignty of atate, however. The
sovereignty of anndividual ceases thenoment a choice has been made, because once a
contract is entered into, the partiean rely on external institutionalrangements to see it
enforced. A state, by contrast, severeign in thdegal sense that it isuperiorem non
recognoscens.e. it recognizes no authority as superior to itSelf.

An important implication of the notion of sovereignty is that countriesk a
foolproofway to commit themselves to a given course of aclitws does not mean that the
authorities Wl be unable to commit themselves credilipderall possible circumstances.
Rather, it meansthat, since there is no independent — i.e. third-party enforced —
commitment technologythe credibility of policy announcements is not to be taken for
granted, as it W depend on the characteristics of theerall institutional environment, as
well as onthe specific payoffs from renegintpe commitment. Failure to come to grips with
this problem goes a long way towards explaining why the Bretton Woods set+upt avadrk
as its architects expected. Téwcessive rigidity of exchangates,which isoftensingled out
as the most important factbehindthe system’s eventual collapse, wlasgely the outcome
of the national authoritiesittempt tolimit their own freedom of action so as to ensure the
“credibility” of their policies (Eichengreer1,996). Thais, exchangeaterigidity was brought
about by the (often unconscious) search fodegpendable commitment technology —
contrary to thebelief, widespread in the postwar period, that constraintSeohightened”
domestic policy management should be avoidetth¢ogreatespossibleextent (Dam, 1982).
With the demise ofthe system of fixed exchangeates, the role of enforcer gdolicy
announcements has come to be performed predominanthelogpital markets. Authorities
have gradually come to realize that liyeralizing capital marketspoth domestically and
internationally, they wouldot only foster a better allocation of resources in the long run, but
would also acquire credibility. Abottom, thevarious monetary reform strategies thate
been triedover the lasffifteen years or so irthe industrial world — from centrabank
independence, to inflation targeting, to investing in anti-inflatiomeputations — are all
predicated on the assumption that there is a mankigthere watching what the authorities

21 Another distinguishing feature of statestligt they perform, alongside allocativend stabilization
roles, a distributional function. As a consequence, #repetter assimilated to financial intermediariban
to ordinary economic agents.
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are doing (Cottarelli an@iannini, 1997). It is inthis sense thabne can say that today’s
international monetary system is market (@&doa-Schioppa and Saccomari®94). The
recently much discussguioposal to add the goal oépitalaccountconvertibility tothe IMF
charter is no more thanveay to formalize vaat isalready a factor anincreasing number of
countries.

The lack of an “objective” commitment technolofyy sovereign countries is often
taken tomean that atrong markepunishment, irthe form of denial ofaccess to foreign
financefor anindefinite timeafter default, is thenly deterrent againgtolicy misdeed$? But
this risks being arossoversimplification, hard tequare with historical evidence, at least
insofar asour century is concerned. In the aftermath of the debt defaults of the 1930s, for
instance, the loss of capital-market access haslly discernible (Eichengreed991).
Countries that continued to service their debteughout the 1930gid not enjoy superior
access to credit markets subsequerfity. example,Cardoso and Dornbusch (1989), after
surveyingthe borrowing patterns ofrgentina and Brazil fronthe 1930s to the 1960s,
conclude that thé&ithful repayer (Argentina) didot enjoy better capitaharket access than
theless faithful Brazil. In anore rigorous econometranalysisconducted over 32 countries
for the period 1945-195%ichengreer{1989)finds no evidence thdhe volume of external
capital a sovereighorrower coulcbbtain wasegatively affected by itsrior default. Indeed,
going back to the 1930s, GNP amdlustrial production appear thave recovered more
quickly in countries that defaulted than in countries that continued to honor theifdebts.

This has probably much to do withrsacondmplication ofthe notion of sovereignty,
which is difficult to captureformally: unlike individuals,countries can undergpervasive
regime changes. Institutional reform or a changehm ruling coalition, bysignaling a
systematic change in policy, can and often does offset the reputatifatas of prior actions,
including default (Fishlow]1989). In thenineteenth century, foexample, returning to the
gold standard was perhaps the cleanest to signal a change of regime.dar days, one
could argue thathis function has beetaken over by the act afstablishing independent
technical authorities and by IMF conditionalitgo, while market monitoring is needed ex
ante to disciplinghe government's behavior, a lopgnishment by markets ithe face of
default may not be the socially optimal response. The correct answer is rather: it depends.

22 This is thetypical result one gets by factoririge notion ofsovereigntyinto an otherwisestandard
model of debt optimization. See Eaton and Fernandez (1995).

23 See Eichengreen and Portes (1989).
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Regime changeare morelikely to occur in theaftermath of a major crisis because
such an event tends to heighten awarenesheotostsimplicit in the existing policy and
institutional framework’ Indeed, foreign exchange crises, whethernot they end in
outright default, tend to beery costly. Eichengreen ambrtes (1989) show for the 1930s
that thesupply of moneyjmports, and GDRyrowth all contracted moresharply in the
countries that defaulted than in those tdat not. In ourtimes, the $50 billiorrescue
package that alloweithe Mexican authorities to continue to service thgbtdid not avert a
6 per centdecline in reabutput in 1995 —Mexico’s deepest recession in 50 years. In the
case of Indonesia, Thailand, aKadrea, as late aMay 1997 the IMF World Economic
Outlook forecast that real outputould grow in 1998 by 7.5, 7.0and 6.3 per cent,
respectively. The latesbrecast published lasOctober, indicate now for 1998 a contraction
of about 15, 8and 7 per centrespectively.Moreover, thepsychological and economic
impact of a foreign-exchange crisis magere that, inspite of thelack of international
bankruptcy procedures, thmanagement” othe countryhardly everremains in office to see
the crisis over.

Credibleregime changesannot happen overnight, however, becauseibieability
of a set ofreforms being carriethroughultimately depends on theontinuingsupport of the
population. A mere declaration of intenitlwimply not suffice. The extent and persistence of
suchsupport vill itself depend, however, on the population’s estimate optbbability that
the program vl succeed and that the outcom# e in the individual self-interest of the
average citizen (Johnsori997). Achieving and maintaining the necessary consensus is
thereforelikely to entail a continuous exchange sijnalsbetween the government and its
constituency. Consequently, a credible regime change is pettestyed as a process, and an
intrinsically fragile one, than as a single action.

The need for aegime change ttakeplace in real time ithe source of aumber of
complications for an international lender of lassort. Suppose thiender of lastresort
wanted to gauge thgrobability ofthe regime change being credible. Wheuld it look?
Consideringhe country’sfundamentals, while usefulould not beenough, as thexistence
of a political constraint might imply that the country stops being willing to pay far starer
it reaches its technicability to pay. It could then look at the countrypast record iterms
of policies, political stability, or compliance with surveillance exerciBes.here again, the
very definition of a regime change is thahav has happenadshtil the very moment such a

24 The standard reference on the relationship between crises and reform is Olson (1982).
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change takeplace mattersnly up to a point. Thenly possibility left is tdook at the extent

of the reform the authorities awlling to commit themselves to and tte determination
with which theyare introduced and defended. However,\teg determination wittwhich

the new government pursuesptdiciesmayunderminghe consensus around the ngelicy
course. Ifthis isthe case, imay be advisable to loosen tipe newpolicy somewhat at the
margins,rather thaninsisting on keeping it as gtands. But thénternational lender of last
resort is not in a position to evaluate with the necessary precision whether such a modification
of the agreed course of action is warranted. There is in fdohdamental asymmetry
between international organizations and domestic authorities, ithéhdatter are to &arge
extent the producers and guarantors of itilermation on whichthe assessment is to be
based. A further complication of the existence of a politoaktraint is that, ideciding their
strategies, foreign creditors of soveremgbtors Wl typically lack a well-specified dside
option (namely,theliquidation value) to determine theawn bargainingpower (Eichengreen
and Portes, 1995). Another important lesson bowo#& by recent crises is that the
effectiveness of multilateral surveillance inwarld where mostinformation is produced
locally dependscrucially on the collaboration androvision of timely and transparent
information bythe authorities concerned. The upshotabfthis is that, while a domestic
lender of lastesortcan count on priomformation (the supervisorytrack record)and can
expect its decisions to be carrigiough whatever their content, anernational lender of
last resort is bound to act under a far more extensive veil of ignorance, and to remain exposed
to therisk of a policy reversal untthe implementatiorprocess habeen pushed tthe point
where the cost of going back is so high as to make it irreversible for all practical purposes.

The combination o#ll these featuresyhich are either non-existent or ofily limited
importance at theational levelappears tgut international crisis management in a class of
its own. Thepossibility of a regime change makes sovereign cmsese manageable in
principle, if a way can be found to sustéme credibility of such ahange. At thesame time,
the inevitable complexities of political decision-makorgate thepossibility of a self-fulfilling
debt run,while the fundamental information asymmetogtween national authorities, on the
one hand, and multilateral organizations and private creditors, on #1e withrks against the
creation of aclimate oftrust once a risis emerges, and might evetand in theway of
mobilizing public support for thegovernment’s program. A non-conflictuatlationship
between a sovereign debtamd its creditors (and of coursgernational organizations) may
further be hindered byhe lack of an objective benchmaxfkhe liquidation value) against
which to establislthe bargainingpower of the twasides. Thuswhile in a nationakcontext
timely actionis crucialfor effective lending-of-last-resort, #te internationallevel gaining
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time before any irreversibleaction is taken, so as to permit a mah®rough andless
emotional assessment thfe respective parties’ options apdyoffs, islikely to be amore
important aim.

3.3 Protecting creditors or debtors?

All national safety netarebiased in favor otreditors. As Herring and Litag1995)
remark, differences in the degree fofrmal protection notwithstanding, ipractice the
governments or central banks af industrial countries (and perhaps raainy others)have
consistently shown a propensity to stdnahind all bank deposits. The coverage of deposit
insurance — be it explicit or implicit — has been gradually extended in this century as original
systemic riskconcerns (the need to avdyank panicswere supplemented by consumer
protection considerations. We have seen in Section theatoral hazardmplicit in such a
structurehas been controlled — more or lssgcessfully depending @he circumstances —
through ablend ofregulation, supervision, armeutright punishmentthe threat to close the
bank or change its management).

This feature of domestic safety nets has been shared by recent international rescue
packages. To beffective in restoring confidence in troublédancial markets, a rescue
package mustelieve investors othe risks theyare trying to get away from. Themain
difference betweethe domestic anohternational contexts ihat, since international markets
largely fall outside the sphere affluence of any nationahuthority, itmay be difficult to
make investors internalizghe costs associated with theailability of this implicit form of
insurance. Consequently, moral hazard tends to be a more serious prablemtatnational
level.

But just how muchmore serious? Estimating moral hazard is a trielsk because of
the difficulty of specifyingthe counterfactuahamelythe costs that would haveaterialized
had a rescue nditeen mountedVoreover, itmight well bethat, even if some moral hazard
were created, theverall effect of having a lender of lassortready to intervene could still
turn out to be positivesince the total costs of a crisis cannot be taken as gieer all, this
is the argumentisually invoked tgustify domesticlending oflast resortEven allowing for
thesecaveats however, theemerging consensus is that moral hazard has inpfaged an
important role in the upsurge oépital flows in the 1990s (Goldstein, 1998; Krugman, 1998;
IMF, 1998). It is not the sizper seof such flows that bears this out: after all, a rapid increase
in capital mobility is only to be exgeted in the aftermath ofshift from a regime ofinancial
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repression to a moréeral one — andbhis is exactly lat happened in a largeimber of
countries in the 1980s. There are indeed groundsdi@ving that external capital flows have
not yet matched théevelsreached before 1914 (Eichengreen and Muk388). Moreover,
the decline in world interest rates in thearly 1990s clearly contributed to redirect
international financeowardshigh-yield assets in emergingarkets (Calvo, Leiderman and
Reinhart, 1996). It is the combination of the dynamics, pricing, and composition @feel
flows that suggests that the moral hazard concern cannot be lightly dismissed.

A few factsare worthrecalling in this regsect. First of all, as aesult of theAsian
crisis, 1997 was thdirst year in thenineties toshow a marked reduction in the rostpital
inflow to emerging economigg&igurel). Up to thengven deducting direct investment, the
mostdynamiccomponent, thannual inflowhad been very large by historicgthndards and
sustained, taking place the context of alecline in the spreads on the debt of ¢heerging
markets larger than that athercomparablyratedinstruments (Figur&). It is worthnoting,
moreover, that th&lexican crisis led to only enodest reduction of such flows 1994, and
had no impact aall on spreads outside Latin America, as international invesoickly
reallocated their portfolios away from this region aomlardsAsia and Eastericurope. The
total flow to emerging markets reboundedeasly as1995,when it increased by 28er cent.
Even theshift away from Latin Americgroved short-lived, aall the nain countries in the
regionrapidly regainedaccess to international capital markets gett spreads returned to
(and even below) their pre-cridsvels. Such gattern is unprecedented/hile on previous
occasions there hamken lendingpooms of comparable size, major international crises were
typically followed by a generalized halt in capital floves years to come — smuchso, in
fact, that scholars arkeft wonderingwhy the market wasunable to discriminatdetter
between various classeslwrrowers (Eichengreen, 1991). Nothing like that happened after
the Mexican crisis.

The behavior of spreadis the course of 199i& also striking. After a temporarise
in the early part of theyear, as a consequence of therease irthe US federal fundsate,
yield spreads on emerging market debt rapidly resumed the downwarthigrithd been on
ever sincethe Mexican crisis.Not even thefloating of the baht, inJuly 1997, had a
perceptible impact. This is partjue to the fact that theverall index is dominated by Latin
American sovereigaebt. Howeverdevelopments in Asia didot deviatesignificantly from
the general picture. IfMay 1997, for instancewith the baht under seversgpeculative
pressure, spreads dinai sovereigrdebtinched up by a mere 13 bagisints, andonly a
further 3basis points in the whole of June. Over sheneperiod, spreads on Indonesian and
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Korean sovereign and quasi-sovereign detained essentiallunchangedwhile for the
Philippines they widened by just 6 basis points (Figure 3).

Finally, there is the composition puzzle. Figurewhich contrasts the pattern of
capital flows into Latin America andsia in the 1990s,neatly showshow international
financeunderwent a veritable mutation tine process obeingredirected to Asia. Interbank
flows, which had beenegligible in1993 and negative ih994, surged to account for about
25 per cent of the total inflow in both 1995 and 1996. fldw of interbank funds to Asia, as
became known later, served to feed the now notogauy trade In a typical carntrade,
banks borrowed in theinternational interbank market in dollars or yemnverted the
proceeds intdocal currency, and then on-lent the local currencyshort-terminterbank
marketsuntil the fundsfinally reached théocal final users’®> The carrytradebecame popular
in 1992, and continued to Weghly profitable rightthrough to the third quarter of 1997,
whenthe aisis broke out?® The subsequent retrenchment of interblmkling goes aong
way towards explaining the intensity thle EastAsian crisis. Thicomposition shiftnay have
been accidentabhut it mayhave reflected @reater perception aincertainty surrounding
emerging markets as a resulttbé Mexican crisis, andherefore a desire by investors to be
able to get out othe marketquickly if necessaryHowever, the concomitance between the
upsurge in interbanlending and the appearance of the GR@port on theResolution of
Sovereign Liquidity Crises — whictvas widely read as suggesting that certalasses of
foreign claimscould be granted a piigged status in futurecrises — is striking, to say the
least?” Moreover, theBasle Capital Accordsnay have hadthe unintendedeffect of
encouraging interbank lending, since they mandate only a 20 per cent risk weighting for short-
term interbank exposures to non OECD countrésle exposures over §ear have to be

% There were alsoother techniques, alinvolving some degree of maturitpnismatching. For a
description, see IMF (1998).

%6 Using data oriThai banks, the IMF estimatethat thecarry trade generated ligher spreadhan
investing in mature markets in 18 of the 20 quarters up to mid-1997 (IMF, 1998). The esenmriacreased
in the second quarter of 1997, at the time ofgeculative attack, singgelds increased whilthe exchange
rate of the bahtvas not allowed to depreciate/Vith the collapse ofhe baht, returns tboth carry trades
turned sharply negative.

2" The Report was venexplicit in ruling out large-scale rescue operations of sovereign debtors in the
future. However, a fewpassages suggestttht such a stance might not beter-proof. Atthe outset, it is
factually remarkedhat “trade credits and interbank lines are essential for retaining commercial and
economic links witithe world economy, they have so far been excluded from most soveveigpout
arrangements’(p. 6); later on, a normative twist appears in the téktmay no longer be possible to exempt
bonds and other claims because of their increased importance. Each case will have to be considered on its
merits, taking account of the fact that trade credits and interbank credit lines are crucial for maintaining
links with the world economy(p. 21)
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weighted at 100 per cent. The lower weight, it shoulddied, does naipply toshort-term
corporate loans or bonds.

Per se there is nothing wrong ioapital flows takingthe form of interbanklending
rather than portfolionvestment. However, interbank transactions tend tbidfdy informal,
often not going beyondthe stage of verbal agreements. Consequently, as eveAsain
clearly brought outassessing overall risk exposureay prove hardvhen such transactions
account for theulk of cross-borderdnding.Moreover, short-terninterbankclaimsare by
their very nature highly liquid and easily reversible, and these featuresd to encourage
herding behavior othe part oflenders. Indeed, th&ze and rapidity ofhe turnaround that
took place in net interbanftows in the final months of 1997 were unprecedented, with total
interbank lending ithe crisis-stricken countrieshifting from an inflow of$40billion to a net
outflow of $30 billion (IMF, 1998).

Overall,there thus appear to lg@odgrounds forbelieving that moral &zard should
be given a prominent place any account of what went wrong in internatiorfadancial
markets in the 1990s. At the same time, as clear that this moral hazard can lidamed
entirely on the “excessive” guarantees implicitly provided by local authorities, as suggested by
Paul Krugman(1998). Theremay well have been an “overborrowing syndrome” — as
McKinnon andPill (1997) have labeled it — in emerging economiesracent years. All
argumentsheavily emphasizindgocal guarantees, however, run up against dficulty of
explaining how sophisticatednternational investors could be made lbelieve in such
guarantees when they knew tlia countries’ externdibbilities weremostly denominated in
foreign rather thandomesticcurrency. Hence, at least to some exterdgral hazard must
have beercreated abroad, ndbcally. Levy Yeyati(1998), forexample, has showthat
limited liability and generous deposit insurance in developed economigde sufficient to
push international banks into investing an excegsoréon of theirfunds in high-yield/high-
risk projectswhich are generallymore plentiful in emergingnarkets, in the rational attempt
to maximizethe value of the optiommplicit in the deposit contract. Krugman’s hypothesis
seems to explain tolittle, however,Levy Yeyati's explaingoo much, since limitediability
and deposit insurance are long-standing features ofinthestrial countries’ domestic
regulatory setting. lrall probability, a combination of these/o apparently rival hypotheses
— one thaemphasizeboth the inadequate preparationfiabincial liberalization irrecipient
countries and the inability of lender countries to provide their internationally active
institutions with appropriate incentives —le needed to make sensetbé unprecedented
pattern of capital movements in the 1990s.
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The widespreadfeeling that moralhazard is an important component of the
international environment also explaitiee prominence given imecentdiscussions to the
issue of involvingthe privatesector in thehandling of foreign exchange criséSoldstein,
1998; Eichengreen, 199&roup of Twenty-Two, 1998). Thiesue is often broached as one
of achieving a “more equitable burden-sharitgtween international creditors — which,
afterall, are in most cases institutiospecialized in processing information, arat innocent
bystanders — andebtor countrieswhich for their part already beathe burden of IMF
conditionality. This, howevermay well prove misleading. Whenresourceshave been
misallocatedthe question of who waresponsible irthe first place is of little economic
relevance. What matters is that timésallocation be dealt with ithe least-costly way, and
with the least recourse to third-parties’, iwdtimately taxpayers’, mone§? The issue of
moral hazard idogically distinct from that of ensuring equitable burden-sharing, although
theremay be a connection. Moral hazard reflects the interaction obehavior of both
borrowers and lenders. To reduce it, therefore,nbidogically necessary thdtoth lenders
and borrowers bear the cost oisis resolution, or thatll lenders suffer equallyThe real
issue israther whether, bynvolving the privatesector, the overaltosts associatedith
foreign-exchange crises can be reduced, either by smoathitige crisis resolution process,
or by reshaping the incentives under which private institutions operate.

The waythe Korean gsis was handled could be cited as a casgoint. Thatis, one
could argue that the participation in December 1997 of foreign banks in the rollover operation
sponsored by the G10 authoritieswhich effectivelybrought that gsis to a halt — offers a
model ofhow burden-sharing shouldork. There are grounds, however, fofeas benign
interpretation. Thelelay with whichthe rollover strategy waassembled made it possible for
banks holdingshort-term interbaniclaims to leavethe market unscathed aignificantly
reduce their exposure. As a matter of fagtien the size of theoverall turnaround in
interbank lending —about $7illion in net terms, aalready mentioned — it would be hard
to argue thawonly “marginal” lenderswere allowed toleave the market. Moreover, the
rollover strategy was accepted by the banks only after the woalreadlylost 50 per cent of
its value andhe G10 authorities had announced tihaty would speed ughe disbursement
of $10billion of the overall rescue package. By theherefore, the risknternational banks

28 More specificallymoral hazardeflectsthe interaction of the behavior of bdtbrrowersand lenders.
To reduceit, therefore, it is notogically necessaryhat both lendersand borrowers beathe cost of crisis
resolution, nor that all lenders suffer equally. Indeed, the historical record supgesteburden tends to be
borne mainly by debtors irrespective thie international financial regim&eeEichengreen (1991) for a
discussion of the empirical literature on this issue.
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would take byrolling over theirclaims had been greatlyeduced. At that poinindividual
banks could evemain from switching to aooperative strategy, as they wouldt be
required toput upnew moneywhile acquiring a “claim” orthe cisis resolution process. All
that was needed, once that stage leeh reached, was some arm twistingheyauthorities
to overcome what had become a pure coordination problem.

It is still too early to know whetherthis is acorrectdescription of what happened
during the Koreanrisis?® For sure, as one commentat@s recentlyput it, expecting the
private sector to contributsubstantially to crisis resolution is like “askitige icebergs to
save theTitanic”.*® The whole configuration of worlinancialmarkets — with itexpanding
set of highly competitive and unregulated intermediaries iavites skepticism on the
possibility of establishing spontaneous arrangements that presuppose &dbesibn and
goodwill onthe part oflenders. Indeed, iniew of the decliningimportance of concerted
lending in industrialcountrieshighlighted in Section 2, one cannot help wondering why
something that is increasingly difficult to achieve domesticalyould be feasible
internationally. Containing moral hazardthe internationalevel isthereforelikely to remain
the key challenge for the years ahead.

4. International lending of last resort: looking for a middle course

The main message othe previous section is that the extensioneniding-of-last-
resortpractices to thenternational domairencounters severe problems. Tdwilability of
resourceseven allowingfor the coming into effect ahe Xl quotaincrease anthe NAB, is
likely to remain insufficient taattain the purpose of a rapid restoratiorcomfidence during
major crises. Conversely, iesources were to kmgnificantly increasedpastexperience as
well astheoretical considerations suggest that th&scmanagermwould belikely to see its
technical discretion curtailed. Thisal the mordikely to happen since it is generaltyrdex
ante to assess all accurately theprobability of success ahe overall packagewhich is
likely to involve wide-ranging policy changes that vdketime and political determination to
come to fruition. The effect would be either a politicizationtiod lender of lastresort’s

29 |t should be noted, howevehat itdoesnot appear to besjected bythe income statements released in
the course of 1998 by a number of internationally-active banks, since sihey sizable losses only in
connection with off-balance-sheet exposures (IMF, 1998).

30 Seethe article by Stephen Fidler titled “Wafor contagious diseases” Financial Times 6 October
1998.
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decisions, or a significant loss fteéxibility and,ultimately, effectiveness ithe conduct of its
business.Moreover, theissue of containing moral hazard is far frosettled. True,
considerablgrogresshas been madever the pastew decades othe debtorside, with the
development of the twin notions of suiflamce and conditionalityHowever, a prerequisite

for the effectiveness ddoth tools is thaindividual countries perceive they have an interest in
cooperating with the international enforcer. In this respect therm&ga difference between
theinternational domain anithe domestic context, where tlemder of lastesortcan rely on

a complex regulatorgtructure thagivesforce to the threat djpunishment”.Moreover, the
problem of moral hazard on the creditor side lies largely beyond the reacheidbe of last

resort, since it is related to the degree of protection creditors receive in their home country. In
order to protect its resources, the international lender of last resort would thus have to rely on
the actions of other actors, namely the industrial countries’ domestic authorities, over which it
has very little leverage — a very uncomfortable situation, which domestic lender of last
resorts have consistently tried to avoid throughout their history.

These considerations help make sensd¢hefless-than-satisfactory performance of
international rescue packagestime last couple of year3hey also help texplain why a
number of countries, such @hile and Malaysia, havpreferred toprotectthemselves from
financial instability throughunilateralrecourse tacapital controls. Irthe long run, however,
such a response appears self-defeating. The move away from capitals wasnot by
chance, or of sheer technologipabgress. Rather, it wasimarily aresponse ttwo deeply-
felt needs thathe Bretton Woods framework menly imperfectly, if at allfirst, for a better
allocation of resources worldwide and, secondly, for a mechanism to strengtlicezoibiity
of domestic policy-making. Even if irovedtechnically possible to set the clock back, as it
were, reinstatingeliance orcontrols as the rule rather than the exceptiorentains unclear
how this could be reconciled with reasonably faiwth and sound domestjmlicy-making.
Thus, there appears to bmplescope forexploring middle-course solutions — working on
the assumption that the leave-it-to-the-market option simply mioeesxist. This ighe task to
which | turn below.

4.1 Is regional crisis-management an option?

With universal lending of lagesortunlikely to be forthcoming, and concertietiding
impractical inmost circumstances, a natural alternative waddm to be some form of
regionallending of last resort.
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Thatis, one couldenvisage a world imhich this functionrwould be discharged either
by a recognized hegemon within a givarea, or by an area-wide, cooperatimstitution
explicitly endowed with lending-of-last-resort faculties. An obvistracture would be one in
which each of the three main trading blocks — Asia, the Western Hemisphekrape —
looked afterfinancial stability in isolationeach block in its own way, tailored tocal
traditions and existing practices and institutions.

Regional lending ofast resorthas three advantageser universal lending of last
resort in principle.First of all, geographical proximity, insofar as it can thken as an
indicator of economic integration, tends to strengthen perceptions as to th€tkatia to
say, area-widegost of inaction in théace of a crisis. Mustering sufficienésources is thus
likely to prove less troublesome. Secondly, tmember of countriesnvolved being by
definition smaller, itmay beeasier at theegionallevel to win consensus as to both tieed
for concerted action and therm that it shouldake. Moreoversince relations between the
states in the areailivnormally go beyond purelyfinancial matters, it might alsprove easier
to devise country-specific forms of compensationjoining in the collective lending of last
resorteffort®* Finally, relativelydeep-rootedtultural ties — which again can be expected to
be the natural outcome pfoximity — may provide a favorable terraifor the establishment
of an “epistemic community’namely of a“professional group that believes in the same
cause-and-effect relationships, truth tests to accept them, and shares common values, so that
its membershow acommon understanding of a problem and its solutiifaas, 1990, p.
55). Epistemic communities have been shown to be impoféors behind manyrecent
success stories in theeld of internationalcooperation(Milner, 1992). Indeed, the swap
network developed by G10 central banks ingady 1960s around the Bank for International
Settlements can be seen asearly example of aarea-wide, though by no means regional,
lending-of-last-resort structure (Helleiner, 1994).

The first advantage is probably by the greatest. Faall the talk of globalization,
much oftoday’s tradaemains regionalather thartruly global. In factthe growth of intra-
regional trade flows is probablythe distinguishingfeature of theremarkable increase in
overall world trade in thelast two decades or soThe flourishing of area-widetrade
initiatives, such ashe Single Market, Apec, NAFTAcan itself be viewed as reflecting this

31 Such compensations woulitt, in Mancur Olson’s (1982) terminology, asselective incentive”
encouraging countries to stick to tbeoperative equilibrium. Othe importance of settive incentives, see
also Milner (1992).
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underlyingtrend. Indeed, the pressure exfonomic integration can be strong as tqush
beyond a regional lender of lastsort, towarddull-fledged monetary union. Eichengreen
(1996), for onehas forcefully argued that monetary unionBaropecan be viewed as a
response to the‘ineluctable rise in international capital mobility” which risked
undermining, bythe attendanincrease in exchangatevolatility, intra-European tradtows

and the very possibility of pursuirtpmestic objectives. The economic rationale of monetary
union, in a nutshell, is thételatively large, relatively closed economies are able to pursue
domestic objectives without suffering intolerable pain from currency swings”.

Thus, regionalending oflastresortshould be seen as an option both for countries in
the process of transition to monetanyion andfor others, which, while recognizing their
common interest in exchange-rate stability, everthi point ofbeing ready topeg the
external value of their currency unilateralare notyet in a position to contemplate a total
surrender of monetary sovereignty.

Defined in this way, regional lending st resorthastwo shortcomings, however.
No matter how strong the trade links, and heell-developed cooperativiaitiatives in the
trade field,designing a crediblstructure for lending-of-last-resort purposediksly to be
tricky. If countries areunwilling to contemplate surrendering monetary sovereignty
altogether, either as ammediateoption or over a more distant horizon, it mustbeeause
they want to retain some autonomy for their domestic econpatiimes. Since assembling a
rescue package bkely to entail, at least ithe short-run, somdeviation fromthe pattern of
domestic policies otherwise deemed desirable in some of the countries in the area, the effort’s
outcome is bound to remahnighly uncertain. This can be seen asnmare than a variation on
the control issue evoked inthe previous section. The importance of the concern is
underscored bywo recent pieces of evidence. The first, gmdbablythe foremost, is the
ERM aisis of 1992-93. Lack of economic convergencertainly played a majorole in
straining the European multilateral peg, in $aene way as it had straindggk Bretton Woods
exchange-rate system backtire early 1970s, but there is now a broad consensus that the
scale and persistence tife cisis canonly be explained by invoking an element of self-
fulfilling behavior orthe part of markevestorswhich could have been dealt with hadre
countries been willing to provide more extensive lender of last resort services for the area as a
whole (Eichengreer,996). Whamakesthe Europearexperienceall the more remarkable, is
that the failure to organize an effective area-wide defense against speculative flopiateok
in the context of an otherwid@aghly advanced process of institutional, agekn political,
integration.
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A furtherexample igorovided by thdailed USattempt, in earh1995, to assemble an
all-American rescue package to deal with Mexico’s problems. The problentheititiative,
as later became clear, was that it comtd befunded sufficiently through recourse to the
Exchange Stabilization Fundyhich was at theimmediate disposal ofhe US Treasury.
Consequently, the package required congressional approval. Inbeméed-the-scenes
consultations in Washington made it clear that this coud be taken for granted.
Announcing a rescue packagéhout the certainty that Congress wouhdkethe necessary
appropriationinvolved great political risks, whichthe US authorities weranderstandably
unwilling to take. Thus, thall-American planwas dropped, in favor of an orchestrated IMF
package, in whiclthe UnitedStateshad a stakeoughly equivalent tdhe sums available in
the Exchang&tabilization Fund? Again, it is notewahy that the episodeid not take place
in an institutional vacuum, aswtere, but in the context of a depglitical commitmentpoth
in Mexico and in the USA, to NAFTA.

There is a second shortcoming to regiomahding of last resort, however.
Geographical proximitynayincrease awareness thie social cost ohaction to the point of
making “regional’authorities overemphasiZmancing tothe detriment of adjustmentVith
conditionalitygone, debtor countrieshoral hazard might loom largblow, eventhough the
“region” may form a relativelyclosed economic block, thiésk of contagiorthroughpurely
financial channelsan hardly beexaggerated in the present worldgtdbal capital. Agecent
experience showsespeciallyafter Russia’'sunilateral suspension afebt service, there is
nothing to check againgtobal spillovers ofregionalregulatory angolicy failures. This was
perhaps the min objection to the attempnhade in thesarly months othe Asian crisis by
some countries in the area to organize a $filil6n regional emergency fund, to be known
as the AsiarMonetary Fund. Thenitiative was announced by the Japan@sance minister
during the IMF/World Bank meetings in Hong Kong. Nothing was said atniesabout how
the Fund was t@perate or, irparticular, about theonditions that would be attached to
individual rescue packages. After the other G7 countries had made it clear that they would go
along with thenitiative only if the IMF wereinvolved, the planwas soon dropped -which
looks likeimplicit confirmation that ithad more to do with avoiding conditionality thaath
fund-raising.

The moral ofall this is that a regional lender of lastsort is unlikelyfor the
foreseeable future to providae answer to thproblem of sustaining internationthancial

32 See Fraga (1996) for a detailed account of the vicissitudes of the US plan.
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stability. At most, elaborating on the Japanetsa for anAsian Monetary Fund, one could
envisage a number of regional pools of resources to be actieatedivelyfor countries
belonging tothe region. To beiable, however, such atructure wouldcheed to be designed

and managed in a coherent manner, according to a urogeeof conduct. In the tradield,

there are those who argue that the trend towagisnalism is madenore acceptable by its
occurring in the context of an ever stronggobal institutionalset-up, represented by the
WTO and the procedures faonflict-solving over which the latter presides. In such a
context, regionalism can eterpreted as but orlayer within a multi-layeredyut internally
coherent, institutional framework (Lawrence, Bressand #&wod 1996). While trade
coordination is desirableyut not strictly necessary, since each region could beffieirh
liberalization even if althe otheregionskepttheir trade restrictions iplace, it appears to be

vital in finance, where the potential for contagion across regions is far bigger. The outcome of
leaving each region to decide the rules according to which lender of last resort services should
be providedmay well prove to be asystem of destructive —ather than constructive —
ambiguity, which would work in nobody’s interest.

4.2 Voluntary vs non-voluntary arrangements

Lending of lastresort is &orm of implicit insurance againghe risk of illiquidity. If
implicit insurance can be expectedwork only imperfectly in an internation@ontext, why
not try explicit insurance? The latter coutdke theform, for example, of an option-like
contractgiving the borrowing country the right to access extraordinary sourci@saating
should pressure develop in its own foreign-currency magete such an agreement would
be voluntary, the premium could compensate the writers for the risk they run.

Schemes of this typare being experimented in Argentina and Mexico. 1896,
Argentina reached an agreement with 13 foreign commercial banks, accordihghothe
Argentine central bank can swap peso-denominated government securities for US dollars up
to about $7illion. The average commitment fee is B&sispoints, and theate charged in
case of drawing is 200asis points abovielBOR. The most interesting feature of tfaeility
is the absence of a no-adverse-material-change clause permitting banks to recede from the
agreement in the event ofcasis. However, drawings are subject twargin calls if theprice
of the collaterafalls by more than 5 per cent. If tHall exceeds 20 per cent, thdditional
margin must be paid in US dollafdoreover, creditobanksmay suspend théacility in case
of a sovereign default. THdexican contingent scheme is instead apsgoverdraftfacility,
granted jointly by 31 foreign banks for an overall amount of about $3 billion.
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Neither facility has actually beewsed to date, so it idifficult to evaluate their
effectivenessinder stress conditions. Thetructure, howeveraises a number of questions.
Can the market be expected to proved@ughinsurance, givethe nature of the event that is
being insured againsioreover, suppose the market was reacting correctly imlaalance
in the country’fundamentals: woulthe facility still be beneficial tahe countryitself and to
the international community at large in that case?

Clearly, neitheithe Argentinenor theMexican arrangement is “large” in comparison
with the latest rescue packagesit it is not somuchthe size of the resource pool that is
guestionable, as thmechanics othe facility itself. First of all, the existence of margicalls
implies that incase of large price swingshich clearlycannot be ruledut giventhe type of
event these countries drging to insure againsthe arrangement coulcery wellend up by
unwinding itself. Perhaps more importantly, tfenks participating ithe arrangement ight
well wish tohedge their exposur&or example, when called to provide “addition&iifance
under the arrangemernhey may startselling shortgovernment securities. If they choose to
do so, theoverall amount of foreigfinance available tahe borrowing country i remain
unchangedBut the nain weakness of these arrangements is thery automaticity. The
liquidity they supply is totally unconditional. Thus, there is nothing in the scheme to guarantee
that the authorities will undertake any needed corrective measure while drawing. Even though
the terms of the program are subject to periodigsion,the record of the market in the
surveillance businessuggests that théacility might be used to delay needed policy
adjustments® Overall, therefore, there are groundsbiemng skepticahbout theeffectiveness
of purely-private contingent arrangements of this type. As they stand, thegrtainly help
authorities to contain mingoressures, and in threspectthey might be of greatalue in
reducing contagion effects. M¢n the erosion of marketonfidence is particularly serious,
however, they camapidly run into trouble, and under certain conditioemgen become
counterproductive, insofar as they lull domestic authoritieshelieving that theresis can be
overcome without prompt and determined action.

The natural alternative to a voluntaliguidity-enhancing facility would be a
contingent arrangement that workedt of coercion. Litan et al(1998) have suggested, for
example, that borrowing countries should pass legislation contemplating a mandatory

% This is consistent with theew that whatjustifiesthe existence of international organizationsésally
their comparative advantage with respect to the market as monitors, not as lenders (Rodrik, 1995; Guitian,
1992). More of this below.
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reduction (“hair-cut”) of therincipal of foreign currency loans thate notrolled over in the
event of a crisisCreditors wouldnot beprevented fromeavingthe country, but would be
imposed a loss for doingo. However, themere announcement that a country was
considering such a move wouliiely trigger a rush for the exits. It is unlikely that any
country would bewilling to take thechance. At theery least, no country iivwant to be the
first to pass such legislatidor fear ofsendingthe “wrong” signal to the market. Thus, the
suggested “hair-cut” makes sers#y as an emergencyeasure to be appliehce thecrisis
has alreadytarted. At that stage, howevegrtial solutiongmay not besufficient, and may
even aggravate the panic.

A more extreme coercive measure which however doesot suffer from this
weakness — would be a moratorium on foreign payments. pdssibility was envisaged
after theMexican crisis inthe G10 Report on thResolution of Sovereighiquidity Crises,
which acknowledges that:

a temporary suspension of debt payments by the debtor may be unavoidable as part
of the process of crisis resolution and asvay ofgaining time to put in place a
credible adjustment prograGroup of Ten, 1996, p. i).

This view hasnow been revived and developed time report of the G22 avking
group on international financial crises:

in some circumstances, a purely voluntary approach may be impractical. In
particular, it might consume so much time that it would lead to an erosion of
confidence that would be contrary to the collective interest of creditors and debtors
in a cooperative and equitable workqut] In those extreme caseénere a temporary
suspension of payments cannot be avoided, experience indicates that a disorderly
workout is against the interests of debtors, creditors and the international community
(Group of Twenty-Two, 1998, p. x).

With a view to facilitatingthe handling of suchsituations, both Reportstrongly
recommend the introduction of contratduses that would make it possiblectmrdinate the
actions of bondholders, in particular througtilective representatiomajority voting, and
sharingproceduresThey also call orthe IMF to extend and perfect a practic#iated in the
late 1980swhich consists in providing (limitedmounts ofinance tocountrieswhich have
been accumulatingrrears towardsheir private creditors, ahead of an agreement with the
latter (this practice is known as “lending into arrears”).
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Whenthe idea was firstput forward, in 1996, itlid not receive agood reception.
Market participantgjuickly pre@red a counter-repormpublished in September tfie same
year, where the G10 recommendations on moratorialentting into arrears werecalled
“misguided”, onthe ground thathey would face enormous implementation problemd, if
implemented, woulduel moral tazard on the debtaide®® Nor did the Report appear to
convincethe IMF. Theinvitation to reflect orthe matter went unheededtil Januaryl 998,
well after another string of crises hédought theissue to the foreagain. Even this late
review, moreover, ended on a rather skepticge, on twogrounds. First, the practice of
lending intoarrears hadbeen experimented in situations whéne bulk of the creditors
consisted of commercial banks. If borwhtracts predominated, as was the case inddex
1994, the IMF staff feared that the practice could engender disorderly reactiongart thie
creditors. Here, there is an importadistinction to be drawn between domestic and
international bonds. Clearly, a moratorium on domestic bondsnugile rise to significant
litigation, since itwould amount to interrupting tHegal validity ofoutstandingclaims — be
they sovereign, non-sovereign, or ballbepending on circumstances. International bonds, by
contrast, arsubject to the jisdiction ofthe courts in the country where they are issued, and
normally contain comprehensive waivers of soveraigmunity, so that in principléhe risk
of litigation is notnegligible. Afurther concern was that thaternational organizations’
endorsementmplicit or explicit, of amoratorium would constitute suchnaajor departure
from consolidated practice as to risk triggering a chain reaction. RedéetiyyiIF has shown
a morebenignattitude towards th&hole issue oimoratoria, as testified by thdanaging
Director’s report to the October 1998eeting ofthe Interim Committee. However, the
concern that an uncoordinated recourse to moratoria deattto chaos has @nything
strengthened by theuirmoil that followedthe Russian decision toesort tothis option in
August 1998.

Before discussing igreaterdetail whether moratoria could be made more orderly, or
even avoidedaltogether, it is worthclearing up a misunderstanding therbse after the
Mexican crisis and that seems to have stayed with us ever &lacatoria are not an
embryonic international bankruptcy systemoyr arethey intended to be. Rather, thase a
pragmatic option predicated precisely tre assumption that anternational bankruptcy
system isnot feasible, andperhapsnot even desirable. As Eichengreen dpartes (1995)
have aptly remarked:

3 See Institute of International Finance (1996).
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an international court or tribunal withpowers analogous to those enjoyed by
bankruptcy courts in the United States is a non-starter, given the very great legal
obstacles to implementation. If such obstaclesrewto be surmounted, the
desirability of such a procedure remains unclear. Even operating under a treaty,
such an international court would be unlikely to possesstiveers of anational

court to enforce seizure of collateral, given sovereign immunity. It wmiltde able

to replace the government of a country tway bankruptcy courts replace the
management of firms. The danger of moral hazard would be @reati).

The heavy reliance orthe terminology of bankruptcy irGroup of Ten (1996) —
whichthe drafters of that Report ggblytook overfrom Jeffrey Sachs’ earlier suggestion to
create, byanalogy withthe US legal system, an international bankrumioyrt (see Sachs,
1995) —may have been an importafactor behindthe coldness withwhich the Report’s
main recommendations were received. Arguably, a better analogyh&d the Report was
suggesting would have be#re practice —eommon inmanycountries before the advent of
central banks — of suspenditige convertibility of bankdeposits in the presence of a run.
The country where this measure veaopted mostrequently isthe UnitedStates, where in
pre-Fedtimes convertibilitywas suspended eight timéSprague, 1910). Theuspension of
convertibility was clearly a breach ofontract, towhich banksresorted tostem depositors’
uncoordinated runs to currencget, while understandably causing puhliproar,such action
rarely caused much legal reaction.

With full information, suspension of convertibility would clearly be hard tafju8ut
information asymmetriearearguably aconstituent feature of the financehvironment, and,
as we saw in the previous section, there is every readmliéwe that this problem becomes
even more serious when countrégge concerned. Moreover, thisk of a run ismagnified in
this case bythe lack of a clear “liquidation” valudor the country’s assets. M&n these
conditions prevalil, imay be rational for investors to panic, actingtie@basis of some noisy
but nonetheless meaningful indicator. At tseme timethe suspension of convertibility may
be the rational course of action for thebtor since the latter, who bydefinition enjoys
superior information, is thus affordélde time to signal tocreditors that the continuation of
the relationship may be mutually beneficial (Gorton, 1985).

There are aumber of difficulties to bevercome, however, before thaalogy could
be considered an appropriate guide for action. First, in the case of basgension allows
creditors todiscriminate better betweégood” and“bad” banks;the presumption wathat
the latter vill never resume convertibility, andIvbe closed down. By contrast, tliecision
of the sovereign is typically unilateral, amdy hide the intentiomot toaddress the structural



51

problems thatre likely to have triggeredhe run. Ifthis were indeedthe case, the risk of
contagion would loom large. Secondly, after suspendamyertibility, a bank can gabout
the rest of itsbusinesdor a while without much externapressure, sinceéyeing afinancial
intermediary, it does not need interim liquidity. Thisciearly not thecase with countries,
which are typically brought to suspend exterradyments in situations where thsill need
foreign money to finance &udget or current accourdeficit. Recourse tosuspension
therefore makes sensaly if a source ofinterim finance can b#ound, to keep the country
“afloat” until full convertibility is restored. Thirdly, it is nobbvious to what extent the
analogy can be extended to situations where ftois a sovereigndebtor to come under
pressure, but domestic corporations or bafkswlly, the absence of extensive litigation in
the nineteenth century when banks suspended convertiitis/at least partly related to the
attitude of the courtswhich generally exercised a largenount of forbearance, thereby
discouraging angrgepositordrom suing. Such a smoofitrocess caiardly be expected to
prevail inour times. Thus, resorting to sovereign suspension presupfiedieg instruments
to facilitate the resolution process. Let us examine each of these questions in turn.

4.3 The IMF as a confidence-enhancing mechanism

Before delving deep into the issue of moratoria, it is useful to recall some chiagiges
have alreadyaken place ithe nature of the IMF'business. The institution, as we have seen
in Section 3, was entrusted at Bretton Woath a conceptually simpl@ask: to protect the
fixed exchange rate system through the provision of adjustment-smoothing finance. Article I.v
states that one of thiendamentalpurposes of the organization “i® give confidence to
members by making the general resouricef temporarily available[...] under adequate
safeguards” Two thingsare worthemphasizing in thipassage. “Confidence” is to lgesen
to countries,not to their lenders (since capitahobility was expected to be restricted).
Moreover, access to adjustment-smootHingncewould not come cheapsince it would be
made conditional omhe existence of “adequate safeguards”the origin of the notion of
conditionality that was later derived.

This is basically the framework within whithe IMF operatedntil the breakdown of
the exchange-ratemechanism irthe early 1970s. Wth the switch toflexible exchangeates,
the Fund’s missiorwas somehow lettanging inthe air. This inevitably entailedcertain loss
of legitimacy, and'an accompanying perception of increased IMF obtrusivend&xliitian,
1992, p. 25). Aegalfix waseventually found wittithe Jamaica amendment tfe Articles,
which gavethe IMF a newmission — that of administeriripe “code of conductlaid out in
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the newly-drafted Article IV withthe aim of “assuring orderly exchange arrangements and
promoting a stable system of exchange rates”.

At first, this legal change didot mean much inerms of how the IMF was perceived,
especially in developingountries. As a matter of fact, the outbreak of the debt crisis in the
early 1980s probably marked the lowest point in IMF popularity (James, 1996). Then, starting
in the late 1980s, something changed. An increasing number of countries began tthedalize
in a world ofincreasing capitamobility the IMF couldplay a usefulrole as provider of
credibility, beside and even abotlee more traditional role ofender of resourcesThis
change in attitude in the countries tapping the IMF is brooghbythree pieces of evidence.
First, the share of net IMF credit over total eeternalfinancing (includingforeign direct
investment) to developing countrideoppedfirom 4.5 per centluring the 1980s ttess than
1 per cent in the perioffom 1990 to 1996 Secondly, there haseen a rapid increase in
recent years in theumber of so-called precautiongsyograms, i.e. of programs undertaken
without theimmediate intention of drawing. As ehd-1996, about one-third of tiseand-by
and EFF arrangementsll in this category.Finally, while the ratio between actual and
potential borrowing irall outstanding IMF arrangements excludingthose off-track — has
declined sincehe early 1980s,reaching an historical lowthe number of countries with an
IMF program hasgisen to all-timepeaks (Figuré). The message dll this isfairly simple:
the IMF stamp of approval has been used by an increasing number of countries to enhance the
authorities’credibility in association with adjustment programs predicated omagability
of private international financ&hatis, the IMF has gradually shiftedor a largepart of its
membership, from providing confidence gmvernmentsto providing confidence to the
marketsthat were supplying the finance needed for the success of the governments’ Policies.

The upshot of these considerations is that as a result oftdretencies the IMF has
already developethe means, and to a large extehe skills, to sustairthe credibility of
membercountries in adverse circumstances. Tdogs not mean thahe role ofcredibility
provider, or of confidence-enhancing maaism, has been played bye IMF in the best
possible manner iall possible circumstances, and in trespect recentrises have certainly

% There are striking similaritiesetween these developmentsd thosethat marked thedvent of the
notion of central bank independence. This notton, was “invented”, back ithe 1920s, by creditors eager
to protecttheir resources (mainlyhe restoration loans arranged by tteague of Nations)This iswhy the
independent central banks set up at the instigation of the League of Nations came to be heavily resented in the
borrowing countries, eventually proving, without exception, short-lived. Acceptance of the madidoawait
the dismal inflationary experience of the 1970s, whaffectively showedthat an independenhonetary
authority could be in the country’s — not the foreign creditors’ — best interest. See Giannini (1995).
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taught anumber of lessorS.Nonetheless, that there is a growdigmand fotthe credibility
services ofthe IMF among itanembershipappearsundeniable. The issue rsally whether
and to what extent this demand can be met to make foreign-exchaigenanagement a
smoother process than it is at present.

There seem to beawo possible ways —not mutually exclusive — tatackle this
problem. The first can babeledthe “carrot” solution; the second thstick” solution. The
carrotsolution would consist in trying to buttress voluntanti-crisis arrangements so as to
makeresort to amoratorium in theface of foreign-exchange turbulence unnecessary, or at
least more remote. Weave seen that these arrangements presently suffertdévormajor
weaknesses: thegre unlikely to withstand major foreign-exchange pressures; they are
automatic, and thereforeight leadthe government to postpone adjustment. Tirst
weakness could be overcome by changthg incentive structure underwhich banks
participating in the arrangemeoperate.This could bedone inmanyways. One option has
recently been experimented by the World Bamikich on November 1@pproved a $500 min
Special Repurchase Facility Support Loan in favor of Argentina. The purposel@diths to
ensure banks participating ime Argentine contingenfacility that, if the price of the
collateralfell by more than 5 per cent, the centbaink would have an additionsburce of
funding to meet the relative margin call. Thaindrawback of this solution is that it amounts
to a hidden subsidy ifavor of private creditors, whose freedom of manoeuwnaiiding the
possibility of hedging their exposure, is otherwise left unaffected.

Arguably, abetter,and more transparemyay of encouraging privatereditors would
be for theinternationalfinancial organizations to waive thede factosuperior seniority in
favor of those creditorwilling to advance financander stress conditions. Tpenciple that
an insolventfirm can raise newinancing that issenior to outstanding debt subject to the
agreement of theourt forms an integralpart of the US, asvell as other countries’,
bankruptcycode. Moreover, thevaiving of seniority finds an analogy, e domestic
context, in central banks providing uncollateralizeeghidity in exceptional circumstances.
Somethingsimilar would happen if option-like agreements of #wed being experimented in
Argentina and Mexico werexplicitly linked to contingent creditines provided directly by,
say,the IMF itself. If thiswere the case, private creditors would be encouraged to enter into

% Another area in which therseems to be room for improvement tlsat of programsaimed at
disinflation, for whichthe notion of abalance-of-payments need, traditionalhe raison d’étre of IMF
programs, is inappropriate. See Cottarelli and Giannini (1998).
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the private contingent lin@nce theywould know that whatever drawing the courgffected
would be based onari passuclause withthe IMF, while whatever repayments were made
would analogously be shared with the IMF opra rata basis.

Both optionscan be seen as contravening the “adequate safegugridsiple
enshrined irthe Articles,all the more sincethe guarantee provided to private creditors,
either explicitly or inthe form of higher seniorityjnevitably involvessome risk of moral
hazard. But this needbt be thecase, if contingent credinesarelinked to an IMF program
featuring the appropriate degreecohditionality. Such an association also appeassrable
to cure private crediines oftheir second weakness —bas infavor of financing, to the
detriment of adjustmenCombining conditionality witlthe provision of incentives aimed at
nudging private creditors into a more cooperative stamgat very wellreduce moral hazard
compared with the situation today, by rendering the prospect of a moratorium — arguably the
riskiest option from this perspective — less réal.

The alternative to the “carrot” moviouslythe “stick”. It would consist in a more or
less explicit endorsement of eountry’s recourse to a temporary moratorium by the
international community, along the lines envisaged in both Group of Ten (1996)aung of
Twenty-Two (1998). In a more extremers®n, the declaration of a moratorium could be
made a precondition for accessing IM&sources, an option that neither of thespgorts
contemplatesexplicitly. As already mentionedyhatever form it is totake, this option
presupposes that the IMF, and perhapiger internationalfinancial institutions as well, be
willing to uselending into arres, sincemoratoria donot eliminatethe need for dender of
last resort, they only reduce the scope of its responsibilities.

Unlike traditional lending ofast resort, however, lending into arrsabygiving the
country in distress theneans to afford, as were, a moratorium, tends to run against the
creditors’ immediate interests. That is, lending into arrears by definition is confrontational in a
way that traditional lending dastresorthas never been. It therefore raises issue of its
impact on creditors’litigiousness; thereby, orthe program’schances of success and,
ultimately, onthe IMF’s resources. Thask is that aggressive litigation aime part of

37 A similar view has recently beerput forward by Goldstein (1998who arguesthat recourse to
moratoria, by setting a highsystemicrisk thresholdbeforethe internationatommunity intervenes;ould
significantly reduce mordtazard. It should be noted, howewirat existing option-like arrangementgve
creditors thefaculty to suspenthe facility in case of sovereign defaulthus,absence of a moratorium is a
pre-condition for the facility to work.
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creditors,involving extensiveseizure of assets, couddfectively prevent balance-of-payments
adjustment, and thus derail the whole program.

When lending intaarrearstook its present form, in the late 1980isigation did not
prove to be amajor problem: creditorgenerally didnot resort tolegal remedies and a
number of agreementaere reachedwithin a reasonablyshort time after theFund's
announcement that it wouklipport the debtonotwithstanding its arrear&ut at thetime
the creditors were primarily commercial banks, and national central banks played an important
role behindthe scenes in encouragititem toaccept a cooperative settlement. adeady
remarked, such degree of forbearance cannot be expeaédreditors —certainlynot of
bondholders in general. Indeed, investnfentd managers andther similar financialagents
arelikely to have a fiduciary obligation toustomers to makthe most of theiholdings of
distressed securities.

The risk thatthe declaration of a moratorium could fadlowed by prolonged and
heated litigation is therefore a seriomuse, eventhough its preciseontours Wl depend on
the circumstances. The assets of a soverdgiptor are not edy attachedunless they are
held abroad anthe sovereigias waived its immuty aspart of aninternational bond issue.
But waiving sovereign imemity has become common practice in several impoftaancial
centers (Eichengreen ambrtes, 1995). As toon-sovereign debtors, the declaration of a
moratorium on their debt amounts to a suspensiorthef country’s bankruptcyaw.
Consequently, foreign creditors woutsht be able to apply tothe national courts. They
would, however, bable to attach assets locatedareign jurisdictions, andne can easily
imaginethe emergence of “vultureitermediaries specialized in buyingeap distressed debt
and then suinghe issuer for thdace value® A worst-case scenario would also need to
contemplate theossibility thatthe IMF, havingendorsed the moratorium, or evaade it a
precondition for initiating a program, might be dragged into the litigation.

% SeeMiller and Zhang(1997) for a formal analysis dfie impact on the valuation sévereign debt of
the existence of “vulture” firms ofhis type. The risk associated with disorderly moratoriavisll epitomized
by the decision of the UK courts sxcede td_ehman Brothers’ request to seitee UK bank accounts of
Inkombank, Russia’s second largest depository institution, in the aftermath of the Russian moratorium.

39 A cautious experiment with managed moratorind® underway in Ukraine, where the IMF appears
to have made the suspension of payments to foreign bondholders a precdioditbmmtinuation of the
program. See “IMF places Kiev in default dilemma’Financial Times5 October 1998, p. 2.
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These risks could be avertedly if the international community had a legal means of
temporarily suspendingot only the country’sforeign paymentdut also the creditordégal
rights. As the word suggests,cartain amount of coercion isdispensabldor the “stick”
solution to be feasible. But how is such coercion tteb#imized?The obvious place to look
is in the IMF Aticles of Agreement. As mentioned in Section 3, Artilel(a) empowers
the Fund to require that a mber imposecontrols on the outflow ofapital as a condition
for the use of its resources. In turn, Article VIII.2(b) states that:

exchange contracts which involtbe currency of any member amhich are
contrary to the exchange control regulations of that member maintained or imposed
consistently with this Agreement shall be unenforceable in the territories of any
member.

Invoking Article VIII in its present form tqustify a moratorium, however, would
require some measure of “creative” textual interpretakoninstance, the IMBoardcould
clarify thatthe expressiofiexchangecontracts” is to be interpreted aacompassing credit
agreements. Interpreted tinis way, ArticleVIIl would makeclaims arisingirom sovereign
default temporarily unenforceable following a decision in this senséhdyBoard. It is
debatable whether this woulckally settle the matter, howeveRule-bendingmay be
acceptable in dealing with sovereign entities fimgtthe expanded interpretation in their own
interest. It carhardly be expected to beatertight when itinvolves private creditors that
might take their case to a perhaps unsympathetic natonal. Hence, if moratoria are to be
added to thenternational toolbox fordealing with foreign-exchange crises changing the
language in ArticleVlll appearshighly advisable. This could bdone, forexample, in the
context of ageneral revision ofhe Fund’s mandate as regarthe capitalaccount. Bygiving
the IMF responsibilityfor fostering capitaimobility, a clear signaivould be sent to the
financial markets that the latter are seen to perform an impoftardtion both in the
allocation of resources worldwide and in disciplining domestic economic policies. sdre
time, by explicitly contemplating moratoria as a policy tool, to be osidas arultima ratio
expedient and in the context ofaongadjustment effort, the authorities wouldhke it clear
that there was no reasonhlelieve that internationfihancialmarkets weremmune from the
imperfections that havprompted the development of artensive regulatory framework at
home. To reduce moral hazard the debtorside, appropriate language could be found to
convey to membecountries that activation dénding intoarrears would be tied teach
member’spast survillance record and, in particular, to the degreecofnpliance with the
code of conductenshrined inthe Articles, including the appropriatesequencing and
preparation of capitahccountliberalization. This would arguablgncouragemembers to
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follow sound economic policies, g&ibly withthe help of an IMF program, even whémey

did not need resources for immediate balance-of-payments purposes, thereby strengthening
the credibility of the IMF as aconfidence-enhancing mechanism. Within thjgproach,
surveillancewould inaeasinglyacquire thefunction supervision already has in a domestic
context — that ofllowing thelender of lastesort toevaluate thgood will of the distressed

debtor and to decide accordingly which of the instruments at its disposal’to use.

5. Conclusion

Well-functioning financialmarkets are conducive to a moeé#ficient allocation of
resources, greaterisk diversification and, through their continuous monitoring of
governments’ actions, better economic policlesfetteredfinancial markets areunlikely to
deliverthese goods, howeveanainly because of informational imperfectiofi$wus, a certain
amount of government intervention is a precondition for financial marketsrioeffectively.
This, in essence, wdhke discovery made —through painful experience — at theational
level in the first decades of this century. It led to a three-pronged response coneprisitig
measures (regulation and supervision)risicmanagemerstructure (bit around thdender
of last resort) and ex postarrangements meant to facilitaiee liquidation of insolvent
financial firms.

The globalization of capital has left no alternativdacing the issue ofhow financial
markets’ malfunctionings can gevented betterand their consequences contained more
effectively, at the international level. Withex ante andex post measuresrelatively
underdeveloped beyond natiortdrders and slow tadapt, thechallenge has beemainly

40 Calomiris (1998) hasecently pushedhis argument to the point of suggestitigat IMF members
should be pre-selected time basis of a set of regulatoagnd macroeconomicriteria. Compliance with these
requirementsvould automatically make members eligible torconditional liquidity support. The proposal,
however,hasseveral drawbacksll derivingfrom the automaticity of the underlying mechanism. First, the
experience of industrial countriesser the last two decades shows thatmpliance withrather general
requirements is no guarantee against the risk of regulatory faitbeesndthe very decision to drop the
country from the list of eligible members wouldk triggering a crisi$l a risk no lender of last resort would
everincur. Third,when the crisis erupts, ¢buld prove socially desirable to provide liquidity assistaewan
to countriesthat failed to meet requiremenex ante provided they followedhe right policies thereafter.
Conversely,past compliance is no guaranteefafure compliance, i.e. after liquidity assistanicas been
provided. Indeed Calomiris’ proposal hinges on the assumghianit is possible todistinguishbetween
liquidity and solvency problemd] an assumptiorthat, as Ihave tried toshow in this paper,seems
unwarranted in a national context, let alone when sovereign countries are concerned.
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met, under the pressure ofnamber of unprecedentddhancial crises, by extending the
coverage of lending-of-last-resort operations.

This has been achieved by invokiBggehot'sdictum that a lender of lastesort
should“lend freely to illiquid but fundamentally solvent institutions, at penalty rates and on
good collateral”. Bagehot's doctrine, however, ispoor description of currennhational
practices. What makdending oflast resorteffective at thenational level, | have argued in
the paper, is neither thdistinction betweenlliquidity and insolvencynor reliance on the
provision of unlimitedpenalty-ratdiquidity. Rather, it is constructivambiguity, a complex
notion whose rain components are: uncertainty as to whetlguidity support vl be
forthcoming, discretion regarding the conditions attacpedjasiveex ante supervision, and
extensive enforcement powers.

These featuretardly seem replicable dhe international level,for a number of
reasons. First of all, reconciling ready resowealability and technical discretion as to when
and how to use such resourcesxgemely difficult —because there is no hard-and-fast way
to overcome the contrgiroblem such a mixture raises. The larger resource pool, the
greater therisk thatthe nain contributors Wl want to deprive the crisimmanager of the
technical discretion needed to fine-tdiggiidity support packagesnd contain moral hazard.
The ultimate risk is that of increasing politicization, with resources ultimately being used, with
very little ambiguity, in the interest of the stronger members rather thaolteetive interest.

As a consequence, in the long run it could prove hard forrthis manager to sustain its
legitimacy. A further problem is related to the fact thathen dealing with sovereign
countries, therisk of policy reversalsafter last-resorfiending hastaken place cannot be
disregarded. Thas, the lender of lastesorthas limitedenforcemenpowers. As a result, it
will have to ration itdiquidity supportandrely onthe continuous collaboration of tdebtor.
Finally, while anational lender of lastesorthas, through the special body of legislation
regulating thebanking business, at least some control overdgal claims ofthe ultimate
creditors, i.e. depositorsjternational creditorarelargely beyondhe reach of international
organizations. To contain moral hazard e creditor side, therisis manager would
therefore need teely onthe cooperation of the authorities located in creditor countries, over
whose behavior, however, it cannot be expected to have much leverage.

Any satisfactory solution to theroblem of coping with internation&ihancial crises
has to provide an answer &l three of these open questions. Partial answers are simply no
answer atll. Regional lending ofastresortand concertetendingcould inprinciple provide
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alternatives to a universal, and centralized, lender ofdasirt. Both, howevesuffer from
major weaknesses the present context. In a world gibbalized financiamarkets, regional
lending oflastresortexposes the wholgystem to regulatorfailures inone or more regions.
Concerted énding,for its part, appeargncompatible withthe highly competitive climate of
today’s world financial markets, and is thereforkely to prove unfeasible in most
circumstances.

A number of far-reachingroposals to address tpeoblem have recently appeared in
the literatureranging from Calomiris(1998) and Sachs’ (1995) suggestion that the IMF
should be transformed into a full-fledged lender of last resort, willing to provide unconditional
liquidity to countriessatisfyingcertain criteriaex ante, to Schwartz’'s (1998) argument that it
IS now time to abolisthe IMF altogether and let the markeork. In this paper, Ihave
argued in favor of a more modest, lsageminglymore practical, course, mwhich priority
would begiven toefforts to develop contingehtuidity facilities in which the private sector
would take an important stakend to improvework out arrangements in the presence of
moratoria on foreign debt servic&his approach,while forcing internationainvestors to
embodytherisk of sovereign default ithe termghey charge their foreign customelesaves
open the possibility of a limitekbnding-of-last-resort role in thierm of IMF lendinginto
arrears, along thénes first envisaged irthe G10 Report on thResolution of Sovereign
Liquidity Crises in1996 and now endorsed by one of the three G22 reports on the
internationalffinancial architecture. It also appears consistent with the tendency over the past
twenty years or so to enhanttee role of the IMF as aignaling, or confidence-enhancing,
device and simultaneously downplayritée as lender — thougthe latterclearly remains of
crucial importancdor countries whose access to capital marketilislimited, or nil. An
approach that attached greater weight topbssibility of temporary moratoria would not
necessarily be market-unfriendly. This would cleady be thecase, for instance, if moratoria
were credibly circumscribed to beinglast-resort measure, to be usedéaalitate creditors’
coordinationonly when allother options —including private contingentacilities partially
backed by theublic sector —had failed, and téhe extent that the country concerned was
making a strong effort to adjust.

To this end, however, a changetire fundamentalcharter governingnternational
monetary relations — the IMFrAcles of Agreement — appeairgdispensablefor at least
two reasons. First, because endorsing moratoria without asdime time authoritatively
stating that a reasonable degree of freedom in the allocaticeppdél represents one of the
fundamental aimspursued by theinternational communitywould encouragemember
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countries to reverse whatever progréssy had madéwardscapital accounltiberalization,

and even to contemplate a return to the Bretton Woegise of all-encompassing capital
controls. Secondly, because thandling of moratoria, withoutamendingthe Articles to
legitimize a suspension of creditoghts in the presence of good-will efforts at adjustment,
could verywell prove amessy businessnd even risk draggintne IMF and pssibly other
international financial organizations into legal disputes. Accordingly, | have suggested that the
possibility oftemporary moratoria be ma@eplicit through a change of languageAirticle

VIII, to be made in the context of a broaderisgn of the Aticles aimed at givinghe IMF
responsibility for encouraging appropriately sequenced babhetheless extensive capital
account liberalization.

Some see littiprospect obmendinghe Articles of Agreement in this way. This was
clearly the view of the G22,which dismissedhe possibility as politically unfeasibleand,
among academics, of Eichengré@@98). The lattehas suggested insteathending national
legislations on sovereigmmunities to make ieasier for countries to resarhilaterally to
temporary moratoria. It isot clear, howeverwhy the countries where thean financial
centers are locatedotably the United Statesand the UnitedKingdom, shouldfind it
politically more palatable tagrant ablanket imnunity to sovereign debtors] which,
moreover have voluntarily chosen to waive it arder to attractoreign financel] than to
accept a coordinated, and overall more creditor-friendly, internatioaethanism to deal with
sovereign arreardMore generally, if therelatively modest move othanging ArticleVIll
should really prove unfeasible, it ishard to see how the far momnbitious goal of
establishing a moral-hazard-free lender of lesort at the worldevel could ever be
achieved.

It may beworth emphasizing that redefininthe role of the IMF along thénes
suggested above neetbt imply ruling out international bail-outs altogether. Indeed, in
certain circumstancelelping acountry through &goreign-exchange crisisnay be highly
desirable, economic objections notwithstandifipwever, it would appeaadvisable, in
keeping with national practices, teave responsibilityfor politically-motivated rescues to
governments, so as twotect both théegitimacyand the resources of thechnical agencies
placed at the center of the international monetary system. Thithevahoicemade by the
Bretton Woods architects. In retrospect, it does not appear to have been unwise.



Figures
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(in billions of U.S.

250 250
By Type of Investment D
200 1 1 200
Total flows
(Private plus official) N
150 f Foreign direct 1 150
_____ investment
100 [ 1 100
50 1 50
/ Portfolio
- , investment
O 1 1 1 _ — : - - . 1 1 1 O
Other
-50 -50
1990 1991 1992 1993 1994 1995 1996 1997
120 120
. Asia
By Region
100 [ 1 100
80 1 80
Middle East Western 4

o . ~ . Hemisphere % 1 60

40 1 .. 1 40
Transition
economies —\.
20 | e T L. cenn 1 20
e
-7 Africa

0 1 A A A A 0

-20 -20
1990 1991 1992 1993 1994 1995 1996 1997

Source: World Economic Outlook (WEQ) Database.

1/ Total net private capital flows equal net foreign direct investment plus net portfolio
plus net other investment.
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Figure 3. Yield Spreads for Selected Brady Bonds and U.S. Dollar -Denominated Eurobonds
(in basis points)
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Sources: Bloomberg Financial Markets L.P.; Salomon Smith Barney; and IMF staff estimates.

1/ Yield spreads on Brady bonds are "stripped" yields.

2/ Latin America and Europe: Republic of Argentina bond /83, Republic of Brazil bond due 11/01,
United Mexican States bond due 9/02, Ministry of Finance of Russia bond due 11/01, and Republic of
Turkey bond due 6/99.

3/ Asia: People's Republic of China bond due 11/03, Republic of&siw bond dug/06, Korea

Development Bank bond due 11/03, Republic of Philippines bond due 10/16, and Kingdom of
Thailand bond due 4/07.
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1/ Aggregate flows to Thailand, Majesia, Indonesia, Korea, and the Philippines.
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1/ The figures refer to the outstanding amount borrowed fromuthd &the end of the program

over the maximum amount that could have been borrowed, for all programs that started in the
reference year and ended by December 31, 1997. The drop registered in 1996 is likely to overstate
the actual decline as it was computed over the more limited number of programs that started in 1996
and were completed by 1997.
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