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   THE IMF AND GLOBAL FINANCIAL CRISES 

  Th e International Monetary Fund's response to the global crisis of 2008–9 
marked a signifi cant change from its past policies. Th e IMF provided relatively 
large amounts of credit quickly with limited conditions and accepted the use of 
capital controls. Th is book traces the evolution of the IMF’s actions to promote 
international fi nancial stability from the Bretton Woods era through the most 
recent crisis. Th e analysis includes an examination of the IMF’s crisis manage-
ment activities during the debt crisis of the 1980s, the upheavals in emerging 
markets in the 1990s and early 2000s, and the ongoing European crisis. Th e 
dominant infl uence of the United States and other advanced economies in the 
governance of the IMF is also described, as well as the replacement of the G7 
nations by the  members of the more inclusive G20, which have promised to 
give the IMF a role in their mutual assessment of policies while undertaking 
reforms of the IMF’s governance. 

 Joseph P. Joyce is a professor of economics at Wellesley College and serves as the 
faculty director of the Madeleine Korbel Institute for Global Aff airs. Professor 
Joyce’s research deals with issues in fi nancial globalization. He has published 
articles in many journals, including the  Journal of International Money and 
Finance ,  Open Economies Review ,  Review of International Economics ,  Journal of 
Development Economics , and  Economics & Politics,  and he is a member of the 
Editorial Board of the  Review of International Organizations . He received his 
Ph.D. in economics from Boston University.   
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    Th e phoenix hope can wing her fl ight 
 Th ro’ the vast deserts of the skies, 
 And still defying fortune’s spite, 
 Revive, and from her ashes rise. 

 Miguel De Cervantes, 
 Don Quixote  (Motteux, trans.)     
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xiii

 Th e year 1973 was a transitional one for the global economy. Attempts to 
revive the Bretton Woods system of fi xed exchange rates were abandoned; 
increases in oil prices led to the occurrence of higher prices and falling out-
put, which was labeled “stagfl ation”; and it was the last year that the U.S. 
government maintained restrictions on capital fl ows. Th ere was one other 
event of somewhat lesser signifi cance: my graduation from Georgetown 
University’s School of Foreign Service, where I developed an interest in 
international economics. Aft er two years of work in New York, I entered 
Boston University’s graduate program in economics. I subsequently was 
fortunate to receive an appointment to the faculty at Wellesley College, 
where I have remained ever since. 

 I began my professional academic life, therefore, during the post–Bretton 
Woods era of currency regime and fi nancial liberalization. Th e removal of 
capital controls by the United States was followed by fi nancial deregula-
tion in other developed economies in the 1970s, and by many Asian and 
Latin American countries during the following decades. Capital fl ows rap-
idly expanded, and by the end of the century it was possible to refer to the 
integration of fi nancial markets across borders as the latest manifestation of 
globalization (Mishkin  2006 ). But it was also a period of economic volatil-
ity and upheaval, which included the debt crisis of the 1980s, the fi nancial 
crises in the emerging markets of the 1990s, and, most recently, the global 
crisis of 2008–9. 

 At the center of all these events was the International Monetary Fund. I 
was drawn to the study of the IMF because it provided a focus on the twists 
and turns in the international economy. Th e IMF was oft en the subject of 
criticism: sometimes misinformed and unfair, sometimes well deserved. 
In my research I sought to substantiate the record of the IMF’s activities 
and their impact. In one of my fi rst postdissertation research papers, I 
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investigated the economic characteristics of countries that sought the IMF’s 
assistance. Subsequent works dealt with the repeated occurrence of IMF 
programs, the implementation of the policy conditions attached to them, 
the impact of Fund programs on poverty, the IMF’s status as a provider of 
public goods, and the IMF’s stance on capital account deregulation. In all of 
these studies I learned something about the IMF and about the economic 
conditions of its member countries. 

 Like others, I was caught off  guard by the outbreak of the fi nancial crisis 
in 2008 but greatly interested by the response of the IMF. Th e Fund, which 
had laid off  staff  members earlier in the decade because of a lack of lend-
ing programs, answered its members’ requests for assistance by providing 
large amounts of credit with relatively limited and focused conditionality. 
Th e IMF was labeled a “phoenix” and seen as “back in the game,” and its 
rapid and energetic reaction allowed its reputation to recover from the criti-
cisms it had received for its previous crisis management activities, particu-
larly those undertaken during the East Asian crisis of 1997–8. But the IMF 
was soon involved in the European debt crisis, while the emerging market 
nations pressed the IMF to investigate the role of capital controls in con-
taining the impact of fi nancial fl ows. 

 Th is book examines the IMF’s attempts to promote the international 
public goods of economic and fi nancial stability from the end of the 
Bretton Woods system in 1973 through the 2008–9 crisis and the subse-
quent events in Europe. Th is account demonstrates how the IMF changed 
its policy prescriptions in response to the fi nancial turbulence of this era. 
Th e IMF learned to respond more quickly when necessary and to distin-
guish between crisis conditions that require major adjustments in domestic 
policies and those that are due to external shocks that should be fi nanced. 
Th is shift  matched a growing awareness of the instability that can arise in 
fi nancial sectors and an evolution in the IMF’s position on the advantages 
and disadvantages of unregulated capital accounts. 

 In telling this story, this book also surveys the IMF’s relationship as an 
agent with its principals, the member governments. For many years the 
IMF’s membership was divided among the advanced (or upper-income) 
economies, emerging market (or middle-income) nations, and developing 
(or lower-income) countries. Th is stratifi cation was not rigid, and coun-
tries did rise and fall among the categories. But during the post–Bretton 
Woods era the advanced economies that dominated the IMF and other 
international agencies did not need to borrow from the Fund, while the 
emerging markets with much less clout were forced to turn to the IMF for 
credit whenever they experienced one of their recurrent fi nancial crises. 
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Th e IMF’s poorer members were cut off  from private fi nancial fl ows and 
depended upon the IMF and other multilateral agencies for assistance. 
Consequently there was friction between those nations that directed the 
IMF’s governance and those that borrowed from it. 

 Th e fi nancial shock that shook the world economy in 2008, however, 
originated in the United States, and the advanced economies were particu-
larly hard hit by the ensuing crisis. Moreover, these nations could no longer 
claim any superiority in their regulatory systems once the activities of the 
“shadow” banking systems came to light. Th e emerging markets, on the 
other hand, suff ered only mild slowdowns before their growth resumed its 
impressive pace. Th e change in the relative positions of the IMF’s members 
was made clear when the G7 group of nations transferred its role as the 
chief forum for international economic policy making to the G20, which 
includes many emerging markets. Th is changeover was accompanied by 
promises to overhaul the governance of the IMF. 

 Th e IMF, which for thirty-fi ve years sought to fi nd its place in the era of 
fi nancial globalization, must reinvent itself again. No one expects a return 
to a Bretton Woods–style system of universal exchange rate and capital 
account regimes. But the transition to a world where the advanced econo-
mies cope with mounting debt and the emerging markets and developing 
economies seek to continue their rapid growth without exposing them-
selves to fi nancial volatility will require a reappraisal of the international 
monetary system by the IMF and its members as profound as that which 
occurred at the Bretton Woods conference in 1944. My hope is that this 
book contributes to that debate.  
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     1 

 Introduction  

     Among the many surprising features of the global fi nancial crisis of 2008–9 
was the emergence of the International Monetary Fund (IMF) as a leading 
player in the response to what has become known as the “Great Recession.” 
Th e news that the IMF was “back in business” was remarkable in view of the 
deterioration of the IMF’s reputation aft er the crises of the late 1990s and 
the decline in its lending activities in the succeeding decade. Th e IMF had 
been widely blamed for indirectly contributing to the earlier crises by advo-
cating the premature removal of controls on capital fl ows, and then impos-
ing harsh and inappropriate measures on the countries that were forced to 
borrow from it. Th e number of new lending arrangements approved by the 
IMF had fallen from twenty-six in 2001 to twelve in 2007 ( Figure A.2 ), and 
all but two of the latter went to the IMF’s poorest members, which had little 
access to private sources of fi nance. 

 Moreover, the IMF, the intergovernmental organization assigned the 
task of promoting international economic and fi nancial stability, initially 
had no direct role in dealing with the crisis. Finance ministers and central 
bank heads in the United States and Western Europe, where the fi nancial 
institutions most aff ected by the crisis were located, sought to contain its 
impact by easing credit conditions and rescuing distressed fi nancial institu-
tions. Th e IMF was relegated to the sidelines as government offi  cials in the 
advanced economies coordinated their responses to the crisis. 

 All this changed in the fall of 2008, however, aft er a series of fi nancial 
failures in the United States. Global fi nancial markets froze as lenders drew 
back in response to the uncertainty over which borrowers were still viable. 
Th e collapse of the fi nancial system led to an economic contraction that 
spread outside the original group of crisis countries. World trade fell and 
capital fl ows slowed and in some cases reversed, as nervous banks, fi rms, 
and investors sought to reallocate their money to safer venues. 
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 Th e fi nancial crisis also triggered an upheaval in international economic 
governance.   Th e Group of Seven/Eight (G7/8) was replaced by the Group 
of Twenty (G20) nations as the appropriate forum for international eco-
nomic coordination, and the leaders of the broader set of countries met 
in Washington, D.C., to formulate a joint response to the crisis.  1   Th ey 
announced their support of the IMF and agreed to boost its  fi nancial 
resources signifi cantly so that the Fund could meet the demands for its 
assistance  .   In response, the IMF provided loans to a range of countries, 
including the Ukraine, Hungary, Iceland, and Pakistan ( Chapter 10 ).   In 
addition, the IMF restructured its lending programs, cutting back in many 
cases the policy conditions attached to its loans and increasing the amount 
of credit a country could obtain. Th e Fund also introduced a new credit line 
without conditions for countries with records of stable policies and strong 
macroeconomic performance. Moreover, the IMF pledged to work with 
national governments and other international organizations aft er the cri-
sis receded to continue the economic recovery and improve the regulation 
of global fi nancial markets. Consequently, many commentators hailed the 
rejuvenated IMF as a “phoenix” (Beattie  2010 ). 

   Th is book contends that the IMF’s response to the Great Recession marked 
a signifi cant break from its policies during previous global fi nancial crises. 
Th ese had taken place during an era when the IMF’s membership was strat-
ifi ed by income and whether or not a country borrowed from the Fund.  2   In 
addition, the IMF had actively encouraged the deepening and widening of 
global fi nance. Th e IMF’s previous responses to fi nancial crises, therefore, 
refl ected the dominance of its upper-income members as well as an ideo-
logical consensus in favor of fi nancial globalization. Its lending programs 
had sought to restore countries in crisis to the global capital markets. 

     1       Th e members of the G7 are Canada, France, Germany, Italy, Japan, the United Kingdom, 
and the United States. Th e G7 became the Group of Eight (G8) when Russia joined in 1997. 
However, the G7 fi nance ministers continue to meet separately from the Group of Eight 
national leaders. Th e G20 includes the countries of the Group of Eight and Argentina, 
Australia, Brazil, China, India, Indonesia, Korea, Mexico, Saudi Arabia, South Africa, 
Turkey, and the European Union. See  Chapter 3  on the formation of the G7 and  Chapter 
10  on the G20.    

     2       Th e World Bank classifi es countries by their gross national income (GNI) per capita. In 
2011 low-income nations were those with a GNI of $1,005 or less; middle-income coun-
tries those with GNI per capita of $1,006 to $12,275; and upper-income countries those 
with GNI per capita of more than $12,276 or higher. Th e middle-income countries were 
divided into lower and upper middle-income nations at a GNI per capita of $3,975. Th ese 
thresholds have risen over time, and countries have moved among categories. Th e three 
main groups correspond to what we call the advanced economies, the emerging markets, 
and the developing countries.    
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 But the crisis upended those circumstances. Th e shock to the global 
economy originated in the upper-income countries, and the recovery of 
many of these nations has been relatively sluggish. Th e emerging econo-
mies, on the other hand, rebounded from the global economic contrac-
tion more quickly, in turn contributing to the recovery of the developing 
nations. Moreover, the crisis demonstrated that fi nancial instability can be 
a systemic condition, confi rming the need for prudent oversight and the 
regulation of fi nancial markets and capital fl ows.   

 While the Great Recession provided the IMF with an opportunity to dem-
onstrate that it has learned the lessons of its past mistakes, there are funda-
mental economic and political transformations under way that will aff ect 
the ability of the IMF to counter future fi nancial instability.   Th e replace-
ment of the dominance of the G7/8 by the G20 should lead to a more equi-
table governance structure within the IMF, although inertia has slowed the 
pace of reform.   Moreover, the European debt crises pose new challenges to 
the IMF. Th e Fund is caught in the crossfi re among Eurozone governments 
and their citizenries over how to deal with members in fi nancial distress. 
Fiscal burdens will mount in other advanced economies with aging popula-
tions and rising health care and public pension costs. Th e emerging market 
governments, which face a diff erent set of challenges as they seek to con-
tinue their rapid growth, will be suspicious of IMF programs if these appear 
to be less demanding than those extended during earlier crisis periods. 

 Th is book examines the evolution of the policies and programs of the IMF 
with respect to the global fi nancial markets and crises in these  markets.  3   We 
show how the IMF’s activities during the period of 1973–2008 refl ected the 
infl uence of its dominant members as well as the IMF’s own commitment 
to capital market integration and evaluate the eff ectiveness of the IMF in 
its roles as crisis preventer and crisis manager. Th e challenges of the future 
are also addressed, as well as the steps the IMF must take to solidify its 
reputation. 

 Th e consequences of the changes in the IMF’s own governance extend 
beyond the IMF itself. Similar relationships between the IMF and its mem-
bers exist in other international agencies, where the need to accommodate 
the aspirations of the emerging market countries must be met. We draw 

     3     Other research deals with related aspects of the IMF’s work. Histories of the IMF include 
works by Boughton (2001b) and James ( 1996 ). Bird ( 2007 ) has provided an overview of 
the professional literature. Political analyses of the IMF’s activities have been undertaken 
by Copelovitch ( 2010 ), Stone ( 2011 ), Vreeland ( 2007 ), and Woods ( 2006 ). Boughton 
and Lombardi ( 2009 ) off er an assessment of the IMF’s dealings with its low-income 
members.  
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upon agency theory to explain how the advanced economies exercised a 
collective leadership to infl uence the IMF and other multilateral agencies, 
and how that control has been replaced by wider but perhaps less eff ective 
direction by the G20. 

 Th is account also illustrates the importance of viewing both economic 
and fi nancial stability as international public goods. Financial stability was 
once seen as an outcome or accompaniment of economic stability. But the 
asset booms of the last decade, following the technology boom of the 1990s 
and the Japanese property bubble of the preceding decade, demonstrated 
that asset prices could veer for years from values justifi ed by fundamen-
tal factors. Th e subsequent reversals have had serious consequences for 
economic activity that persist over many years and extend over national 
borders. 

 Th e remainder of this chapter presents a synopsis of the basic concepts 
that will guide our analysis. Th e next section provides an overview of the 
status of international economic and fi nancial stability as international 
public goods (IPGs). It is followed by a description of the activities of inter-
governmental organizations (IGOs) such as the IMF. Th e following section 
presents the theoretical perspectives of agency theory, which provides a 
valuable perspective on the Fund’s relations with its member governments. 
Th e last section contains an outline of the main arguments of the book.    

  1.1     IPGs and Financial Stability   
    Crises have been a constant of market capitalism – from the bursting of the British 
South Sea bubble and the French Mississippi in 1720, . . . to the depressions of the 
1870s and 1930s in the industrial economies, to the debt crises of middle-income 
Latin American countries and low-income African countries in the 1980s, the col-
lapse of output in the formerly socialist economies in the 1990s, and the East Asian 
fi nancial crisis in 1997–1998. (Easterly, Islam, and Stiglitz  2001 : 191)  

  Th e devastating impact and wide scope of the recent crisis provide ample 
evidence of the status of fi nancial stability as an IPG. Public goods constitute 
a type of market failure, as characterized by the features of nonexcludability 
in their supply (once a good is provided, it is available to all) and nonrival-
ness in their consumption (a good can be used by more than one individual 
simultaneously) (Olson  1965 , Cornes and Sandler  1996 ). Consumers have 
no incentive to purchase an item if they think that others may pay its cost 
and they can also enjoy it, a phenomenon known as “free riding.” A gov-
ernment, however, can compel its citizens to contribute to the provision of 
a good that will benefi t all.   
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   Impure public goods are partially nonrival or nonexcludable. In the case 
of a club good, the good is excludable but partially nonrival, and a charge 
(such as a toll) can be imposed to ensure the effi  cient amount of the good 
is provided. A joint product has a combination of outputs that vary by their 
degree of nonexcludability and nonrivalness, such as a public good that is 
provided with a club good (Sandler  1977 ).   

   Market failures take place on an international as well as a national basis. 
If the benefi ts of a public good transcend national borders, it is an inter-
national public good (Kaul, Grunberg, and Stern  1999b , Kaul  et al.   2003 , 
Sandler  1997 , Sandler  2004 ). Climate change, for example, cannot be 
addressed adequately on a national or regional basis. Similarly, the rapid 
spread of communicable diseases demonstrates the need for international 
coordination to off set threats to public health. But the same problems exist 
with IPGs as with domestic public goods. Market incentives to provide the 
goods do not exist or are distorted, and private producers will not supply 
them. Th e problem is compounded on the international level, since the 
rewards to providing an international public good are diff used among many 
nations, and there may be little incentive for a single country to supply it. 

   Axelrod and Keohane ( 1986 ), however, pointed out that the long-term 
horizons – the “shadow of the future” – of economic relationships could 
contribute to the willingness of nations to engage in collective actions.   
Another situation that can promote the provision of IPGs is the emergence 
of a hegemonic nation that receives most of the benefi ts of the good. Th e 
hegemonic nation may decide to provide the good unilaterally and allow 
smaller countries to share the benefi ts. Great Britain played a hegemonic 
role in the nineteenth century, and the United States held a similar position 
aft er World War II.  4     

   An additional characteristic of a public good is the determination of its 
supply, or its aggregation technology (Cornes and Sandler  1984 ). Th e avail-
able amount of most public goods is based on the summation of the contri-
butions of the individual units. In the case of a “weakest-link” technology, 
however, the smallest contribution determines the availability of the public 
good. Th e prevention of disease, for example, is dependent on the eff orts of 
the state with the least-eff ective controls, which can motivate other nations 
to contribute to the provision of the good in that state (Sandler  2004 ). A 
related technology is the “weaker link,” where the smallest contribution has 
the largest impact on the overall level of the public good, followed by next 

     4     Eichengreen ( 1989 ), however, questions the extent of hegemonic domination by the 
United States.  
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smallest, and so on. Other possible technologies include the “best shot,” 
where the amount provided of the public good depends on the eff orts of 
the most-qualifi ed or largest contributor. Cures for diseases are typically 
discovered within countries with the fi nancial resources to support drug 
development and testing. With “better shot” public goods, the largest con-
tributor provides the largest contribution, followed by the second largest, 
and so forth.   

   Financial stability (or the lack of instability) has historically been viewed 
as a public good.   While there are many descriptions of what constitutes 
fi nancial stability (Houben, Kakes, and Schinasi  2004 ), many analysts 
would agree with Crockett’s ( 1997 ) claim that stability includes the ability 
of key fi nancial institutions to meet their obligations, and movements in 
the prices of fi nancial assets that refl ect changes in fundamental factors. 
When fi nancial stability prevails, Crockett ( 1997 : 14) points out, “it creates 
a more favorable environment for savers and investors to make intertem-
poral contracts, enhances the effi  ciency of fi nancial intermediation, and 
helps improve allocation of real resources.”     Th e absence of fi nancial stability 
results in instability, defi ned by Allen and Wood ( 2006 : 159) as “episodes in 
which a large number of parties, whether they are households, companies, 
or (individual) governments, experience fi nancial crises which are not war-
ranted by their previous behavior, and where these crises collectively have 
seriously adverse macro-economic eff ects.”   

 Th e international aspects of fi nancial stability have received more 
attention in recent years due to the rise in cross-border capital fl ows and 
the occurrence of crises with global consequences (Griffi  th-Jones  2003 , 
Wyplosz  1999 ). Th e integration of fi nancial markets contributes to the 
rapid spread of shocks across frontiers, thus making their prevention an 
international task. Th e occurrence of crises in several countries simulta-
neously or in rapid succession may be due to a common external shock, 
or trade or fi nancial links among the crisis countries (Claessens and 
Forbes  2001 ).   

   Financial crises can take diff erent forms (Reinhart and Rogoff   2009 ). A 
currency crisis occurs when there is a wave of selling of a currency that 
is fi xed in value by a central bank. If the central bank’s eff orts to preserve 
the pegged value are unsuccessful, it is forced to devalue the currency. Th e 
depreciation raises the cost of imports and servicing foreign debt and may 
induce a contraction in output in the short run as well as higher infl ation 
rates. A successful defense of a currency peg can be costly if the central 
bank is forced to raise interest rates or spend its foreign currency reserves to 
preserve the pegged rate (Eichengreen, Rose, and Wyplosz  1995 ).   
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   A bank crisis occurs when the fi nancial intermediary is not able to meet 
its obligations to its depositors. In the case of a liquidity crisis, a solvent 
bank lacks suffi  cient liquid assets to cover its liabilities. If the bank’s assets 
decline in value, however, resulting in negative net worth, then the bank 
is insolvent. Bank crises are usually resolved by government intervention, 
which has a fi scal cost. Th e total fi scal cost of bank crises in the developing 
economies during the twenty-fi ve-year period before the latest global crisis 
had been estimated to exceed $1 trillion (Honohan and Laeven  2005 ).   

   Th e simultaneous occurrence of a currency crisis with a bank crisis has 
been named a “twin crisis” (Kaminsky and Reinhart  1999 ). Most bank cri-
ses in emerging markets and developing countries are accompanied by 
currency crises, although not all currency crises are tied to bank crises.   A 
“sudden stop,” which is the reversal of capital fl ows from infl ows to outfl ows, 
can also occur during a bank crisis. Another form of crisis is a sovereign 
debt crisis, which occurs when a government or government-sponsored 
agency is unable to make payments on its debt and either asks its borrowers 
for relief or defaults on its obligations.   Emerging markets that borrow in 
the international capital markets oft en issue debt denominated in a foreign 
currency, and their default can lead to a currency crisis. 

   Bordo  et al.  ( 2001 : 72) studied the frequency of currency, banking, and 
twin crises in a sample of countries during the period of 1880 through 1997 
and concluded: “Since 1973 crisis frequency has been double that of the 
Bretton Woods and classical gold standard periods and matched only by 
the crisis-ridden 1920s and 1930s. History thus confi rms that there is some-
thing diff erent and disturbing about our age.”   Th ese authors also noted that 
there has been a rise in the frequency of twin crises, which are more disrup-
tive than banking or currency crises alone.   Kindleberger and Aliber ( 2005 : 
278) confi rmed that the dominant pattern of recent fi nancial crises “was 
one of banking and foreign exchange crises occurring at the same time.”   

 Th ese crises impose costs on economies in terms of lost output.   Bordo 
 et al.  ( 2001 ) found that fi nancial crises over the preceding one hundred 
years were followed by economic downturns lasting on average two to 
three years and costing 5–10 percent of GDP.     Similarly, Hutchison and Noy 
( 2005 ) examined the output costs of currency and banking crises in a group 
of countries over the period of 1975–97 and reported that currency cri-
ses reduced output by 5–8 percent over a two- to four-year period, while 
banking crises lowered GDP by 8–10 percent.  5       In addition, Baldacci, de 

     5     Boyd, Kwak, and Smith ( 2005 ) and Hoggarth, Reis, and Saporta ( 2002 ) off er analyses of 
the costs of banking system instability.  
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Mello, and Inchauste ( 2002 ) reported that fi nancial crises are associated 
with an increase in poverty.   Th e negative repercussions of fi nancial crises 
extend past the time of their occurrence, imposing intergenerational eff ects. 
  Cerra and Saxena ( 2008 ) reported that currency, banking, and twin crises 
have persistent negative eff ects on output. Th ey also contribute to mac-
roeconomic volatility, which has a negative impact on long-term growth.   
  Hnatkovska and Loayza ( 2005 ) found that this inverse relationship of 
growth and volatility has become larger in recent decades and was exacer-
bated in the poorer countries.   Another channel of transmission from crises 
to lower growth results from the fall in investment expenditures  following 
bank crises (Joyce and Nabar  2009 ).   

   Financial stability has oft en been treated as synonymous with economic 
stability. However, they are related but diff erent phenomena, and since the 
Great Recession the linkages between them have become the subject of scru-
tiny and analysis. Economic stability has traditionally referred to consistent 
rates of growth in output and low and stable infl ation rates. It had tradition-
ally been assumed that fi nancial and price stability were linked, but the rec-
ord of the last two decades has demonstrated that low infl ation rates are not 
a suffi  cient condition for stability in asset prices (Borio and Lowe  2003 ).      

  1.2     IGOs and the IMF  

   Th e provision of IPGs can be promoted by IGOs. Th e IGOs are associa-
tions of national governments with permanent secretariats that perform 
the work of the organization (Archer  2001 ). IGOs exist because they 
provide (or assist national governments to provide) IPGs and are a rela-
tively recent phenomenon in international governance.   Th e fi rst was the 
International Telegraphic Bureau, founded in 1865, which still functions as 
the International Telecommunication Union.   Th ere are currently approxi-
mately 240 such associations (Union of International Associations  2008 ). 

   IGOs can be viewed as elements of regimes, which are a form of IPGs. 
  Keohane and Nye ( 2001 : 17) described regimes as “sets of governing arrange-
ments,” and Krasner ( 1983 : 2) defi ned them as “sets of implicit or explicit 
principles, norms, rules and decision-making procedures around which 
actors’ expectations converge in a given area of international  relations.”   
  Kaul, Grunberg, and Stern ( 1999a ) view regimes as intermediate public 
goods that contribute to the provision of fi nal IPGs.   In the international 
sphere there are regimes governing shipping, health standards, air traffi  c, 
communications, and many other areas. 

   Keohane and Murphy ( 2004 : 914) have described IGOs as the external 
manifestations of these regimes: “We can think of the regime as an overall 
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set of rules and practices, and the IGO as the purposive bureaucratic orga-
nization that monitors and reacts to activity.”   An IGO is well suited to pro-
vide IPGs (Abbott and Snidal 1998, Martin  1992 ,  1999 , Russett and Sullivan 
 1971 ). Th e organization can provide information and resolve problems of 
cooperation among its members, thus lowering the transaction costs to col-
lective action. In addition, an IGO can undertake activities for its members 
that may be diffi  cult for individual governments to perform.   

   International organizations diff er from each other in a number of aspects 
(Koremenos, Lipson, and Snidal  2001 , Sandler and Cauley  1977 ). For exam-
ple, IGOs can operate on a regional or a global basis. Th e optimal size of the 
IGO is based on the principle of subsidiarity, which states that the size of an 
organization should be based on the size of the geographical area it serves. 
IGOs also vary in the number of their activities. If there are economies of 
scope, then one organization can provide more than one public good more 
effi  ciently than separate institutions.   

   Another important aspect of an IGO’s operations is its governance. In 
some cases, such as the General Assembly of the United Nations, all mem-
ber nations have an equal vote. In other settings, such as the IMF, votes are 
weighted in some manner. Th ere may also be rules on voting procedures, 
such as the need for a supermajority in some circumstances. All these fea-
tures aff ect the ability of the IGO to formulate and implement common pol-
icies, and to respond to new crises and challenges.   Fratianni and Pattison 
( 1982 ), for example, pointed out that consensus is less likely to be obtained 
when the number of members of an IGO increases.     

   Th e IMF has been the primary IGO to be assigned the responsibility of 
promoting international fi nancial stability.   Kindleberger and Aliber ( 2005 : 
293) noted that the IMF was established in response to the fi nancial insta-
bility of the 1920s and the 1930s.     While the fi rst Article of Agreement of 
the IMF, which lists its goals, does not specifi cally mention fi nancial stabil-
ity ( Chapter 2 ), it does refer to “exchange stability” and “orderly exchange 
arrangements.” Th e revised Article IV, which was adopted in 1973, refers to 
“fi nancial and economic stability” as an objective ( Chapter 3 ).   Th e G7 gov-
ernments expanded the IMF’s responsibilities in this area aft er the capital 
account crises of the 1990s. 

   Stanley Fischer (Fischer  2000 ), a highly respected economist and former 
fi rst deputy managing director of the Fund, in a description of the nature of 
the public good provided by the IMF, claimed:

  It is worth going back briefl y from time to time to fi rst principles and asking why 
one needs an institution like the IMF. Th e basic fundamental reason is that the 
international fi nancial system left  to itself does not work properly, and it is pos-
sible to make it work better for the sake of the people who live in that system. . . . 
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Our goals are to prevent crisis, to create stability and to promote economic growth. 
Th ose have been our goals for over 55 years now  .  

 Th e IMF fulfi lls its IPG mandate by providing joint products with diff er-
ent degrees of publicness, such as multilateral surveillance and crisis lend-
ing (Joyce and Sandler  2008 ). In the post–Bretton Woods era, the IMF has 
sought to identify those weaker-link economies that pose a threat to inter-
national fi nancial stability in order to strengthen their macroeconomic 
policies and fi nancial regulatory structures (United Nations Industrial 
Development Organization  2008 ). When a crisis in a country does occur, 
the IMF acts with other multilateral agencies and governments to provide 
fi nancial credit and other forms of assistance as the domestic government 
implements policies to address the crisis. 

 While there was agreement on the IMF’s key position in this area during 
the era of the Bretton Woods system, new organizations, called collectively 
the international fi nancial institutions (IFIs), have been established also to 
deal with the maintenance of international fi nancial stability.   Many of these 
are based in Basel; they include the Bank for International Settlements, which 
actually predates the IMF, and the Basel Committee for Banking Supervision.   
  Th e Financial Stability Forum was established in 1998 to coordinate activities 
intended to promote stability across national boundaries.     In 2009, this body 
was expanded to an organization with a larger membership, the Financial 
Stability Board, and the relationship of the new organization with the IMF is 
one of the outstanding issues in the postcrisis era ( Chapter 11 ).        

  1.3     Principals and Agents  

     Agency theory provides a framework for analyzing the relationships of 
governments and IGOs (Copelovitch  2010 , Hawkins, Lake, Nielson, and 
Tierney  2006 ). In a principal-agent relationship, the agent is a person, fi rm, 
or organization that performs a task for others, the principals. Th e delega-
tion of authority to the agent can be constrained by rules of conduct, or the 
agent may have discretion in performing its job.   

   If there is a divergence between the interests of the principal(s) and those 
of the agent, then there is a possibility that the agent may act to further its 
own interests. Th is type of situation, known as “slippage,” arises because 
of asymmetric information. Problems with asymmetric information occur 
whenever one party to a transaction has relevant information that the 
other does not. To minimize the occurrence of slippage, the principal(s) 
must monitor the actions of the agent and provide incentives to obtain the 
desired results.   



Principals and Agents 11

   In the case of a democratic state, the principals are the voters who 
choose government offi  cials (mayors, presidents), who in turn hire civil 
servants (teachers, soldiers) to supply public goods. Th is constitutes mul-
tistage agency, as the electorate monitors the behavior of their represen-
tatives, who in turn oversee the performance of the bureaucracy. If the 
amount or quality of the public good is inadequate, the voters can notify 
the appropriate elected offi  cials, who direct the civil servants to adjust 
their actions. If the electorate continues to be dissatisfi ed, it can replace 
the elected offi  cials with new ones who will issue revised directions or 
hire new civil servants.   

   Th e principal/agent relationship in international governance diff ers from 
that of domestic governance along several dimensions (Vaubel  2006 ). In 
the case of an IGO, there is extended multistage agency: the electorate of 
a country votes for a national government, which then chooses to join the 
intergovernmental organization. Consequently, there are more delegations 
of authority than there are with domestic bodies, and more opportunity for 
the slippage of control from electorates to the international agency. In addi-
tion, international nongovernmental organizations that seek to advance 
some issue or policy goal attempt to infl uence the oversight of the domestic 
governments in order to promote their policy agenda. 

 In an IGO, the member governments must share control over the organi-
zation.   Lyne, Nielson, and Tierney ( 2006 ) diff erentiate between situations 
where there are multiple principals, who act independently in their rela-
tionship with bureaucratic agents, versus collective principals, where the 
principals must make joint decisions.   Th e second type of arrangement is 
common with IGOs such as the IMF. As the number of principals of an 
IGO increases, however, the coordination of their preferences becomes 
more diffi  cult to achieve. Th is provides the IGO agent with more scope for 
independent action if preference heterogeneity regarding the goals of the 
organization prevails among the principals. 

 Th e public good or service provided by the IGO may be directly supplied 
to the international population (data standards, research), but in some cases 
the organization works with a government in providing the good within a 
country (infrastructure projects, public health programs). In these circum-
stances there is reciprocal agency: the government retains its authority with 
other states over the IGO, while the IGO needs to ensure that the actions of 
the government with respect to the provision of the public good are appro-
priate. Th e existence of reciprocal agency explains some of the controver-
sies that surround the actions of the IGOs. Th ere are inherent diff erences 
between the IGOs, which base their policies on their assessments of global 
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benefi ts and costs, and the domestic governments, which are concerned 
with national benefi ts and costs.   

   Alternative interpretations of the behavior of IGOs appear in other 
schools of analysis. Public choice analyses of IGOs, for example, concen-
trate on the activities of the individuals within the organization. Public sec-
tor bureaucrats at the IGOs are assumed to maximize their own interests, 
which include income and prestige, as measured by the size of their bud-
get and staff . Th e IGO bureaucrats implement policies for national govern-
ments in exchange for their continued support of the organization. 

   Vaubel ( 1986 ), for example, has claimed that domestic offi  cials transfer 
the responsibility for unpopular policies to international agencies in order 
to evade the response from voters for their imposition.   Domestic politicians 
can also use the IGOs to satisfy the demands of interest groups. Th e inter-
national agencies have more opportunities for undertaking these activities 
because of voter ignorance about their actions and a lack of transparency. 
  Frey ( 1997 ) points out that monitoring international organizations is diffi  -
cult because of the multidimensional nature of their output    . 

   Another perspective on these issues is off ered by those who adopt the 
social constructivist position in international relations theory.   Barnett 
and Finnemore ( 2004 ), for example, also view the IGOs as bureaucracies. 
However, they point out that these bureaucracies have expertise in their 
respective fi elds, which allows them to defi ne problems and devise solu-
tions.   Th e bureaucrats classify knowledge, fi x meaning, and establish rules 
and norms of behavior. While their authority is delegated by the sovereign 
states, the IGOs’ mandates are oft en broadly defi ned. Consequently, the 
staff s of the IGOs have a large degree of latitude in deciding how the man-
date will be carried out. Th eir autonomy increases when the delegated tasks 
involve specialized knowledge that outsiders do not possess. 

   It is interesting to compare these two perspectives on a common issue, 
such as the growth over time of the IMF. A public choice analysis attri-
butes such expansion to the bureaucrats’ desire to control more resources 
in order to increase their infl uence. Th e oil price shocks of the 1970s and 
the international debt crisis of the 1980s, for example, provided opportu-
nities for the international economic organizations to devise new tasks and 
responsibilities ( Chapter 4 ). Vaubel ( 1994 : 44) has claimed that “the inter-
national debt crisis in 1982 provided the IMF offi  cials with an opportunity 
to secure the survival and growth of their organization.” 

   Barnett and Finnemore ( 2004 : 43) agreed that IGOs tend to expand over 
time. However, they claimed that such expansion in international organiza-
tions (IOs) “is oft en not the result of some imperialist budget-maximizing 



Overview 13

impulse so much as a logical extension of the social constitution of the 
bureaucracy. . . . IOs tend to defi ne both problems and solutions in ways that 
favor or even require expanded action for IOs.” But Barnett and Finnemore 
also believe that there are self-imposed limitations to bureaucratic expan-
sion. Th ese occur “when staff  believe that new goals are only marginally 
related to the primary mission” (Barnett and Finnemore  2004 : 64). Th ey 
cite the alleviation of poverty as an example of a goal that receives a mixed 
response from the IMF’s staff .          

  1.4     Overview  

 In the following chapters we will draw upon these concepts – international 
fi nancial and economic stability as IPGs, the IMF as an IGO, and agency 
theory as a tool of analysis – in our examination of the evolution of the 
IMF’s response to global crises. Th is section provides an overview of the 
following chapters. 

   In  Chapter 2  we describe the operations of the Bretton Woods interna-
tional monetary system. Th e postwar arrangements, which were a response 
to the disorder of the prewar years, were based on a fi xed exchange rate 
regime and restrictions on capital fl ows. Th e IMF was assigned the tasks 
of promoting monetary cooperation among its principals and extending 
credit to member countries with balance of payments disequilibria. Th e 
Fund’s staff  formulated economic models to design the policy conditions 
that were attached to its lending programs, and these oft en called for cut-
backs in fi scal expenditures and credit creation. 

 Th e stability of the Bretton Woods system depended on the acceptance 
by the IMF’s principals of the rules governing the system. Th e IMF as an 
agent could monitor, but not compel, compliance. Once the United States 
was no longer willing to fulfi ll its central role within the system, the IMF 
was unable to prevent its breakdown. Th e reemergence of private capital 
fl ows contributed to the collapse of the rule-based system.   

     New institutional arrangements were devised in the post–Bretton Woods 
period to govern international transactions, and these procedures and 
organizations are reviewed in  Chapter 3 . Th e revision of Article IV of the 
IMF’s Articles of Agreement allowed governments to choose the exchange 
rate regime they found appropriate for their economies but also stipu-
lated several provisions to ensure that national choices would be consistent 
with international stability. Th e revised article assigned the IMF the task 
of surveillance of its members’ compliance with their new responsibilities, 
although the scope of the IMF’s oversight powers was vague.   
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   Th e responsibility of supervising international banking in the 
Euromarkets, on the other hand, was entrusted to a new agent, the Basel 
Committee on Banking Supervision, which included the governments of 
only the advanced economies as members.   Th e lending activities of private 
banks were amplifi ed by increases in oil prices that resulted in increased 
borrowing by developing economies. Th e IMF responded to the growth of 
international fi nancial intermediation by developing a niche as a lender to 
the poorest countries. But by the end of the 1970s, fl exible exchange rates 
and private capital fl ows seemed to have eliminated the need for IMF lend-
ing, while new, more focused IGOs provided more eff ective forums for 
intergovernmental consultations.   

   Th e international debt crisis of the 1980s represented a major threat to 
fi nancial stability, and  Chapter 4  deals with the IMF’s involvement in the 
crisis. In the early years, the IMF worked with the banks and the debtor 
countries to reschedule loan repayments while providing new credit. Its 
policy conditions were consistent with currency crisis models that attrib-
uted the breakdown of exchange rate pegs to expansionary monetary 
policies. Th e IMF’s intervention prevented a complete disruption of inter-
national fi nancial fl ows, but it did not resolve the crisis.   While the IMF dealt 
with the management of the crisis, the upper-income countries, operating 
through the Basel Committee on Banking Supervision, established a regu-
latory response through the adoption of uniform standards for bank capital 
requirements.   

 Th e debt crisis was eventually resolved through a conversion of the com-
mercial banks’ loans to bonds. Th e IMF emerged from the crisis as a “crisis 
manager” as well as a lender. Th e IMF was criticized for favoring the inter-
ests of the private banks, and using the crisis as a justifi cation to expand 
its own activities. But the G7 governments circumscribed the scope of the 
Fund’s actions during the crisis, and the IMF could only implement strate-
gies countenanced by those governments.   

   Th e resolution of the debt crisis was followed by a resurgence of capital 
fl ows during the 1990s, and a synopsis of the IMF’s activities during this 
period is provided in  Chapter 5 . Th e IMF saw no confl ict between encour-
aging capital liberalization and its mandate to promote economic stabil-
ity and growth. Th e Fund supported the removal of regulations on capital 
fl ows in its dealings with members and sought to use its own loans as a 
catalytic agent to promote private fi nancial fl ows. However, during the late 
1980s and early 1990s the IMF provided little guidance on how to pace the 
implementation of fi nancial deregulation or deal with procyclical capital 
infl ows. 
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 Th e IMF also attempted to establish an institutional role for itself in the 
international fi nancial markets though an amendment to the Articles of 
Agreement that would have established capital account liberalization as 
a goal for its members. Th is change would have extended the mandate of 
the IMF to include assessing compliance with the new obligation. Th e IMF 
initially had the support of its most powerful members for the amend-
ment but was forced to shelve the proposal aft er the outbreak of the Asian 
fi nancial crisis.   

   Th e eruption of currency crises during the 1990s in Europe and Mexico, 
and the IMF’s role (or absence) in their resolution, are examined in 
 Chapter 6 . Th e European countries dealt with their crisis without involving 
the IMF, thereby contributing to the division between those IMF members 
that borrowed from it and those that did not. Th e events in Europe prompted 
the development of new models of currency crises, which allowed for the 
possibility of self-fulfi lling speculative attacks in the occurrence of currency 
crises. 

 On the other hand, the IMF was extensively engaged with the United 
States in the resolution of the Mexican crisis. Th e events in Mexico dem-
onstrated that capital outfl ows could undermine an exchange rate peg and 
disrupt a country’s domestic fi nancial sector. Th e IMF’s activities were sub-
sequently criticized again for serving primarily the interests of foreign cred-
itors, and for signaling investors that the IMF would bail out a country in 
the event of a fi nancial crisis.   

   Mexico proved to be a precursor of more instability. Th e East Asian crisis 
and the IMF’s response are described in  Chapter 7 . Th e East Asian coun-
tries had prospered in the early 1990s, and foreign capital fl owed to those 
economies that had decontrolled their fi nancial sectors. Th e capital infl ows 
fueled asset price booms and furthered the economic expansion. But for-
eign investors became concerned about the sustainability of the boom 
and the viability of fi xed exchange rate pegs. Capital fl ight, exacerbated by 
contagion, spread throughout the Asian countries, resulting in the break-
down of currency pegs and the widespread failure of domestic fi nancial 
institutions. 

   Th e IMF provided assistance to Th ailand, Indonesia, and South Korea.   
However, the IMF was harshly criticized for imposing contractionary con-
ditions and inappropriate structural conditionality on the governments 
that adopted Fund programs. Th e IMF was also blamed for indirectly pre-
cipitating the crises through its encouragement of capital account dereg-
ulation.   Malaysia followed a diff erent path and enacted capital control 
measures.     
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   Th e East Asian crisis was followed by more crises in other emerging 
markets, confi rming their status as the “weaker links” in the international 
fi nancial markets. Th e principal fi nancial emergencies of this period are 
described in  Chapter 8 . In the case of Russia, the IMF responded to the 
mandate of the G7 leaders to support its new government. But continuing 
fi scal imbalances resulted in a default by the Russian government on its 
debt and a breakdown in its pegged exchange rate in the summer of 1998.   
  Th e IMF, on the other hand, was successful in backing the Brazilian gov-
ernment’s response to capital outfl ows in 1999. Th e country’s fi nancial sec-
tor proved to be relatively robust and was not disrupted by the currency’s 
depreciation.     Th e IMF also sought to support the Argentine government 
despite misgivings over the sustainability of its monetary policies. But the 
continuing worsening of that government’s fi scal position, reinforced by 
investor concerns, caused the IMF to cease providing credit in late 2001. 
Th e Fund was blamed within that country for the ensuing crisis.   

    Chapter 9  deals with the response of the IMF and its members to the 
instability in global fi nancial markets. Th e IMF undertook a self-review and 
changed some of its policies. Th e IMF became more cautious in its stance 
on capital account decontrol and reduced the scope of its conditionality. On 
the other hand, the IMF embraced its role as a global lender of last resort, 
which included the rapid provision of credit in the event of a crisis. 

 Meanwhile, the split among the IMF’s principals continued. Th e 
upper-income governments saw a lack of transparency and weak regula-
tory controls within the emerging markets as responsible for the run of 
fi nancial crises.   Th ey established the Financial Stability Forum to over-
see the establishment of fi nancial and economic standards and assigned 
the IMF and the World Bank the task of reviewing the implementation 
of the new guidelines.   Th e emerging markets, on the other hand, sought 
to bolster their positions by accumulating foreign exchange reserves 
and devising regional arrangements to provide liquidity in the event of 
another crisis.   

     An account of the period leading up to the Great Recession and the IMF’s 
involvement in that crisis is off ered in  Chapter 10 . Th e relative economic 
stability of the early and middle 2000s masked growing fi nancial instabil-
ity in the advanced economies. Th e IMF was concerned about the negative 
consequences of capital fl ows to advanced economies with current account 
defi cits, but not as aware of the growing fragility of their fi nancial mar-
kets as a result of deregulation. Th e IMF sought, without success, to broker 
an agreement among its largest members to address the phenomenon of 
“global imbalances.”   
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 When fi nancial failures in the upper-income nations resulted in a global 
crisis, the IMF eff ectively took the role of an international lender of last 
resort. It moved quickly to provide large amounts of credit to those mem-
bers most aff ected by the disruption of trade and fi nancial fl ows. Th e IMF 
also revised its programs in order to enhance their eff ectiveness and showed 
a willingness to reconsider its positions on capital controls and other issues. 
  Th e G20 leaders, aft er taking over from the G7/8, promised to involve the 
IMF in future mutual policy assessments while reorganizing its governance 
to raise its credibility.     

   Th e IMF did not have a respite from its crisis management duties aft er 
the global crisis eased. Th e postcrisis period, surveyed in  Chapter 11 , has 
been one of uneven recovery, with the emerging markets and developing 
economies showing much stronger and more sustained growth than the 
advanced economies. Fears of insolvency in several European governments 
led to higher borrowing costs and volatility in the markets for sovereign 
bonds, and the IMF has joined other European nations in providing fi nan-
cial assistance to the most indebted nations there. Moreover, the challenge 
of mounting debt levels, compounded by demographic trends toward older 
populations, aff ects virtually all upper-income nations. Th e IMF’s contribu-
tions to the bailouts of indebted governments will be controversial with its 
other members. 

 Th e emerging markets must deal with capital infl ows and the task of 
developing their fi nancial sectors to match the growth of their economies. 
Th e governments of these economies expect the IMF to contribute to the 
development of tools to control fi nancial volatility. In response, the IMF has 
shift ed its position on capital controls and now considers them as an instru-
ment of macroprudential policy. More generally, these governments must 
decide how far to go in integrating their fi nancial markets and institutions 
with global markets. Th ese issues are relevant not just for the emerging 
markets but also for those developing economies that aspire to join them, 
and they will look to the IMF for guidance. 

 Th e IMF’s ability to provide assistance to its members in meeting these 
challenges as well as the new crises that undoubtedly will occur is con-
strained by its own governance procedures. Th e basis of the post–Bretton 
Woods’ stratifi cation of the IMF’s membership has disappeared, and the 
IMF must respond if it is to retain its newly won credibility. Th e IMF’s 
member governments have begun to redistribute quota shares to refl ect 
more accurately the growing size of its middle-income members, but many 
substantive issues remain. Th ere are also aspects of the international mon-
etary system that require reform if the reemergence of global imbalances 
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and growing reserve holdings are to be avoided. Th e IMF can provide the 
means to avoid or at least minimize a recurrence of the global crisis, but in 
the end the IMF’s principals must decide whether they will engage in col-
lective decision making to achieve fi nancial and economic stability. We will 
never again see universal fi xed exchange rates and managed capital fl ows, 
but the formation of the Bretton Woods system – which we examine in the 
next chapter – provides a model of collaboration among governments that 
is still quite relevant.          
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     2 

 Bretton Woods  

     Th e IMF is the IGO that has been entrusted with the responsibility of 
 promoting the IPGs of international economic and fi nancial stability. Th is 
chapter deals with the establishment of the IMF aft er World War II and 
its responsibilities within the Bretton Woods system that lasted from 1945 
through 1973. In succeeding chapters we will contrast the record of the 
IMF’s activities within this rule-based system with its actions during the 
post–Bretton Woods era. 

   Th e fi rst section provides an account of the founding of the Bretton 
Woods system and the specifi c responsibilities of the IMF. Th e Allied vic-
tors of World War II established a new international monetary regime to 
prevent a repeat of the economic chaos of the 1930s. Th e system was based 
on fi xed-but-adjustable exchange rates and the removal of restrictions on 
current account transactions. Th e IMF monitored the observance of its 
members of these commitments while providing credit to those with bal-
ance of payments disequilibria. Th e Bretton Woods system diff ered from 
the Gold Standard (1870–1914) in its reliance on controls on capital fl ows 
to provide members with the ability to use monetary policy to achieve full 
employment.   

   Th e second section describes the governance structure of the IMF, which 
was shaped by the United States, the postwar hegemonic power, and its 
West European allies. Th ese countries devised a voting system based on 
economic size that allowed them to dominate the actions of the IMF and 
its policies. Th e new organization created lending programs that required 
members that borrowed from it to implement policy measures before credit 
was disbursed.   

   Th e IMF’s economists developed economic models to analyze the 
determinants of balance of payments disequilibria and serve as the basis 
of the conditions attached to its lending programs. Th e third section 



Bretton Woods20

provides an overview of these models and the macroeconomic policy 
conditions derived from them. Th e models placed the burden of adjust-
ment to a defi cit on the government borrowing from the IMF, regardless 
of its source  . 

   Th e performance of the new system depended on the willingness of its 
principals to observe its rules, and the fourth section describes how this 
consensus broke down. Th e United States faced special constraints because 
of the use of the dollar as the reserve currency and the pledge of the United 
States to exchange gold for dollars held at central banks. But foreign mon-
etary authorities became less willing to accept dollars once their holdings 
exceeded the amount of gold owned by the United States. Th e U.S. govern-
ment, concerned about a wave of redemptions of dollars for gold, ended its 
gold conversion in 1971. Th e United States and the West Europeans sought 
to restore the system but could not achieve agreement, and the Bretton 
Woods system ended in 1973.   

   Th e last section reviews the record of the IMF during this era. Th e Bretton 
Woods system was an intermediate IGO that contributed to the economic 
growth of the 1950s and 1960s. Th e IMF served a valuable role by providing 
a mechanism to verify conformance with the obligations of the system and 
provide fi nancial support to countries with disequilibria. But the continued 
operation of the system depended on the agreement of the IMF’s principals 
to adhere to its rules. Once that willingness disappeared, the system was no 
longer viable.      

  2.1     New Order  

   Th e representatives of the forty-four nations who met at Bretton Woods in 
New Hampshire in 1944 sought to prevent the recurrence of the economic 
and fi nancial instability of the interwar period. Attempts to reestablish 
the Gold Standard aft er World War I had been unsuccessful (Eichengreen 
 2008 ). Governments engaged in currency devaluations during the 1930s 
to mitigate the impact of the Great Depression and placed restrictions 
on capital fl ows in order to defend against what was seen as destabiliz-
ing speculation (League of Nations  1944 ). Moreover, protectionist policies 
became widespread and contributed to a decline in world trade. Debtor 
countries in Latin America that faced declines in the terms of trade for 
their exports of primary products defaulted on their debt, as did govern-
ments in Southern and Eastern Europe (Eichengreen  1991 , Eichengreen 
and Fishlow  1998 ). 
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   Th e chief architects of the new international monetary system were 
Harry Dexter White of the U.S. Treasury Department and John Maynard 
Keynes, who led the United Kingdom’s delegation to the conference. 
Th ey had begun negotiating their competing plans for the reconstruction 
of international monetary relations while the war was still being waged. 
Keynes proposed the establishment of a new international currency, the 
 bancor , which would be administered by a global central bank and used 
by countries to settle their outstanding balances with each other. White, 
however, feared the infl ationary consequences of a new source of interna-
tional liquidity and insisted that the amount of credit available to countries 
be based on national deposits of gold and domestic currencies. Th e even-
tual agreement, which became the basis of the document signed at Bretton 
Woods, was largely based on White’s proposal, an outcome consistent with 
the hegemonic position of the United States at that time (Boughton  1998 , 
Eckes  1975 , Moggridge  1992 , Skidelsky  2000 ).   

   Under the Bretton Woods arrangements, central banks maintained fi xed 
values for their currencies vis- à -vis gold or the U.S. dollar, while the United 
States stood ready to buy or sell gold to them at a fi xed price of $35 an ounce. 
Th e dollar was used as the intervention currency, and central banks held their 
reserves in dollars as well as gold. A member government could change the 
par value of its currency to correct a “fundamental disequilibrium” (never 
defi ned) in the balance of payments aft er consultation with the IMF, and 
approval was supposed to be automatic if the adjustment did not exceed 10 
percent. However, competitive “exchange alterations” were explicitly forbid-
den in the original Article IV of the IMF’s Articles of Agreement.   

   Th e new system needed a monitor to verify compliance with the require-
ments of the new system, and the IMF was created to serve this purpose.  1   
Th e Fund’s Articles of Agreement listed several tasks for the IMF, includ-
ing the promotion of international monetary cooperation, the facilitation 
of international trade, the promotion of exchange stability, and the estab-
lishment of a multilateral system of payments for current account trans-
actions ( Box 2.1 ). Th ese were intermediate IPGs, designed to contribute 
to the “primary objectives of economic policy,” which were listed as “the 
promotion and maintenance of high levels of employment and real income 
and . . . the development of the productive resources of all members” (IMF 
 1993 , Article I (i)).   

     1       Th e International Bank for Reconstruction and Development, also known as the World 
Bank, was also established at the conference.    
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  Box 2.1.       IMF Article of Agreement I 

  Purposes  

  Th e purposes of the International Monetary Fund are:

   (i)     To promote international monetary cooperation through a per-
manent institution which provides the machinery for consulta-
tion and collaboration on international monetary problems.  

  (ii)     To facilitate the expansion and balanced growth of international 
trade, and to contribute thereby to the promotion and mainte-
nance of high levels of employment and real income and to the 
development of productive resources of all members as primary 
objectives of economic policy.  

  (iii)     To promote exchange stability, to maintain orderly exchange 
arrangements among members, and to avoid competitive exchange 
rate depreciation.  

  (iv)     To assist in the establishment of a multilateral system of payments 
in respect of current transactions between members and in the 
elimination of foreign exchange restrictions which hamper the 
growth of world trade.  

  (v)     To give confi dence to members by making the general resources 
of the Fund temporarily available to them under adequate safe-
guards, thus providing them with opportunity to correct mal-
adjustments in their balance of payments without resorting to 
measures destructive of national or international prosperity.  

  (vi)     In accordance with the above, to shorten the duration and lessen 
the degree of disequilibrium in the international balances of 
members.    

 Th e Fund shall be guided in all its policies and decisions by the pur-
poses set forth in this Article.      

   Th e IMF was also assigned the specifi c function of providing fi nancial 
resources to member countries with “maladjustments in their balance of 
payments” in order “to shorten the duration and lessen the degree of dis-
equilibrium in the international balances of payments” (IMF  1993 , Article I 
(v) and (vi)). Th e availability of offi  cial credit would allow countries to avoid 
“measures destructive of national or international prosperity” without 
depending on potentially volatile private capital fl ows.   Obstfeld and Taylor 
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( 2004 : 37) point out that “the IMF’s founders viewed its lending capability 
as primarily a substitute for, not a complement to, private capital infl ows.”     

   Th e Bretton Woods planners also sought to promote the resumption of 
international trade, and Article VIII of the IMF’s Articles of Agreement 
prohibits restrictions on current account payments. A member could delay 
accepting the responsibilities of Article VIII through a transitional arrange-
ment, which is permitted via Article XIV. On the other hand, governments 
were expected to control short-term capital fl ows, which had frustrated the 
prewar attempts of domestic policy makers to stabilize their economies. 
Article VI forbade the use of the Fund’s resources to meet an outfl ow of 
capital and gave the IMF the authority to request a member to utilize capital 
controls to prevent such usage.  2   

     Th e Bretton Woods arrangements represented a consistent response to 
the “impossible trinity,” which limits the independence of policy making. A 
government can only choose two of the following features of a monetary sys-
tem: a fi xed exchange rate, unregulated capital fl ows, and/or control of the 
domestic money supply.  3   Under the gold standard, central banks had been 
committed to buying or selling gold at a fi xed price, which tied together the 
values of the diff erent currencies. Capital fl ows were unconstrained, and 
the United Kingdom fi nanced growth in the emerging markets of that era, 
including the United States. To maintain the system, governments relin-
quished the use of monetary policy to achieve domestic goals such as full 
employment.     

 Th e new system provided an alternative to the Gold Standard: it replaced 
capital market integration with capital controls and allowed governments 
to use monetary policies to tame business cycles.   Ruggie ( 1982 ), in explain-
ing the diff erences in the postwar system from its predecessors, coined 
the term “embedded liberalism” and claimed that “unlike the liberalism of 
the gold standard and free trade, its multilateralism would be predicated 
upon domestic internationalism” (Ruggie  1982 : 393). Ruggie ( 1992 : 592) 
also pointed out that “the United States aft er World War II sought to pro-
ject the experience of the New Deal regulatory state into the international 
arena.”     Th e Roosevelt administration established new government agencies, 
such as the Securities and Exchange Commission and the Federal Deposit 
Insurance Corporation, to promote domestic recovery from the Great 
Depression.     Th e establishment of the IMF to oversee the new international 

     2     However, Article VI never served as a check on the IMF’s ability to lend, since a capital 
account disturbance will have an impact on the current account (Boughton 2001a).  

     3     Th is relationship is derived from the Mundell-Fleming model. See the following discus-
sion for the background of the model.  
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system and facilitate its operation was consistent with this institutional 
template, as well as Keynes’s belief in the need for explicit management of 
the global economy to ensure stability (Vines  2003 ).   

   One key diff erence between the Gold Standard and the Bretton Woods 
system lay in their respective treatments of countries with balance of pay-
ments surpluses. Th e gold fl ows of the Gold Standard triggered an increase 
in spending in these countries, which reduced the imbalance. Th e IMF’s 
Articles of Agreement contained a “scarce currency” clause, Article VII (3), 
which allowed members to impose controls on transactions with countries 
with chronic surpluses, but it lacked the obligatory response of the Gold 
Standard. Th e policy was designed to deal with a postwar shortage of dol-
lars but was never invoked because the shortage became a glut.        

  2.2     Administrative Arrangements  

   Th e Fund began its operations in 1946, with forty members and an aggre-
gate quota of $7.8 billion. Th e governance of the new organization was 
clearly dominated by the victors of World War II. Th e headquarters of the 
IMF were located in the United States at the insistence of its government, 
while the Europeans chose the new organization’s chief administrative offi  -
cer, its managing director – a tradition that has remained in place until 
the present day.  4     Camille Gutt of Belgium was appointed the fi rst manag-
ing director and was followed in that position in subsequent years by other 
Western Europeans ( Table A.1 ).     Th e placement of the IMF in Washington, 
D.C., marked the establishment of a “Washington Hub” consisting of the 
IMF, the World Bank, other IGOs, and various nongovernmental organiza-
tions that wielded a powerful infl uence on international economic issues.   

   Each member of the IMF was assigned a quota based on the coun-
try’s economic size and openness. Th e quotas are used to determine the 
size of a member’s subscription to the Fund, its voting power in the IMF’s 
weighted voting arrangements, and the amount of credit that the country 
can receive. A member paid one-quarter of its quota to the IMF in the form 
of gold, and the remainder in its domestic currency.   Aft er the passage of 
the Second Amendment to the Articles of Agreement in 1978 ( Chapter 3 ), 
gold was replaced by widely used currencies such as the dollar and later 

     4     Th e United States, in turn, claimed the privilege of naming the head of the World Bank. 
In addition, the deputy managing director of the IMF was a U.S. citizen aft er that position 
was established in 1949. In 1994 three additional deputy positions were created, but the 
fi rst deputy managing director is a citizen of the United States.  
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the  euro .   Th e actual calculation and assignments of the national quotas at 
the time when the IMF was founded were undertaken by the U.S. Treasury 
Department and refl ected political decisions as much as objective criteria 
(Mikesell  1994 ). 

   While overall control of the IMF is vested in a Board of Governors with 
representation from each member, the daily operations of the IMF are super-
vised by an Executive Board. In the original confi guration of the board, the 
fi ve countries with the largest quotas appointed their own executive directors, 
while the remaining nations were grouped into constituencies that choose 
directors.  5   Th e managing director acts as chairman of the board but does not 
have a vote  . Voting power is based on both a member’s quota and its basic 
votes, which are allocated evenly among the members.   Th e dominant share 
of voting power held by the United States fell over time as the number of 
member countries rose, but it retained a preponderant proportion of the total 
votes ( Figure A.1 ). A stipulation that major changes could only be passed 
with an 85 percent majority eff ectively gave the United States a veto.     

   Th e IMF functioned as a type of credit union for its members: nations 
paid their quotas so that they could draw upon the common resources of 
the IMF’s General Resource Account when they faced a crisis situation 
(Kenen  1986 ). A member that borrows from the IMF purchases reserve 
assets with its own currency; consequently, the IMF’s holdings of reserve 
assets fall while its holdings of the member’s currency rise. When the coun-
try repays the credit, it buys back its own currency with a reserve currency, 
and the IMF’s holdings return to their original levels. Since members of all 
income levels borrowed from the IMF, it was in their collective interest to 
ensure that the Fund had adequate fi nancial resources.   

   During the early years of the IMF’s existence, there were debates over 
whether the Fund could limit the amount of borrowing of its members or 
impose conditions. A compromise solution emerged in the early 1950s that 
has prevailed with some modifi cations to the current day. A country could 
draw the fi rst 25 percent of its quota (called the “gold tranche” and later 
renamed the “reserve tranche”) without restrictions (Dell  1981 ). However, 
to receive larger amounts a government needs to present a plan of policy 
measures that will remedy the imbalance in the external sector. 

   Th ese conditions are contained in a Letter of Intent signed by govern-
ment offi  cials of the borrowing country.   Th e IMF monitors the coun-
try’s implementation of the agreed-on policies through the use of prior 

     5     In recent years China, Russia, and Saudi Arabia have also appointed their own executive 
directors.  
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actions, quantitative performance criteria, and structural benchmarks 
(Fritz-Krockow and Ramlogan  2007 ). Prior actions are policy measures to be 
taken before an agreement is approved or a review completed. Performance 
criteria are measurable variables or conditions that must be met, while the 
structural benchmarks are treated as markers or indicators to assess pro-
gress. Th e IMF only disburses credit if the performance criteria are met, a 
practice known as “conditionality.” If the conditions are not met and there 
are no extenuating circumstances, then the program can be suspended. Th e 
IMF defends the use of conditionality as necessary to ensure the repayment 
of the loan extended to a borrowing nation.   

   Th e lending programs of these years were Stand-By Arrangements (SBAs) 
and disbursed credit over a one-year period. Many of these early programs 
were precautionary: that is, they were established to ensure a country’s 
access to credit if needed but never actually used. Th ere was a sliding fee 
scale, based on the duration of a drawing and the amount of a country’s 
quota borrowed (Horsefi eld  et al.   1969 ). Th e number of lending arrange-
ments rose as the membership expanded ( Figure A.2 ). 

 Th e recognition of an economy as a “weaker link” in the global economy 
occurred when a balance of payments crisis occurred and the IMF lent to a 
member. While the United States and Western European nations controlled 
the governance of the IMF during the Bretton Woods era, there was no sys-
temic stratifi cation of Fund membership based on whether a country had 
borrowed from the IMF. Members of all income levels borrowed from the 
IMF.   Th e United Kingdom, for example, obtained Stand-By Arrangements 
in 1964, 1967, 1969, and then again in 1975 and 1977.  6          

  2.3     Adjustment versus Finance  

   Under fi xed exchange rates, a defi cit in the balance of payments forces a 
central bank either to use its foreign exchange reserves to maintain the 
fi xed exchange rate (fi nancing the shock) or to adopt policies to reestablish 
balance of payments equilibrium (adjustment )  (Bird  1980 , Bryant  2003 ). 
Adjustment to a negative shock to the balance of payments by lowering 
domestic expenditures or devaluing the currency imposes costs on the resi-
dents of an economy in terms of a lower living standard. Financing the shock 
incurs an opportunity cost from running down the central bank’s stock of 

     6     Th e United Kingdom had also entered into arrangements during the 1950s and early 1960s 
but did not draw upon them.  
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foreign reserves or borrowing foreign exchange. Moreover, fi nancing a per-
manent shock only delays the inevitable; eventually the country will run out 
of reserves and then it must make the necessary adjustments. On the other 
hand, if a shock is temporary, then full adjustment may impose unneces-
sary hardship. Th erefore, a mix of the two is oft en optimal. 

 When a country fi nances all or part of a defi cit, it fi rst draws upon its 
own reserves. If it does not possess suffi  cient foreign currency, it can obtain 
more by borrowing either from international banks or from an IFI, usually 
the IMF. Borrowing from the private banks carries explicit borrowing costs, 
and the costs may escalate over time if there is a fl oating interest rate on the 
loan. In the case of a severe balance of payments disequilibrium, the private 
market may not be willing to lend to the country on any terms. Th e IMF, 
on the other hand, can serve as a lender of last resort but will insist that the 
country implement adjustment policies. 

   If the country engages in adjustment, then it must choose between 
expenditure-reduction and expenditure-switching policies. Th e former 
includes the use of contractionary monetary and fi scal policies to lower the 
domestic demand for imported goods. Expenditure-reducing policies have 
the undesirable side eff ects of lowering output and raising unemployment. 
Moreover, the brunt of the cutback in private domestic spending oft en falls 
on investment expenditures, which has negative long-term consequences 
for long-term growth.   

   Expenditure-switching policies, on the other hand, attempt to keep total 
output at the full-employment level but change its composition from for-
eign to domestic goods. Th is is accomplished through depreciations of 
the exchange rate and other measures, such as export subsidies or import 
 tariff s, to encourage exports while discouraging imports. One adverse eff ect 
of this type of policy is its impact on infl ation. Th e prices of domestic goods 
may rise in response to the higher prices of imported intermediate goods. 
Workers can demand higher wages to pay the higher costs of imports they 
consume, pushing prices up further.   

 Balance of payments defi cits, therefore, involve diffi  cult decisions for a 
government. First, it must choose between fi nancing or adjusting to a defi -
cit. If it chooses the latter, it must decide between expenditure-reducing or 
expenditure-switching policies. Each of these choices involves benefi ts and 
costs, which must be balanced against each other. Expenditure-switching 
and reduction are part of the policies that accompany IMF-sponsored pro-
grams. By providing foreign exchange, the IMF allows a country more time 
to formulate and implement the proper adjustment policies. 
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   During the 1950s, the Fund’s economists developed open-economy 
macroeconomic models to aid them in formulating appropriate stabiliza-
tion policies.  7     Th e model that served as the economics profession’s stan-
dard open-economy model for many decades, the Mundell-Fleming model, 
was developed while one of its authors, Marcus Fleming (Fleming  1962 ), 
was a member of the Research Department of the IMF in the early 1960s 
(Boughton  2003 ).     In addition, Robert Mundell (Mundell  1963 ) also joined 
the IMF at this time. However, it appears that their work was done inde-
pendently of each other, and Mundell had begun his analysis before he went 
to work for the Fund.   Th e synthesis of their work, the Mundell-Fleming 
model, analyzes the relative eff ectiveness of macroeconomic policies under 
diff erent exchange rate and capital account regimes. 

   Financial programming was developed at the IMF by Jacques R. Polak 
( 1957 ,  1998 ), who served as director of the Research Department and later 
on the Executive Board.   Th e model links balance of payments defi cits under 
fi xed exchange rates to domestic monetary policy ( Box 2.2 ).  8   It is based on 
two behavioral equations (the demand for money and import demand), 
two identities (the supply of money and the balance of payments), and an 
equilibrium condition (money market equilibrium).   Capital fl ows were 
assumed to be fi xed in the short run and therefore could not accommo-
date an increase in a current account defi cit.   Th e model’s simplicity was an 
asset in the postwar era, when data limitations were a constraint on policy 
formulation.  9    

     7     De Vries ( 1987 ) reviews the intellectual history of these models.  
     8     Ag é nor ( 2004 ) and IMF ( 1987 ) provide presentations of the model.  
     9     Easterly ( 2006 ), however, undertook an empirical analysis of fi nancial programming that 

did not fi nd evidence in support of many of the assumptions of the model.  

  Box 2.2.       Financial Programming 

 Th e demand for money is based on national income:

   M D  = kΔY     (2.1)  

  where M D  is the demand for money, k is the inverse of the income veloc-
ity of money, and Y is national income. 

 Changes in the supply of money are based on the central bank’s hold-
ings of foreign reserves and domestic credit assets:

   ΔM S  = ΔFR + ΔDC     (2.2)  
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  where M S  is the supply of money, FR represents the central bank’s hold-
ings of foreign reserves and DC its holdings of domestic credit assets, 
and the money multiplier is assumed to equal 1.   Equilibrium in the 
money market prevails when the demand and supply of money are 
equal:

   ΔM D  = ΔM S     (2.3)   

  Th e demand for imports depends on national income:

   ΔIM = mΔY     (2.4)  

  where IM represents imports and m is the marginal propensity to 
import; 

 Th e balance of payments includes the current account and the capi-
tal account as well as changes in the central bank’s holdings of foreign 
reserves:

   BP = (X – M) + K – ΔFR = 0     (2.5)  

  where BP is the balance of payments, X is exports, X – M is the current 
account, and K is the capital account. Th e change in foreign reserves is 
equal to the current and capital accounts, with exports and the capital 
account exogenous:

   ΔFR = (X̅ − IM) + K̅     (2.6)  

  By substituting 2.1 into 2.6, the model can be used to express the deter-
minants of changes in the central bank’s holdings of foreign reserves:

   ΔFR = kΔY – ΔDC     (2.7)  

  Changes in foreign reserves in the long run refl ect any imbalance 
between the demand for money and the change in the central bank’s 
domestic credit assets.   Th e model can also be used to establish ceilings 
on the increase in the domestic credit assets. If there are a target level for 
the change in foreign reserves, ΔFR*, and a projected change in national 
income, ΔY P , then the maximum allowable change in domestic credit, 
ΔDC, can be calculated:

   ΔDC = k ΔY P  – ΔFR* (2.8)       (2.8)  

   Sources:  Ag é nor ( 2004 ), Polak ( 1957 , 1998).   
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   In the model, a rise in the central bank’s holdings of domestic credit 
leads to a rise in national income and therefore imports. Th e immediate 
results are a current account defi cit and a loss of reserves. In the long run, 
the change in domestic credit is completely off set by the change in foreign 
reserves. Th e solution to a balance of payments disequilibrium, therefore, 
lies in cutting back the growth of domestic credit. Th is is oft en tied to the 
government’s fi scal position, since in many countries a fi scal defi cit will be 
fi nanced by the central bank, so that an expansionary fi scal policy is accom-
panied by an expansionary monetary policy.   

   Th e other model developed at the IMF is the absorption model, which 
links the balance of payments to domestic demand and output (Alexander 
 1952 ). In this model, the current account (X – M) refl ects the diff erence 
between domestic output (Y) and the domestic demand for goods and ser-
vices, absorption (C + I + G): a surplus is recorded when output is higher 
than demand, and a defi cit in the opposite situation.  

  Y – (C + I + G) = X – M   

 Th is approach focuses more directly on fi scal policy, since an increase in 
government spending leads to an increase in absorption, and therefore a 
current account defi cit. Th e emphasis on fi scal policies led to the claim that 
the letters IMF actually stand for “It’s Mostly Fiscal.”   

 IMF-designed policies were based on these models. Fund programs usu-
ally included a tightening of monetary and fi scal policies in order to reduce 
total expenditures, and performance criteria included limits on domestic 
credit expansion and government borrowing. In addition, the IMF could 
also recommend a depreciation of the exchange rate in order to switch 
expenditures to domestic goods and stimulate exports. Th e IMF’s policy 
analysis was compatible with mainstream economic theory of this era. 
  Cooper ( 1983 : 571), summarizing the discussion of a conference devoted 
to IMF conditionality, suggested that almost any group of economists who 
were asked to devise an economic adjustment program for a country would 
come up with a policy program that “would not diff er greatly from a typical 
IMF program.”   

 However, the use of these models to devise policies assumed that the bur-
den of dealing with a disequilibrium rested with the domestic government, 
regardless of the source of the imbalance. Countries that faced fl uctuations 
in their terms of trade or declines in imports due to a cyclical contrac-
tion in their trading partners were expected to adopt measures to lower 
domestic spending as much as those with governments that had engaged 
in expansionary policies.   Barnett and Finnemore ( 2004 : 56) point out that 
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the models “led Fund offi  cials to become more concerned with the work-
ings of domestic economies than the Bretton Woods founders would have 
anticipated.”   Th e subordination of the IMF to its principals was partially 
reversed when the IMF could decide whether or not to disburse credit to a 
borrowing nation. 

 In retrospect, the models have a limited treatment of fi nancial variables. 
Money is the only domestic asset, and reserve fl ows equilibrate the demand 
and supply of money. International capital fl ows are fi xed in the model by 
government controls. Th e lack of emphasis on fi nancial variables is con-
sistent with both the macroeconomic theories of the 1950s and 1960s, as 
well as the government regulation of fi nancial markets and institutions 
in those periods. Th e eventual development of fi nancial markets and the 
decontrol of capital accounts would require more sophisticated treatment 
of fi nancial fl ows.    

  2.4     Collapse of Bretton Woods  

     While 1946 marked the initiation of the IMF’s operations, the beginning of 
the Bretton Woods system is oft en assigned to the year 1959, when many 
European nations accepted the obligation of Article VIII to allow the con-
vertibility of their currencies for current account transactions.   Other coun-
tries followed, and by 1961 two-thirds of the IMF’s membership allowed 
their residents to use foreign currencies for the purpose of current account 
transactions (James  1996 ). But while the Bretton Woods system worked rea-
sonably well through the 1960s, it was based on an unstable foundation.  10   

 Foreign central banks were willing to hold their reserves in dollars as 
long as the U.S. government would exchange these for gold. However, the 
postwar shortage of dollars became a glut during the 1950s as U.S. balance 
of payments surpluses became defi cits. By the mid-1960s, the holdings of 
dollars in foreign central banks exceeded the value of the U.S. gold holdings, 
and the gold coverage (the value of the U.S. holdings of gold as a proportion 
of its liabilities to foreign central banks) continued to decline for the rest of 
the decade.   Th is situation was known as the Triffi  n dilemma, named aft er 
the economist Robert Triffi  n, who fi rst drew attention to it.   

 Th e continuing supply of dollars was criticized by other countries, par-
ticularly those in Western Europe, as an abuse by the United States of its 

     10     Bordo ( 1993 ), Eichengreen ( 2008 ), James ( 1996 ), and Solomon ( 1982 ) off er accounts of 
this period, while the IMF’s historians, Horsefi eld  et al.  ( 1969 ) and De Vries ( 1976 ), pro-
vide the Fund’s perspective.  
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special position within the Bretton Woods system.   Th e French in particular 
sought to return to the use of gold as the primary reserve medium.     In an 
attempt to fi nd an acceptable compromise, the U.S. government supported 
a proposal to create a new reserve asset that would be issued through the 
IMF, Special Drawing Rights (SDRs). In 1968 the IMF’s members approved 
the use of the SDR, and the First Amendment to the Articles of Agreement 
was accepted the following year. However, a number of limitations were 
placed on the use of the SDR, including a restriction that it could only be 
held by governments and not private holders. Th e initial allocations of SDRs 
took place during 1970–2, but the new reserve asset did not gain acceptance 
as an alternative to the dollar.   

 Th e dispute over the use of the dollar as a reserve currency produced 
a political stalemate. Th e United States was not willing to subordinate its 
domestic policy goals in order to provide stability to the global monetary 
system, and no other country was in a position to take its place. International 
tensions among governments increased as the United States was blamed for 
exporting infl ation.   In August 1971, President Richard Nixon unilaterally 
ended the commitment of the United States to exchange gold for the dollar 
reserves of central banks.   Th e United States and the major European nations 
subsequently undertook negotiations to realign their currencies, but the 
political will to negotiate a revised version of the Bretton Woods system was 
missing, and attempts to revive the system ended in failure in 1973. 

 Th e responsibility for the collapse of Bretton Woods is usually placed on 
the United States for not accepting the obligations of maintaining gold con-
vertibility. However, the system was becoming unstable for other reasons. 
International capital fl ows were beginning to emerge aft er their postwar 
interruption ( Chapter 3 ). A generation had passed since the depression, 
and capital transactions were no longer viewed as destabilizing. But the 
emergence of private fi nancial fl ows violated the Bretton Woods solution 
to the constraint of the impossible trinity. A fi xed exchange rate system was 
incompatible with the increasing movement toward capital movements and 
national autonomy over macroeconomic policies (James  1996 ). Th e system 
may have continued to be viable for some period if the United States had 
attempted to live within the rules, but other developments were precipitat-
ing the end of the rule-based system.    

  2.5     IMF and Bretton Woods: Appraisal  

   Th e years of the Bretton Woods system are generally viewed as an era of 
growth and stability, a “golden age of capitalism.” Living standards rose in 
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Western Europe, North America, and Australia, while many developing 
economies also experienced high rates of economic growth. Increases in 
per-capita income exceeded not only those of the pre–World War II era but 
those of the Gold Standard as well. It was also a period of relative fi nan-
cial stability, with a total of thirty-eight banking, currency, and twin crises 
occurring in industrial countries and emerging markets during the period 
of 1945–71 (Bordo and Eichengreen  2003 ), a decline from the forty-nine 
crises of the 1919–39 period.  11   If the objective of the Bretton Wood sys-
tem was to achieve fi nancial and economic stability, then its planners were 
successful. 

 How much credit does the IMF deserve for this record?   Dominguez 
( 1993 ) pointed out that while the Fund was not able to preserve the par 
value system, it was successful at the task of collecting and disseminating 
information. She drew the conclusion that “evidence suggests that interna-
tional organizations can eff ectively promote cooperation by providing their 
members with a credible monitoring technology” (Dominguez  1993 : 392).   
  Similarly, Eichengreen ( 1993 : 643) concluded that “Th e Fund surely facili-
tated eff orts to monitor the actions of the smaller players and thereby helped 
minimize the free-rider problems that otherwise might have resulted from 
the large-numbers problem.”   

   Th is view of the IMF’s role is consistent with Martin’s ( 1992 ) analysis of 
the role of international organizations in situations that require strong sur-
veillance.   An active organization was needed to monitor compliance with 
the agreement to adhere to the common exchange rate regime, since there 
was an incentive to devalue in the event of a balance of payments defi cit. 
However, countries did not always obtain Fund approval before they insti-
tuted changes in their exchange rate pegs.   Finch ( 1989 : 5) pointed out that 
“in fact decisions were made on national authority and the IMF Executive 
Board had little choice but to rubber-stamp approval on short notice – usu-
ally over a weekend – on the basis of hastily prepared staff  papers.”   Th e 
Executive Board had no source of authority to overturn a policy unless IMF 
lending was involved. 

 Th e IMF’s own historian claimed that “the major contribution of the 
Fund was to facilitate among its members the development of harmonious 
cooperation on monetary and fi scal policies” (De Vries  1985 : 93). Th e coop-
eration, however, was achieved through the indirect means of adhering to 

     11       Th e crises of the Bretton Woods era were virtually all currency crises, with only one twin 
crisis recorded by Bordo and Eichengreen ( 2003 ). Th e decline in banking crises refl ected 
domestic regulation of this sector as well as controls on capital fl ows.    
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the rules of Bretton Woods.   Kahler ( 1995 : 49) noted that “the idea of central 
policy coordination bargains was not part of the Bretton Woods scheme.”   
  Similarly, Guiti á n ( 1992 : 5) explained the basis of this coordination:
  It is not coordination based on continuous bargaining among countries; rather, it is 
coordination based on their a priori willingness to adhere to mutually agreed norms 
of behavior and to constrain their domestic policies to the discipline imposed by 
those norms  .  

 Th e Bretton Woods system, therefore, served as an intermediate IPG in 
support of fi nancial and economic stability. Th e IMF facilitated its oper-
ations by supervising national adherence to its standards. Moreover, the 
Fund’s lending gave member governments the opportunity to implement 
measures to restore balance of payments equilibrium without invoking 
measures with negative repercussions for other nations. While individual 
nations were forced to turn to the IMF for emergency lending, the control 
of capital fl ows contributed to the absence of global fi nancial crises. 

 Th ere were limits on the Fund’s powers of oversight, however.   Dornbusch 
( 1993 ) observed that the IMF did not have a leading role in developing new 
international monetary policies and institutions. He raised the question of 
why the Fund did not take on this task and aft er speculating that it may have 
been due to the proximity of the U.S. Treasury, added, “Another hypothesis 
is that, as an organization, the Fund declines to be anything but the arm of 
its constituency and certainly rejects the notion that it was invented to push 
ahead international fi nancial integration” (Dornbusch  1993 : 103).   

 Th is opinion is consistent with the view of the IMF as an agent that has 
latitude in operational matters but is constrained by its members in for-
mulating new policies. Th e rules of the system were established at Bretton 
Woods essentially by the United States, and subsequently modifi ed and 
adapted to particular circumstances. But when the time came to rewrite the 
rules, the principals who had the power to change the system chose to deal 
directly with each other.          
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 Transitions  

     Th e end of the universal system of fi xed exchange rates and capital controls 
gave governments the ability to choose new responses to the “impossible 
trinity” in the post–Bretton Woods era. Th is chapter describes the insti-
tutional arrangements that arose as new exchange rate arrangements and 
capital account regimes were adopted and the impact of these choices on 
the IMF. Th e IMF’s revised duties in the post–Bretton Woods period were 
vaguely defi ned, and it was no longer the only IGO that dealt with eco-
nomic and fi nancial issues. 

   Th e IMF’s dominant members led the negotiations over the revision of 
the IMF’s Article of Agreement IV. Th e revised article, summarized in the 
fi rst section, gave the membership the freedom to choose the exchange rate 
arrangement they found most suitable for their economies. Th is choice was 
constrained, however, by new obligations, and the IMF was given the respon-
sibility to oversee compliance with these through its surveillance opera-
tions. However, the nature of its oversight powers was left  ambiguous.   

   Th e growth of private capital fl ows occurred with much less planning or 
oversight. Th e second section explains how central bankers of the advanced 
economies where the major fi nancial markets were located set up new orga-
nizational structures based at the Bank for International Settlements to mon-
itor capital fl ows, exchange information, and discuss regulatory responses. 
But there was no consensus among the IMF’s membership regarding the 
deregulation of capital accounts, and the IMF itself played no role in these 
developments.   

   Th e IMF had a minor role in the responses to the oil price shocks of 
the 1970s, which is examined in the third section. Th e revenues of the oil 
exporting nations were oft en deposited in private banks in Europe and the 
United States. Th e deposits were then lent to oil-importing developing econ-
omies, as well as oil exporters such as Mexico where spending outstripped 
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their revenues. Th e IMF set up Oil Facilities for members with large import 
bills and established special arrangements for its poorer members. But the 
private recycling of oil revenues dwarfed the IMF’s actions in this area.   

 Th e emerging divisions among the IMF’s members resulted in the estab-
lishment of organizations with smaller memberships and more homoge-
neous policies, and these are described in the fourth section.   Th e United 
States organized the G7 meetings to give the leaders of the largest econo-
mies opportunities to hold regular discussions and to provide direction for 
the international economy, including the work of the IMF.     Organizations of 
upper-income nations such as the Organization for Economic Co-operation 
and Development also dealt with economic issues.   Th e middle- and 
low-income nations, frustrated by their exclusion from these groups, 
responded by establishing their own bodies. 

   By the end of the 1970s, nations no longer subscribed to a common 
understanding of how the world economy should function. Th ere were 
agreements in some areas, such as the need to avoid current account restric-
tions, but governments chose diff erent confi gurations of exchange rate and 
capital account arrangements. Th e last section points out that the need for 
the IMF seemed to have diminished as other organizations off ered forums 
to coordinate governmental actions in areas of common concern, while pri-
vate capital markets provided funds to countries that sought to fi nance bal-
ance of payments disequilibria.      

  3.1     New Responsibilities  

   In 1972, the IMF’s Board of Governors established a special commit-
tee, the Ad Hoc Committee of the Board of Governors on Reform of the 
International Monetary System and Related Issues, better known as the 
“Committee of Twenty,” to address the reform of the international mone-
tary system.  1   But the committee’s deliberations were overshadowed by the 
oil price increases that occurred in 1973, and the committee ended its delib-
erations in 1974 without any consensus on whether a new fi xed exchange 
rate regime should be established. 

 While the interim committee continued the work of its predecessor, the 
countries with dominant positions in the IMF met to plan new monetary 
arrangements. Th e United States retained its hegemonic status among the 

     1     Th e size of the committee was based on the twenty seats that constituted the Fund’s 
Executive Director Board at that time.  
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non-Communist countries, but the growth of the West European nations 
in the post–World War II era forced it to negotiate the framework of a new 
international regime with their governments. Negotiators from France and 
the United States agreed on a compromise proposal that included elements 
that each side thought essential (De Vries  1985 ). Th e Fund’s interim com-
mittee, meeting in Jamaica in 1976, accepted this proposal as the basis of 
the Second Amendment to the IMF’s Articles of Agreement. Th e revised 
Article IV attained the required threshold approval of the Fund’s total vot-
ing power in April 1978.   

   Th e amended article represented a signifi cant departure from past prac-
tices. Th e fi rst section ( Box 3.1 ) lists the general obligations of the mem-
bers, which include collaboration with the Fund and other members “to 
assure orderly exchange arrangements and to promote a stable system of 
exchange rates.” A stable system, however, is not the same as a stable rate. 
Th e wording of the section was a product of the compromise between the 
United States and France and emphasized the need for both stable domestic 
economic policies (the U.S. position) and exchange rate policies consistent 
with the obligations of members (the French position).    

   Section 2 of the revised article gives members the latitude to adopt any 
exchange arrangement consistent with their obligations under the previous 
section. Th e section specifi cally mentions fi xed rate and cooperative agree-
ments but also recognizes “other exchange arrangements of a member’s 
choice.” Th e section allows the Fund’s members to choose a new general 
arrangement at a future date, but governments could retain the exchange 
rate regime they thought best-suited for their economies. Similarly, the 
article’s fourth section allows for the resumption of a “widespread system 
of exchange rate arrangements based on stable but adjustable par values.” 
  However, such a move needs the approval of an 85 percent voting majority, 
thus eff ectively granting the United States a veto over such an arrangement.   
In addition, a member could fi x its currency in terms of SDRs or any other 
member’s currency, but not gold, which was removed from its place as one 
of the IMF’s reserve assets.   

   In the article’s third section, the IMF is assigned the task of ensuring 
that the members fulfi ll their responsibilities: “Th e Fund shall oversee 
the international monetary system in order to ensure its eff ective opera-
tion, and shall oversee the compliance of each member with its obligations 
under Section 1 of this Article.” Th e section specifi cally gives the IMF the 
right to exercise “fi rm surveillance over the exchange rate policies of mem-
bers” and requires the members to provide the IMF with the information 
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it needs to carry out this duty, as well as meeting with the Fund to dis-
cuss these policies. Previously, only countries that had not accepted Article 
VIII’s provision for current account convertibility were required to consult 
the IMF. 

 On one level, this responsibility was an extension of the IMF’s activi-
ties under Bretton Woods, when it had supervised compliance with the 
requirements of the fi xed exchange rate regime. Th e IMF could extend the 
informational role it had exercised then to accommodate the new rules. 
However, there were limitations on the Fund’s ability to carry out this task. 
Th ere was no clear explication of which national economic policies were  not  
consistent with the obligations listed in the article’s fi rst section, although 

 Box 3.1.       IMF’s Revised Article of Agreement IV 

 Obligations Regarding Exchange Arrangements 

  Section 1. General obligations of members 

 Recognizing that the essential purpose of the international monetary 
system is to provide a framework that facilitates the exchange of goods, 
services, and capital among countries, and that sustains sound economic 
growth, and that a principal objective is the continuing development of 
the orderly underlying conditions that are necessary for fi nancial and 
economic stability, each member undertakes to collaborate with the 
Fund and other members to assure orderly exchange arrangements and 
to promote a stable system of exchange rates. In particular, each mem-
ber shall:

   (i)     endeavor to direct its economic and fi nancial policies toward the 
objective of fostering orderly economic growth with reasonable 
price stability, with due regard to its circumstances;  

  (ii)     seek to promote stability by fostering orderly underlying eco-
nomic and fi nancial conditions and a monetary system that does 
not tend to produce erratic disruptions;  

  (iii)     avoid manipulating exchange rates or the international monetary 
system in order to prevent eff ective balance of payments adjust-
ment or to gain an unfair competitive advantage over other mem-
bers; and  

  (iv)     follow exchange policies compatible with the undertakings under 
this Section.       
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the grant of authority in the third section stated that the IMF would “adopt 
specifi c principles for the guidance of all members with respect to those 
policies.” 

 Moreover, if the IMF found a country not in compliance with its obli-
gations under the revised article, nothing in the article indicated how the 
IMF should respond. If the IMF was not disbursing credit to a govern-
ment through a lending arrangement, it had no powers over its sovereign 
members.   James ( 1996 : 273) claimed that “the provisions of Article IV with 
regard to exchange rate policy represented more of a pious code fi lled with 
a hope of liberalization than a serious attempt to change countries’ policies 
by specifi c intervention on the part of the Fund.    ” 

   Th e IMF’s Legal Department ( 2006a : 3) later acknowledged in a candid 
admission that the ambiguities in the wording and interpretation of the 
article refl ected the divisions among the principals who negotiated it:
  Th e substance of Article IV was eff ectively negotiated by a small group of mem-
bers outside the Executive Board and represented a delicate political compromise 
among those members. When the text was presented to the Executive Board by 
these members, it was generally understood that the scope for substantive change 
was very limited, notwithstanding the fact that a number of Executive Directors – 
and staff  – expressed concern regarding the vagueness and ambiguity of its terms.    

  Th e IMF sought to address the ambiguity regarding exchange rate poli-
cies in 1977 when the Executive Board issued its  Decision on Surveillance 
over Exchange Rate Policies  (IMF 1977), which included “Principles for the 
Guidance of Members’ Exchange Rate Policies.” Th e fi rst of these stated 
that “a member shall avoid manipulating exchange rates or the interna-
tional monetary system in order to prevent eff ective balance of payments 
adjustment or to gain an unfair competitive advantage over other mem-
bers” – wording almost identical to that which appeared in the fi rst section 
of the new Article IV. Th e second principle asserted that a member should 
intervene in the exchange market “to counter disorderly conditions,” while 
the last principle added that such intervention should take into account 
the interests of other members. Th e board did not have enough experience 
with the new exchange rate arrangements to provide a comprehensive list 
of indicators that would signal whether a member was abiding with the 
principles and allowed itself discretion in its reviews. Th e board commit-
ted itself to biennial reviews of this decision, but it would take thirty years 
before a new set of guidelines were issued, and this revision would result in 
a rift  between the IMF and China ( Chapter 10 ).   

 Th e IMF, then, emerged from the remains of the Bretton Woods system 
in an uncertain position. Th e IMF’s role as the guardian of a fi xed exchange 
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rate system had been replaced with the responsibilities of surveillance. But 
the description of the policies it was to monitor was imprecise, as were its 
powers to induce members to comply with the Fund’s view of what was 
needed to achieve economic and fi nancial stability (Lombardi and Woods 
 2008 ). Th e IMF was still nominally the global economy’s emergency lender, 
but the prevalence and nature of balance of payments disequilibria in a 
world of mixed exchange rate regimes were unknown. 

   Th ese ambiguities refl ected a fundamental disagreement among the 
member nations regarding the future of international monetary aff airs, and 
whether they would be guided by a rules-based system or a regime of dis-
cretionary behavior by governments. Th e IMF, as an agent with its own 
agenda, could seek to use this divergence to establish new roles for itself. 
But it would need to establish that it could provide a service that no other 
private or public organization could serve, and its ability to do that was 
constrained by external circumstances as well as the policy preferences of 
its members.    

  3.2     Euromarkets  

   While the choice of an alternative to Bretton Woods’ fi xed exchange rate 
regime was widely debated, the status of controls on capital fl ows was 
handled on an ad hoc basis in response to changes in global fi nance. 
International capital transactions had never totally ceased under Bretton 
Woods, although they were sometimes hidden under the “errors and omis-
sions” component of the balance of payments. Aft er the lift ing in 1958 of 
exchange controls in European nations for current account transactions, 
the use of dollar balances for business dealings became more common. 

 Eurodollars were dollar-denominated deposits held at banks outside the 
United States (including the foreign branches of U.S. banks). A transnational 
market, where these deposits could be lent out, emerged in London and 
became known as the Euromarket (Rolfe and Burtle  1973 , Sampson  1981 ). 
  Th e government of the United Kingdom, hoping to reestablish London as 
an international fi nance center, encouraged the development of this mar-
ket.     Th e U.S. government supported the activities of U.S. banks there, since 
their branches could pay a higher return than they could at home, which 
encouraged foreigners to hold onto dollars (Rajan and Zingales  2003 ). 

 Th e Euromarkets recorded a boost in activity in 1963 when the U.S. gov-
ernment began to tax foreign borrowing within its borders, driving borrow-
ers to look elsewhere for credit. Th is movement was reinforced by restraints 
on the foreign lending operations of U.S. banks, which were introduced 
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on a voluntary basis in 1965 and made compulsory in 1968. Private fi rms 
and governments, including those of developing economies, discovered 
that they could raise funds in the Euromarket through Eurodollar bank 
loans. Over time, the loans were denominated in other currencies, such 
as the West German mark, and participating banks included institutions 
from all over the globe; nonetheless, the markets continued to be called the 
Euromarkets.   

 Th e banks that participated in this market initially existed in a regulatory 
limbo, with no clear line of supervisory authority over them  . Th e central 
bankers of the Group of Ten (G10) countries ( Section 3.4 ) had been meet-
ing at the Bank for International Settlements (BIS) since the 1960s and in 
1971 formed a Eurocurrency Standing Committee to monitor the expan-
sion of the Eurocurrency market.  2     Its initial focus was the macroeconomic 
consequences of the Euromarkets (Johnson and Abrams  1983 ).   In 1974, 
however, concerns about the stability of these markets arose in the wake 
of bank failures in Germany and the United States, and the Committee on 
Banking Regulations and Supervisory Practices, based at the BIS at Basel, 
was established. 

 In 1975, this committee, which became known as the Basel Committee 
on Banking Supervision (BCBS), issued a concordat with basic principles 
for the supervision of the activities of multinational banks. Th e Concordat 
stated that the supervision of foreign banks should be the joint responsibility 
of the regulators of the home country where a bank’s head offi  ce was located 
and the host country where the foreign branches were set up. Subsequent 
revisions and extensions of these guidelines shift ed more responsibility 
for overseeing the consolidated activities of the banks to the regulators of 
the home country and recommended that the banks provide consolidated 
statements of their activities (Kapstein  1994 , Wood  2005 ).   

   No consensus had emerged in the pre-Jamaica discussions regarding the 
use of controls on capital movements.   Many governments were concerned 
about the impact of capital fl ows on their ability to conduct macroeconomic 
policies, and the Committee of Twenty had established a technical group to 
explore the impact of disequilibrating capital fl ows and measures to coun-
teract them (Lamfalussy  1981 ).     Th e group reported that such fl ows were 
likely to become more frequent as the global economy grew and endorsed 
the use of regulatory mechanisms to contain them. However, the group also 
found that controls were not totally eff ective and could hinder constructive 
capital movements.     Th ere was no agreement in favor of changing the status 

     2     In 1999 the committee was renamed the Committee on the Global Financial System.  
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quo, and Article VI of the IMF’s Articles of Agreement, which allowed con-
trols, remained intact. Lamfalussy ( 1981 : 201) summarized the status quo 
at this time: “Th e end of the Bretton Woods par value system coincided 
with what may be considered to have been a reaffi  rmation by the member-
ship of the Fund of the broad philosophy about capital controls embodied 
in Article VI of the Fund agreement.”   

 However, the fi rst section of the revised Article IV states “that the pur-
pose of the international monetary system is to provide a framework that 
facilitates the exchange of goods, services, and capital among countries.” 
Th is implies that capital fl ows are not only permissible, but are an integral 
part of the international economy. Th is clause would be cited in 1997 to jus-
tify proposed Fund oversight of capital account practices ( Chapter 5 ). 

 While discussions regarding international capital fl ows were taking 
place, individual countries were taking advantage of the breakdown of the 
Bretton Woods system to make their own decisions regarding the use of 
capital regulations (Abdelal  2007 ).   Th e United States abandoned its con-
trols in 1974 and was followed by the United Kingdom in 1979 and West 
Germany, Japan, and Switzerland in 1980.   International capital movements 
grew in size as the Bretton Woods consensus over capital regulations came 
to an end.   

   Th e establishment of the BCBS and the passage of the Concordat marked 
the beginnings of the creation of an institutional structure for the regulation 
of the international fi nancial markets. Decisions on these arrangements, 
however, were made by the countries where the major international banks 
were located and refl ected the domination of the global capital markets by 
the advanced economies. Moreover, individual governments were under-
taking capital decontrol with little, if any, international consultation. Th e 
IMF was not directly involved in either the movement to capital account 
deregulation in the advanced economies or the establishment of cross-
 border policies to govern the growing international movement of capital. 
Th is would be a signifi cant gap in the scope of the IMF’s newly assigned 
surveillance activities.      

  3.3     Recycling  

     Another event that contributed to the rise in international fi nancial capi-
tal fl ows occurred in 1973 when the Organization of Petroleum Exporting 
Countries (OPEC) cartel quadrupled the price of oil. Th e oil-exporting 
nations recorded signifi cant surpluses in their current accounts that were 
matched by defi cits in the balance of payments of the oil-importing nations. 
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In 1974, for example, the aggregate current account surplus of the major 
oil exporters amounted to $68 billion, which equaled one-third of their 
GDP. Th e surplus was off set by defi cits in the industrial countries of $31 
billion, which represented 0.8 percent of their GDP, and $34 billion in 
the oil-importing developing nations, which equaled 10.5 percent of their 
national income (Boughton and Kumarapathy  2006 ).   

 Th e transfer of resources from oil consumers to oil producers aft er the 
fi rst oil shock has been estimated at 1.5 percent of world GDP ( Table 3.1 ). 
  Oil producers with large populations and absorptive capacity, such as 
Indonesia and Nigeria, increased their spending and their current account 
surpluses soon shrank.     However, those with smaller populations, particu-
larly Saudi Arabia and Kuwait, continued to record large surpluses.     Th ese 
governments, therefore, needed to fi nd suitable uses for their surplus funds. 
Initially, they chose short-term liquid instruments, such as Eurodollar 
deposits as well as deposits at banks in the United Kingdom and the United 
States. Over time, the oil-exporting nations diversifi ed into longer-term 
investments, including government bonds issued by the United Kingdom 
and the United States.      

 A diff erence emerged between the oil-importing developing nations and 
the upper-income countries over how they responded to the defi cits pre-
cipitated by the higher oil prices. A recession in the latter group initially led 
to a compression in their imports and a combined current account surplus 
by 1975, and a cumulative defi cit over 1974–9 of $44 billion. Th e drop in 
their imports from the non-oil-importing developing countries, however, 
worsened the position of this group, which recorded a cumulative current 
account defi cit of $139 billion during the 1974–9 period (Boughton and 
Kumarapathy  2006 ). 

   Th ese defi cits had to be fi nanced by infl ows of capital.   Th e IMF’s man-
aging director, H. Johannes Witteveen, who had taken offi  ce in 1973, pro-
posed that the IMF provide credit to the oil-importing nations through a 
new Oil Facility.     Th e United States opposed the establishment of the new 

 Table 3.1.       Oil Exporters’ Revenues 

 Period  Percent of Own GDP  Percent of World GDP 

1973–1976 48% 1.5%
1978–1981 31% 1.4%
2002–2005 40% 1.0%

     Note:  Ratios are relative to GDP in fi rst year of each period  
   Source:  Nsouli ( 2006 ).    
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program, and the U.S. executive director at the IMF stated that his coun-
try preferred to use private intermediaries to arrange the fi nancing of the 
defi cits (De Vries  1985 : 341).   Th e European countries did not support this 
position, and the Oil Facility was set up, but on a restricted scale. 

 Th e fi rst Oil Facility was fi nanced through a special IMF borrowing 
of $3.6 billion, almost all of it from oil exporters (James  1996 ). A second 
Oil Facility program, which followed in 1975, made $4.7 billion available. 
  Ten developed countries, including Italy and the United Kingdom, and 
forty-fi ve developing nations borrowed from the IMF through these facil-
ities.   Th ere were few conditions, but the interest rate charged by the IMF, 
which ranged between 7 and 8 percent, depending on whether a country 
borrowed through the fi rst or second facility and the length of the loan 
period, refl ected the rate that the IMF itself had to pay its lenders  . 

   Th e Fund also set up an Oil Facility Subsidy account to reduce the cost of 
borrowing for its poorest members; eventually twenty-fi ve nations benefi ted 
from this provision. Th is account was the fi rst Fund arrangement to dif-
ferentiate explicitly between the developing countries and other members 
(De Vries  1985 ) and represented an attempt by the IMF to establish a niche 
that the private sector would not serve  .   In addition, in 1974 the IMF set up 
a new lending facility, the Extended Fund Facility (EFF), to extend credit 
over a three-year period. Th e new program was established to assist mem-
bers with balance of payments imbalances due to structural impediments. 
Th e target recipients were the poorer members, which needed more time to 
address these issues.   

 However, most of the lending to the developing countries was done 
through private capital fl ows, primarily by banks in the Euromarkets 
(Helleiner  1994 ). Th ey “recycled” the funds they had accumulated from 
the oil exporters by lending them to oil-importing developing nations.   Th e 
lending rate was linked to the London Interbank Off er Rate (LIBOR) and 
periodically adjusted, thus transferring the risk of increased costs to the 
borrowers  .   Th e banks diversifi ed their exposure to the risk of nonrepay-
ment by forming syndicates of twenty or more banks to pool their funds. 
Th e lead banks that arranged the syndication were large, international 
banks in Europe, the United States, and Japan ( Table 3.2 ).   Th e remaining 
banks in the syndicates included smaller, regional banks that were attracted 
to the loans by their rates of return and the belief that the loans were safe. 
Th e lead banks received large fees (Makin  1984 ) and spread the risks of 
nonpayment among the other members of the syndicates. Th is represented 
an agency problem for the other banks in the syndicate, since their interests 
were not perfectly aligned with the lead banks’.    
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 A bank’s function as an intermediary includes monitoring the creditwor-
thiness of its borrowers, but that screening function broke down on this 
occasion. Th e bank lending to the developing economies had character-
istics that would occur again in international credit fl ows in subsequent 
periods. First, the loans were based on very optimistic expectations of the 
borrowing countries’ abilities to repay the debt (Guttentag and Herring 
 1985 ), oft en refl ecting a boom in the prices of commodities. Second, private 
bankers in the advanced economies believed that their own governments 
would assist them in the event of a crisis (Dooley  1995 , Folkerts-Landau 
 1985 ).   In addition, the IFIs were willing to assist countries with fi nancial 
diffi  culties. Consequently, the banks were unconcerned about risk; Walter 
Wriston, chair of Citibank, was widely quoted as saying that “a country does 
not go bankrupt.”   

 From the viewpoint of the borrowing countries, private market loans 
carried an important advantage over credit from the IMF: no conditional-
ity.   Moreover, the benchmark LIBOR was relatively low during this period, 
providing an additional incentive to borrow  . However, not all developing 
countries received signifi cant amounts of private capital.   Th e largest bor-
rowers – Argentina, Brazil, Chile, Mexico, the Philippines, South Korea, 
and Venezuela – accounted for more than half of the bank loans to devel-
oping countries by the end of 1977 ( Table 3.3 ).        

   Many of the remaining developing countries, such as Bangladesh and 
Sudan, were dependent on the IMF’s facilities, as well as bilateral offi  cial 
assistance, to fi nance their current account defi cits.   Th eir ability to borrow 
in the Euromarkets was limited at best, and they certainly would have paid 

 Table 3.2.       Main Lender Banks to Developing Nations: 1970s 

 Home Country  Banks 

France Banque Nationale de Paris, Banque Paribas, Cr é dit Lyonnais, 
Soci é t é  G é n é rale

Japan Bank of Tokyo, Dai-Ichi Kangyo, Fuji, Industrial Bank of Japan, 
Mitsubishi, Sanwa, Sumitomo

United Kingdom Barclays, Lloyds, Midland, National Westminster, Standard 
Chartered

United States Bank of America, Bankers Trust, Chase Manhattan, Chemical, 
Citibank, Continental Illinois, First National Bank of 
Chicago, J. P. Morgan, Manufacturers Hanover

West Germany Commerzbank, Deutsche, Dresdner

   Source:  Rieff el (2003)  .  
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a steep rate. Th e Fund’s lending operations, therefore, did provide it with a 
special role in international fi nancial fl ows. 

   Th e second oil shock took place during the 1979–80 period in response 
to events in Iran, including its revolution against the shah and its war with 
Iraq.   Th e price of oil doubled, and the economic magnitude of the trans-
fer of resources was similar to that of the preceding transfer ( Table 3.1 ). 
  Th e OPEC nations again initially registered large surpluses, and the recy-
cling process was repeated.     Developing countries, including oil export-
ers such as Mexico, borrowed extensively from private banks; their bank 
debt totaled $279.6 billion by 1980 and $362.7 billion by the end of 1982 
( Table 3.2 ).   

   Th e recycling of oil revenues was seen at the time as a successful 
accomplishment for the private fi nancial markets and a vindication for 
the U.S. position on the use of private markets rather than the IMF for 
the recycling of oil revenues (Lissakers  1991 ).   Th e oil shocks could be 
accommodated by the Eurodollar banks, which were eager to fi nd new 
borrowers. Th e fl ows of money were larger relative to world GDP at that 
time than those recorded in the decade of the 2000s, when oil prices rose 
again ( Table 3.1 ). 

 Th e legacies of this process, however, were a high exposure for the inter-
national banks to the developing economies and a sizable debt burden for 
the borrowing nations. Moreover, world interest rates had risen in response 
to increases in infl ation, and by the end of the decade the cost of borrow-
ing had increased signifi cantly.   Concerns raised by IMF offi  cials, including 
Managing Director Witteveen, about the risks posed by the escalation of 
debt to developing nations were ignored (James  1996 : 320).      

 Table 3.3.       Bank Loans to Developing Nations: 1977–1982 
  (Billions of U.S. Dollars)    

 Country  1977  1980  1982 

Developing Countries 127.7 279.6 362.7
Mexico 20.3 42.5 62.9
Brazil 25.0 45.7 60.5
Venezuela 9.1 24.3 27.5
Argentina 4.9 19.9 25.7
South Korea 5.2 16.7 23.2
Philippines 3.4 9.3 12.6
Chile 1.6 7.3 11.6

   Source:  Mattione ( 1985 ),  table 3–3 .    
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  3.4     New Organizations  

 Th e establishment of special committees to supervise the growth of inter-
national fi nancial fl ows ( Section 3.2 ) was part of a movement during the 
1970s to create new committees and IGOs and to use existing ones to meet 
new purposes (Bakker  1996 ).  3   Universal organizations such as the IMF 
were bypassed by the new groups, which possessed several advantages as 
forums for dialogue and the formulation of common policies. First, their 
smaller size allowed more effi  cient communication and negotiation among 
the members. Second, they usually had homogeneous memberships that 
allowed member governments with similar views to agree on joint positions. 
A consequence of this division, however, was a separation of countries by 
income levels, with upper-income and lower-income nations forming their 
own groups. 

     Th e G7 had its genesis at meetings in 1973 of U.S. Treasury Secretary 
George Schultz with the fi nance ministers of France, the United Kingdom, 
and West Germany to discuss the breakdown of Bretton Woods.     Th ey were 
joined at a subsequent meeting by their Japanese counterpart.   Summit 
meetings of the heads of the Group of Five (G5) nations began in 1975 in 
Rambouillet, France; subsequent meetings in the 1970s took place in Puerto 
Rico, London, Bonn, and Tokyo.   Membership in the group broadened to 
include Canada and Italy in 1976, when it became known as the G7.  4     

 Th e meetings of the G7 leaders provided a forum for them to discuss 
common challenges and initiatives in economic policy (De Menil and 
Solomon 1983, Hajnal  1999 , Putnam and Bayne  1987 ). Th e discussions at 
Rambouillet, for example, provided the basis of the agreement reached at 
Jamaica on the new international monetary arrangements. Over time, the 
summits came to be used by the participants as a venue to issue instructions 
to the IMF on how to respond to fi nancial crises. Th is use of the summit 
process contributed to the perception that the IMF was eff ectively con-
trolled by the G7.   

   Th e Organization for Economic Co-operation and Development (OECD) 
began its existence in 1948 as the Organisation for European Economic 
Co-operation, established in Paris to administer the Marshall Plan for the 
reconstruction of Europe. In 1961 it was reorganized under its current name 
for the purpose of promoting cooperation on a range of economic mat-
ters, and Canada and the United States joined. Japan and Finland became 

     3     Th e IMF provides  A Guide to Committees, Groups, and Clubs  on its Web site.  
     4     Th e president of the European Commission also attends the meetings of heads of state.  
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members in the 1960s, as did Australia and New Zealand in the following 
decade. Th e organization’s position on capital controls evolved during the 
1970s in favor of liberalization (Abdelal  2007 ).   

   In 1962, ten members of the IMF agreed to lend to the Fund in the event 
that the IMF’s existing fi nancial resources were exhausted.   Th e countries, 
known as the Group of Ten (G10), were Belgium, Canada, France, Italy, 
Japan, the Netherlands, Sweden, the United Kingdom, the United States, 
and West Germany. Switzerland joined the group in 1964, but the group 
retained its original name.     Th e lending arrangement, known as the General 
Arrangements to Borrow (GAB), provided for up to $6 billion in the lend-
ers’ currencies to be available to the IMF and was renewable every fi ve years. 
Th e GAB was activated several times during the 1960s and 1970s to fi nance 
drawings from the IMF by members of the group.   

 During the 1960s, the G10 was an important forum for its members, 
which had a predominant voice at the Fund, to discuss issues related to 
the international monetary system.   Th e members of the G10 also belonged 
to the OECD’s Working Party 3 of its Economic Policy Committee, which 
had the task of analyzing the impact of government policies on the balance 
of payments.   In the 1970s the G10’s infl uence waned, partly because the 
European Community emerged as a voice for its constituent governments.   

   Other bodies dealt specifi cally with fi nancial issues. Th e BIS had been 
established in Basel in 1930 to deal with German reparation payments 
from World War I. Th e European central banks found that the organization 
served a useful role as a forum for cooperation, and the BIS as an institu-
tion survived the breakdown of the reparations agreement as well as a call 
at Bretton Woods for its abolition due to concerns over its activities during 
World War II. During the 1970s and 1980s, membership on the Board of 
Directors of the BIS was confi ned to the members of the G10.  5   

 Th e BIS hosts monthly meetings for central bank governors to discuss 
fi nancial globalization and exchange ideas. In addition, the BIS collects data 
on international fi nancial fl ows, issues reports and research fi ndings, and 
supplies credit on occasion to its members, drawing upon the foreign cur-
rency deposits of its member banks. It also provides administrative support 
for a number of committees with international memberships that deal with 
fi nancial issues.   

   Th e growing number of committees and supervisory groups in Basel 
formed a “Basel Hub,” which became a counterweight to the Washington 

     5     Th e membership of the BIS was enlarged in the 1990s and now includes 55 central banks. 
Th e Board of Directors has also been expanded.  
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Hub ( Chapter 2 ). Th e proliferation of these organizations can be viewed as 
a response to the increasing complexity of fi nancial issues as international 
capital fl ows grew. Th e Basel agencies off ered expertise on fi nancial issues 
that was not available at the IMF or other “Washington Hub” IGOs.     Th e 
BCBS, for example, has played an important role in standardizing bank reg-
ulations across countries ( Chapter 4 ).    6   Th e possession of technical knowl-
edge provides the basis for international organizations’ claims to authority 
in constructivist analyses (Barnett and Finnemore  2004 ). 

 Th e developing nations created their own associations to act as a coun-
terweight to the organizations set up by the advanced economies. Th e dom-
ination of the G7 nations within the IMF was particularly resented.   Th e 
Group of 77 (G77) was formed in 1964 to represent the economic interests 
of developing nations in international forums.  7       In 1971, the Group of 24 
(G24) was established to express the position of the developing countries 
in international monetary discussions. Th e membership of the G24 con-
sists of fi nance ministers and other government offi  cials from Asia, Africa, 
and Latin America.   But these groups represented countries with much less 
economic weight than the upper-income countries possessed, and thus less 
infl uence in discussions of international monetary issues.  

  3.5     IMF and the Nonsystem: Appraisal  

   By the end of the 1970s, it was clear that the era of international monetary 
systems – common responses to the constraint of the “impossible trinity” – 
had ended. A variety of exchange rate regimes had emerged, ranging from 
fl oating to bilateral and regional fi xed exchange rates. Flexible exchange 
rates were viewed by many as an appropriate mechanism for adjustments 
in the balance of payments. Th e oil shocks, however, demonstrated that 
fl exible arrangements could not always provide the insulation from foreign 
shocks that policy makers sought (Kahler  1995 ). 

 Moreover, international capital fl ows had been reestablished in an unco-
ordinated fashion.   Th e advanced economies led the way in dismantling the 
capital controls that had been erected to protect countries from destabi-
lizing capital movements in the Bretton Woods era  .   Th e recycling of the 
oil revenues of the OPEC countries by private banks seemed to demon-
strate the eff ectiveness of fi nancial intermediaries and markets.     Th e BCBS 

     6       Th e membership of the BCBS currently includes the G20 plus Belgium, Hong Kong, 
Luxembourg, the Netherlands, Singapore, Spain, Sweden, and Switzerland.    

     7     Membership has since expanded to include 130 nations.  
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provided a forum for governments to discuss rules that they could enact to 
govern fi nancial fl ows.   But there was no agreement among policy makers 
on how to prevent crises or how to deal with those that did take place. 

 Th ese developments refl ected the breakdown in the Bretton Woods con-
sensus over the need to ensure international economic and fi nancial sta-
bility explicitly.   Williamson ( 1976 : 54) was one of the fi rst to use the term 
“nonsystem” to refer to the post–Bretton Woods period, when he wrote that 
“the world is to function on the basis of a set of conventions and practices 
that have evolved out of a mixture of custom and crisis.”     Corden ( 1994 : 
166) also referred to the existing set of practices as a nonsystem, due to 
“the absence of uniform, world-wide rules of real signifi cance.” He pointed 
out that “an international system that is not centrally planned or is not sys-
tematically coordinated … can nevertheless reach an equilibrium” (Corden 
 1994 : 165)  . However, whether the outcome of such an arrangement was 
optimal was not clear. 

   Some analysts, such as Keohane ( 1984 : 209), argued that cooperative 
agreements continued to govern international economic transactions, even 
though the rules were less explicit.   But there remained areas of substan-
tive disagreement and gaps in international governance. Th e disagreement 
between the United States and European nations over the effi  cacy of fl exi-
ble exchange rates had not been resolved, and the Europeans consequently 
established their own exchange rate arrangement ( Chapter 6 ).   Th e ability 
of private capital fl ows to provide a stable source of fi nancing of current 
account defi cits was untested, and no institutional mechanisms for dealing 
with fi nancial instability had been established.   

 What was the IMF’s role in this decentralized world? Th e Fund had 
established a niche for itself in providing funds to those developing coun-
tries that were not able to access the international capital markets.   Th e new 
Article IV listed a series of obligations for all the members and a process – 
surveillance – to enforce compliance. But defi ning compliance with the new 
duties was complicated by the changes in exchange rate and capital account 
practices. Moreover, charging a sovereign government with noncompli-
ance with an Article IV obligation would be a diffi  cult task for an agent of 
that government, even when the government had agreed to the Articles of 
Agreement.   

   Overall, the G7 governments showed little interest in utilizing the IMF 
to coordinate national policies in order to provide international stability.  8     

     8     Th e G7 meetings were used as a vehicle for this purpose during the 1970s, but such plan-
ning exercises fell out of favor aft er the 1978 Bonn summit (Putnam and Bayne  1987 ).  
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  Aft er the agreement on the Second Amendment of the IMF’s Articles of 
Agreements, Williamson ( 1976 : 59) predicted:
  Th e Jamaica Agreement is helpful in adapting the IMF Articles so as to enable the 
Fund legally to play its modest but useful role in organizing get-togethers where 
the international fi nancial establishment can rub shoulders with one another and 
thereby wear down their nationalistic edges, and in serving in a fi re-brigade role to 
keep the developing countries from disaster.    

 However, this evaluation of the usefulness of the IMF occurred at a 
time of relative euphoria in the private fi nancial markets. As we shall see 
in  Chapter 4 , the debt crisis of the 1980s would demonstrate the crucial 
importance of a fi nancial “fi re-brigade.” Moreover, this cycle of fi nancial 
“boom” followed by a “bust” in the developing countries would become a 
recurring pattern during the 1990s ( Chapters 6 ,  7 ).          
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 Th e Debt Crisis  

     Th e recycling of oil revenues by banks seemed to relegate the IMF to a niche 
within the international fi nancial system as a lender to those countries not 
yet able to attract fl ows of private capital. However, the emergence of the debt 
crisis of the 1980s revealed weaknesses in private fi nancial intermediation and 
provided the IMF with an opportunity to play a critical role in the global mar-
kets as a “crisis manager.” It also implicitly marked the group of developing 
nations that had borrowed extensively during the 1970s but now faced disrup-
tions as the “weaker links” in the expanding international fi nancial system. 

 Th is chapter deals with the IMF’s actions during the debt crisis of the 
1980s. Th e IMF’s policies evolved during the decade, but it consistently 
sought to restore the debtor nations’ access to the international fi nancial 
markets. Th e advanced economies separately used the BCBS to develop 
new fi nancial standards, thus establishing a two-tier organizational struc-
ture to deal with fi nancial instability. 

   Th e fi rst section presents the outbreak of the crisis in 1982, which diff ered 
from previous ones in several ways, including the extensive involvement of 
the IMF. Th e crisis was precipitated by increases in interest rates and slow-
downs in economic activity in the advanced economies. Th e nations that 
had borrowed extensively, which were concentrated in Latin America, were 
unable to meet their scheduled payments and sought some form of relief. 
Th e international banks that had lent to them formed committees to nego-
tiate with the governments of the debtor nations.   

   Th e IMF’s involvement in these discussions is described in the follow-
ing section. Th e Fund coordinated the negotiations between the banks and 
debtor governments over restructuring the debt. It also provided credit to 
the countries through its “concerted lending” with the banks, which agreed 
to provide new credit to the borrowers. Offi  cial creditors dealt with the 
debtor governments in a separate process.   
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   Th e record of the IMF’s programs during this period is analyzed in the 
third section. Th eir policy conditions were compatible with the “fi rst gener-
ation” of currency crises that viewed the breakdown of currency pegs as the 
consequence of expansionary monetary policies. Many of these programs 
were not successfully completed as a result of incomplete implementation 
of their conditions. Th e stipulations to contract spending and the creation 
of credit were not popular with governments, and some of these sought to 
develop alternative policies.   

   Th e recognition that more active steps were needed to resolve the cri-
sis led to new proposed solutions, and these are described in the fourth 
section. Th e IMF played a lesser but still crucial role in these stages of the 
crisis. Eventually, the debt crisis was resolved through the restructuring of 
the banks’ loans, which resulted in an expansion of bond fi nancing to the 
developing economies.   

   Th e IMF was not the only IFI involved in dealing with the impact of the 
debt crisis. Th e following section deals with the establishment of minimum 
capital standards for banks by the BCBS. Th e adoption of the proposals was 
voluntary, but they were widely accepted by countries not represented on the 
BCBS. Th e use of the BCBS for this purpose reveals that the advanced econ-
omies used the IFIs for specialized purposes: devising regulations to promote 
fi nancial stability in the case of the BCBS and crisis management by the IMF.   

   Th e IMF’s record in the debt crisis is assessed in the last section. Th e 
IMF emerged from the crisis with a new reputation as a crisis manager, 
although the Fund’s activities were always limited by the governments of the 
advanced economies. Th e IMF provided an important service in coordinat-
ing the bargaining of the debtor governments and creditor banks. However, 
by working with the banks, the IMF implicitly acknowledged them as part-
ners in the Fund’s relations with its sovereign principals.      

  4.1     Crisis Emergence  

     Th e debt crisis erupted in 1982, when the Mexican fi nance minister informed 
the U.S. government and the IMF that his country could not make the next 
scheduled payment on its bank loans (Kraft   1984 ). He asked the banks for 
a postponement of repayment while new terms were arranged, and the 
United States and the IMF for fi nancial assistance. Mexico’s request was 
soon followed by appeals from other debtor nations, particularly in South 
America, unable to meet their debt obligations.   

   Th e rise in world interest rates in 1979 due to monetary tightening by the 
Federal Reserve in the United States had raised the cost of borrowing on 
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the adjustable-rate loans.   Th e subsequent downturn in economic activity 
in the upper-income countries and a decline in the terms of trade of the 
developing countries lowered the export revenues of the latter groups and 
their ability to make their scheduled payments. Th e ensuing crisis contin-
ued for the rest of the decade, which became known as the “lost decade” 
for the developing economies.  1     Many countries were involved, but seven-
teen were identifi ed as the most heavily indebted: Argentina, Bolivia, Brazil, 
Chile, Colombia, Costa Rica, C ô te d’Ivoire, Ecuador, Jamaica, Mexico, 
Morocco, Nigeria, Peru, Philippines, Uruguay, Venezuela, and Yugoslavia. 
Th e fi ve largest debtors were Argentina, Brazil, Mexico, the Philippines, and 
Venezuela (Cline  1995 )  . Several of the debtor countries were oil exporters 
that had borrowed to fi nance increased government expenditures in antici-
pation of continued oil revenues. Ironically, many of these countries would 
become the emerging markets of the next decade. 

   Th e banks engaged in the eff orts to resolve the crisis included not only 
the major money center banks in Europe, Japan, and the United States, 
but also the smaller regional banks that had joined the larger banks in 
the syndicates that made the loans ( Chapter 3 ). Th e lending banks formed 
representative committees – known as “Bank Advisory Committees” – to 
act in their interests in the negotiations with the debtor governments. Th e 
committees were collectively known as the London Club, but there was no 
organization associated with them and the meetings oft en took place in 
New York.   

   While there had been defaults on sovereign debt before, there were sev-
eral distinguishing characteristics of this crisis.  2   First, the money had been 
borrowed in the form of bank loans rather than bonds, which had been 
the primary channel of international capital fl ows during the nineteenth 
century.   Second, the IMF under Managing Director Jacques de Larosi è re, 
who had replaced Witteveen in 1978, and the governments of the home 
countries of the banks, particularly the U.S. government, became exten-
sively involved in achieving a resolution.   Th e home country governments 
were concerned about the impact on their fi nancial systems if the debtor 
countries defaulted, while the IMF was apprehensive about the stability of 
the international fi nancial system. Th ird, the remedy to the crisis involved 

     1     Cline ( 1995 ) presents a thorough account of the debt crisis, while Cuddington ( 1989 ) 
reviewed its causes. Boughton (2001b) and James ( 1996 ) describe the IMF’s activities dur-
ing this period.  

     2     Eichengreen ( 1991 ), Fishlow ( 1986 ), and Lindert and Morton ( 1989 ) provide historical 
surveys of international debt crises in earlier periods.  
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debt reschedulings and restructurings, rather than the outright defaults that 
had been more common in previous crises.      

  4.2     Crisis Manager  

   Th ere were several stages in the progression of the debt crisis. During the 
initial phase, government offi  cials and many analysts believed that it was a 
liquidity crisis, rather than one of insolvency. In such a situation, the debt 
can be repaid if the terms of the loan are restructured. Additional credit can 
give the borrower more time to make the adjustments needed to make the 
payments. 

   Th e IMF played a key role by coordinating the responses of the banks 
and borrowing governments.  3   It also extended credit to the debtor nations 
in conjunction with the banks, a process that became known as “concerted 
lending.” Th e IMF’s intervention provided a focal point for the negotiations, 
and its fi nancial support provided an extra incentive to participate in the 
joint eff ort. Th is represented a shift  from the IMF’s lending to members 
with balance of payments defi cits during the Bretton Woods era to “crisis 
management” with governments and private fi nancial institutions.   

   Th is situation can be illustrated with a coordination game, the chicken 
game, as shown in  Figure 4.1 .  4   In the model, both the debtor government 
and the creditor banks wish to avert a default. Th e banks prefer that the 
government act to avoid the crisis, that is, “adjust,” by implementing con-
tractionary policies that result in a suffi  cient fl ow of foreign exchange to 
service the debt (upper right-hand cell), albeit at the cost of lost output and 
higher unemployment. Th e government would rather the banks reschedule 
and lend new funds (lower left -hand cell) at the cost of lower profi ts. Th ese 
payoff s are both Nash equilibriums. But they are suboptimal from a collec-
tive viewpoint as compared to the upper-left  hand cell, where both sides 
commit to measures to resolve the crisis and gain from the other party’s 
activities as well as their own.      

   Th e IMF changed this bargaining situation by coordinating the actions 
of the two sides and providing a mechanism to monitor a country’s adher-
ence to an agreement over time. A Fund program with a debtor country 

     3     See discussions of this aspect of the IMF’s activities by Aggarwal ( 1987 ), Cline ( 1995 ), and 
Lipson ( 1986 ).  

     4     Aggarwal ( 1996 ) identifi es the bargaining between Mexico and its creditors during the 
September 1985–November 1987 period as a specifi c example of such a confrontation, as 
well as the situation between Argentina and the banks from April to December 1985.  
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served as a “commitment device,” signaling a country’s acceptance of its 
responsibility to service its debt and its willingness to make the necessary 
adjustments.   Aggarwal ( 1987 : 37) noted that “debtor countries are usually 
more willing to submit to IMF scrutiny (they are, aft er all, members of that 
organization) than they are to give some 1,400 commercial banks access 
to privileged information.”   Th e Fund could serve as a neutral broker and 
facilitate a commitment that otherwise might not have been forthcoming 
(Diwan and Rodrik  1992 ).  5   

 Th e main elements of the rescheduling process were (Sachs  1989 : 24):

   Th e IMF made high-conditionality loans to the debtor governments, • 
contingent on a rescheduling agreement between the country and the 
commercial bank creditors;  
  Th e commercial banks rescheduled their claims on a debtor gov-• 
ernment, contingent on the country adopting an IMF program, by 
stretching out interest payments, but without reducing the contractual 
present value of repayments;  

Debtors and Lenders:
Chicken Game   

Adjust Do Not Adjust 

Adjust 

Do Not
Adjust 

 

Banks 

(3, 3)

(4, 2)*

(2, 4)*

(1, 1)

Government

 Figure 4.1.      Debtors and Lenders: Chicken Game. 
  Note:  Numbers in parentheses represent ordinal payoff s to (Government, Banks); 4 is 
the highest, 1 the lowest. 
 (x, y)* is a Nash equilibrium.  

     5       In 1976, a group of U.S. banks entered into a loan agreement with the government of Peru 
without an accompanying IMF program. Disbursal of the loan was tied to the govern-
ment’s implementation of agreed-on policies. Th e banks found it impossible to enforce 
their lending conditions and resolved that they would not make any similar loans without 
the IMF’s involvement (Cline  1981 ).    
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  Th e debtor countries agreed to maintain the servicing of interest pay-• 
ments on their bank loans;  
  Offi  cial creditors rescheduled their claims on the debtor gov-• 
ernments through the Paris Club, also contingent on an IMF 
agreement  .    

   In the case of Mexico, for example, the IMF approved an EFF loan of 
$3.75 billion, while more than fi ve hundred banks renewed existing cred-
its and agreed to lend an additional $5 billion.  6   In return, Mexico agreed 
to cut its fi scal defi cit by half. Th e credit from the banks was followed by 
another loan from the banks in 1983 for $3.8 billion with further easing 
of the terms of repayment. In 1984, the IMF proposed that a multiyear 
rescheduling agreement be signed by Mexico and the banks, which would 
provide the Mexican government with a longer time frame for planning 
purposes. Th e banks, however, insisted that the IMF continue monitoring 
Mexico’s economic performance. Aft er discussions among the Fund, the 
Mexican government, and the banks, an agreement was signed that dele-
gated to the IMF the task of monitoring the country’s progress in imple-
menting the provisions of the agreement aft er the expiration of the EFF 
program. 

   Th e new system, called “enhanced surveillance,” was based on the IMF’s 
Article IV consultations with the Mexican government, supplemented by 
additional reviews. Th e IMF’s actions as a de facto monitor for the banks 
had troubling implications for the IMF’s position with the Mexican govern-
ment, and more generally, its position as an agent for its sovereign mem-
bers.   Boughton (2001b: 411), for example, pointed out that “the challenge 
for the Fund (of the multiyear rescheduling agreement) was to develop a 
means of satisfying creditors enough to meet members’ fi nancing needs, 
while staying within and not weakening the institution’s mandated role as 
advisor and fi nancier to its members.”     

 Declines in the price of oil, however, lowered Mexico’s GDP growth and 
government revenues, and by 1985 the country was not complying with the 
original program’s conditions. Disbursals were halted, although an emer-
gency program was approved aft er an earthquake devastated parts of the 
country in September 1985. Aft er protracted negotiations, a new stand-by 
arrangement for $1.7 billion, which was accompanied by $5 billion in fur-
ther bank fi nancing, was approved in November 1986.   

     6     Boughton (2001b) and Copelovitch ( 2010 ) off er detailed accounts of the IMF’s dealings 
with Mexico.  
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   Concerted lending arrangements were also made with other debtors. 
Argentina, for example, arranged a loan for $1.95 billion from the IMF, 
while it negotiated with the banks for additional credit of $1.5 billion. Its 
program with the IMF specifi ed reductions in the defi cits of the public sec-
tor and the balance of payments. Diffi  culties emerged in the negotiations 
with the banks, however, and the program with the IMF was suspended 
in 1983 and eventually cancelled. A newly elected government negotiated 
another stand-by arrangement in December 1984 that included $1.4 billion 
in credit.   

   Similarly, Brazil and the IMF signed an agreement in 1983 for $5.4 billion, 
which also stipulated lower government borrowing. Th e country’s private 
lenders were reluctant to commit themselves to extending further credit but 
eventually agreed to make additional loans to the country. However, Brazil’s 
arrangement with the IMF collapsed in the face of mounting budget defi cits 
and infl ation.      

  4.3     Program Breakdowns  

     From 1982 through 1985, the IMF engaged in twenty-fi ve lending arrange-
ments with thirteen of the heavily indebted countries: Argentina, Brazil, 
Chile, Costa Rica, Ecuador, Jamaica, Mexico, Peru, and Uruguay in Central 
and South America, and C ô te d’Ivoire, Morocco, the Philippines, and 
Yugoslavia.     As a result of the increase in lending activities, the IMF drew 
upon the GAB ( Chapter 3 ) for additional fi nancial resources.     Th e govern-
ments of the G10 countries agreed in 1983 to increase the amount of credit 
they were willing to extend to the IMF to $24 billion. In addition, the G10 
funds could be used to fi nance programs in non-G10 countries, a reversal 
of previous practice.   

 In nearly every case, the arrangement with the Fund was a precondi-
tion for new agreements with private and other offi  cial lenders (Boughton 
2001b: 414). In some cases, fi nal agreements with the banks were concluded 
aft er the Fund program had begun. Th e conditions associated with these 
policies were mainly related to monetary, fi scal, and exchange rate poli-
cies, the traditional areas associated with IMF conditionality. Many of the 
conditions of these programs were not fully implemented, however, and 
the programs oft en broke down.   Boughton (2001b: 405) observed that only 
eleven of the Fund arrangements were fully utilized, and several of these 
were modifi ed before they were fi nished.   

 Th is incomplete implementation of the IMF’s programs during this 
period was examined in a number of studies.   Killick ( 1995 ) undertook an 
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examination of the programs that took place between 1979 and 1993 and 
used the proportion of credit actually disbursed by the end of a program 
relative to the amount initially committed as a criterion to measure pro-
gram completion. He selected an 80 percent disbursal rate as a threshold 
to indicate whether or not a program had been completed and reported 
that by this standard only 47 percent of all programs were successfully 
completed.   

   Mussa and Savastano ( 2000 ) provided a review of the IMF’s lending 
arrangements over the period of 1973 through 1997. Th ey pointed out 
that a country may not have received all of the originally planned credit 
for a number of reasons, including external shocks. In some cases, a pro-
gram was cancelled early because of an unanticipated change in the exter-
nal environment and a new arrangement was made. Th ey characterized 
those programs where 75 percent or more of the planned credit was actu-
ally disbursed as situations where the governments generally completed 
the agreed-on policies.     Such programs represented 46 percent of the total, 
which is almost identical to Killick’s ( 1995 ) calculation of the proportion of 
successful completions.  7     

   Th e interruptions of the stabilization policies were oft en accompanied 
by currency devaluations forced in part by speculative capital fl ows. Th e 
experiences of these countries were the basis of new academic models 
of currency crises (Flood and Garber  1984 , Krugman  1979 ).  8   Th e “fi rst-
 generation models” of currency crises, as they were called, were based 
on a few key macroeconomic relationships: the demand and supply of 
money, purchasing power parity for exchange rates, and uncovered inter-
est rate parity ( Box 4.1 ).  9   In these models, an initial expansion by a coun-
try’s central bank of its holdings of domestic credit assets raises the supply 
of domestic money. If the new supply exceeds money demand, the coun-
try’s residents will exchange the excess money for foreign currency to 
purchase foreign securities. A central bank committed to a fi xed exchange 
rate must sell foreign exchange, which returns the money supply to its 
original level.    

     7     Recent empirical studies of the implementation of IMF program include those of 
Dreher ( 2003 ), Ivanova  et al . ( 2006 ), and Nsouli, Atoyan, and Mourmouras ( 2006 ). 
Joyce ( 2006 ) presented a model of program implementation based on a divergence 
between the IMF and a borrowing country in their assessments of the benefi ts of a 
program.  

     8     Flood and Marion ( 1999 ) off er a review of this literature.  
     9     Th ere were a number of extensions of the model that relaxed some of these assumptions. 

Flood and Marion ( 2000 ), for example, introduced a risk premium.  
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  Box 4.1.       First-Generation Model of Currency Crises 

 All variables below except for interest rates are 
measured in logarithms. 

 Th e demand for money takes the form:

   m t  − p t  =  ϕ  y  −  α i t    ϕ, α  > 0     (4.1)  

  where m t  is the nominal supply of money, p t  is the price level, y t  the level 
of output, i t  the interest rate, and   φ   and   α   are the income elasticity and 
the semi-interest rate elasticity of the demand for money. 

 If the money multiplier is set equal to unity, then the supply of money 
can be expressed as:

   m t  =  γ D t  + (1 −  γ )R t   0< γ <1     (4.2)  

  where D t  is the domestic credit held by the central bank, R t  is the 
domestic currency value of the central bank’s holdings of foreign 
exchange, and   γ   the initial share of domestic credit in the monetary 
base. 

 Th e growth rate of domestic credit is a constant,   μ  :

   D t  =  μ    μ <0     (4.3)  

  Purchasing power parity between domestic and foreign prices holds:

   p t  = e t  + p t  f      (4.4)  

  where p t  is the domestic price level, e t  is the domestic value of foreign 
exchange, and p f  the foreign price level. 

 Uncovered interest rate parity also prevails:

   i t  = i t  f  + E t  e t      (4.5)  

  where i f  is the foreign interest rate and E t  is the expectations operator. 
Under rational expectations, the expected change in the exchange rate is 
equal to the actual change. 

 In equilibrium, the demand for money equals its supply, and equa-
tions 4.1 and 4.2 can be set equal. We substitute equations 4.4 and 4.5 
into 4.1, set domestic income equal to unity so that its natural logarithm 
is equal to zero, and simplify:

   m t  = e t  − α e t      (4.6)  
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  With a fi xed exchange rate, the right-hand term becomes zero. 
 Th e value of foreign exchange reserves under a fi xed exchange rate, 

( ē ), can be found by substituting equation 4.6 into equation 4.2:

  R
D

t
t=

−
−

e γDD
γ1     (4.7)  

  Th en, by substituting equation 4.3 into equation 4.7, we obtain the 
rate by which the amount of reserves falls as domestic credit grows:

  &Rt = − =
−( )μ γ ))
γΘ

Θwhere
1

    (4.8)  

  If the central bank’s holdings of foreign exchange are falling because 
of the constant expansion of domestic credit (  μ  ), then speculators can 
anticipate the eventual devaluation of the currency. 

 Th e timing of the attack is based on the calculation of the “shadow 
exchange rate,” which is the hypothetical exchange rate that would pre-
vail if it were determined in the foreign exchange market. Speculators 
compare this value with the actual fi xed rate. As long as the shadow 
value of the exchange rate is below the pegged rate, there is no 
incentive to sell the currency. But once the shadow rate matches the 
pegged rate, speculators strike in order to lock in their profi ts from 
the inevitable devaluation. Th is is the speculative attack, which 
moves forward in time the date when the central bank actually runs 
out of reserves and brings about the very crisis that the speculators 
anticipated. 

 Th e timing of the crisis, t c , is:

  tc =
⎛
⎝⎜
⎛⎛
⎝⎝

⎞
⎠⎟
⎞⎞
⎠⎠

−
Θ

μ
α

R0     (4.9)  

  Th e collapse occurs more quickly the larger is the proportion of 
domestic credit in the money stock (which results in a smaller value of 
Θ), the lower is the initial stock of reserves, and the higher is the rate of 
credit expansion.   

  Sources:  Ag é nor ( 2004 ), Ag é nor, Bhandari, and Flood ( 1992 ), Flood 
and Garber ( 1984 ), Hallwood and MacDonald (2000), Krugman 
( 1979 ).   
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   Moreover, the growth of domestic credit results in a wave of specula-
tive selling in the exchange markets. Speculators who witness the expan-
sion of the central bank’s holdings of domestic credit will anticipate a 
continuing decline in foreign reserves and the eventual collapse of the 
bank’s ability to fulfi ll its exchange rate commitment. Th ey sell the domes-
tic currency when the central bank’s reserve holdings fall below the min-
imum level needed to maintain the exchange rate peg. Th is speculative 
attack brings about the collapse of the exchange rate peg sooner than 
would have occurred otherwise. But the actual cause of the collapse is the 
central bank’s expansionary monetary policy, which may be the conse-
quence of political pressure on the monetary authorities to fi nance a fi scal 
defi cit.   

   Th ese fi rst-generation models were compatible with the IMF’s policy pre-
scriptions for countries with balance of payments disequilibria ( Chapter 2 ). 
To prevent a collapse of a pegged exchange rate regime, a country needs 
to implement stable macroeconomic policies. Th ese include limiting the 
expansion of the domestic money supply to match any increase in money 
demand due to economic growth, and an avoidance of fi scal defi cits fi nanced 
by the central bank.   

 However, these policy prescriptions were not popular with the debtor 
governments, which searched for other solutions to their economic situa-
tions. Argentina and Brazil attempted to remedy their diffi  culties through 
unusual, or heterodox, policies.   Argentina introduced a new currency, the 
 austral , in 1985 and implemented an antiinfl ationary plan that included a 
wage-price freeze and controls on interest rates. Continued fi scal expansion 
led to renewed infl ation, and additional policy initiatives failed to stabilize 
the fi scal situation.     Similarly, Brazil initiated a new currency, the  cruzado , 
in 1986, which was also accompanied by price controls. However, wage 
increases led to further infl ation and additional unsuccessful initiatives. 
Heterodox policies failed to deliver the increase in growth that govern-
ments desired.      

  4.4     Crisis Resolution  

   Despite the extensions of new credit and the reschedulings of the bank 
loans during the fi rst half of the 1980s, it became clear over time that the 
debtor countries were not achieving a position where they could resume 
normal commercial relations with the private lenders. Th e total amount 
of outstanding debt was increasing, in both absolute and relative terms 
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( Figure 4.2 ), and there was a net private capital outfl ow from the emerging 
markets and developing economies by 1984 ( Figure 4.3 ). Economic growth 
in the most heavily indebted nations disappeared, while investment in new 
capital goods declined ( Table 4.1 ). Th e burden of debt was clearly weighing 
down the developing countries, with little sign of any improvement as a 
consequence of IMF policies.              

 Many private analysts developed plans for a “global” solution to the debt 
crisis, such as the establishment of a new international agency that would 
buy up the debt of the developing nations. A group of Latin American coun-
tries met in Cartagena, Colombia, in 1984 to discuss a multilateral position 
on debt rescheduling. Some governments wanted to go further by consid-
ering default as a policy option. 
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     In 1985 U.S. Secretary of the Treasury James Baker proposed a new pro-
gram of lending to the most indebted countries.     Th e private banks would 
lend $20 billion over a three-year period to the debtors, and the multilateral 
development institutions, such as the World Bank and the Inter-American 
Development Bank, would provide another $10 billion.   Th e program 
included structural changes in the indebted countries to facilitate growth 
and allow their debt to be repaid. 

   Among the policy initiatives that the debtor governments would enact 
were the liberalization of imports and foreign direct investment (FDI), and 
the privatization of state-owned fi rms. Th ese were collectively known as 
“structural adjustment” policies and became more widely used over time. 
Th e World Bank had begun its structural adjustment loans in 1979, and the 
IMF instituted a new facility, the Structural Adjustment Facility (SAF), in 
1986 to make loans to the poorest members over a longer period to allow 
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them to implement the structural reforms. Th e SAF in turn became the 
Enhanced Structural Adjustment Facility (ESAF) in 1989.  10     

 Th e key role assigned to the multilateral development institutions rather 
than the IMF indicated a change in emphasis to growth rather than stabiliza-
tion (Cline  1995 ). Th e IMF continued to be involved with the debtor coun-
tries, however, and the new bank loans were usually contingent on adoption 
of a Fund program.   Programs were arranged for Bolivia, Chile, Colombia, 
and other debtors.   Nevertheless, these new credits were not enough to off -
set the repayments of credit extended previously in the decade, and there 
continued to be a net transfer to the IMF. 

 Th e actual implementation of the Baker plan eventually fell short of its 
goals. New bank lending totaled $13 billion, about two-thirds of its target 
level, while multilateral lending was much smaller than its target. In several 
cases, private and multilateral lending to debtor governments was less than 
originally planned because IMF programs were not in place (Cline  1995 ).   

 By 1987 there was a realization that the debtor countries were not grow-
ing out of the crisis.   Th is failure was due in part to the collapse of oil prices 
in 1986, which hindered the prospects for oil-exporting debtors such as 
Mexico, Venezuela, and Nigeria.   Banks, reluctant to maintain the cycle 

 Table 4.1.       Economic Conditions in Heavily Indebted Countries 

    Per Capita GDP   
 (% Change) 

  Infl ation   
 (%) 

 Gross Capital 
Formation/GDP (%) 

  Debt/Exports   
 (%) 

 1969–78 
 (Average) 

3.6 28.5 NA NA

1979 3.6 40.8 24.9 182.3
1980 2.6 47.4 24.7 167.1
1981 −1.6 53.2 24.5 201.4
1982 −2.7 57.7 22.3 269.8
1983 −5.5 90.8 18.2 289.7
1984 −0.1 116.4 17.4 272.1
1985 0.9 126.9 16.5 284.2
1986 1.4 76.2 16.8 337.9

     Note:  Th e countries are those listed for  Figure 4.2  without Jamaica and Morocco. Infl ation is mea-
sured by changes in the Consumer Price Index     
  Source:  Sachs (1989).  

     10     In 1999 the ESAF was renamed the Poverty Reduction and Growth Facility (PRGF).  
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of continued negotiations, began to set aside reserves to cover the cost 
of writing down the loans on their balance sheets. A secondary interna-
tional market in securitized debt emerged; it allowed the banks to take the 
loans off  their balance sheets, although at a discount from their face value. 
Voluntary debt reduction also took place through debt-equity swaps and 
debt buybacks. 

     In 1989 the new U.S. Treasury secretary, Nicholas J. Brady, announced a 
plan to reduce the amount of outstanding debt through a combination of 
debt forgiveness and restructuring.   Th e banks were off ered a choice among 
several options: accepting bonds – which came to be called “Brady bonds” – 
from the debtor countries with a discounted value below a bank’s claim but 
carrying a market-based return; a “par bond” equal in value to the princi-
pal but carrying a rate of return below the market’s; or retention of a bank’s 
original claim but with the provision of additional funds.   Th e IMF and 
World Bank each earmarked $12 billion to be used to collateralize the new 
bonds.   As a further incentive for the banks to come to an agreement with 
the debtors, the IMF announced that it would no longer refrain from lend-
ing to a country before it had reached a settlement with its private lenders, 
a practice known as “lending into arrears.” 

 Th e Brady Plan became an eff ective solution to the impasse in the nego-
tiations between the banks and the borrowing countries.   Th e fi rst countries 
to take advantage of the new strategy were Mexico, the Philippines, and 
Costa Rica.   By 1994, eighteen countries, which accounted for $191 billion 
in eligible debt, had made arrangements with their bank lenders.  11   Th e sec-
ondary market value of their debt rose, indicating a revival of confi dence. 
Even more striking was the resumption of capital fl ows to the developing 
countries in the 1990s ( Chapter 5 ). Th e introduction of the Brady bonds 
was widely seen as contributing to the resumption of lending to emerg-
ing economies (Calvo  2002 , Isard  2005 ). Th ese new fl ows of money largely 
consisted of portfolio fl ows and foreign direct investment rather than bank 
lending. 

 Th e Brady Plan was praised for its fl exibility and willingness to accom-
modate the needs of diff erent lenders.   Cline ( 1995 : 254) attributed the 
Brady Plan’s success to its “emphasis throughout on a cooperative, case-by-
case, voluntary rather than mandatory and market-oriented solution 
to the  problem.”     Rieff el ( 2003 : 153) believed that the “commercial bank 
debt-reduction deals negotiated in the Brady Plan framework at the end of 

     11     Mexico was the fi rst country to retire its Brady bond debt in 2003 and was followed by 
several other borrowing nations.  
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the decade represented a major advance in the art of sovereign  workouts.”   
  Volcker and Gyohten ( 1992 : 319) claimed that the response to the crisis 
was a collective solution, “based on contributions from both creditor and 
debtor countries, private and offi  cial entities, and national and international 
institutions.”   

 However, the Brady Plan did not deal with the offi  cial debt of the develop-
ing countries, which consisted of bilateral government debt as well as loans 
from the international fi nancial institutions, including the IMF.   Daseking 
and Powell ( 1999 ) estimate that there were eighty-one reschedulings of 
offi  cial debt on nonconcessional terms involving twenty-seven countries 
before 1988.   Rescheduling these payments, however, did nothing to reduce 
the stock of outstanding debt.   

     Th e G7 leaders addressed this issue at their summit in Toronto in 1988, 
when they agreed to consider debt relief. Diff erent proposals for structuring 
the new arrangements, collectively called the “Toronto terms,” were off ered: 
the United Kingdom suggested lower interest rates, France a reduction in 
payments, and the United States rescheduling with a longer grace period. 
All these modifi cations were permitted, and from 1988 to 1991 there were 
twenty-eight reschedulings with twenty lower-income countries on Toronto 
terms, with $6 million of debt consolidated.     However, the debt stocks of 
these countries continued to rise. In 1991 the G7 countries agreed to revised 
guidelines terms, known as the “London terms,” which increased the degree 
of concessionality on debt relief. Th ese governed twenty-six reschedulings 
for twenty-three countries from 1991 through 1994, and $8.9 million of 
debt was rescheduled.        

  4.5     Basel I  

     Th e rescheduling and eventual reduction in the debt of the developing 
countries was one part of the response of the banks’ home country gov-
ernments to the debt crisis. Another component was an increased scrutiny 
of the banks’ fi nancial positions and the introduction of regulatory policy 
changes to strengthen them. Th ese initiatives refl ected a new level of coor-
dination among the advanced economies, and the use of one of the Basel 
Hub agencies, the BCBS ( Chapter 3 ), as a regulatory forum.   

 Bank capital is a measurement of a bank’s net value, the diff erence 
between its assets and liabilities, and includes shareholders’ equity and 
loan loss provisions. A higher capital base provides a bank a bigger 
buff er to off set losses in the value of its assets. Domestic bank regulators 
impose minimum capital requirements for commercial banks and other 
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fi nancial institutions, and these had traditionally been based on domestic 
considerations. 

   Th e adequacy of bank capital requirements across countries, however, 
became an area of concern during the debt crisis (Kapstein  1994 , Singer 
 2007 , Wood  2005 ). U.S. banking authorities wanted to increase capital 
standards on banks under their jurisdiction but realized that a unilateral 
move in this direction would leave these banks at a disadvantage in relation 
to foreign banks with lower requirements. Th e U.S. regulators, therefore, 
approached their counterparts in the United Kingdom about develop-
ing common guidelines. In 1987 the United Kingdom and U.S. authori-
ties announced an agreement on common standards for capital adequacy, 
which they then took to the BCBS.   

 In 1988, the BCBS issued its proposals for minimum capital require-
ments for banks, known as Basel I. Th e new standard consisted of a mini-
mum capital to risk-adjusted asset ratio of 8 percent. Th e assets of the banks 
were weighted by their degree of risk.   Cash and OECD government secu-
rities were assigned a weight of zero; loans to OECD banks and securities 
fi rms carried higher weights, set by national authorities; mortgages were 
given a weight of 50 percent; loans to nonfi nancial fi rms and long-term 
loans to banks outside the OECD were assigned a weight of 100 per-
cent.   Bank capital consisted of two tiers: Tier 1 included the value of the 
banks’ equity and retained earnings; Tier 2 incorporated loan loss provi-
sions and subordinated debt. A maximum of 50 percent of a bank’s capital 
could be held in the form of Tier 2 reserves. To meet the new standards, 
banks had to raise new capital, or reduce or change the composition of 
its assets. 

 Th e accord initially applied only to BCBS members, and the commit-
tee could only issue recommendations to their governments.  12   However, 
the BCBS held discussions with bank regulators of countries that did not 
belong to the committee in order to minimize any discrepancy with the 
new standards. Th e standards represented an international club good, 
which could be extended at little or no cost to countries outside the BCBS 
“club.” Th e accord was eventually adopted by regulators in more than one 
hundred countries.  13   

     12       In addition, the accord only applied to commercial banks. Th ere was a discrepancy 
between the regulatory practices of Japan, the United Kingdom, and the United States, 
which distinguished between commercial and investment banks, and the European coun-
tries that did not.    

     13     Pattison ( 2006 ) discussed the reasons for the wide adoption of Basel I, and Simmons 
( 2001 ) off ered a model of the international harmonization of fi nancial regulations.  



IMF and the Debt Crisis: Appraisal 69

 Th e new rules and their common application represented a major step 
in international fi nancial regulation.   Kapstein ( 1994 : 118) claimed that “the 
Basel Accord represents the most signifi cant step taken to date by bank 
supervisors in advancing policy convergence and creating an international 
banking regime.”     Similarly, Fratianni and Pattison ( 2001 : 208) judged that 
the accord “made history in that a common capital requirement had been 
established internationally.”     Th is was a signifi cant achievement for securing 
international fi nancial stability, since, as Kapstein ( 1994 : 126) pointed out, 
a “smoothly running international payments system has something of the 
quality of a public good.”   

   However, there were unintended consequences of the wide-scale adoption 
of the Basel I guidelines. While non-OECD bank debt with a maturity of less 
than one year was assigned a weight of .20, longer-term non-OECD debt was 
weighted at 1. Th is created an incentive for banks in the non-OECD countries 
to issue short-term obligations, since foreign banks would be more willing to 
hold this form of debt. Consequently, the balance sheets of the non-OECD 
banks showed both currency and maturity mismatches, with short-term for-
eign currency-denominated liabilities fi nancing long-term lending denomi-
nated in the domestic currency. Th is left  the domestic banks vulnerable to a 
withdrawal of funds by their foreign creditors ( Chapters 6 ,  7 ).   

 Th e Basel Accord revealed a two-track approach to international eco-
nomic governance.   Since the membership of the BCBS at the time consisted 
solely of the G10 countries, they were able to devise bank policies without 
consulting other nations.   Th e IMF, on the other hand, with its broad mem-
bership was assigned the task of dealing with those developing economies 
that faced crises. Th is two-tier approach continued to be utilized over time 
( Chapter 9 ), even though it became a source of resentment in the devel-
oping economies that were excluded from the process of developing the 
fi nancial standards.    

  4.6     IMF and the Debt Crisis: Appraisal  

   Th e debt crisis itself can be viewed as a market failure, refl ecting a 
 “combination of myopia and free-rider barriers to collective lending and 
forgiveness” (Bowe and Dean  1997 : 17). It led to a “lost decade” for the 
debtor countries, with lower per-capita income in several Latin American 
countries (Pilbeam  2006 ). On the other hand, a collapse of the global fi nan-
cial markets was prevented, and the debtor countries were able to access the 
capital markets by the end of the decade. An assessment of the IMF’s activ-
ities, therefore, must take all these outcomes into account. 
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 Th e IMF played an important role in the early stages of the debt crisis by 
coordinating the response of the banks that had made loans to the debtor 
countries. However, the IMF’s activities were based on an assumption that 
debtor governments both could and should repay their contractual obliga-
tions in full (Fischer  1987 ). Th is refl ected the initial view that the debt crisis 
was a liquidity crisis, rather than an issue of solvency. Th e IMF sought to 
facilitate the repayment of the countries’ obligations at the cost of what some 
saw as overly strict conditions that led to continuing economic stagnation. 
Th e incomplete implementation of many of the IMF’s programs demon-
strates that the governments of the borrowing nations found  conditionality 
burdensome. 

 Some believed that the IMF served the interests of the banks and their 
governments more than those of the debtors.   Lissakers ( 1991 : 201), for 
example, claimed that “the IMF was in a sense . . . the credit community’s 
enforcer.”     Similarly, Dornbusch ( 1986 : 140) wrote that that there was “little 
doubt that the strategy protected bank shareholders at the expense of the 
LDCs.”   Th e IMF replied that avoiding a default by debtor governments was 
its primary goal, and a breakdown in fi nancial fl ows would have been a 
catastrophe. But its focus during the early stages of the crisis on concerted 
lending may have delayed the inevitable restructuring of the debt that fi nally 
occurred at the end of the decade. 

 One consequence of the IMF’s actions in the debt crisis was an expan-
sion of its target audience. Traditionally the IMF had dealt exclusively with 
the representatives of the member governments. However, during the cri-
sis the Fund negotiated with the private bankers, and its lending became 
a complement to private capital fl ows.   Gould ( 2003 ) has claimed that the 
dependence of the IMF on supplementary credit from private institu-
tions gave the fi nanciers infl uence over the design of the Fund’s programs.   
  Boughton (2001b: 406) admitted that the IMF’s concerted lending “gave 
the banks a virtual veto over the approval and fi nancing of adjustment 
programs.”   

 Th e IMF ( 2004a : 13) later acknowledged that a substantive change had 
occurred during this period:
  Th e Mexican standstill of 1982 and the debt crisis that followed marked the begin-
ning of a new relationship between the Fund and private creditors. Th e success of 
Fund-supported programs now depended, more than ever before, on the reactions 
of the banks. While the banks needed the Fund’s expertise and its ability to obtain 
credible policy commitments from the member, the Fund needed the banks to con-
tribute resources to cover fi nancing gaps, and assurance that potential Fund lending 
would not just lead to a commensurate reduction in bank exposures.  
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  Th e IMF was also criticized for exceeding its original mandate by lending 
for purposes other than short-term balance of payments fi nancing. In pub-
lic choice analysis, crises provide international agencies with an excuse to 
expand their operations.     Vaubel ( 1994 : 44), for example, claimed that “the 
international debt crisis of 1982 provided the IMF offi  cials with an oppor-
tunity to secure the survival and growth of their organization.”     Similarly, 
Schwartz ( 1989 : 13) claimed that the multilateral agencies, including the 
IMF, “seized the opportunity aff orded by the debt crisis in the 1980s to 
enlarge the scope of their involvement in the economies of the problem 
countries.”   

 However, it can be argued that the debt crisis actually showed the lim-
itations on the IMF’s range of operations.   Th e G7 governments oversaw 
the IMF’s actions and placed constraints on how far the Fund could go at 
each stage. When the initial strategy of concerted lending was exhausted, 
the U.S. Treasury secretary, aft er consultation with the other members of 
the G7, announced a change in the handling of the crisis, and the Fund 
adjusted its operations. Th e G7 also showed that it would use other IFIs, 
such as the BCBS with its restricted membership, to develop fi nancial stan-
dards.   Th e IMF’s ability as an agent to perform its job as a crisis manager, 
therefore, was constrained by the preferences of its chief principals, as well 
as its own commitment to support the workings of the international fi nan-
cial markets. 

 Th e IMF’s handling of the debt crisis had important implications for 
its response to future crises.   Boughton ( 2000 : 284) viewed the crisis as 
the “major turning point for the international fi nancial system and for 
the crisis-management role of the IMF.” He cited the speed of the IMF’s 
response and the size of its loans as groundbreaking. But Boughton ( 2000 : 
287) also admitted that concerted lending left  the IMF open to the charge 
that it operated in the interests of the banks, and that the fi nancial arrange-
ments provided a “temporary patch, not a lasting solution.”   Th irty years 
later in Europe, the IMF’s actions in the European debt crisis would receive 
similar criticisms ( Chapter 11 ). 

 Th ere were also more immediate repercussions for the Fund. Th e resump-
tion of fi nancial fl ows to the developing countries was part of the process of 
fi nancial globalization. Th e IMF was an active participant in this process, as 
shown in the next chapter.          
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 Global Finance Redux  

     Th e debt crisis slowed but did not stop the expansion of global fi nancial 
markets aft er the end of the Bretton Woods era. Th e growth of capital fl ows, 
which had begun in the 1960s and 1970s, accelerated in the 1980s and 
1990s. Th is chapter deals with the IMF’s response to the widening scope of 
international capital. Th e record demonstrates that the IMF saw no confl ict 
during this period between encouraging capital account liberalization and 
its mandate to promote economic stability. 

   Th e fi rst section provides an overview of the reemergence of global fi nance. 
Th e trend was more pronounced in the upper-income countries but was also 
a part of the increased economic openness of some emerging market nations. 
Th e movement to the integration of fi nancial markets was driven by many 
forces, including advances in communications and fi nancial instruments, the 
growing acceptance of market-based resource allocations, and the promotion 
of deregulation by those who stood to benefi t from this trend.   

   Th e IMF has been criticized for fostering premature capital deregula-
tion, and the evidence on this charge is presented in the second section. 
Th e evidence confi rms that the IMF encouraged its members, including 
those that borrowed from it, to decontrol capital movements. While the 
IMF did not compel governments to remove capital account restrictions, it 
did underestimate the risks associated with increased fi nancial fl ows. Th ere 
was ample evidence of the instability associated with fi nancial deregulation 
in the experiences of several South American countries.   

   Th e IMF sought to tie its lending to increased fl ows of private capital, and 
the third section deals with the record of this “catalytic” eff ect. Th e majority 
of empirical studies have found little evidence of an impact of IMF pro-
grams on the quantity or cost of capital. An IMF program must be supple-
mented by credible government policies before foreign investors channel 
funds to a country.   
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   Th e IMF’s activities in support of capital decontrol crested during the 
middle 1990s. Th e fourth section explains how the IMF sought to amend its 
Articles of Agreement to establish capital account liberalization as a goal for 
its members and to give the Fund jurisdiction in this area. Th e IMF was able 
to use the divisions among its members on this issue to promote its agenda. 
But the onset of the Asian crisis ( Chapter 7 ) slowed the movement toward 
adoption of the amendment, and the opposition of the U.S. Congress eff ec-
tively ended the initiative.   

   Th e fi nal section provides an overview of the IMF’s advocacy of fi nancial 
globalization during this period. Its position lacked empirical justifi cation, 
and there were theoretical analyses that raised doubts about the supposed 
positive impact of capital fl ows on growth. Th e upper-income members 
supported the general movement toward increased fi nancial integration, 
but the IMF needed little guidance by its principals to move in this direc-
tion. Th e IMF saw a stronger role in international fi nancial markets as an 
extension of its mandate to promote stability and growth. Th e expansion 
also justifi ed an expansion of the organization to support its new duties.      

  5.1     Resurgence of Capital Flows  

   Th e course of capital movements in modern history has been U-shaped, 
falling aft er the end of the Gold Standard and during the interwar period 
and then rising, slowly aft er 1945 and more rapidly aft er the 1970s (Bordo, 
Eichengreen, and Kim  1998 , Obstfeld and Taylor  2004 ). Financial fl ows 
increased during the 1980s and 1990s aft er a wave of capital account 
deregulation, and international fi nance became integrated with domestic 
fi nancial markets in the upper-income countries (Frieden  2006 , Goodman 
and Pauly 1993). Th e increase in capital mobility was oft en accompa-
nied by more fl exible exchange rates, which satisfi ed the constraint of the 
“impossible trinity,” although there were also countries such as those in 
the Eurozone that sacrifi ced monetary autonomy in order to preserve fi xed 
exchange rates. 

   Many developing countries, particularly in Asia and Latin America, also 
increased their openness to foreign fi nance. By the early 1990s, a large pro-
portion of these countries could be described as “fi nancially open” (Montiel 
 1994 : 342). Many of them were the nations that became characterized as 
“emerging markets” because of their rapid economic growth, and these 
countries attracted the interest of foreign investors. African and Middle 
Eastern countries, however, did not move as far in opening their capital 
accounts (Quinn  2003 ).   
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   Th ese trends appear in the data provided by Lane and Milesi-Ferretti 
( 2007 ), who calculated the stocks of foreign assets and liabilities for a broad 
sample of countries. Th ey reported that the sum of foreign assets and lia-
bilities scaled by GDP, which serves as a measure of fi nancial market inte-
gration, rose for a group of upper-income countries from about 45 percent 
in 1970 to more than 300 percent in 2004, a sevenfold increase. Th e same 
measure for a group of emerging market and developing economies rose 
from a similar ratio in 1970 to about 150 percent in 2004.   

   A great deal of the capital fl ows in the upper-income countries consisted 
of asset diversifi cation among these countries. Obstfeld and Taylor ( 2004 : 
232) reported that gross assets and liabilities in a group of OECD countries 
relative to the area’s GDP rose from about 0.25 to 1 during the last two 
decades of the twentieth century, but their net position changed very little. 
For developing countries, the increase in gross position was much smaller, 
and the rise in their net debtor position larger. During the early 1990s, port-
folio fl ows dominated the fl ow of capital to this group of nations, but over 
time FDI came to account for the largest proportion ( Figure 5.1 ).      

   Th e reasons for the reemergence of global capital markets can broadly 
be summarized by three sets of determinants: innovations, ideas, and 
interests.  1   First, technological advances in information systems and com-
munications increased the ability of investors to track global developments 
and direct their funds to achieve the highest (risk-adjusted) returns. Th e 
deregulation of fi nancial markets also encouraged the development of new 
instruments and techniques. Financial enhancements, such as securitiza-
tion, were intended to provide new means of diversifying portfolios and 
minimizing risk.  2     

   Second, the benefi ts of cross-border capital fl ows, such as a more effi  -
cient allocation of savings and more opportunities to diversify portfolios 
and smooth consumption expenditures, were incorporated into the intel-
lectual movement known as “neoliberalism.”  3   Th ese policies were designed 
to advance the distribution of resources by markets, including the alloca-
tion of credit, by eliminating government regulations that interfered with 
market allocations.   Many of the policy reforms for developing economies 

     1     Bhagwati ( 1988 ) used a similar classifi cation scheme (ideas, interests, and institutions) in 
explaining the determinants of trade policy.  

     2     Th e global fi nancial crisis of 2008 demonstrated, however, the limitations of these fi nan-
cial instruments in managing risk.  

     3     Blyth ( 2002 ) provides an account of the main economic and political trends of this 
period.  
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that were advanced during this period appeared in Williamson’s ( 1990 ) 
“Washington Consensus,” a summary of measures recommended by ana-
lysts based in the “Washington Hub” agencies.  4       

   In addition, the European nations made the integration of their fi nancial 
markets with foreign markets as well as each other part of the transfor-
mation of the European Community (EC) into the European Union (EU).   
  Th ey carried this perspective over to the OECD (Abdelal  2007 ), where new 
members such as Mexico and South Korea had to comply with the orga-
nization’s position on capital account openness.     Johnson and Kwak ( 2010 ) 
have compared the belief in the positive properties of free capital move-
ments that increased during this period to the support for the effi  cient 
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 Figure 5.1.      Capital Flows to Developing Economies and Emerging Markets: 1990s. 
  Source:  IMF,  World Economic Outlook  Database, September 2011.  

     4     Williamson ( 1990 ), however, included the liberalization of only FDI fl ows in his list of 
policies.  
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 market hypothesis and the move toward domestic regulatory decontrol in 
the United States and other upper-income countries.  5     

 Finally, borrowers and lenders who stood to benefi t from the relaxation 
of restrictions on international capital fl ows served as its advocates. Private 
borrowers in capital-scarce countries who were not able to obtain credit 
from domestic sources, for example, promoted the opening of domes-
tic fi nancial markets and increased access to foreign fi nance (Rajan and 
Zingales  2003 ). Governments also realized that they could fi nance fi s-
cal defi cits by borrowing in the international markets. Financial services 
fi rms based in upper-income nations that sought to expand their markets 
encouraged their own governments to advocate decontrol in other coun-
tries (Frieden  1991 ).   Th e government of the United Kingdom supported 
capital liberalization in part to confi rm the position of London as an inter-
national fi nancial center ( Chapter 3 ).      

  5.2     IMF Programs and Capital Decontrol  

   Th e broadening of global fi nance coincided with an increase in the mem-
bership of the IMF, which rose from 125 countries in 1973 to 140 in 1980 
and 151 in 1990. Th ese were developing countries, many of them former 
colonies ( Table 5.1 ). Th ere was a further expansion in membership aft er the 
dissolution of the Soviet Union and the emergence of the transition econo-
mies. Th ese countries looked to the IMF for guidance on fi nancial matters, 
and in many cases the IMF played a key role in their decisions to eliminate 
capital controls.    

 Th ere are many types of regulations and controls designed to aff ect the 
amount or composition of international capital fl ows (Dooley  1996 , Magud 
and Reinhart  2007 ). Th ese regulations can take the form of legal restrictions 
on the various categories of capital transactions, special taxes, or require-
ments that funds be deposited in special accounts. Controls on short-term 
capital infl ows are designed to regulate the amount and/or composition of 
short-term capital. Th e rationale for controlling capital outfl ows is that such 
outfl ows occur during a crisis when a government may need to “buy time” 
to stabilize the economy. 

 Th e determinants of capital controls and their removal have been widely 
studied (Eichengreen  2001 ). Th e results vary, but a number of empirical rela-
tionships appear consistently. Richer countries are less likely to maintain con-
trols, as are countries with independent central banks. Countries with larger 

     5     Simon Johnson served as head of the IMF’s Research Department in 2007–8.  
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trade sectors are more likely to liberalize capital fl ows. Some of the earlier 
studies reported that left -wing governments were more inclined to main-
tain controls, as were governments with large consumption shares of GDP. A 
government’s policy stance may also be infl uenced by the position taken by 
its competitors for global capital fl ows (Simmons and Elkins  2004 ). 

 A change in the policies governing capital fl ows may occur in response to 
a discrete event, such as a crisis in the balance of payments.  6   Th e direction 
of the change in these circumstances, however, is ambiguous. On the one 

     6     See Drazen ( 2000 ) for a review of the literature on economic crises and reform.  

 Table 5.1.       New Members Post–1973 

 Year  New Members 

1973 Bahamas
1975 Grenada, Papua New Guinea
1976 Comoros
1977 Guinea-Bissau, S ã o Tom é  and Pr í ncipe, Seychelles
1978 Cape Verde, Djibouti, Dominica, Maldives, Solomon Islands, Suriname
1979 St. Lucia, St. Vincent, and Grenadines
1980 Zimbabwe
1981 Bhutan, Vanuatu
  1982  Antigua and Barbuda, Belize, Hungary
1984 Mozambique, St. Kitts and Nevis
1985 Tonga
1986 Kiribati, Poland (readmitted)
1989 Angola
1990 Bulgaria, Czechoslovakia (readmitted), Namibia, Republic of Yemen
1991 Albania, Mongolia
1992 Armenia, Azerbaijan, Belarus, Bosnia and Herzegovina, Estonia, Georgia, 

Kazakhstan, Croatia, Kyrgyz Republic, Latvia, Lithuania, Macedonia, 
Marshall Islands, Moldova, Russian Federation, San Marino, Slovenia, 
Switzerland, Turkmenistan, Ukraine, Uzbekistan, Yugoslavia

1993 Czech Republic, Micronesia, Slovak Republic, Tajikistan
1994 Eritrea
1995 Brunei Darussalam
1997 Palau
2002 Timor Leste
2007 Montenegro
2009 Kosovo
2010 Tuvalu
2012 South Sudan

   Source:  IMF, External Relations Department  .  
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hand, a government may impose controls in order to stem capital outfl ows; 
on the other hand, capital account liberalization could serve as a signaling 
device for government offi  cials who seek to establish their reliability with 
global capital markets. Convertibility signals the government’s intention 
to undertake reforms and constrains its ability to engage in budget defi cit 
fi nancing (Bartolini and Drazen  1997 , Haggard and Maxfi eld  1993 ,  1996 ). 

   Capital account liberalization has also occurred within the context of 
IMF programs. Th e Fund has been blamed for promoting the deregula-
tion of capital to countries that did not have the necessary institutions and 
regulations to cope with capital movements.   Stiglitz ( 2002 : 15), for exam-
ple, wrote that “many of the policies that the IMF pushed, in particular, 
premature capital market liberalization, have contributed to global insta-
bility.”     Similarly, Desai ( 2003 : 217) claimed that “the IMF encouraged a 
disaster-prone policy gamble of capital account liberalization in these econ-
omies before they had put their ‘structural house’ in order.”     

   Th e two hypotheses – decontrol takes place in the context of an IMF pro-
gram  or  decontrol is a form of signaling during a crisis – are not mutually 
exclusive. Governments may adopt IMF programs in response to crises in 
the external sector, and the programs themselves serve as a type of com-
mitment device. On the other hand, not all countries facing crises adopt 
Fund programs, and not all IMF programs are introduced in response to 
currency crises.   

   Capital decontrol was not included in the purposes of the IMF in its 
Articles of Agreement and therefore could not be part of the conditions 
associated with Fund programs. However, the IMF oft en advocated move-
ment toward liberalization during the 1990s. A study by an IMF staff  team 
(Quirk and Evans  1995 : 6), for example, reported in a discussion of the 
Fund’s position that “the institution has in some cases encouraged devel-
oping countries to open their economies to foreign capital infl ows and to 
liberalize restrictions on capital account transactions.”   

   Th ere have been few empirical studies of the impact of the IMF on the 
process of capital decontrol.   Simmons and Elkins ( 2004 ) found that the use 
of IMF credit was associated with capital account restrictions, which they 
attribute to the existence of capital fl ight at the time of the adoption of a 
Fund program.     Abiad and Mody ( 2005 ) reported that IMF programs have 
a strong impact on fi nancial reform in countries that are highly repressed, 
but this eff ect declines as repression is diminished.   

   Joyce and Noy ( 2008 ) undertook an empirical analysis of the impact of 
Fund programs on capital decontrol and found that countries that partici-
pated in IMF programs during the 1990s were more likely to decontrol their 
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     7     See also Williamson’s ( 2004 ) conclusion regarding the IMF’s activities in this area.  

capital accounts than other countries in similar circumstances. Th e coun-
tries enrolled in IMF programs had experienced larger current account 
defi cits and possessed fewer reserves than countries that removed capital 
restrictions independently. However, they found little evidence to support 
the charge that IMF-related liberalization was more likely to occur in coun-
tries experiencing a fi nancial crisis, and the economic diff erences between 
the two groups of countries were not signifi cant aft er the enactment of 
Fund programs.     

   Th ere is no evidence in these studies to suggest that countries liberalized 
their capital accounts against their will.   While the IMF did not have the 
ability to require countries that entered Fund lending programs to eliminate 
capital restrictions, governments could voluntarily include their removal in 
their Letters of Intent.     Edwards (2003) points out that the initial push for 
economic opening in the 1980s oft en originated with national policy mak-
ers, many of them from Latin America, and governments in these cases 
voluntarily decontrolled capital fl ows during this period without pressure 
from the IMF.     

   Th e IMF’s Independent Evaluation Offi  ce (IMF IEO) (2005: 94), in its 
examination of the IMF’s policy stance on this issue, reached a similar 
evaluation:  7    
  In summary, the IMF undoubtedly encouraged countries that wanted to move 
ahead with capital account liberalization, and even acted as a cheerleader when 
it wished to do so, especially before the East Asian crisis, but there is no evidence 
that it exerted signifi cant leverage to push countries to move faster than they were 
willing to go.    

 Th e advocacy of capital account liberalization may have been part of the 
consensus of the time that the IMF adopted. However, the absence of evi-
dence that the IMF “drove” countries into decontrolling capital does not 
absolve the Fund of the charge of irresponsibility in this particular area. Th e 
IMF’s advocacy of capital liberalization implied that there were few, if any, 
downside risks of decontrol. But capital controls were oft en part of a larger 
set of restrictions and requirements that governments in developing coun-
tries had imposed on their banks, which were collectively called “fi nancial 
repression” (Montiel  2003a ). Th ese policies allowed the fi scal authorities to 
fi nance their defi cit expenditures through increased bank holdings of gov-
ernment securities at lower costs than would otherwise prevail. Th ey also 
gave governments the ability to direct credit to sectors of the economy that 
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they wanted to promote. Interest rate ceilings allowed favored fi rms to bor-
row at lower rates than unrestricted fi nancial institutions or markets would 
have charged. 

   Removing capital controls without the reform of a repressed fi nancial 
sector could be a recipe for disaster. Th e correct sequence and timing of 
reforms depend in part on the circumstances of the country and should 
begin with macroeconomic stabilization, including fi scal consolidation. 
Th e preconditions also include the creation of a fi nancial regulatory struc-
ture to monitor bank conduct, the adoption of accounting standards, and 
the protection of investors’ rights. Once these changes have been made, the 
removal of the controls on long-term capital fl ows such as FDI should be 
undertaken before short-term capital is liberalized.   

   It may be reasonable to ask whether it was possible at the time for the 
IMF to foresee any of the risks associated with deregulation.   But the dan-
gers of ignoring these steps had become evident in the Southern Cone coun-
tries of Argentina, Chile, and Uruguay in the late 1970s and early 1980s 
(Diaz-Alejandro  1985 , Frenkel  2003 ).   Th ese countries had liberalized their 
fi nancial systems, including decontrolling their capital accounts, without 
adequate regulatory reform and supervision. Th ey all suff ered subsequent 
fi nancial crises that demonstrated that fi nancial reform was a complex aff air 
and that capital decontrol had to be preceded by a range of measures if it were 
to contribute to economic growth without threatening fi nancial stability.   

   Capital account liberalization need not be destabilizing, and there are 
examples of successful deregulation in developing economies (Montiel 
 2003a ). However, the IMF during the 1980s and early 1990s did not pro-
vide the newly emerging markets with templates of successful decontrol. 
In response to concerns about the need for macroeconomic stability before 
liberalization took place, Guiti á n ( 1995 : 85), one of the IMF’s strongest 
advocates for decontrol ( Section 5.4 ), claimed that capital account liberal-
ization itself would “constrain domestic policies to the extent necessary to 
bring about balance and stability to the economy.” But there was no evi-
dence that decontrol would create the necessary preconditions.   

   Indeed, the historical record demonstrates that increased capital mobil-
ity has oft en led to a higher incidence of crises (Reinhart and Rogoff   2009 ). 
Capital infl ows can be followed by increases in the prices of domestic assets, 
such as housing, which encourage risky lending by banks. Th ese problems 
are exacerbated if capital infl ows are accompanied by procyclical macro-
economic policies, as they oft en are in developing economies (Kaminsky, 
Reinhart, and V é gh  2005 ). Th e subsequent support of domestic fi nancial 
intermediaries by the central bank may confl ict with its exchange rate 
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management and lead to a currency crisis followed by a fi nancial crisis 
(Kaminsky and Reinhart  1999 ). Th e situation can be further exacerbated 
by capital fl ight by foreign and domestic investors, which may result in a 
sudden stop. But the IMF seemed little prepared for the instability that fol-
lowed the deregulation of capital it promoted in the 1980s and most of the 
1990s.      

  5.3     Catalysis  

   Th e IMF’s involvement with private banks during the debt crisis of the 
1980s gave it experience in linking Fund credit to private capital fl ows. As 
capital movements increased in size during the 1990s, the IMF realized that 
they off ered a means of fi nancing external sector defi cits that could supple-
ment the Fund’s own eff orts.   Guiti á n ( 1982 : 91) specifi cally pointed to the 
“complementarity between the resources from the Fund and those from the 
private international capital markets.”   Th is linkage between offi  cial and pri-
vate capital became known as catalytic fi nance and was predicated on the 
assumption that the existence of an IMF lending program would increase 
the willingness of private investors to lend to a country. If the catalytic eff ect 
prevailed, the country could fi nance a larger defi cit than it could if it only 
had access to credit provided by the IMF. 

 Several factors could be responsible for the occurrence of such an eff ect 
(Cottarelli and Giannini  2003 ). First, the policies implemented under an 
IMF program can improve a country’s economy, thus making it more 
attractive to foreign investors. Second, the IMF may have better informa-
tion regarding a country’s circumstances than do private investors, who 
would follow the IMF’s lead.  8     Th ird, a Fund program can serve as a commit-
ment device for a government to implement policies favored by investors.   
Fourth, an IMF program can serve to diff erentiate countries with viable 
policies from those without. Finally, an IMF program could be viewed by 
private investors as a type of insurance in case of mishap, thus reducing the 
risks of investing there. 

   Hovaguimian ( 2003 ) reviewed the basis of a catalytic eff ect of IMF 
lending and distinguished between the “lending channel” and the “policy 

     8       Copelovitch ( 2010 ) claims that the IMF sought to promote catalytic fi nancing through 
the size and terms of its loans. Th e IMF’s loans to countries that relied on bond fi nancing 
received more credit but carried more extensive conditionality than did loans to coun-
tries with bank credit. Th e diff erences in the amounts and associated conditionality were 
designed to appeal to the relatively larger number of bondholders than banks, thereby 
exacerbating collective action problems.    
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channel.” Th e former emphasizes IMF credit to governments with liquidity 
diffi  culties, which can induce private infl ows if confi dence is restored. Th e 
latter channel is a response to the IMF’s program and could be due to the 
Fund’s informational advantage or the commitment eff ect.   

 A large number of studies have sought to determine whether there is a 
catalytic eff ect of IMF programs on private fi nance.   Rodrik ( 1996 ) and Bird 
and Rowlands ( 1997 ,  2000 ), using diff erent measurements of private capital 
fl ows, found no evidence that IMF lending to a country was followed by 
an increase in private credit fl ows and concluded that there was no general 
catalytic eff ect. Bird ( 2007 : 720), in a summary of the econometric literature 
on this topic, wrote that the results of these studies “are not generally sup-
portive of a catalytic role for the Fund.”  9     

 Th ese fi ndings indicate that the mere existence of a Fund program does 
not serve as a suffi  cient condition to bring about an increase in private capi-
tal fl ows. Th is result is not surprising in view of the record on program com-
pletion, which shows that many programs are not successfully implemented 
( Chapter 4 ). However, private markets may be able to diff erentiate between 
successful and unsuccessful programs.   Edwards ( 2005 ) addressed this issue 
and found evidence of capital outfl ows in those countries where an IMF 
program had been suspended.   Th e impact of successful implementation on 
private infl ows was less clear, suggesting that the IMF program operated 
as a “one-way signal.”   In another study, Bordo, Mody, and Oomes ( 2004 ) 
found that IMF programs are associated with increased capital fl ows in the 
case of a country recovering from bad, but not very bad,  “fundamentals,” 
that is, economic factors such as foreign exchange reserves. Th ey hypothe-
sized that the IMF program serves as a commitment mechanism for a gov-
ernment that is changing its macroeconomic policies.   

 Researchers have investigated the impact of Fund programs on the 
cost of private capital as well as the quantity of credit.   Mody and Saravia 
( 2006 ) reported that the presence of an IMF program is associated with 
both an increased issuance of bonds and lower spreads when a country’s 
fundamentals are in “intermediate” range. Th ey interpret these results as 
an indication of an increase in demand for the bonds of a country in an 
IMF program when there is evidence that the program will be eff ective.     
Similarly, Eichengreen, Kletzer, and Mody ( 2006 ) found that the cost of 
borrowing in the bond markets was lower for countries that were engaged 

     9     Rowlands ( 2001 ) did fi nd evidence, however, of an increase in lending from other pub-
lic sources, which is consistent with the Fund’s lead role in coordinating multilateral 
assistance.  
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in IMF programs and interpreted this as evidence that the existence of a 
program has a positive impact on bondholders’ evaluations of a country’s 
creditworthiness.   

 Th e catalytic fi nancing of the debt crisis of the 1980s was the product 
of a unique set of circumstances that are unlikely to be replicated. In the 
early stages of the crisis, the IMF could stipulate the specifi c amounts of 
new credit it wanted the banks to contribute to the overall package of loans 
extended to the borrowing countries. Th e banks complied with the IMF’s 
stipulations as long as they sought to prevent defaults by the sovereign bor-
rowers. However, they became less willing to do so as time passed without 
any change in the economic status of the debtor countries, and eventually 
they decided to accept the restructuring of the debt ( Chapter 4 ). Th e fi nan-
cial crises that took place during the 1990s would transpire more quickly 
and would generally not allow the IMF suffi  cient time to engage in similar 
negotiations with foreign bondholders ( Chapters 6 ,  7 ). Catalytic fi nancing 
would not prove to be a reliable tool of crisis resolution.  10      

  5.4     New Amendment  

   Th e Fund’s increased involvement with the private capital markets in the 
1980s and early 1990s crested in a proposal for a new amendment to the 
Fund’s Articles of Agreement that would have established capital account 
liberalization as a goal for the IMF’s members.  11   Th e amendment also gave 
the IMF jurisdiction over capital fl ows. Th e proposed amendment would 
have been a reversal of Article VI in the original Articles of Agreement, 
which had endorsed the use of controls to regulate international capital 
movements. It would have treated the capital account in a similar fashion to 
the current account by prohibiting restrictions on capital account transac-
tions, but allowing transitional arrangements. 

   Bhagwati ( 1998 ) blamed what he called the “Wall Street–Treasury com-
plex” for the initiative to liberalize capital accounts in the developing nations, 
eff ectively casting the IMF as an agent responding to the interests of its most 
powerful principal.     However, research by Abdelal ( 2007 ) and Chwieroth 
( 2010 ) indicates that impetus for the initiative actually originated within 
the Fund. Abdelal ( 2007 : 129), for example, states: “Th e eff ort to amend 

     10     One exception is South Korea, where the IMF and G7 governments were able to convince 
reluctant banks to roll over the debt of Korean banks ( Chapter 7 ).  

     11     Abdelal ( 2007 ) provides a detailed account of the evolution of the proposed amendment. 
See also Leiteritz ( 2005 ).  
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the Fund’s Articles had been conceived and pushed forward by the man-
agement of the Fund itself, and most emphatically by (Managing Director 
Michel) Camdessus.” Camdessus, who had taken over as managing director 
from Jacques de Larosi è re in 1987, had been active in France’s endorsement 
of fi nancial liberalization as part of the move toward European integration.   
  In addition to Camdessus, Manuel Guit í an, the head of the Fund’s Legal, 
Monetary and Exchange Aff airs Department, and Jack Boorman, head of 
the Policy Development and Review Department, were strong supporters 
of the amendment (Abdelal  2007 ).   

 Th e positions of the IMF administrative offi  cials refl ected several factors. 
First, the Fund sought to establish an institutional and legal basis for its 
involvement in the expanding capital markets. Th e IMF’s ability to monitor 
its members’ policies was limited by the lack of a specifi c grant of authority 
in this fi eld. Second, private capital fl ows were seen as necessary to provide 
the fi nancial resources needed to resume growth aft er the “lost decade” of 
the 1980s.   Polak ( 1991 : 58), for example, stated, “Th ere can be no doubt 
that one of the conditions for successful growth-oriented adjustment … is 
an adequate and assured supply of foreign capital.”   Th ird, there was a desire 
for symmetry in the treatment of the current and capital accounts.   Guit í an 
(1995: 78) argued that capital transactions should not be seen as diff erent 
from transactions in goods: “Th e analysis of the costs and benefi ts of capi-
tal account liberalization does not diff er from the traditional tenets derived 
from the conventional examination of the advantages and disadvantages of 
free trade, in general.”  12     

   Th is view of capital movements represented a major departure from the 
views of White and Keynes ( Chapter 2 ).     Chwieroth ( 2010 ) has traced the 
evolution of views on capital controls within the IMF over time. During the 
years of the Bretton Woods system and immediately thereaft er, the IMF’s 
staff  shared concerns about the disruptive eff ects of capital fl ows due to 
their training in Keynesian-based economics and their familiarity with 
the experiences of the 1930s. Beginning in the 1980s, however, there was 
a shift  within the IMF as this generation of economists retired and a new 
cohort was recruited. Th eir graduate school training emphasized the ben-
efi ts of market-based resource allocations. Chwieroth ( 2010 ) points out that 
there was not a monolithic view of the correct pace of capital decontrol, 
but there was a consensus that treated capital account liberalization as a 
long-term goal.   

     12     Edwards ( 2003 ), who organized the conference where Guit í an delivered these comments, 
wrote that his paper was one of the fi rst documents that refl ected the change in the IMF’s 
views on capital account convertibility.  
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   Th e position of the U.S. Treasury Department regarding the proposal 
was mixed. On the one hand, the United States was an advocate of open 
markets, and the move toward capital decontrol was consistent with this 
ideology. On the other hand, the United States was less willing to grant the 
IMF jurisdiction over global capital.   Th e U.S. executive director to the IMF 
at the time, Karin Lissakers, was in favor of the proposed amendment, but 
the Treasury secretary, Lawrence Summers, was ambivalent. Summers told 
Abdelal ( 2007 : 139) that the proposal “was not a priority for the Treasury.”   
  Similarly, the Institute of International Finance, a research organization in 
Washington, D.C., funded by private fi nancial institutions, generally sup-
ported liberalization but did not endorse a grant of authority to the IMF 
over private capital fl ows.     

   During the fi rst half of the 1990s, Camdessus and the Fund’s staff  prepared 
the case for amending the Articles of Agreement.     Stanley Fischer became 
the Fund’s fi rst deputy managing director in 1994, aft er the movement had 
begun. Fischer was a well-known and highly respected economist before 
joining the IMF, and his support for the proposal carried much weight. In 
making the case for the amendment, Fischer ( 1997 ) pointed out that most 
advanced economies had open capital accounts, thus establishing the expe-
rience of those countries as an exemplar for other countries to follow.   

   In 1995 the G7 governments announced their support for extending the 
obligations of Fund membership to include capital account liberalization  . Th e 
IMF’s Executive Board was split on this issue, and not all directors accepted 
the case for removing restrictions on capital fl ows or the need for amending 
the Articles of Agreement.  13     By 1997, however, Camdessus thought he had 
suffi  cient support on the Executive Board to proceed, and in September the 
IMF’s Interim Committee announced its approval of the amendment.   

   However, as Fischer ( 2004 : 115) later admitted, “Th e timing could hardly 
have been worse.”   Th e Asian fi nancial crisis that had begun that summer 
traveled across East Asia and continued to ensnare countries ( Chapter 7 ). 
Support for the amendment collapsed in the face of the economic dis-
ruptions linked to capital outfl ows. Aft er members of the U.S. Congress 
expressed their opposition to the proposed amendment, the Treasury 
Department withdrew its support. Th e amendment was shelved aft er the 
Russian crisis of August 1998. 

 Th e rise and fall of the proposed amendment provides an insight into 
the relationship of the IMF with its principals. Th e Fund exploited the split 

     13     Th omas Bernes, an executive director from Canada, was opposed to the amendment, even 
though his government supported it.  
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among its members over capital decontrol to pursue its own agenda. Th e 
proposed amendment extended the scope of the IMF’s oversight and would 
have given the organization a broad mandate on matters related to global 
fi nance. A number of governments with substantial voting power backed 
the proposal, but other countries were strongly opposed.   Nonetheless, the 
IMF’s management was able to push the new amendment forward as long 
as it had the backing of its largest member, the United States.     

 However, once the risks associated with capital decontrol became evi-
dent, support for the amendment collapsed. Th e IMF’s ability to maneuver 
among their principals ended once there were no longer diverse views. Th e 
IMF would not be able to claim regulatory authority over fi nancial fl ows 
until its members granted it some form of administrative powers in this 
area, and they were unlikely to do so since fi nancial regulation was still 
considered a domestic matter. Any changes in that area would occur in the 
specialized Basel Hub agencies ( Chapter 9 ).      

  5.5     IMF and Financial Liberalization: Appraisal  

   Th e IMF’s advocacy of capital account decontrol during the late 1980s 
and the 1990s occurred during a time when its membership of low- and 
middle-income countries was expanding, and its guidance in this area was 
particularly important. Th e IMF was subsequently blamed for contributing 
to the fi nancial instability that occurred later in the 1990s ( Chapters 6 ,  7 ,  8 ). 
Th e IMF damaged its reputation for impartiality and confi rmed the impres-
sion given during the debt crisis that the organization served the interests 
of private fi nance. 

 Among the specifi c charges levied against the IMF was a lack of theoret-
ical underpinning for its policy guidance (Stiglitz  2000 ,  2008 ).   Th e analogy 
to trade liberalization by Guit í an and others ignores fundamental diff er-
ences between the markets for goods and fi nancial assets.   Financial markets 
assess the profi tability of proposed investments in order to allocate funds 
to their highest returns, adjusted for risk. But informational asymmetries 
between borrowers and lenders can distort the distribution of funds and 
lead to increased volatility in fi nancial fl ows. Th e theory of the “second-best” 
indicates that the existence of market failures may justify the retention of 
some form of government intervention. 

 Moreover, there was scarce empirical support for the proposition that 
capital decontrol promoted growth or lessened consumption volatility. 
  Fischer ( 2003 : 14) admitted that the empirical evidence on the benefi ts of 
capital account liberalization was “weak and disputed.”     A review by Prasad 
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 et al.  ( 2003 ) of fourteen research papers that dealt with the impact of fi nan-
cial integration upon economic growth reported that the majority of the 
papers found no eff ect or a mixed eff ect for developing countries.   Similarly, 
Kose, Prasad, and Terrones ( 2003 ) found that fi nancial openness was asso-
ciated with increased consumption volatility.     

 Why, then, did the IMF promote fi nancial globalization? Th e upper- 
income members who dominated the governance of the IMF were deregu-
lating their own fi nancial sectors during this period, and those who had not 
previously removed restrictions on foreign capital were doing so. Moreover, 
the increases in capital fl ows to emerging markets were welcomed by most 
of those nations. Th erefore, the IMF was responding to the change in the 
views of many members on the benefi ts of fi nancial fl ows. 

   But a social constructivist view points out that capital decontrol was also 
compatible with the views of the IMF’s staff  regarding the purpose of the 
organization. Monitoring fi nancial developments was a logical extension of 
the IMF’s surveillance of macroeconomic policies, and establishing capital 
account liberalization as a goal for its membership would allow the Fund 
to formulate a consistent position in its interactions with its members. 
Moreover, norms were needed to govern the expansion of fi nancial glob-
alization. Th e IMF sought to establish its institutional position as an agent 
with authority over its members’ policies in this area  . 

   Th e IMF’s advocacy of decontrol can also be viewed from a public choice 
perspective. Th e extension of its authority would have increased the duties 
and powers of the IMF’s staff . More resources would have been needed to 
monitor the compliance of member governments with their new obliga-
tions.     Th e Fund would have been able to play a more central role in artic-
ulating international fi nancial norms, which had been the responsibility of 
the BCBS and other Basel agencies.   Paradoxically, while the IMF was not 
able to establish capital market deregulation as a goal for its members, it did 
receive new responsibilities and powers in the fi nancial sphere in the aft er-
math of the Mexican crisis ( Chapter 6 ). 

 But while endorsing the integration of fi nancial markets may have served 
the IMF’s interests, it did not contribute to fi nancial stability. Th e IMF 
ignored the lessons of the 1930s that had been the impetus for the restric-
tions on capital fl ows in the Bretton Woods system. Moreover, the debt cri-
sis had revealed that private fi nancial markets did not function as effi  ciently 
as their promoters claimed, and their imperfections had severe economic 
consequences for the countries involved. Th e European and Mexican crises, 
which we examine in the next chapter, would further demonstrate the risks 
associated with fi nancial globalization.          
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     6 

 Currency Crises   

  Future historians may, in fact, dub this the Age of Currency Crises: never before, 
not even in the interwar period, have currency crises played such a central role 
in world aff airs. . . .Currency crises – both crises that actually do happen and the 
sometimes desperate eff orts of national governments and international agencies 
to head them off  – have become a defi ning force for economic policy in much of 
the world. 

 Krugman ( 2000 :1)  

  Th e wave of fi nancial globalization during the early and mid-1990s was 
accompanied by crises that demonstrated the volatility of capital fl ows. Th is 
chapter describes the European currency crisis of 1992–3 and the Mexican 
crisis of 1994–5. Th ese events revealed that capital infl ows could be quickly 
reversed and pose a threat to fi nancial stability by undermining exchange 
rate commitments. 

   Th e background and outbreak of the European crisis are presented in 
the fi rst section. European governments had formed a fi xed exchange rate 
pact in the 1980s as part of a move toward deeper economic integration 
within the EC and strengthened their ties in the 1990s. But increases in 
German interest rates put pressure on the exchange rate pegs and demon-
strated how fi xed rates and unregulated capital could constrain national 
policies.   Most of the governments subsequently proceeded with the intro-
duction of the euro, although the United Kingdom withdrew from the 
arrangement.   

 Th e next section examines several implications of the crisis. Th e European 
governments dealt with the crisis without the involvement of the IMF, thus 
reinforcing the division between the upper-income countries and other 
members of the Fund. Th e events in Europe also raised questions about the 
IMF’s crisis response policies, as the collapse of the fi xed rates was not due 
to expansionary domestic policies. A new class of currency crisis models, 
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which demonstrated that the expectations of a crisis could be self-fulfi lling 
under some circumstances,   was developed. 

     A very diff erent crisis occurred in Mexico in 1994–5, and these events 
are summarized in the third section. A period of current account defi cits 
fi nanced by capital infl ows was followed by one of capital fl ight in response 
to deteriorating economic and political conditions. Th e Mexican govern-
ment was forced to abandon its exchange rate commitment and faced the 
possibility of defaulting on its debt. Th e IMF collaborated with the United 
States in managing a response to the crisis, which included a relatively large 
amount of credit from the Fund. Th e Mexican economy subsequently made 
a relatively rapid recovery.   

 A number of institutional initiatives that were undertaken in response to 
the Mexican crisis are reviewed in the fourth section. Th e IMF established 
a new arrangement to obtain additional fi nancial resources from its mem-
bers.   Th e G7 called for the development of banking standards by the BCBS, 
while the IMF created data dissemination guidelines and oversaw the adop-
tion of the new codes by the emerging markets and developing countries.   
  Th e IMF’s responsibilities in crisis prevention were enhanced, but the Fund 
shared these new duties with the World Bank and other agencies.   

 Th e last section appraises the IMF’s response to the crisis in Mexico. Th e 
IMF moved quickly in coordination with the United States to deal with 
Mexico’s deteriorating fi nancial position. But some G7 governments criti-
cized the IMF’s program, claiming that it had been designed to assist bond-
holders and other lenders in the United States. Others were concerned about 
the moral hazard implications of the IMF’s crisis management. In addition, 
some of the conditions attached to the IMF’s program with Mexico were 
seen as unnecessarily austere. Many of these charges were to be raised again 
during the East Asian crisis.    

  6.1     ERM  

     Th e fi rst major international fi nancial crisis of the 1990s diff ered from its 
successors in several aspects.  1   First, it involved only European nations, 
unlike the subsequent crises, which occurred in emerging markets. Second, 
the IMF played no role in its resolution. Th e European governments dealt 
with the collapse of their fi xed exchange rates without outside assistance, 
emphasizing the split between the advanced countries and the other 

     1     Eichengreen ( 2008 ) and Gandolfo ( 2002 ) provide overviews of the ERM crises of 
1992–3.  
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members of the IMF. Th ird, the volatility was confi ned to the currency mar-
kets and did not lead to instability in the fi nancial sectors of the European 
countries. Th e situation would be diff erent in the emerging markets. 

 Aft er the collapse of Bretton Woods, the member nations of the European 
Community (EC) sought to establish exchange rate stability on a regional 
basis by tying their currencies to each other through an arrangement known 
as the “snake in the tunnel.” Th e central banks of these countries had dif-
fi culties in maintaining their commitments, and the pact broke down.   In 
1979, however, the EC members agreed to form the European Monetary 
System (EMS), and eight of these countries participated in the Exchange 
Rate Mechanism (ERM), a fi xed exchange rate arrangement  . Bilateral par-
ity exchange rates that could fl uctuate within bands of ±2 ¼  percent were 
established.  2   While the central banks of the ERM members were obliged 
to intervene in the exchange rate markets to maintain the parity rates, the 
rates could be adjusted if there was common agreement.   

 Aft er 1989, there were several changes in the ERM. First, the member 
governments agreed to maintain the fi xed currency values through the use 
of domestic monetary policy.   Second, the EC agreed to replace the EMS with 
a full monetary union and a single currency, to be known as the  euro .   Th ird, 
controls on capital fl ows within the  euro  area were removed.   In addition, 
Spain joined the ERM in 1989, followed by the United Kingdom in 1990 
and Portugal in 1992.     Several countries outside the European Community – 
Austria, Norway, and Sweden – became de facto participants in the exchange 
rate arrangement by pegging their currencies to the West German  deutsche 
mark , the predominant currency in the exchange rate bloc.   

 In 1991, the member governments of the EC met in Maastricht, the 
Netherlands, to plan the transition to a monetary union. Th ey established 
guidelines for national economic policies, including limits on budget defi cits, 
government debt, national infl ation, long-term interest rates, and exchange 
rate volatility.   Th e EC members also agreed to establish a European Central 
Bank (ECB) to administer the new currency and renamed their organiza-
tion the European Union.   

   However, a series of shocks soon threatened the stability of the ERM. 
Aft er the fall of the Berlin Wall and the reunifi cation of Germany, the 
German government sought to foster economic welfare in the former East 
Germany through expenditures on social programs and infrastructure. Th e 
country’s central bank, anxious about the impact on infl ation of the expan-
sionary fi scal policy, raised German interest rates in the summer of 1992. 

     2     Larger bands of ±6% were allowed in special circumstances.  
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Th is move put pressure on the other central banks in the ERM to match the 
German interest rate hike with similar increases in order to preserve their 
fi xed currency values.     In addition, a Danish referendum in June 1992 on 
the Maastricht Treaty resulted in a rejection of the treaty by the Danes and 
raised doubts about the future of the EMS.  3     

   Speculative activity in the currency markets began to mount, refl ect-
ing skepticism about the willingness of the central banks to maintain their 
currency values.   Currency sellers concentrated on Italy and the United 
Kingdom, and George Soros achieved fame (or notoriety) for selling short 
$10 billion of pounds.     Th e Bank of England, concerned by that country’s 
high unemployment rate, initially sought to defend the pound by raising 
interest rates, but continuing reserve losses forced it to exit from the ERM 
in September 1992.   Italy followed and abandoned its support of the  lira .   

   Speculative pressure then mounted against the currencies of other mem-
bers of the ERM. Despite a (narrow) vote by the French public in favor of 
the Maastricht agreements, the French central bank was forced to support 
the  franc  in the face of massive sales in the exchange markets.     Other coun-
tries, including Spain, Portugal, and Ireland, responded to pressure on their 
currencies through devaluations.   By the summer of 1993, fi nance ministers 
of the EMS countries agreed to widen the bands around the parity rates 
substantially, from ±2 ¼  percent to ±15 percent, a tacit suspension of the 
system. 

   Th e ERM crisis of 1992–3 demonstrated the force of the constraint of 
the “impossible trinity.” Once capital controls had been removed, the cen-
tral banks of the EMS no longer could set their interest rates in response 
to domestic conditions. Th e decision by the German central bank to raise 
its interest rates required a matching increase (or some other measure) by 
the other countries if the exchange parity rates were to be maintained. But 
higher interest rates could be accompanied by rising unemployment, which 
was not politically acceptable. Each country had to choose which aspect of 
macroeconomic policy – fi xed exchange rates or monetary autonomy – it 
was willing to sacrifi ce.   

   Th e United Kingdom rejected the constraint of the fi xed exchange rate 
and left  the ERM.     Th e countries that remained in the arrangement pro-
ceeded with their plans to adopt the  euro , and the values of eleven national 
currencies were fi xed against the  euro  at the end of 1998. Th e transition 
to the Eurozone (the area that adopted the  euro ) began the following year 
under the direction of the ECB, and notes and coins were introduced in 

     3     Th e Danes eventually accepted the Maastricht Treaty in a second referendum.  
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2001. Other European countries subsequently sought to adopt the euro, 
including East European countries that joined the EU aft er the disintegra-
tion of the Soviet Union. 

 Th e Europeans, therefore, responded to the breakdown of the Bretton 
Woods system by supporting economic and fi nancial stability on a regional 
basis. Th is model would be studied by countries in other parts of the world 
that also sought to create regional alternatives to the IMF. However, while 
new users of the  euro  had to meet guidelines on their macroeconomic pol-
icies, these rules were not binding once a country entered the Eurozone. 
Subsequent events demonstrated that national policies could threaten the 
viability of the currency arrangements ( Chapter 11 ).      

  6.2     IMF and the ERM Crisis: Appraisal  

   Th e Western European governments in the ERM saw no need to involve the 
IMF in resolving the crisis. Th e number of countries that were involved was 
small, and their governments could negotiate directly without the need of 
an intergovernmental organization. Moreover, by the 1980s these countries 
no longer borrowed from the IMF.  4   

   Th e European countries were not the only advanced economies with 
crises that did not turn to the IMF for assistance. In the United States 
there were widespread failures of savings and loans associations, fi nancial 
intermediaries that had specialized in extending mortgages before being 
deregulated in the early 1980s, and the sector was reorganized in 1989. 
A deterioration in the balance sheets of Japanese banks during the 1990s 
followed asset booms in housing and the stock market that required gov-
ernment intervention to stabilize the system. Several Nordic countries also 
suff ered crises in their banking sectors. Moreover, the continuing appreci-
ation of the U.S. dollar against the Japanese yen during the early 1980s was 
countered by exchange market intervention in 1985 aft er a meeting of the 
G5 fi nance ministers. National policy makers dealt with all these emergen-
cies, collaborating with their peers when necessary, but not involving the 
IMF in their eff orts.   

   One consequence of these developments was that the IMF no longer 
functioned as a credit union, lending to all members. Th e membership of 
the IMF became split between those countries that did not borrow from the 
IMF and those that did. Th is stratifi cation of the IMF membership exac-
erbated the existing division between the richer and poorer nations and 

     4     Portugal borrowed from the IMF during the period of 1982–4, before its membership in 
the EU and while it was classifi ed as a developing economy (Boughton  2001b ).  
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would be a factor in future disagreements over the programs and policies 
of the Fund.   

 Even if the IMF had been asked to help resolve the 1992–3 EMS cri-
sis, it is not clear what measures it would have recommended. Th e crisis 
was not due to expansionary macroeconomic policies, as the IMF’s mod-
els ( Chapter 2 ) and the fi rst-generation currency crisis models ( Chapter 4 ) 
assumed.   While the German government had increased its expenditures, 
its central bank implemented a relatively contractionary monetary pol-
icy and kept infl ation under control.   Similarly, the other European coun-
tries had not engaged in expansionary policies before the crisis took place. 
Consequently, the IMF’s policy models could not explain the root causes of 
the crises or off er policies to resolve them. 

   Th e EMS crisis also resurrected the issue of speculation, which was fre-
quently blamed by politicians as the cause of the crisis. Speculators appeared 
to have played a more active part in bringing about the collapse of the EMS 
than the fi rst-generation models indicated they could. Moreover, their 
activities seem to have been motivated more by doubts regarding future 
policy actions than by current and recent monetary policy.   

   Obstfeld ( 1994 ,  1996 ) pointed out that a speculative attack usually fol-
lowed deterioration in the economic fundamentals of a country with a 
pegged exchange rate, while crises are not likely to occur when economic 
fundamentals are strong. However, he also raised the possibility of a third 
range of circumstances where a crisis is possible but not inevitable.   Obstfeld 
( 1994 ,  1996 ) and others off ered models to analyze the properties of multiple 
equilibria in the exchange rate markets, and these have become known as 
the “second-generation” models of currency crises.  5     

   Krugman ( 1996 ) off ered a reduced form version of the second-generation 
models ( Box 6.1 ).   In the model, the government seeks to minimize a social 
welfare function that includes the deviation between the fi xed rate and that 
desired by the government given the economic fundamentals, the change in 
the exchange rate expected by speculators, and a political cost that would be 
borne if the government broke its exchange rate commitment. If the fi xed 
rate is close to that consistent with the desired rate given the current state 
of the economy and speculators do not expect a devaluation, then the fi xed 
cost of a change in the exchange rate exceeds any benefi t and the govern-
ment maintains the peg. If, on the other hand, the economy deteriorates 
and a change from the current level of the exchange rate would benefi t the 
economy, then the central bank will devalue.  

     5     Jeanne ( 2000 ) off ers a review of this class of models, which he refers to as “escape clause” 
models.  
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  Box 6.1.       Second-Generation Model of Currency Crises 

 Th e government has a loss function (L) that it seeks to minimize:

   L = [a(e*( θ ) –  ẽ ) + b E(Δe)] 2  + C  a, b > 0     (6.1)  

  where e* is the exchange rate, the domestic value of foreign currency, 
preferred by the government given fundamental economic conditions 
as measured by  θ ;  ẽ  is the fi xed exchange rate; E(Δe) is the change in the 
exchange rate expected by speculators; and C is the political cost to the 
government’s credibility of abandoning the peg. 

 Th e determination of e* depends on the state of economy. A high value 
of  θ  signals a strong economy, so the government prefers a low exchange 
rate to minimize infl ation. Conversely, a low value of  θ  represents unfa-
vorable fundamental economic conditions, and the government favors 
a high exchange rate value to raise exports and output. Th e larger the 
gap between the exchange rate that the government would prefer and 
the pegged exchange rate, the larger the social cost. Th e speculators’ 
expected change also enters the loss function: the greater the expectation 
that the exchange rate will be changed, the more diffi  cult it is to maintain 
the exchange rate at the pegged level. 

 Th ere are costs to the government of maintaining the exchange rate 
peg at its current level, but there are also costs to abandoning the peg. If 
the cost is greater than the circumstances that favor a devaluation, then 
the government maintains it. Th is happens if:

   [a(e*( θ ) –  ẽ ) + b E(Δe)] 2  < C     (6.2)  

  If no devaluation is expected by speculators, then it will be optimal for 
the government to maintain the peg as long as the gap between the fi xed 
value and the value desired by the government is not too great, that 
is, the exchange rate the government would like is close to the pegged 
exchange rate. Th is happens if:

   [a(e*( θ ) –  ẽ )] 2  < C     (6.3)  

  However, the government would abandon the peg if the economy dete-
riorated and the gap between the desired exchange rate and the pegged 
value grew:

   [a(e*( θ ) –  ẽ )] 2  > C     (6.4)  

  Th erefore, there are two possible situations: either the government favors 
the existing arrangement or it does not. But with speculative activity, the 
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   Th ere is a third possible case, where the economy is weak but not weak 
enough to justify a devaluation. However, if speculators expect a devalu-
ation to be imminent, their selling can force the government’s hand. Th e 
specifi c causes of a change in the speculators’ expectations, however, are 
not specifi ed, and consequently the timing of a crisis in these models is 
indeterminate.  6     

   Subsequent empirical research sought to determine whether there 
had been currency crises with the characteristics outlined in the 
second-generation models.   Eichengreen, Rose, and Wyplosz ( 1995 : 294) 
examined the record of exchange rate crises in twenty upper-income coun-
tries aft er 1959 and found evidence that governments had brought about 
currency crises through “the reckless pursuit of excessively expansionary 

situation changes. Domestic conditions may themselves not require a 
devaluation, but if speculators expect one, the inequality could turn:

   [a(e*( θ ) –  ẽ ) + b E(Δe)] 2  > C     (6.5)  

  If speculators expect the government to devalue the exchange rate to the 
desired level, then this reduces to:

   [(a + b)(e*( θ ) –  ẽ )] 2  > C     (6.6)  

  When economic fundamentals are strong, therefore, there is no rea-
son to expect the government to abandon the exchange rate peg. On 
the other hand, if economic conditions are weak, then the government 
has an incentive to abandon the fi xed exchange rate regardless of what 
the speculators do. Th e speculators’ expectations reinforce the case for 
a devaluation since it raises the cost to the government of further main-
taining the peg. 

 Th ere may also be an intermediate zone:

   [a(e*( θ ) –  ẽ )] 2  < C < [(a + b)(e*( θ ) –  ẽ ] 2      (6.7)  

  In this case, the government maintains the peg as long as speculators do 
not expect a devaluation. But if the speculators do expect a change, then 
the additional weight of the expected devaluation will bring about the 
devaluation, and expectations become self-fulfi lling.   

  Source:  Krugman ( 1996 ).   

     6     Morris and Shin ( 1998 ) have shown that there exists a unique equilibrium in a currency 
crisis model if there is private information about the fundamental state of the economy.  
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policies.” However, there were also occasions where transitions from fi xed 
exchange rates were not preceded by expansionary monetary or fi scal pol-
icies, and they concluded that “speculative attacks can be a symptom of 
self-fulfi lling attacks, in the sense that markets may believe that the govern-
ment will not resist pressure and will shift  to more expansionary policies as 
it abandons its exchange rate commitment in response to the attack itself ” 
(Eichengreen, Rose and Wyplosz  1995 : 294).   

 Th ese models demonstrate the need for a country to maintain strong 
 fundamentals if it wishes to prevent a crisis. In future years, the govern-
ments of many developing economies would seek to deter speculators by 
accumulating stocks of foreign exchange reserves ( Chapter 9 ). Th e impli-
cations of the second-generation models for the IMF’s role in preventing 
currency crises were not as clear-cut. Th e IMF’s surveillance activities could 
serve to signal that a government has implemented stable policies and that 
its economy possesses strong fundamentals. On the other hand, any discus-
sions of a government with the Fund outside the usual surveillance frame-
work may send the opposite message, even if a government is only pursuing 
options in the event of a future external shock.       

  6.3     Mexico: Crisis  

   Mexico had emerged from the debt crisis of the 1980s with a commitment 
to economic stability and reform.  7   An agreement among the government, 
private fi rms, and the labor unions – the  Pacto  – controlled price and wage 
increases as well as changes in the exchange rate. Th e government con-
trolled movements in the  peso  through an adjustable band that allowed a 
nominal depreciation. During the early 1990s, the government enacted sta-
ble monetary and fi scal policies, and subsequently infl ation fell below 10 
percent by 1993 ( Table 6.1 ).    

   Th e government also sought to liberalize the economy, particularly 
the fi nancial sector, with the active encouragement of the IMF and the 
World Bank (Edwards  1998 , Woods  2006 )  . Controls on lending rates were 
removed, and banks that had been nationalized in 1982 during the debt 
crisis were privatized. Relatively loose capital requirements and weak reg-
ulatory supervision resulted in a rapid expansion of bank credit, which 

     7     For accounts of the Mexican crisis of 1994–5 see Edwards ( 1998 ), Edwards and Na í m 
( 1998 ), Loser and Williams ( 1997 ), Sachs, Tornell, and Velasco ( 1996a , b), and the United 
States General Accountability Offi  ce ( 1996 ), as well as the relevant chapters in Copelovitch 
( 2010 ), De Beaufort Wijnholds ( 2011 ), Isard ( 2005 ), Lamfalussy ( 2000 ), and Montiel 
( 2003a ).  
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grew at an average rate of 40 percent a year during the period of 1991 
through 1993. 

   In addition, restrictions on capital fl ows were removed. Private capi-
tal infl ows rose from $5.8 billion in 1990 to $19.9 billion in 1991, $23.5 
 billion in 1992, and $30.3 billion in 1993. About half of this amount took 
the form of portfolio fl ows.   Foreign investors were encouraged by the gov-
ernment’s liberalization of governmental regulations as well as the passage 
of the North American Free Trade Agreement with Canada and the United 
States, which opened the prospect of expanded export markets.   Th e gov-
ernment sterilized the monetary impact of the infl ows, which contributed 
to the increase in credit, by issuing  peso -denominated debt,  Cetes . 

   Th ese private capital fl ows were large enough to fi nance a current account 
defi cit that reached 8 percent of GDP by 1994. Th is defi cit did not refl ect 
excessive government spending, however, as the government’s budget regis-
tered a small surplus. Instead, a decline in private savings and an apprecia-
tion of the real exchange rate led to a surge in imports, while the anticipated 
rapid increase in exports did not materialize.     

 Mexican offi  cials pointed to the infl ow of foreign funds as evidence of 
foreign confi dence in the government’s policies and the economy’s long-run 
prospects. However, not everyone shared this assessment.   Dornbusch and 
Werner ( 1994 ) pointed to the low growth rate of GDP, which had fallen 
below 2 percent in 1993, and the current account defi cits as signs that the 
real exchange rate was overvalued, despite the nominal depreciation of the 
currency. Th ey called for the government to abandon its procedure for con-
trolling the exchange rate and to devalue the currency by at least 20 percent. 
But their appeal occurred during the year before a presidential election, 
which was not a propitious time for the government to make macroeco-
nomic adjustments.     

 Table 6.1.       Mexico: 1991–1996 

  1991  1992  1993  1994  1995  1996 

GDP growth (%) 4.22 3.63 1.95 4.46 −6.22 5.14
CPI growth (%) 22.66 15.51 9.75 6.97 35.00 34.38
Fiscal surplus/defi cit (% of GDP) 0.00 0.98 0.23 0.00 −0.62 −0.13
Money and quasi-money growth (%) 49.21 23.57 16.90 20.11 31.86 27.01
Domestic credit of banks (% of GDP) 37.82 40.42 41.11 48.97 49.55 37.35
Current account (% of GDP) −4.73 −6.72 −5.80 −7.03 −0.55 −0.75
Short-term debt (% of total reserves) 121.08 127.98 143.32 610.47 218.83 152.81

   Source: World Development Indicators , March 2012  .  
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     An uprising in the southern state of Chiapas in January 1994 raised 
doubts about the stability of the political situation, and these concerns were 
reinforced by the assassination in March of the presidential candidate of 
the ruling political party. Capital infl ows slowed, and the Banco de M é xico 
responded to a wave of selling of the  peso  by drawing upon its reserves of 
dollars. Th e interest rate on the government’s debt, the  Cetes , rose, and the 
government moved to limit the rise and reassure investor fears of a deval-
uation by issuing another type of debt,  Tesobonos , which were linked to 
the value of the dollar. Th e outstanding stock of short-term debt tied to 
exchange values grew rapidly vis- à -vis the central bank’s reserves.   

 Th e election of a new president in August did not resolve the uncertain-
ties, and further negative shocks, including a second political assassination 
in September, added to the unease. Increases in interest rates in the United 
States encouraged capital fl ight out of the country. Reserves continued to 
decline throughout the fall, but the government did not announce any new 
policies to stop the deterioration in its external position. By late December, 
however, central bank reserves had fallen to about $11 billion. Th e author-
ities responded by enlarging the band of permissible exchange rate fl uctua-
tions, but the  peso  immediately reached the limit of the band, and foreign 
reserve holdings fell further.   On December 22, the Banco de M é xico, the 
country’s central bank, announced it would no longer support its currency 
in the foreign exchange markets, and the  peso  collapsed.   

 Th e rapid depreciation of the  peso  alarmed foreign investors, who feared 
that the country would not be able to fulfi ll its debt obligations (Sachs, 
Tornell, and Velasco 1996b). Unlike the situation in 1982, when the govern-
ment could directly negotiate with the banks that had lent to it, the coun-
try’s creditors were now the many foreign holders of Mexican securities. 
Th e diff erential between the rate of return paid on U.S. Treasury bills and 
the  Tesobonos  rose from 1.4 percent in November to 5 percent at the end of 
December, 7 percent in January 1995, and 19 percent the following month. 
Moreover, fears about debt repayment by other Latin American borrowers 
began to spread, and these negative reappraisals led to reductions in capital 
infl ows throughout the region.   Th e extension of the crisis beyond Mexico 
was named the “tequila eff ect.”   8   

     Th e U.S. government initially took the lead in responding to the collapse 
of the  peso , in part because of Mexican concerns that an arrangement with 

     8     Argentina suff ered a decline in output in 1995 in response to the higher interest rates 
that were a consequence of the “tequila eff ect,” although domestic conditions including an 
overvalued exchange rate were also responsible.  
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the IMF would be construed as a sign of weakness (Lustig  1997 ).  9   Th e U.S. 
Treasury Department arranged a fi nancial rescue arrangement with Canada 
and other G10 countries. However, the continuing decline of the  peso  led 
to the realization that additional fi nancial assistance was needed.   Mounting 
political opposition within the United States to the support extended to 
Mexico drove the Clinton administration to turn to the IMF for further 
assistance.   

 Aft er further negotiations, new arrangements with the United States and 
the IMF were formulated. Th e fi nal fi nancial rescue package totaled $48.8 
billion, with $20 billion committed by the United States, an eighteen-month 
IMF SBA arrangement of $17.8 billion, $10 billion from the BIS, and a 
Canadian contribution of $1 billion.  10   Not only was the IMF credit the larg-
est absolute amount ever lent, but it was equal to almost seven times Mexico’s 
quota, thus exceeding the usual borrowing access limits of 100 percent of 
quota in a year and a cumulative limit of 300 percent. In addition, the IMF 
disbursed $7.8 billion when the program was signed, an unusually large 
amount to be “front-loaded” at the beginning of the program.   

 Th e IMF’s fi nancial support was tied to the establishment of a fi scal 
surplus, a wage policy that included limits on nominal wage hikes, limits 
on credit expansion by the central bank, and continuance of the fl oating 
exchange rate regime. Th e program included structural measures as well, 
including the privatization of infrastructure such as railways and ports. Th e 
government also enacted a series of measures to stabilize the banking sec-
tor, including dollar loans to banks with foreign currency liabilities, mea-
sures to increase banks’ capital, and the removal of restrictions to allow 
greater foreign ownership. Th e measures to reform the fi nancial sector were 
costly, and their fi scal cost reached 14.4 percent of GDP for 1997 (Ortiz 
Martinez  1998 ).   

   Th e additional fi nancial support and the announcement of the govern-
ment’s revised economic program fi nally stabilized the situation in March, 
although there was a decline in GDP of 6.2 percent in 1995. Th e current 
account defi cit narrowed to less than 1 percent of GDP, private capital fl ows 
resumed, and the economy grew by 5.1 percent in 1996 and 6.8 percent in 
1997. Th e Mexican government drew only $12.5 billion from the fi nancial 
arrangement it had made with the United States and about three-quarters 

     9     See Ghosh  et al.  ( 2002 ) and Lustig ( 1997 ) on the details of the response of the IMF and the 
United States.  

     10     Th e U.S. Congress did not support the earlier arrangements the Treasury Department 
had made with the Mexican government. President William J. Clinton used his executive 
authority to provide the funds through the Exchange Stabilization Fund.  
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of the amount that the IMF made available. Th e government repaid its 
obligations to the United States and the IMF in advance of the original 
schedule.    

  6.4     Mexico: Aft ermath  

     Th e Mexican crisis was on the agenda when the G7 leaders met at Halifax 
in 1995 (Bayne  2005 ). While the United States had pushed for international 
support in its rescue eff orts, many European nations believed that Mexico’s 
fi nancial crisis was a problem for the U.S. government to resolve. Th e G7 
leaders, however, concurred on the need for new measures to forestall addi-
tional crises and to deal with those that did occur. Th ey called for stronger 
surveillance by the IMF; the establishment of a new emergency fi nanc-
ing mechanism at the Fund with faster access, supported with additional 
fi nancial resources for the IMF; improved cooperation between fi nancial 
regulators; and the investigation of procedures for the resolution of debt 
insolvency.   

   Th e IMF followed up the call to secure more fi nancing by arranging a 
new credit arrangement, the New Arrangements to Borrow (NAB), to sup-
plement the GAB ( Chapter 3 ). Th e membership of the NAB, which was 
established in November 1998, refl ected the growth of the global fi nancial 
markets to include the emerging markets, and the participants include the 
G10 countries, Australia, Austria, Denmark, Finland, Hong Kong, Korea, 
Kuwait, Malaysia, Norway, Saudi Arabia, Singapore, Spain, Sweden, and 
Th ailand. Th ey pledged to provide credit of up to $24 billion that could be 
used to fi nance programs to non-NAB countries.   

   At the 1997 summit meeting in Lyons, the G7 heads of government 
renewed their calls for increased cooperation among the regulators of 
internationally active fi nancial institutions. Th ey also encouraged the adop-
tion of strong prudential standards in emerging markets. Once again, the 
G7 followed a dual track in their treatment of fi nancial regulations.     Th e 
responsibility for devising the new regulations was assigned to the BCSB, 
while the IMF and the World Bank were delegated the task of monitoring 
the compliance of their members with the requirements.   

   In 1997, the BCBS issued its “Core Principles on Banking Supervision,” 
and a methodology for implementing them was published in 1999.  11   Th e 
principles deal with diff erent aspects of banking supervision, including the 

     11     Both the principles and the methodology were revised and reissued in 2006.  
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objectives of supervision, the determination of capital adequacy, the assess-
ment of the diff erent kinds of risk, and relations with supervisors in other 
countries. Implementation was voluntary, but there were incentives to fol-
low the guidelines in the form of international market access, as with the 
Basel I capital requirements.   

   In addition, the IMF took the initiative to create the  Special Data 
Dissemination Standard  and the  General Data Dissemination Standard  aft er 
the Mexican crisis. Th e former provided guidelines for countries in provid-
ing economic and fi nancial data to the international capital markets, while 
the latter provided guidance for national statistical systems. Participation is 
voluntary, and the IMF provides technical assistance to countries in meet-
ing the standards.   

 Implicit in the call for new regulations and standards was the belief that 
providing more timely data would contribute to stability in the interna-
tional fi nancial markets. Th e lack of transparency regarding Mexico’s foreign 
exchange holdings had been blamed for contributing to a loss of confi dence 
among investors. Th e standards, therefore, were intermediate public goods, 
and implementing them would contribute to the IPG of fi nancial stability. 
However, the appropriateness of the standards for the emerging markets 
was questioned (Scott  2007 ).   Moreover, a study later undertaken at the IMF 
found no relationship between bank risk and compliance with the Basel 
Core Principles (Demirg üç -Kunt and Detragiache  2010 ).   

 Th e assignment to the IMF to monitor adherence to the fi nancial bench-
marks represented an expansion of the IMF’s duties.   Th e eff orts by the 
IMF to participate in the task of crisis prevention had been implicit in 
the charge in the revised Article IV to undertake surveillance ( Chapter 3 ), 
but the enforcement of the new standards represented a more concrete 
responsibility.   Th e Fund was willing to undertake this work as it repre-
sented a logical extension of the IMF’s technical expertise, and it expanded 
its mission. 

 While the IMF did not receive the wide-ranging mandate it desired to 
oversee global fi nance markets ( Chapter 5 ), the new standards did provide 
a rationale for monitoring domestic fi nancial developments.   However, the 
IMF shared this responsibility with other IGOs, including the World Bank 
and the Basel Hub agencies that set the standards. International fi nancial 
governance continued to be split, therefore, between the upper-income 
governments that established the fi nancial regulations and emerging mar-
ket nations that needed to accept them to participate in the global fi nancial 
markets.      
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  6.5     IMF and Mexico: Appraisal  

     Th e crisis in Mexico was called by Camdessus ( 1995 ) the “fi rst fi nancial 
crisis of the twenty-fi rst century.”     While the country’s current account def-
icit had been a source of concern, the IMF (like many others) was caught 
by surprise by the collapse of the  peso  and the volatility in the market for 
the country’s sovereign debt.   Th e crisis was the product of an overvalued 
exchange rate and rapid credit expansion by a banking sector that had been 
rapidly liberalized without establishing adequate supervision and regula-
tory reform. When the exchange rate came under speculative pressure, the 
central bank faced the diffi  cult choice of tightening monetary policy to sup-
port the currency at the cost of undermining the fi nancial system, or sup-
porting the banks through credit creation that would weaken its ability to 
maintain the exchange rate (Calvo and Mendoza  1996 ). 

 Was the IMF’s program an appropriate response to the threat to inter-
national stability? Mexico’s debt crisis was viewed as one of illiquidity, not 
insolvency (DeLong, DeLong, and Robinson  1996 , Montiel  2003a ). Under 
such circumstances, a lender of last resort needs to provide suffi  cient credit 
against good collateral to stem a panic. Th e IMF moved relatively rapidly 
and the amount provided was large and timely. Th e “collateral” consisted 
of the country’s good economic fundamentals, which allowed it to recover 
quickly and restore its reputation in the international credit markets. 

 But some of the conditions attached to the IMF’s program were suitable 
for a country that had engaged in expansionary government policies, and 
these circumstances were not relevant in the case of Mexico. Similarly, the 
privatization of public sector enterprises and other structural conditions, 
while perhaps useful for promoting long-term growth, were not necessary 
to resolve the fi nancial crisis facing the country. Th e imposition of relatively 
austere macroeconomic policies and the improper use of structural condi-
tionality would also become issues in the Asian crisis ( Chapter 7 ). 

 Th e subsequent recovery in Mexican GDP and the resumption of private 
capital infl ows were seen as indications that the IMF’s intervention had 
been successful. Th ere were, however, concerns about benefi ciaries of the 
rescue plan. While foreign holders of equity in Mexico, both portfolio and 
direct, suff ered sharp losses, the foreign holders of debt recovered the full 
value of their investments (Lamfalussy  2000 ).   Schwartz ( 1998 : 254) posed 
the question “Is there any doubt that the loan package (for Mexico) was 
designed to pay dollars to Americans and other nationals who invested in 
 Tesobonos  and  Cetes  and dollar-denominated loans to Mexican nonfi nan-
cial fi rms?”   
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   Opposition to the rescue plan refl ected other concerns as well. Within 
the United States there was political resistance to what was viewed as a bail-
out of domestic fi nancial interests.  12   Th e disagreement was based in part on 
the mistaken belief that support of Mexico was at a cost to taxpayers in the 
United States, whereas in reality the U.S. Treasury profi ted from the repay-
ment of loans with interest.   Th e antagonism to the eff orts to assist Mexico 
was also mixed in with opposition to the passage of the North American 
Free Trade Agreement.   

   International discord and a split within the G7 governments arose over 
the use of the IMF by the United States to protect its interests in a neigh-
boring country (Copelovitch  2010 ). Th e United States had moved rapidly 
to obtain the IMF’s assistance to Mexico without consulting the other G7 
nations, and the executive directors of Germany and the United Kingdom 
subsequently abstained from the vote on the program with Mexico. In this 
case, the chief principals were split over how to proceed, and the IMF’s 
intervention placed it on the side of the major power.     

 In addition, there were European concerns regarding the moral hazard 
aspect of the program (Blustein  2001 ). A perception among private inves-
tors that the IMF would protect them from any loss could distort their 
assessment of risk and the provision of credit by lenders. Alternatively, gov-
ernments could discount the risks involved in borrowing for risky purposes 
if they thought the IMF would bail them out. Th e IMF’s support of Mexico 
was later cited as a contributing factor to the Asian crises ( Chapter 7 ).  13   

 It is not clear, however, what policy options the IMF had once the Mexican 
situation deteriorated as far as it did.   A default by the Mexican government 
on its debt obligations would have exacerbated that country’s economic 
situation and worsened the “tequila crisis” among its neighbors.     Th e IMF 
may have been pressured by the United States in responding quickly, but its 
actions were consistent with its obligations under the Articles of Agreement 
to help nations avoid “measures destructive of national or international 
prosperity.”   Th e commitment of substantial funds by the IMF was a sign of 
the Fund’s awareness of the magnitude of the challenge it faced in Mexico. 

     12     Similar opposition arose in the wake of the passage of the Troubled Asset Relief Program 
within the United States in 2008.  

     13       Kamin ( 2004 ) sought to test whether the fi nancial rescue of Mexico lowered investors’ 
concerns by comparing the spread between the rate of return on emerging market bonds 
and U.S. Treasury bonds before and aft er the crisis. If lenders believed aft er the crisis that 
the obligations of emerging markets were relatively safer because of the response by the 
IMF, then the spread should have been lower in the post–1995 period than that predicted 
by fundamental factors. He found, however, little evidence that spreads were lower than 
they would otherwise have been.    
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   Another question that was raised at the time was whether the IMF should 
have foreseen the coming crisis. Th e IMF had not seen a need for reconsid-
eration of Mexico’s exchange rate policy in its Article IV consultations with 
Mexico in early 1994, although it did urge the country to reduce its current 
account defi cit. Aft er the meetings with the Mexican authorities, the IMF 
received limited data on a lagged basis from them. Since Mexico was not 
engaged in a program, the IMF had limited leverage over the government’s 
policies. Th ere was also a reluctance to interfere with a member’s policies 
when they were seen as successful, as they had been viewed before 1994.   

 Th e IMF drew several lessons for its operations from the crisis in Mexico 
(Loser and Williams  1997 ). Th e Fund called for more timely and com-
plete disclosure of information by members and promised more scrutiny 
of fi nancial fl ows. Camdessus ( 1995 ) called for more “pointed and candid 
surveillance” of members’ policies. However, the issue of what the IMF 
could do if a member implemented policies that could lead to instability 
was unresolved.   Camdessus also cited the need for “sound and credible” 
macroeconomic measures to provide stable expectations for the exchange 
rate but did not address the question of how to reconcile exchange rate sta-
bility with unregulated capital fl ows.   

 Th ere was no reason to believe that the conditions that led to the cri-
sis in Mexico were unique to that country. However, the rapid recovery of 
the Mexican economy contributed to a lack of concern about a repetition 
of the events that occurred there. Th e fi nancial markets seemed to regard 
Mexico’s crisis as a transient event due to unique circumstances. But the 
consequences of the combination of fi xed exchange rates and short-term 
capital fl ows would be faced again on an even greater scale in Asia, as the 
next chapter will demonstrate.          
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 Th e Widening Gyre  

     Th e Mexican crisis of 1994–5 proved to be the fi rst of a wave of fi nancial 
catastrophes in emerging market countries that took place during the rest 
of the decade and continued into the next. Th eir occurrence eff ectively 
marked the emerging markets as the “weaker links” in the global fi nancial 
markets. Th is chapter provides an account of the East Asian crisis of 1997–8 
and an appraisal of the IMF’s response, which was tested by the collapses of 
currency pegs and domestic fi nancial systems. 

 Th e East Asian crisis had several distinguishing characteristics. First, it 
was a crisis of the private sector, not sovereign borrowing. Private capital 
fl ows, which contributed to asset booms across the region, left  domestic 
fi nancial sectors with large foreign exposures. Second, the crisis spread rap-
idly across the region, allowing it to be characterized as one “crisis” rather 
than a series of “crises,” although the details diff ered from country to coun-
try. Th ird, there were substantial capital outfl ows from the crisis countries, 
and the IMF had to rewrite its own rules on access limits in order to lend 
very large amounts to the countries that accepted assistance. 

 Th e fi rst section off ers a pr é cis of the background and outbreak of the 
 crisis. Th e East Asian countries had enjoyed rapid growth in the years preced-
ing the crises, in part because of stable macroeconomic policies. But infl ows 
of short-term capital coupled with fi xed exchange rate regimes had left  them 
 vulnerable to reversals of capital movements.   Th e crisis originated in Th ailand, 
where capital outfl ows overwhelmed the eff orts of the central bank to main-
tain the pegged exchange rate. Similar fl ows of capital took place in other East 
Asian countries, refl ecting a pattern of contagion. Th e IMF extended fi nan-
cial support to Th ailand, Indonesia, and South Korea, and other multilateral 
institutions and national governments   gave additional assistance. 

 But the Fund’s programs were criticized on a number of grounds, which 
are summarized in the second section. Th e initial conditions called for 
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contractionary policies that were inappropriate for countries that faced col-
lapses in private expenditures. Th e IMF revised its fi scal projections as the 
extent of the downturn became evident, although it maintained its stance 
on the need for higher interest rates. Th e extensive structural conditional-
ity included in the programs was also seen as unsuitable for dealing with 
fi nancial emergencies. In addition, the IMF’s advocacy of capital account 
deregulation was also blamed for precipitating the crises. Consequently, the 
IMF’s reputation in East Asia was damaged by its position on capital decon-
trol as well as its responses to the crises.    

  7.1     East Asia  

 Th e crisis in East Asia was preceded by a period of rapid growth that lift ed 
incomes and lowered poverty rates.  1     Real GDP increased an annual average 
of 5–10 percent during the three years before the outbreak of the crisis in 
Indonesia, Korea, Malaysia, the Philippines, and Th ailand, the countries in 
the area most aff ected by the fi nancial turbulence, while annual infl ation 
averaged 4–9 percent  .   Th e World Bank called the combination of growth 
with an equitable distribution of its benefi ts the “East Asian Miracle” and 
issued a report (World Bank  1993 ) that attributed the growth to high levels of 
investment and domestic savings, education policies that increased human 
capital, sound macroeconomic management, and in some instances govern-
ment policies designed to foster the development of specifi c industries.  2     

   Th e deregulation of capital fl ows in many of these countries was also 
seen as conducive to economic growth and supportive of the IMF’s policy 
stance on this issue ( Chapter 5 ). Th e rapid economic expansion of these 
countries attracted foreign capital. Net private capital fl ows to the largest 
Asian countries (excluding China)  3   averaged $32 billion a year between 
1991 and 1993, fell to $24 billion in 1994 in the wake of the Mexican cri-
sis, before rising to $38 billion in 1995 and $77 billion the following year 

     1     Th ere is a wide literature devoted to the East Asian fi nancial crisis. Th e overview of the 
main events given here is based on the accounts provided by the Bank for International 
Settlements ( 1998 ,  1999 ), Berg ( 1999 ), Blustein ( 2001 ), Browne, Hellerstein and Little 
( 1998 ), Corsetti, Pesenti, and Roubini ( 1999a , 1999b), De Beaufort Wijnholds ( 2011 ), 
Ghosh  et al.  ( 2002 ), Goldstein ( 1998 ), Grenville ( 2004 ), Hahm and Mishkin ( 2000 ), Isard 
( 2005 ), Montiel ( 2003a ), and Radelet and Sachs ( 1998 ,  2000 ).  

     2     Krugman ( 1994 ) and others, however, attributed Asian growth to the increased use of 
resources such as labor rather than technical progress, and therefore unlikely to continue 
at the same rate.  

     3     India, Indonesia, Republic of Korea, Malaysia, the Philippines, Singapore, Taiwan, and 
Th ailand.  
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(Bank for International Settlements  1998 ). Much of this money consisted 
of bonds denominated in foreign currencies with short-term maturities, 
but there were also loans from international banks. Th e rise in infl ows was 
attributed to high economic growth, fi nancial deregulation accompanied 
by lax supervision, pegged exchange rates that reduced risk for investors, 
and government incentives to encourage foreign borrowing (Radelet and 
Sachs  2000 ).   

   One eff ect of the infl ows of fi nancial capital was a rapid expansion of 
bank credit in the recipient countries, which contributed to their economic 
growth. Th   e average annual increase in bank credit to the private sector 
during the period of 1990 through 1997 ranged from 12 percent in Korea 
to 16 percent in Malaysia and 18 percent in Indonesia, the Philippines, and 
Th ailand (Bank for International Settlements  1998 ).   Th e short-term loans 
the domestic banks received were used to fi nance long-term credits to their 
borrowers, thus producing maturity mismatches on the banks’ balance 
sheets. In addition, the banks oft en lent in their domestic currencies, thus 
exposing their balance sheets to currency mismatches as well. Moreover, 
the domestic fi nancial institutions were oft en “undercapitalized and poorly 
regulated” (Berg  1999 : 9). As a result, the expansion of credit left  the banks 
and other fi nancial institutions highly vulnerable to economic downturns 
or reversals of foreign capital. But there were no political incentives to slow 
the boom in private spending, and the events in Mexico were disregarded 
as the governments of the Asian countries had not incurred large amounts 
of debt.   

   Th e fi rst signs of economic and fi nancial distress appeared in Th ailand 
( Table 7.1 ). Th e government had encouraged capital infl ows to establish the 
country as a regional fi nancial center. Much of this borrowing was short-
term, and the amount of short-term debt exceeded the country’s foreign 
exchange reserves by 1995. Th e domestic fi nancial sector rapidly expanded 
its lending activities, particularly the fi nance companies, which provided 
funds for real estate development. Th e increase in fi nancial activity led to 
run-ups in stock prices and property values.    

 Th e central bank had tied the value of the domestic currency, the  baht , 
to the dollar. When the dollar began to rise against the Japanese  yen  in 
1995, the accompanying increase in the value of the  baht  contributed to a 
slowdown in Th ailand’s exports.   Economic growth fell from 9.3 percent in 
1995 to 5.9 percent in 1996, while the current account defi cit grew to 8.1 
percent of GDP.   Stock and property prices declined, weakening the posi-
tion of fi rms in the fi nancial sector.   Th e Bank of Th ailand initially sought 
to stabilize the fi nancial sector by lending to the distressed institutions, but 
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increasing losses compelled the authorities to take over or arrange the pri-
vate takeover of failing banks and fi nancial fi rms.   

 Th e weakening position of the Th ai economy was not unnoticed. Aft er 
the crises in Europe and Mexico, foreign investors were aware of the fra-
gility of exchange rate defenses.   Sales of the  baht  in the foreign exchange 
markets escalated, and the Bank of Th ailand was forced to support the 
domestic currency  . Th e central bank’s intervention included unpublicized 
transactions in the forward market, which eff ectively lowered the amount 
of foreign exchange reserves available to the central bank. 

 Th e IMF was also aware of the deterioration in Th ailand’s fi nancial 
position. It had been criticized for not anticipating the Mexican crisis of 
1994–5 and in response had improved its abilities to monitor global mar-
kets (Blustein  2001 ). Th e IMF was also more willing to draw the attention of 
national authorities to increases in potential fi nancial instability.   In January 
1997, Managing Director Camdessus wrote a letter to the Th ai fi nance min-
ister expressing the Fund’s concern and urging adoption of a more fl exible 
exchange rate regime to allow a controlled depreciation of the currency.     Th e 
IMF mission that went to Th ailand in March for an Article IV consultation 
reiterated that message, as did First Deputy Managing Director Fischer dur-
ing a visit in May.   But the Fund could not compel the government to revise 
its policies, and there was no domestic constituency to advocate changes in 
practices that had seemingly served the country well. 

 In June, however, the pace of selling of the  baht  accelerated. Th e central 
bank abandoned its support of the currency in July, and the government 
turned to the IMF for assistance.   In August the IMF approved an SBA of 
$4 billion, which represented 505 percent of Th ailand’s quota at the Fund, 
with additional fi nancing of $13 billion from Japan as well as the World 
Bank and the Asian Development Bank.   Th e program’s conditions included 

 Table 7.1.       Th ailand: 1994–1999 

  1994  1995  1996  1997  1998  1999 

GDP growth (%) 8.99 9.24 5.90 −1.37 −10.51 4.45
CPI growth (%) 5.05 5.82 5.81 5.63 7.99 0.28
Cash surplus/defi cit (% of GDP) NA NA NA NA NA NA
Money and quasi-money growth (%) 10.69 17.74 10.62 19.55 10.07 3.80
Domestic credit of banks (% of GDP) 130.68 141.32 146.36 177.58 176.75 155.78
Current account (% of GDP) −5.58 −8.08 −8.07 −2.00 12.73 10.16
Short-term debt (% of total reserves) 96.36 119.37 123.47 140.67 100.42 67.33

   Source: World Development Indicators , March 2012  .  
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the restructuring of the fi nancial sector through the closure of insol-
vent  institutions, fi scal measures to produce a budget surplus, and higher 
 interest rates. 

 Th e announcement of the IMF program did not stop the decline in the 
value of the  baht , and this drop was reinforced by the disclosure of the cen-
tral bank’s activities in the forward currency market that drained reserves. 
Th e continuing fall of the currency led to adjustments in the IMF’s program 
in November, although the program continued to include projections of a 
fi scal surplus. But declines in output during the last quarter of 1997 and the 
beginning of the following year forced a major modifi cation of the program 
in the fi rst half of 1998 to allow a fi scal defi cit of 2 percent of GDP (subse-
quently raised to 3 percent), lower interest rates, and a strengthening of the 
social safety net.   

     Aft er the Th ai devaluation in July 1997, the currencies of other East 
Asian economies came under pressure, particularly the Indonesian  rupiah , 
the Philippine  peso , and the Malaysian  ringgit .   Indonesia had established a 
strong economic record, with economic growth averaging 8 percent in the 
period of 1994–6 ( Table 7.2 ). Th e country had also been the recipient of 
capital infl ows, which were oft en allocated directly to domestic borrowers 
rather than being intermediated by domestic banks.   Many of the concerns 
that had been raised about Th ailand before the crisis were absent in the case 
of Indonesia, in part because of its budget position and small (but growing) 
current account defi cit.   However, the ratio of its short-term debt to foreign 
exchange reserves exceeded Th ailand’s.    

 Th e government initially raised interest rates to prop up the currency 
but lowered them because of fears of a fi nancial collapse and allowed the 
 rupiah  to fl oat in August.   Speculative pressures grew in October, in part 
due to uncertainty about whether President Suharto, who had been in offi  ce 

 Table 7.2.       Indonesia: 1994–1999 

  1994  1995  1996  1997  1998  1999 

GDP growth (%) 7.54 8.40 7.64 4.70 −13.13 0.79
CPI growth (%) 8.52 9.43 7.97 6.23 58.39 20.49
Cash surplus/defi cit (% of GDP) 2.83 1.72 1.98 1.32 −1.84 −3.68
Money and quasi-money growth (%) 20.20 27.52 27.08 25.25 62.76 12.23
Domestic credit of banks (% of GDP) 50.58 51.82 54.02 59.55 59.93 62.07
Current account (% of GDP) −1.58 −3.18 −3.37 −2.27 4.29 4.13
Short-term debt (% of total reserves) 146.06 174.18 166.17 187.94 85.20 73.25

   Source: World Development Indicators , March 2012  .  
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since 1967, would seek another term in offi  ce. Th e president’s family and his 
friends had used their positions to establish extensive business enterprises 
with government support, and these could be threatened by a successor’s 
reforms  . 

   A three-year SBA was announced in November, with the Fund providing 
$10 billion, equal in value to 490 percent of the country’s quota, and other 
governments and multilateral agencies contributing an additional $26 bil-
lion.   Th e program’s policy measures included a fi scal surplus and tight mon-
etary policy to defend the  rupiah . Th e Indonesian government also agreed 
to restructure the fi nancial sector and subsequently closed sixteen banks in 
an attempt to improve the viability of the banking sector. However, nervous 
depositors withdrew their deposits from all private banks, and domestic 
fi rms defaulted on their obligations to foreign and domestic lenders. Th e 
central bank sought to support the fi nancial system by providing additional 
credit, which only contributed to the pressure on the  rupiah . 

   Aft er further negotiations, a revised Letter of Intent was signed in January.   
  Th e new agreement included a restructuring program for the banks, and it 
extended the provisions of the previous agreement to incorporate a wide 
range of structural conditions, including the termination of government 
support for businesses owned by Suharto’s family and associates, and the 
abolition of subsidies on consumer goods.   A widely circulated photograph 
of IMF Director Camdessus standing with arms folded while President 
Suharto signed the new agreement contributed to a perception that the IMF 
was imposing its policies of austerity on the country.   

 But President Suharto, who was reelected in March, showed little willing-
ness to implement the conditions of the program. For a time the president 
showed an interest in a proposal to adopt a currency board, which would 
tie the quantity of  rupiah  in circulation to the amount of foreign exchange 
reserves held by the central bank. He backed away from the new currency 
arrangement in the face of opposition by the IMF and foreign leaders. 

 Th e increases in food and fuel prices that followed the removal of sub-
sidies led to civil unrest and demonstrations. A revision in the agreement 
with the IMF in April contained some concessions in the timing of the ces-
sation of subsidies, but President Suharto was not able to retain power and 
resigned from offi  ce in May.   Th e continuing social and political unrest was 
accompanied by a severe economic contraction.   In August, the SBA with 
the IMF was replaced by an EFF.     

     Th e Philippines lagged behind its neighbors in economic performance 
during the 1990s ( Table 7.3 ). But while the country had experienced cur-
rent account defi cits in the period before the crisis, its short-term debt to 



East Asia 111

reserves coverage had not exceeded 100 percent. Moreover, asset prices had 
not escalated as sharply as they had in other countries, and the major banks 
were in a relatively stronger fi nancial position.      

 When its currency came under pressure aft er the devaluation of the Th ai 
 baht , the central bank initially tightened monetary policy but soon aban-
doned its de facto peg to the dollar. Th e IMF agreed to an extension of an 
existing program in July with credit of $1 billion, which represented 119 
percent of its quota, with an additional $450 million from other sources. Th e 
program included macroeconomic and structural policies designed to sta-
bilize the currency. In this case, the  peso ’s decline eased aft er the announce-
ment of the program. Th e central bank was able to lower interest rates while 
fi scal policy was eased to allow a defi cit. Th e installation of a new president 
in June 1998 did not throw the program off  course, and the almost-zero 
growth the economy recorded for that year was substantially better than the 
substantial declines recorded in the other crisis countries.   

     Korea was another country with a record of strong growth with mod-
erate infl ation and small fi scal surpluses ( Table 7.4 ). Much of the export 
growth was due to the  chaebols , conglomerates that were fi nanced by 
domestic banks that themselves had borrowed extensively from foreign 
banks. Th e government had used the fi nancial sector to promote economic 
development and blocked FDI to encourage domestic industrialization. A 
slowdown in exports in the mid-1990s led to a growing current account 
defi cit and contributed to weak corporate performance. Several of the 
 chaebols  failed during the fi rst half of 1997, exposing the fragility of the 
fi nancial sector.      

 Korea was at fi rst relatively untouched by the fi nancial turbulence that 
had erupted in Southeast Asia.   However, a devaluation of the Taiwanese 
currency, the New Taiwan dollar, and a speculative attack on the Hong Kong 

 Table 7.3.       Philippines: 1994–1999 

  1994  1995  1996  1997  1998  1999 

GDP growth (%) 4.39 4.68 5.85 5.19 −0.58 3.08
CPI growth (%) 8.36 6.71 7.51 5.59 9.27 5.95
Cash surplus/defi cit (% of GDP) NA NA NA NA NA NA
Money and quasi-money growth (%) 26.73 23.87 23.73 23.11 8.57 16.88
Domestic credit of banks (% of GDP) 48.05 55.74 67.92 78.54 63.28 58.93
Current account (% of GDP) −4.60 −2.67 −4.77 −5.28 2.14 −3.46
Short-term debt (% of total reserves) 79.98 67.85 67.68 134.87 54.04 32.84

   Source: World Development Indicators , March 2012  .  
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dollar in October raised doubts about Korea’s ability to maintain the value 
of its currency, the  won .     Th e failure of the government to win passage of a 
bill to deal with the debt of the banks further shook foreign confi dence, and 
the Bank of Korea’s foreign exchange reserves rapidly declined.   Th e central 
bank’s situation was more precarious than perceived at the time, since it had 
committed some of its reserves to the foreign branches of Korean banks to 
be used to meet demands for payment by foreign creditors (Berg  1999 ). 

   In November the Bank of Korea abandoned its support of the  won  and 
the government applied for an SBA from the IMF  . Th e agreement with the 
IMF for $21 billion represented 1,939 percent of the country’s quota, with 
another $37 billion from other sources, and was the largest amount the IMF 
had ever committed to one country.   Th e IMF could disburse the exception-
ally large amount through a provision in its guidelines that accounted for 
exceptional circumstances, but it was understood that the drawings would 
subsequently be converted to a new program, the Supplemental Reserve 
Facility (SRF).   

 Th e program’s conditions included a tightening of monetary and fi scal 
policies, liberalization of trade and capital fl ows, and permission for foreign 
fi nancial institutions to enter domestic markets. However, the agreement 
did not ease the concerns about the renewal of short-term loans that were 
due at the end of the month.   Th e election of a new president, Kim Dae Jung, 
also raised fears about the implementation of the program.   In response, 
the Korean government agreed to speed up reform measures, including 
the lift ing of capital account restrictions, and the IMF approved the imme-
diate disbursal of $2 billion of the credit that had been committed in the 
original agreement.   Moreover, the IMF and the U.S. government urged 
private international banks to roll over their loans to Korea  . Aft er intense 

 Table 7.4.       South Korea: 1994–1999 

  1994  1995  1996  1997  1998  1999 

GDP growth (%) 8.54 9.17 7.00 4.65 −6.85 9.49
CPI growth (%) 6.26 4.48 4.92 4.45 7.51 0.81
Cash surplus/defi cit (% of GDP) 2.12 2.45 2.60 2.64 1.25 1.33
Money and quasi-money growth (%) 18.68 15.59 15.83 14.14 27.03 27.38
Domestic credit of banks (% of GDP) 51.58 50.19 53.59 59.33 67.03 72.18
Current account (% of GDP) −0.83 −1.55 −4.12 −1.58 12.35 5.50
Short-term debt (% of foreign 

exchange reserves)
227.48 240.58 279.75 309.82 59.24 NA 

   Sources: World Development Indicators , March 2012; Hahm and Mishkin ( 2000 )  .  
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negotiations, the banks agreed in early January to a voluntary rescheduling 
of short-term loans equal to $22 billion (Ghosh  et al .  2002 ), and the pres-
sure on the  won  eased. 

 Th e sharp fall in Korean output and widespread corporate bankruptcies 
resulted in a new program with the IMF in February. Th e fi scal target was 
lowered from a surplus of 0.2 percent of GDP to a defi cit of 0.8 percent, and 
further fi nancial liberalization measures were stipulated. Monetary policy 
was left  unchanged, however, as a result of concerns about the  won .   

   Th e government of Malaysia chose a diff erent course in addressing its 
crisis, which came to a head later than those of the other East Asian coun-
tries. Its average annual growth rate had been an impressive 9.7 percent 
during the three years before the crisis ( Table 7.5 ). Prices increased at an 
average rate of 3.6 percent during this period, and the government’s budgets 
had been in surplus. While the current account had registered defi cits aver-
aging 6.8 percent of GDP, the country’s ratio of short-term debt to reserves 
was substantially lower than those of the other crisis countries.    

 Th e Malaysians initially sought to counter the downward pressure on 
their currency, the  ringgit , aft er the Th ai devaluation but subsequently 
allowed the currency to fl oat. Th e   Malaysian prime minister, Mahathir 
Mohamad, publicly blamed speculators such as George Soros for the fi nan-
cial turbulence in the region.   However, the government enacted policies, 
including high interest rates, that were consistent with IMF remedies and 
were characterized as “an IMF package without the IMF” (Haggard  2000 : 
61). Th e government also adopted regulatory measures to strengthen the 
fi nancial sector. 

 In September 1998, the authorities adopted a new approach. Th e govern-
ment imposed controls on capital outfl ows, reestablished a pegged exchange 
rate, and limited off shore currency transactions. By controlling capital fl ows 

 Table 7.5.       Malaysia: 1994–1999 

  1994  1995  1996  1997  1998  1999 

GDP growth (%) 9.21 9.83 10.00 7.32 −7.36 6.14
CPI growth (%) 3.72 3.45 3.49 2.66 5.27 2.74
Cash surplus/defi cit (% of GDP) NA NA 1.45 2.92 −0.82 −3.83
Money and quasi-money growth (%) 11.51 18.53 18.48 16.04 0.23 12.10
Domestic credit of banks (% of GDP) 112.22 126.71 142.42 163.35 162.13 150.11
Current account (% of GDP) −6.07 −9.73 −4.42 −5.93 13.20 15.92
Short-term debt (% of total reserves) 23.50 29.45 39.68 69.58 32.28 19.44

   Source: World Development Indicators , March 2012  .  
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it regained its ability to use macroeconomic policies for domestic stabiliza-
tion. Th e central bank lowered interest rates, and the government enacted 
expansionary fi scal policies in order to arrest the economic decline. 

 Th e government was severely criticized for placing restrictions on cap-
ital outfl ows, and there were predictions that foreign fi rms and investors 
would never return to the country. But once the controls were removed in 
response to the improving economic conditions, capital infl ows resumed. 
  Malaysia’s experience was subsequently cited by some as evidence that capi-
tal controls could be an eff ective crisis emergency measure, and an example 
of a heterodox alternative to the IMF’s policies.     

   Th e fi nancial and economic turmoil that began in the summer of 1997 
continued through the following year.   Th e rate of currency depreciation as 
measured by the domestic currency value of the U.S. dollar by February was 
more than 50 percent for the Korean and Th ai currencies, and more than 
200 percent for the Indonesian  ringgit  (Bank for International Settlements 
 1998 ).   Net private capital fl ows to Asian emerging markets became out-
fl ows of $45 billion in 1997 and $69 billion the following year (Bank for 
International Settlements  1999 ).   Output fell in the crisis countries, partic-
ularly Indonesia and Th ailand.     Current account defi cits swung into sur-
pluses, in part because of the drop in the demand for imports as incomes 
collapsed. One positive note was the subdued response of infl ation to the 
currency depreciations, with the exception of an escalation in price rises in 
Indonesia. Th e restraint refl ected the collapse in private demand and falling 
wages throughout the region.   

 Th e economic contraction bottomed out in the second half of 1998, and 
growth resumed in 1999 in all the countries except Indonesia, where polit-
ical uncertainty continued to slow recovery. Th e economic revival refl ected 
increasing exports and a pickup in domestic demand. However, the decline 
in private investment expenditures that occurred during the crisis was 
never fully recovered, resulting in a permanent loss of output (Cerra and 
Saxena  2005 ).   Th e cumulative output loss fi ve years aft er the crisis was esti-
mated at 23 percent for the Philippines, 40 percent for Korea, 67 percent for 
Malaysia, 90 percent for Th ailand, and 109 percent for Indonesia (Mussa 
 et al .  2000 ).     

   Th e G7 leaders met in Denver in June 1997 before the scope of the crisis 
was clear, and their fi nal communiqu é  made no mention of it. But at their 
next meeting in Birmingham in June 1998 they endorsed a series of reform 
measures proposed by their fi nance ministers. Th ese included increasing 
transparency, using an orderly approach to capital account liberalization, 
strengthening national regulatory systems, developing measures to ensure 



IMF and East Asia: Appraisal 115

the resolution of fi nancial crises with the involvement of the private sector, 
and enhancing the role of the IFIs and their cooperation with the interna-
tional regulatory groups (Bayne  2005 ). Many of these proposals, however, 
were overtaken by the outbreak of new crises ( Chapter 8 ).    

  7.2     IMF and East Asia: Appraisal  

     Th e IMF faced immediate opposition to its policies in the East Asian cri-
sis. Th e criticisms were not only from the governments of the countries 
with Fund programs but also from economists outside Asia. Th eir objec-
tions were leveled at the Fund’s analysis of the nature of the crisis, its mac-
roeconomic policy conditions, and its use of structural conditionality. In 
 addition, the IMF’s policy stance regarding the decontrol of capital fl ows in 
the period leading up to the outbreak of the crisis was faulted ( Chapter 6 ). 

 Th e crisis was widely attributed to misaligned exchange rates and bal-
ance sheet problems due to nonperforming loans and mismatched matu-
rity and currency exposures (Dornbusch  2001 ). Th e current accounts of the 
countries most aff ected had recorded small surpluses, with the exception 
of Th ailand.   However, they had accumulated short-run debt that left  them 
susceptible to rapid outfl ows of capital – sudden stops – that overwhelmed 
the ability of their central banks to defend their exchange rate values and 
triggered currency crises.     

   Th e withdrawal of foreign funds also disrupted the domestic banking 
sector. Th e experience of the East Asian countries demonstrated that the 
occurrence of a banking crisis with a currency crisis – a twin crisis – exac-
erbates the impact of the currency crisis on the economy (Kaminsky and 
Reinhart  1999 ). Th ese crises oft en take place aft er a shock to the fi nancial 
sector due to fi nancial liberalization or increased access to international 
capital markets. Th e banking crisis usually precedes the currency crisis, but 
the latter deepens the impact of the former, creating a “vicious cycle.”  4     

   Th e conditions that led to the outbreak of twin crises were explored in 
what were called “third-generation” models. Th e third-generation models 
diff ered from the fi rst- and second-generation models in their incorpo-
ration of the domestic fi nancial sectors in the transmission of instability. 
Th e increase in the liabilities of banks and fi rms poses a source of poten-
tial fragility, particularly when they are denominated in foreign currencies. 
Capital outfl ows and currency depreciations left  domestic borrowers unable 
to meet their obligations and resulted in a breakdown of the fi nancial system. 

     4     See also Glick and Hutchison ( 2001 ) and Hutchison and Noy ( 2005 ) on twin crises.  
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Th e government plays a smaller and more passive role in the events leading 
up to the eruption of a crisis than it does in the fi rst- and second-generation 
models. Th ese circumstances were particularly likely to occur in the emerg-
ing market economies, since their fi nancial sectors oft en lacked institutional 
mechanisms to deal with excessive volatility. 

 In some of these models (Corsetti, Pesenti, and Roubini  1999a ), moral 
hazard is the root cause of the crisis. Domestic fi rms borrow in the interna-
tional markets to fi nance risky projects because they believe their govern-
ments will bail them out if their ventures fail. When foreign creditors cut off  
the supply of credit, the domestic borrowers turn to the government to be 
bailed out. Private liabilities become public debt, and expectations of cen-
tral bank intervention trigger a currency crisis. In the case of the Asian cri-
sis, capital infl ows had fueled asset bubbles (Sarno and Taylor  1999 ). Once 
the bubbles burst, fi nancial intermediaries failed and private capital fl ed, 
further depressing asset prices. 

 Other third-generation models treat the crises as coordination failures, 
similar to bank runs (Chang and Velasco  2000 ). Foreign creditors and 
domestic depositors deposit funds at domestic banks, which invest money 
in long-term illiquid assets. If all the depositors seek to withdraw their funds, 
the bank will not be able to satisfy the demands of the foreign lenders for 
foreign currency and the institution will close if it does not receive outside 
assistance. Th e run is self-fulfi lling, and illiquidity results in insolvency. 

 Under these circumstances, the policies of governmental austerity initially 
urged by the IMF in the Asian crisis only deepened the adverse economic 
impact of the initial shock. While reductions in government expenditures 
and credit creation were consistent with the fi rst- and second-generation 
models, the East Asian countries had records of budget surpluses, and con-
tractionary fi scal policies would have aggravated the impact of the collapse 
in the private sector (Radelet and Sachs  2000 ). Similarly, some claimed 
that higher interest rates brought about increased bankruptcy rates among 
 borrowers and increased the incidence of bank failures (Furman and 
Stiglitz  1998 ).   

   Th e IMF later defended its policy recommendations in the crisis coun-
tries (Boorman  et al.   2000 ). Th e staff  pointed out that their original fi scal 
targets were based on the need to raise public savings to off set private cap-
ital outfl ows. But the IMF admitted that these targets were based on overly 
optimistic projections of output growth, and the Fund changed its  fi scal 
policy projections during the crisis in response to changing  conditions.   
  With respect to contractionary monetary policies, the IMF (Ghosh  et al.  
 2002 ) claimed that there was little evidence to substantiate the assertion 
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that tighter monetary policy was responsible for the declines in income. On 
the other hand, the IMF asserted, monetary policy was relatively successful 
in containing infl ation and stemming capital outfl ows.  5     

   Th e inclusion of multiple structural conditions in the programs for the 
Asian countries was also challenged. Th e number of policy conditions in 
the Asian programs was very large, particularly in the Indonesian program, 
which had 140 structural policy conditions (Goldstein  2003 ).   Th e inclu-
sion of a broad range of structural conditions in the IMF’s programs was 
attributed to the infl uence of the IMF’s principal members, particularly the 
United States (Corden  2001 , Goldstein  2003 ). Th is perception damaged the 
reputation of the IMF in the Asian countries and contributed to the percep-
tion that the IMF was used by the United States and other upper-income 
nations to promote their commercial and fi nancial interests.   

 Th ere were several objections to the use of structural conditionality. First, 
many of the conditions included in the programs were in areas outside the 
IMF’s expertise in macroeconomics. Second, in many cases there was lim-
ited domestic political support for structural conditions, which were viewed 
as an infringement of national sovereignty. Consequently, there was a lack of 
country “ownership” of the policies. Th ird, there was a lack of evidence con-
necting many of the structural conditions to increased growth.   Countries 
that had established strong records of growth in the past, such as Taiwan 
and Korea, had allowed domestic fi rms to develop before opening up their 
economies to foreign competition, thus raising doubts regarding the need 
for rapid trade liberalization.     Boughton (2001b: 590) admitted that “there 
was no generally accepted model or paradigm linking specifi c structural 
policies either to macroeconomic performance or to external viability.” 

 Th e IMF defended its use of structural conditions to resolve the crisis. 
  Fischer ( 1998 : 105), for example, claimed that “fi nancial sector and other 
structural reforms are vital to the reform programs of Th ailand, Indonesia, 
and Korea. . . . IMF lending to these counties would serve no purpose if 
these problems were not addressed.”     Similarly, Boorman  et al.  ( 2000 ) sug-
gested that postponing the restructuring of the fi nancial sector would have 
led to a deepening of the crisis.   However, these arguments did not rebut the 
proposition that many conditions were not directly related to the origins or 
the resolution of the crisis.  6       

     5       Corden ( 2001 : 56), who reviewed the use of interest rates to defend currency values, con-
cluded that the expected exchange rate response occurred in Th ailand and Korea, but 
not in Indonesia. Montiel ( 2003b ) examined the empirical literature on the eff ect of tight 
money on exchange rates and concluded that there is no evidence of a systemic impact.    

     6     See  Chapter 9  on changes in the Fund’s use of structural conditionality.  
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   Some of the harshest criticisms of the IMF were from those, such as   Desai 
( 2003 ) and Stiglitz ( 2002 ), who held the IMF responsible for the outbreak 
of the crisis in its encouragement of the liberalization of capital accounts 
( Chapter 5 ).   Th e IMF was blamed for advocating capital account decontrol 
before countries possessed adequate regulatory structures (Wade  1998 ). 
  Th e push for liberalization was attributed to the infl uence of what Bhagwati 
( 1998 ) termed the “Wall Street–Treasury” complex and contributed to the 
perception that the United States determined IMF policies.     

   Another line of criticism was advanced by those who thought that the 
IMF’s actions contributed to the occurrence of fi nancial crises through 
moral hazard (Calomiris  1998 , Meltzer  1998 ). Th ese critics claimed that the 
Fund’s support of the Mexican government in 1995 set the stage for the East 
Asian crisis, as foreign investors came to believe that the IMF would rescue 
them from the consequences of risky lending ( Chapter 6 ). Moreover, the 
IMF’s lending programs delayed the implementation of necessary domestic 
reform measures.   

   Th e crisis had one institutional consequence for the IMF: the establish-
ment of the SRF. Th e IMF realized that the scale of capital outfl ows during 
a crisis and the resulting need for emergency assistance dwarfed the IMF’s 
usual access limits. Th e new facility allowed it to provide signifi cantly larger 
amounts of credit to countries with volatile capital accounts.   Th e activation 
of the SRF was tied to the existence of an SBA or EFF, but its amount was 
not bound by the usual access limits on the SBAs and EFFs  . However, the 
creation of the SRF was also a tacit admission that the catalytic eff ect of tra-
ditional IMF programs on private capital fl ows was insuffi  cient to provide 
adequate fi nancing to countries with balance of payments disequilibria.   

   Another initiative was less successful. An attempt to establish an Asian 
alternative to the IMF was made during the East Asian crisis, when 
Japanese fi nancial offi  cials proposed the creation of an Asian Monetary 
Fund (Blustein  2001 , Lipsey  2003 ). Th e Japanese proposal was based in part 
on the perception that the United States was not willing to take as active a 
role in addressing that crisis, including endorsement of IMF assistance to 
the crisis nations, as it had in the case of Mexico. Th e plan called for the 
establishment of a $100 billion fund with contributions from ten East Asian 
countries. Th e plan was opposed by the United States because of moral haz-
ard concerns and fears that the new body would duplicate the IMF’s activi-
ties (Lipsey 2003). Th e Japanese subsequently withdrew their plan, but the 
idea of a regional organization would be resurrected in the future.   

 Th e IMF paid a high price for its actions in East Asia. Th e countries that 
adopted Fund programs believed that the attached conditions were harsher 
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than circumstances justifi ed and inappropriate given the nature of the 
 crisis.   Th e structural conditions were seen as unnecessary and driven by 
U.S. fi rms and investors who sought to take advantage of the crisis to obtain 
Asian assets at “fi re sale” prices.   Th e imposition of these conditions was 
taken as additional evidence that the IMF’s policies favored the interests of 
foreign investors. 

   Th e fact that China and India, each with extensive capital control pol-
icies, were not aff ected by the crisis was widely noted, as was Malaysia’s 
experience with controls on outfl ows.     Th e events in East Asia led to a 
reassessment of the arguments in favor of capital account decontrol and 
brought about the withdrawal of the proposed amendment to the Articles 
of Agreement ( Chapter 5 ).   Th e lessons drawn by the East Asian nations 
from the events of 1997–8 would determine many of their policy choices 
in future years ( Chapter 9 ). Moreover, the next chapter shows how the vol-
atility in the Asian fi nancial markets contributed to further crises in other 
emerging market nations.          
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     8 

 Fiscal Follies  

   Th e impact of the East Asian crisis rippled across other emerging market 
nations that had borrowed in the international capital markets. Unlike the 
Asian crisis, these crises primarily involved the public sector. Lenders reas-
sessed the ability of governments to meet their obligations and maintain 
their exchange rate commitments. Capital outfl ows led to more crises as 
sovereign borrowers defaulted on their debt and currency crises led to large 
devaluations. Th e IMF was active in managing the response to the emer-
gencies but was hampered in some cases during the precrisis periods by the 
political aims of its principal members. Th is chapter provides an overview 
of the events leading up to the crises in Russia, Brazil, and Argentina, and 
how the IMF responded. 

   Th e fi rst section summarizes the record of the Russian economy before 
its crisis in 1998 and its deterioration.   Th e G7 leaders had supported Russia’s 
movement to a market economy and given the IMF and the World Bank 
the task of facilitating the transition  . Th e Russian government successfully 
completed several programs with the IMF during the early 1990s. However, 
continuing fi scal defi cits fi nanced by capital infl ows were a source of fi nan-
cial weakness. In 1998 another program was arranged with the IMF that 
included measures to improve the state’s fi nances, but the new policies were 
not approved by the Russian parliament. Capital fl ight from the country 
drained the country’s foreign exchange reserves, forcing the government to 
abandon the exchange rate peg and restructure its debt. 

 Th e IMF’s actions in the period leading up to the outbreak of the crisis are 
evaluated in the second section. Th e IMF was hampered in its dealings with 
the Russian government by the desire of the G7 governments to shore up 
the Russians. Consequently, the IMF was not able to push eff ectively for the 
necessary fi scal reforms and could only stop its lending when the G7 leaders 
realized that Russia’s economic and fi nancial situation was no longer viable.   
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   Th e Brazilian government was also challenged by fi scal defi cits that 
resulted in a currency crisis in 1999, but this emergency was resolved rela-
tively quickly. Th ese events and the IMF’s response are summarized in the 
third section. Th e IMF endorsed the government’s measures to deal with 
capital fl ight and enact fi scal reforms, but the central bank was unable to 
maintain its defense of the currency. Th e response to the resulting depreci-
ation was not as severe as had occurred during other crises, in part because 
the banks were not exposed to currency mismatches. Consequently, the 
fi nancial system recovered and the IMF and the Brazilian government were 
able to devise a new and viable arrangement.   

   Th e IMF’s dealings with Argentina were much less successful, and the 
fourth section reviews these events. Argentina’s rapid economic growth dur-
ing the 1990s was seen as the product of economic and fi nancial reforms, 
including establishing an anchor for its currency. But the country’s mount-
ing government debt position was a source of vulnerability, and in 2000 the 
government turned to the IMF for assistance. A series of policy initiatives 
were unable to reverse the escalation in the debt. In 2001 the government 
defaulted on its obligations and the currency system was abandoned. 

 Th e last section evaluates the IMF’s policies in Argentina.   Th e IMF 
was constrained by the government’s resolve to maintain its exchange 
rate regime, and the initial desire of the G7 nations to support Argentina. 
Consequently, the IMF maintained its support for Argentina   despite its 
worsening position over an extended period. But the IMF was held respon-
sible within Argentine for the harsh consequences of the termination of its 
currency arrangement and default on its debt.   Th e ending of a similar crisis 
in Turkey demonstrated that another outcome might have been achieved in 
Argentina under diff erent circumstances.      

  8.1     Russia  

   Th e Russian crisis of 1998 followed a period of sustained involvement of 
the IMF with the Russian government.  1     Th e G7 leaders had delegated the 
task of assisting the Russian government and the countries that emerged 
from the collapse of the Soviet Union to the IMF and the World Bank.   In 
the fi rst half of the decade, the IMF made a series of loans to the Russian 

     1     Th is account draws upon Arpac and Bird ( 2009 ),  Å slund ( 2000 ), BIS (1998, 1999), Blustein 
( 2001 ), De Beaufort Wijnholds ( 2011 ), Fischer ( 2001 ), Isard ( 2005 ), the IMF ( 1998 ), 
Kharas, Pinto, and Ulatov ( 2001 ), Mussa ( 2006 ), Odling-Smee ( 2006 ), Pinto, Gurvich, 
and Ulatov ( 2005 ), and Woods ( 2006 ).  
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government.   It also introduced a new facility, the Systemic Transformation 
Facility, which was established in 1993 to aid countries making the transi-
tion from centrally planned to market economies.   

   A collapse in the value of the  ruble  in 1994 was followed by an SBA the 
next year with strict macroeconomic policy goals.   Monetary policy was 
tightened, infl ation fell from almost 200 percent in 1995 to 15 percent in 
1997, and the  ruble  recovered ( Table 8.1 ). However, the implementation of 
stricter tax collection policies was not as successful. Government revenues 
fell below their projected levels, in part because fi rms with political support 
were able to reduce their tax liabilities (Odling-Smee  2006 ). Nonetheless, 
the program was judged to be a success and all the funds disbursed.    

   Th e IMF and the Russian government agreed on an EFF loan in 1996.   
Th e program included measures to lower budget defi cits, but the fi scal 
situation actually deteriorated in 1996.   President Boris Yeltsin’s election 
campaign was accompanied by increases in spending, while the oligarchs 
who supported the government were able to negotiate lower tax pay-
ments.     Th e government covered the shortfall by issuing short-term bills, 
known as “GKOs”. Th e IMF and other multilateral agencies had advo-
cated the liberalization of the country’s capital account, and foreign inves-
tors responded by purchasing the GKOs (Woods  2006 ). Foreign portfolio 
infl ows surged from $8.9 billion in 1996 to $45.6 billion in 1997, about 
10 percent of the country’s GDP ( Å slund  2000 ).   Th e support of the G7 
leaders for the Yeltsin government may have encouraged foreign investors 
to believe that they or the IMF would intervene in the event of a default 
(Mussa  2006 ).   

 Th e Asian crisis, however, raised concerns about the riskiness of emerg-
ing markets, and foreign investors began to exit the GKO market. Th e sit-
uation was exacerbated by declines in the prices of oil and other exported 

 Table 8.1.       Russia: 1995–2000 

  1995  1996  1997  1998  1999  2000 

GDP growth (%) −4.14 −3.60 1.40 −5.30 6.40 10.00
CPI growth (%) 197.47 47.74 14.77 27.67 85.74 20.78
Cash surplus/defi cit (% of GDP) NA NA NA NA NA NA
Money and quasi-money growth (%) 112.58 29.56 28.85 37.64 56.75 58.46
Domestic credit of banks (% of GDP) 25.46 27.84 29.49 44.93 33.33 24.93
Current account (% of GDP) 1.76 2.77 −0.02 0.08 12.57 18.04
Short-term debt (% of total reserves) 56.60 73.51 33.49 122.28 127.75 56.52

   Source: World Development Indicators , March 2012  .  
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commodities that further lowered government revenues. In an attempt to 
bolster confi dence, the Russian authorities fi xed the value of the  ruble  within 
a band of ±15 percent. However, yields on the GKOs rose as the demand for 
them weakened, and the fi scal situation worsened. Russian banks contin-
ued to hold government debt because of its high returns rather than extend 
loans to the private sector (BIS 1999: 53). 

   Th e IMF, the World Bank, and the Yeltsin government agreed to a new 
lending arrangement in July 1998.   Th e program contained fi scal measures 
to achieve a surplus on the primary government budget, structural reforms 
to promote long-run fi scal sustainability and private sector development, 
and a swap arrangement to exchange short-term  ruble -denominated GKOs 
for long-term dollar-denominated Eurobonds.     Th e IMF pledged credit of 
$11.2 billion through a combination of an augmentation of the existing 
EFF, the SRF, and the Compensatory and Contingency Financing Facility, 
with another $5.9 billion to be provided by the World Bank and Japan 
(Woods  2006 ).   Th e Fund off ered an immediate disbursement of $4.8 bil-
lion, although much of that was lost to capital fl ight. 

 However, the Russian parliament – the  Duma  – would not approve the 
government’s plan to deal with the country’s emergency conditions. Foreign 
investors sold their Russian securities and converted the proceeds to dol-
lars, draining reserves from the central bank.   Th e government approached 
the G7 for assistance but was turned down (Blustein  2001 ).   On August 17, 
the Russian government announced a series of measures designed to meet 
the fi nancial crisis. It widened and then abandoned the exchange rate band, 
placed a ninety-day moratorium on the repayment of corporate and bank 
debt, and announced a compulsory restructuring of government debt. 

 In the aft ermath of the emergency measures, the  ruble  plummeted in 
value, output fell, and infl ation rose. Th e debt and currency crises were fol-
lowed by a banking crisis, with failures of half of Russia’s banks that had 
large exposures in the government debt market ( Å slund  2000 ). Output sub-
sequently recovered as a result of increases in oil prices and the deprecia-
tion of the currency.   But an SBA arranged in 1999 was not fully disbursed 
because of disagreements over reserve management and other issues 
(Fischer  2001 ).   

 Outside Russia, its de facto default and Malaysia’s imposition of controls 
on capital outfl ows heightened concerns about the ability of other emerg-
ing markets to meet their obligations. Liquidity in the international fi nan-
cial markets dried up, the spread on emerging markets bonds soared, and 
the issuance of new securities by emerging market borrowers ceased (IMF 
 1998 ).   In the United States, the Federal Reserve orchestrated the takeover 
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by creditors of the hedge fund Long-Term Capital Markets, which faced 
collapse aft er taking a large position on the spread between Russian and 
U.S. bond rates. Th e Federal Reserve also lowered its key policy rate in 
September in response to the volatility in the fi nancial markets. It followed 
up with more cuts in October and November, when the turbulence in the 
global fi nancial markets fi nally eased.      

  8.2     IMF and Russia: Appraisal  

   Th e Russian crisis was the result of fi scal imbalances and a fi xed exchange 
rate, a profi le consistent with the fi rst-generation model of currency crises 
(Kharas, Pinto, and Ulatov  2001 ). Russia’s fi scal defi cit was a fundamental 
weakness that was never adequately addressed by its government despite 
the IMF’s continuing eff orts. In retrospect, resolving the fi scal situation 
required fundamental changes in tax administration and spending policies 
that were beyond the scope of the government at that time. 

 Some of the IMF’s policy prescriptions may have exacerbated the situ-
ation. Deregulating the capital account allowed the Russian government 
to maintain its lax fi scal policies and left  the country vulnerable to capi-
tal fl ight. Russia did not yet possess the institutional framework needed to 
handle volatile fi nancial fl ows. 

   Th e ability of the IMF to obtain compliance with its programs’ condi-
tions was hampered by the support the Russians received from the G7 
governments, and in particular the United States, during the 1990s. Th e 
Russian authorities came to believe that the G7 and the IMF would not 
let the country fail, and the resulting moral hazard distorted the decisions 
of both foreign investors and Russian policy makers. A senior member of 
the IMF team working with Russia later claimed that the Russians oft en 
viewed their negotiations with the Fund as a “charade, since they believed 
that the G7 would ultimately insist that the IMF go ahead with the loans” 
(Odling-Smee  2006 : 163).   However, by the summer of 1998 the G7 national 
leaders had reached the end of their patience with the delays in Russian 
reforms and were no longer willing to commit the IMF’s resources or their 
own to support the Yeltsin government.   

 Th e IMF as an agent could not challenge the policies of its main princi-
pals, and it had little latitude in negotiating with the Russian government. 
It only ceased lending when Russia’s situation was no longer viable and the 
G7 governments withdrew their backing. Th e use of the IMF by the G7 gov-
ernments to pursue their political goals tainted the credibility of the Fund, 
already damaged by the events in East Asia.      
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  8.3     Brazil  

   Brazil’s currency crisis in January 1999 was the product of domestic devel-
opments and the rise in risk aversion among foreign investors aft er the 
Asian and Russian crises.  2   Th e government had introduced a plan to sta-
bilize the economy, known as the  Real  Plan, in 1994. Th e plan established 
a new currency, the  real , which was linked in value to the U.S. dollar. Th e 
following year a “crawling peg” exchange rate regime was instituted to off -
set the impact of high infl ation on the real exchange rate. Some restrictions 
on capital infl ows were introduced, but these were subsequently relaxed, 
and the country gained access to the global fi nancial markets (Goldfajn and 
Minella  2007 ). 

 Th e new currency was accompanied by high interest rates, and the plan 
was successful in lowering infl ation from more than 2,000 percent in 1994 
to 66 percent in 1995 and 16 percent the following year ( Table 8.2 ). But the 
government’s fi scal position was not stabilized, in part because of expen-
ditures by state authorities fi nanced by the federal government. Th e fi scal 
defi cits, combined with some appreciation of the real exchange rate, con-
tributed to the country’s escalating current account imbalances and required 
interest rates high enough to attract foreign funds.    

 In the fall of 1998 capital began to fl ow out of Brazil in the wake of the 
Russian crisis. Th e government raised interest rates to more than 40 percent 
in response and turned to the IMF for support before a crisis actually took 
place. In December the Fund approved credit of $18.3 billion, which was 
600 percent of the country’s quota, with $9 billion made available immedi-
ately.  3     Part of this amount – $12.6 billion – was provided through an SRF, 
and the remainder through an SBA.     An additional $14.5 billion was pledged 
by the World Bank and other institutions for a total fi nancing package of 
$41.8 billion.   Capital outfl ows fell in response to the announcement and the 
accompanying set of reforms. 

 However, the fi scal reform measures faced opposition in the Brazilian 
Congress, and the state governors announced their intention to continue 
their expenditures. Renewed capital fl ows led to mounting losses in for-
eign exchange reserves that were unsustainable. Th e government sought 
to replace the existing crawling peg with another but by mid-January was 
forced to abandon its defense of the  real  and allow the currency to fl oat. Th e 

     2     Sources include relevant material from the BIS (1999), Blustein ( 2001 ), De Beaufort 
Wijnholds ( 2011 ), Goldfajn ( 2003 ), Goldfajn and Minella ( 2007 ), Isard ( 2005 ), IMF 
(1999b), and IMF IEO ( 2003 ).  

     3     Th e IMF activated the NAB to lend to Brazil.  
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currency depreciated by 40 percent in the two months following the adop-
tion of a fl oating rate (BIS 1999). 

 Th e response to the decline in the value of the  real  was not as severe as 
had occurred aft er devaluations in East Asia or Russia. In part this refl ected 
the anticipation of the need for a devaluation, which had allowed domestic 
fi rms and residents to prepare for it through the use of currency futures and 
other instruments. Moreover, the domestic banks had relatively little expo-
sure to foreign exchange risk, and therefore their balance sheets were not 
particularly exposed to the eff ects of the depreciation. 

 Th e government and the IMF reached an agreement on a revised pro-
gram by the end of March. Th e new measures included the adoption of an 
infl ation rate target by the central bank in place of the nominal exchange 
rate target. Foreign banks agreed to maintain their credit lines with the 
Brazilian banks. Economic growth was slow for the year but recovered from 
its initial decline while the rate of infl ation remained below double digits. 
Th e central bank was able to lower interest rates below the punishing levels 
it had set during the defense of the  real . 

 Th e Brazilian crisis of 1999 was relatively benign when compared to 
its predecessors, and the IMF received credit for its quick response to the 
government’s call for assistance.   Th e IMF was later criticized by its IEO 
(2003) for not pushing more strongly for an exit to the crawling peg, but 
the government had invested its prestige in the Plan  Real  and was reluctant 
to abandon it.   Once again, the IMF’s options were constrained by what the 
government was willing to accept. In this case, the IMF’s early support was 
rewarded by Brazil’s subsequent economic performance and the absence of 
a fi nancial meltdown. 

 Brazil turned to the IMF again in 2002, when fears about the outcome of 
the presidential election as well as the impact of Argentina’s crisis resulted 

 Table 8.2.       Brazil: 1995–2000 

  1995  1996  1997  1998  1999  2000 

GDP growth (%) 4.42 2.15 3.37 0.04 0.25 4.31
CPI growth (%) 66.01 15.76 6.93 3.20 4.86 7.04
Cash surplus/defi cit (% of GDP) NA NA −0.01 −3.67 −2.53 −1.83
Money and quasi-money growth (%) 44.30 31.03 17.24 12.02 18.12 19.70
Domestic credit of banks (% of GDP) 56.12 57.13 59.44 66.79 70.88 71.86
Current account (% of GDP) −2.36 −2.77 −3.50 −4.01 −4.33 −3.76
Short-term debt (% of total reserves) 60.68 60.19 67.41 68.09 80.43 93.81

   Source: World Development Indicators , March 2012  .  
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in capital outfl ows.   Th e IMF lent the country $30 billion, and the newly 
elected government of Luis In á cio Lula da Silva raised its target for a fi scal 
policy surplus while the central bank increased interest rates to keep infl a-
tion under control.   Aft er an initial reversal, capital fl ows and the country 
recorded a current account surplus in 2003.    

  8.4     Argentina  

     Argentina’s experience before its crisis resembled Brazil’s in several aspects. 
Both countries had established exchange rate regimes in the 1990s that were 
designed to lower extremely high infl ation rates, and these were successful. 
Both countries had fi scal imbalances, current account defi cits, and mount-
ing public debt. But when the crises occurred, the experiences of the two 
countries and their outcomes were quite diff erent.  4     

   Infl ation had long been a chronic problem in Argentina, and it exploded 
in the 1980s, reaching an annual rate of 3,000 percent by the end of the 
decade.   President Carlos Menem and Economy Minister Domingo Cavallo 
established a new exchange regime for the Argentine  peso , the Convertibility 
Plan, which fi xed the value of the  peso  to the U.S. dollar and limited the cen-
tral bank’s ability to create new money by requiring it to back the mone-
tary base with foreign exchange reserves.  5     Consequently, the money supply 
could only grow as the central bank accumulated more dollars through the 
balance of payments. In addition, the government liberalized foreign trade 
and capital and privatized a number of public enterprises. 

 Th e rate of infl ation fell to 25 percent in 1992, 11 percent in 1993, and 
single digits the following years while GDP, which had fallen during the 
era of hyperinfl ation, rose in the early 1990s.   In 1995 the country suff ered 
the impact of Mexico’s “tequila crisis” ( Chapter 6 ) and GDP contracted.   
However, the government maintained its commitment to the monetary 
arrangement, and economic growth resumed by 1997 ( Table 8.3 ).      

   During this period the Fund was actively engaged with Argentina. An SBA 
in 1991 was followed by an EFF in 1992, another SBA in 1996, and another 
EFF loan in 1998.     Th e IMF had initially been skeptical about the Convertibility 
Plan, but the country’s stable growth in the fi rst half of the decade and quick 

     4     For accounts and analysis of the Argentine crisis, see BIS (2002), Blustein ( 2005 ), Daseking 
 et al.  ( 2004 ), De Beaufort Wijnholds ( 2011 ), Feldstein ( 2002 ), Hausmann and Velasco 
( 2002 ), Helleiner ( 2005 ), IMF IEO (2004), Mussa ( 2002 ), Powell ( 2002 ), Serv é n and Perry 
( 2005 ), and Setser and Gelpern ( 2006 ).  

     5     Th e new arrangement resembled the procedures established under a currency board but 
diff ered from such an institution in several aspects.  
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recovery aft er the Mexican crisis were seen as proof of successful policies.   
  Th e IMF praised the government for its promarket positions, and President 
Menem addressed the IMF–World Bank annual meeting in 1998.   

   However, the economy’s growth masked weaknesses in the fi scal  sector. 
Continuing defi cits in the central government’s budget required foreign 
capital infl ows as private savings were not suffi  cient to fi nance them. But 
the increase in the debt of the public sector refl ected more than the  central 
 government’s fi scal defi cits.   Powell ( 2002 ) pointed out that between 1995 
and 2001 the diff erence between the change in debt and the accumu-
lated fi scal defi cit was $30 billion, which he attributes in part to provin-
cial  defi cits.     Hausmann and Velasco ( 2002 ) also include the growing defi cit 
of the  country’s Social Security system as contributing to the country’s 
 mounting debt.     

   By the end of 2000, the debt/GDP ratio stood at more than 40 percent. 
While this number was higher in countries without crises, Mussa ( 2002 ) 
claimed that it posed problems for Argentina because of that country’s 
restricted tax revenues, the denomination of its debt in dollars, the increas-
ing level of the debt ratio over time, the country’s vulnerability to external 
shocks such as the Brazilian crisis, and its exposure to changes in fi nan-
cial market sentiment. Servicing the debt would require a large proportion 
of the foreign exchange earnings of the country’s relatively small export 
sector.   

   Market conditions began to move against Argentina in the aft ermath 
of the East Asian crisis. Russia’s default raised concerns regarding emerg-
ing market debt, while the depreciation of the Brazilian  real  threatened to 
worsen Argentina’s current account defi cits.   Th e latter development was 
reinforced by a rise in the value of the dollar, which appreciated the  peso . 
Th e government ruled out a change in the exchange rate regime that would 
have allowed a depreciation to rectify the current account defi cits. Th e 

 Table 8.3.       Argentina: 1997–2002 

  1997  1998  1999  2000  2001  2002 

GDP growth (%) 8.11 3.85 −3.39 −0.79 −4.41 −10.89
CPI growth (%) 0.53 0.92 −1.17 −0.94 −1.07 25.87
Cash surplus/defi cit (% of GDP) NA NA NA NA NA −5.71
Money and quasi-money growth (%) 25.53 10.49 4.09 1.53 −19.44 19.71
Domestic credit of banks (% of GDP) 30.38 32.50 35.50 34.45 37.24 62.42
Current account (% of GDP) −4.14 −4.84 −4.21 −3.16 −1.41 8.59
Short-term debt (% of total reserves) 142.65 124.54 111.63 112.58 137.43 140.75

   Source: World Development Indicators , March 2012  .  
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continuing slowdown in economic activity lowered tax revenues and the 
fi scal situation deteriorated. 

   In March 2000, the government under newly elected President Fernando 
de la R ú a negotiated an SBA with the IMF to replace the 1998 EFF, which 
had never been disbursed.   Th e new arrangement provided credit of $7.2 
billion and emphasized fi scal measures. Th e authorities announced that 
they intended to treat the program as precautionary and not draw upon it. 
However, the continuing stagnation in economic activity reduced tax pay-
ments and the country’s debt position worsened. 

   By the end of the year, the weak economy prompted the government to 
negotiate a new support program from the IMF, other multilateral organi-
zations, and the Spanish government. Th e total package included $40 bil-
lion in funds, with the IMF contributing $14 billion in part through an SRF. 
Th e program’s conditions included a series of measures designed to address 
the country’s fi scal situation, including an increase in its primary budget 
surplus. Th e government and the IMF hoped that the new program, known 
as the  blindaje , the Spanish word for armor, would increase foreign inves-
tors’ confi dence in the country’s ability to meet its debt obligations.   

 However, the resignation of two economy ministers in the spring of 
2001 revealed divisions within the government over how to address the 
fi scal imbalance.   Cavallo was restored to offi  ce and sought to turn around 
the country’s position through a series of initiatives, including a fi nancial 
transactions tax to raise revenue.     But a change in the Convertibility Plan to 
peg the currency to both the dollar and the  euro  only reduced confi dence 
in the government, as did the removal of the head of the central bank.   Th e 
IMF approved a disbursement of $1.2 billion in May despite slippage in 
the country’s compliance with the program’s conditions.   Several members 
of the Executive Board voiced strong reservations about the country’s sit-
uation and the sustainability of the program but voted to proceed with the 
disbursement in order to express support for Argentina (IMF IEO 2004).   

   Th e government sought to stabilize its debt situation in June through a 
swap of $30 billion of outstanding government bonds for debt with a longer 
maturity, but the impact on bond spreads was short-lived. In July, the gov-
ernment proposed a “zero defi cits” plan that would restrict the level of fi scal 
expenditures to the amount of collected taxes, but there was considerable 
doubt as to whether the required cuts in expenditures were politically fea-
sible (IMF IEO 2004). Th e government pressed the IMF for another dis-
bursement of credit, and the IMF approved another payment of $8 billion 
in September.   But in a rare show of disunity, the executive directors from 
the Netherlands and Switzerland, who represented constituencies on the 
board, abstained from the vote to disburse the credit (Blustein  2005 ).     
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 During the fall domestic depositors increased their withdrawals from the 
Argentine banks and bond spreads soared as capital fl ight accelerated. Th e 
country’s fi scal positions fell below the projections in the IMF program, and 
the debt/GDP ratio rose above 60 percent (IMF  2004 ). On December 1, the 
government imposed restrictions on the amounts of money that depositors 
could withdraw from their accounts, thus eff ectively abandoning the cur-
rency arrangement. Th e IMF announced that a review of the country’s com-
pliance with the program’s conditions could not be completed, and no more 
funds would be disbursed.   A wave of civil unrest led to the resignations of 
President de la R ú a and Minister Cavallo.   

   Th e new president announced the suspension of debt repayments, and 
in January the Convertibility Plan was abandoned.   Argentina’s default 
on its sovereign debt of $132 billion was the largest in history. Th e  peso  
fell by 70 percent against the dollar aft er the collapse of the exchange rate 
peg, and economic activity collapsed. Moreover, in February the govern-
ment established a mechanism to set the exchange rate for converting 
dollar-denominated bank loans to  pesos  at the rate of one  peso  per dollar, 
but a conversion rate for dollar-denominated deposits of 1.4  pesos  per dol-
lar. Th is asymmetric conversion worsened the situation of the banks, which 
required government assistance. 

   Argentina’s GDP fell by more than 4 percent in 2001 and a further 11 per-
cent in 2002.   Th e IMF became a subject of opprobrium within Argentina 
and was widely blamed for the crisis and ensuing economic contraction. 
  Th e instability in Argentina carried over to Uruguay, where Argentine citi-
zens had maintained bank deposits. Capital fl ight in the form of deposit 
outfl ows forced Uruguay to turn to the IMF for assistance through an SBA 
that eventually made $2 billion available.   

   In 2003 the IMF entered into a new agreement with the government of 
Argentina for $13.5 billion and allowed it to postpone repayment of the 
money it had previously borrowed. Th e Argentine economy began to grow 
again through rising prices for the country’s exports and the depreciated 
 peso  while fi scal expenditures were kept under control. In 2005, the govern-
ment reached an agreement with the majority of its private debtors under 
which they received new bonds worth about a third of the value of the debt 
that had been in default. At the end of that year the government repaid the 
$9.8 billion it owed the IMF.  6   However, the government continued to casti-
gate the IMF publicly for the 2001 crisis.     

     6     Brazil repaid the IMF its outstanding credit at the same time.  
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   Th e Argentine crisis largely overshadowed fi nancial turbulence in 
another emerging market, Turkey.  7   While the crisis in Turkey shared many 
characteristics with that in Argentina ( Table 8.4 ), the eventual outcomes 
diff ered (Eichengreen  2002 ). Both countries enjoyed stabilization booms 
aft er the adoption of new exchange rate arrangements. Capital infl ows 
fi nanced current account defi cits, but concerns about competitiveness due 
to appreciating real exchange rates made foreign investors nervous. Both 
the Argentine and Turkish authorities were reluctant to abandon their 
exchange rate commitments, but their delays only postponed the needed 
adjustments.    

   Th e Turkish government turned to the IMF for assistance in 2000, and the 
Fund made $10 billion available (more than 900 percent of Turkey’s quota), 
including $7.5 billion through an SRF, while the World Bank contributed 
another $5 billion.   Th is program only lasted two months. Th e government 
was forced to abandon the exchange rate peg and allow the currency to fl oat 
in February 2001, and the Turkish  lira  depreciated by more than 45 percent 
despite record interest rates. Th e results of all this volatility were a banking 
crisis and economic contraction. 

   A new SBA was negotiated in May 2001 with additional credit of $8 bil-
lion, which raised the IMF’s total support to $19 billion, and there were also 
funds from the World Bank.   Th e program’s conditions included a primary 
surplus target of 6 ½  percent of GDP and a new banking law. Th e govern-
ment subsequently closed down a number of weak banks and transformed 
the regulatory structure of the banking system.   Moreover, the Central Bank 

     7     Th is section on the Turkish crisis draws upon Aky ü z and Boratav ( 2003 ), BIS (2002), 
De Beaufort Wijnholds ( 2011 ), Eichengreen ( 2002 ), Miller ( 2006 ), and  Ö zatay and Sak 
( 2002 ).  

 Table 8.4.       Turkey: 1997–2002 

  1997  1998  1999  2000  2001  2002 

GDP growth (%) 7.58 2.31 −3.37 6.77 −5.70 6.16
CPI growth (%) 85.73 84.64 64.87 54.92 54.40 44.96
Cash surplus/defi cit (% of GDP) NA NA NA NA NA NA
Money and quasi-money growth (%) 97.80 89.32 101.99 40.66 90.28 27.87
Domestic credit of banks (% of GDP) 34.56 27.46 36.76 37.91 52.92 47.47
Current account (% of GDP) −1.39 0.74 −0.37 −3.72 1.92 −0.27
Short-term debt (% of total reserves) 91.13 103.16 96.07 122.95 82.09 57.94

   Source: World Development Indicators , March 2012  .  
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of the Republic of Turkey was made independent and assigned the task of 
price stability.   

 Infl ation and interest rates continued at high levels and the economy did 
not turn around. Th e IMF continued its support of the government, how-
ever, which did attain its fi scal and monetary targets, including the primary 
budget surplus.   Aft er the events of September 11, 2001, the IMF agreed to 
a new SBA with credit of $10 billion.   Th is program helped to stabilize the 
currency market and infl ation, and interest rates fi nally fell as economic 
growth resumed.    

  8.5     IMF and Argentina: Appraisal  

   Th e IMF’s involvement with Argentina was widely studied and criticized. 
Many thought that the IMF waited too long before terminating its fi nancial 
support of the government (Feldstein  2002 ). Th is inaction was attributed 
by some to a desire by the IMF both to support the country and to avoid 
any blame for Argentina’s collapse (Setser and Gelpern  2006 ).   Th e govern-
ment had been praised for its implementation of polices consistent with the 
Washington Consensus ( Chapter 6 ), and the IMF was reluctant to abandon 
it, particularly in the wake of the breakdown in the program with Russia.   

 A subsequent self-review at the IMF (Daesking  et al.  2004) raised the 
question of whether the Fund should have pushed Argentina to reconsider 
its currency arrangement at an earlier stage. However, the government was 
resolute in its support of its monetary system. Th e IMF continued to pro-
vide credit through 2001 despite its concerns about the government’s poli-
cies in part because the alternative – default – was seen as very costly. Th e 
Argentine government, realizing this, unsuccessfully “gambled for redemp-
tion.” Th e authors of the IMF’s self-review concluded that the Argentine 
experience demonstrated that “ownership” of policies by a country is not 
suffi  cient to sustain their viability when the policies are not consistent. 

 However, the IMF’s actions also refl ected the positions of its most infl u-
ential principals (IMF IEO 2004).   During the 1990s, the G7 governments 
supported Argentina’s economic liberalization. Th e country’s deteriorating 
fi scal situation and a reassessment of the possibility of a crisis caused the 
government of the United Kingdom in 2000 to urge the other G7 mem-
bers to consider the possibility of a failed program (Blustein  2005 ). Th e 
G7 members subsequently supported the new program, but the subsequent 
abstentions of the Dutch and Swiss executive directors (mentioned previ-
ously) demonstrated that this unease was shared by other upper-income 
countries.     In the United States, Treasury Secretary Paul O’Neill and the 
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Treasury Undersecretary for International Aff airs John Taylor shared a 
skeptical view of the eff ectiveness of IMF programs. Th ey promoted a plan 
to allocate $3 billion to Argentina to support a restructuring of its debt, but 
the proposal failed to win support within the G7 or Argentina.   

   Th e IMF, therefore, was caught between the demands of Argentina, on the 
one hand, and the unwillingness of the G7 to support additional extensions 
of credit,   on the other. Moreover, the fi nancial community no longer had 
confi dence in Argentina’s ability to meet its debt obligations. Consequently, 
the IMF had little latitude when it ceased lending.   While it can be faulted 
for not halting its support for the country at an earlier date (IMF IEO 2004: 
64), such a move would have been diffi  cult at best given the initial position 
of the United States.   

   Th ere were signifi cant diff erences between Argentina and Turkey that 
explain why one country was successful in avoiding a crisis and the other 
not.   Eichengreen ( 2002 ) points out that Turkey had a larger trade sector 
to service its external debt and a more centralized fi scal system than did 
Argentina.   But the two outcomes also demonstrate that the IMF’s abilities 
to prevent instability depend on the actions of the countries at risk as well 
as their external circumstances.   

 By the time the Argentine and Turkish crises ended, emerging markets in 
South America and Asia had experienced almost six years of serial crises.   In 
addition to the crises described in this and previous chapters, debt restruc-
turings took place in Ecuador, Pakistan, the Ukraine, and other emerging 
market and developing countries (Sturzenegger and Zettelmeyer  2006 ).   In 
retrospect, their governments had been unprepared for the volatility that 
capital account deregulation introduced to their economies. Th e upper-
income countries exacerbated the situation by pressing the emerging mar-
kets to liberalize and to be more accessible to the global fi nancial markets. 
Similarly, the IMF was not ready for the instability that followed fi nancial 
deregulation and fell into a pattern of responding to the latest emergency 
with measures to restore the status quo. Th e next chapter shows how the 
IMF, the G7 governments, and the emerging markets drew very diff erent 
lessons from the events of the late 1990s and early 2000s.          
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 Lessons Learned  

     Th e crises in Argentina and Turkey proved to be the last of the wave of 
fi nancial crises in emerging market economies that had begun in Mexico in 
1994. Th e postcrisis period was used by the IMF and its members to engage 
in investigations of the causes of the crises and evaluations of the IMF’s 
responses. Th is chapter presents on overview of the diff erent lessons that 
the Fund and its members drew on how to counter the excessive volatility 
in fi nancial fl ows and markets. 

   Th e IMF reassessed its crisis prevention and management policies and 
implemented a series of changes that are summarized in the fi rst section. 
Th e Fund became more cautious in its approach to capital account dereg-
ulation and urged its members to implement regulatory and supervisory 
reforms before removing the barriers to capital infl ows. But it continued to 
present an open capital account as the goal that middle- and low-income 
countries should pursue. Similarly, the IMF announced that it would apply 
conditions to its loans more sparingly, although the evidence on whether 
it adhered to this new policy is ambiguous. Th e Fund also attempted to 
develop new mechanisms for its own governance and to deal with sover-
eign defaults, but these initiatives were not accepted by its members.   

   Another aspect of the IMF’s activities that came under examination was 
its ability to serve as an eff ective lender of last resort during an international 
panic, and this topic is reviewed in the second section. While there were 
important distinctions between the resources of a domestic central bank and 
an IFI such as the IMF, the IMF could eff ectively provide large amounts of 
credit during an international crisis. Th e IMF experimented with new lend-
ing facilities to enhance its abilitiy to respond to the outbreak of a crisis.   

   Th e response of the G7 and other advanced economies to the crises is sum-
marized in the third section. Th eir governments viewed the crises as the result 
of weak domestic fi nancial regulations in the countries where they occurred. 
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Th ey established a new agency, the Financial Stability Forum, to coordinate 
the creation of new standards. Th e IMF and World Bank were assigned the 
responsibility of overseeing the adoption of the new measures. New capital 
requirement guidelines, known as the Basel II standards, were also devised.    

   Th e emerging economy nations moved to shed their “weaker link” status, 
and their eff orts are reviewed in the fourth section. Many of them, particu-
larly in East Asia, accumulated foreign exchange reserves to deter specula-
tive attacks. Th ey also established regional associations, such as the Chiang 
Mai Initiative, that allowed participants to form bilateral swap arrange-
ments in the event of an incipient currency crisis.      

  9.1     Reforms  

   Th e IMF emerged from the fi nancial crises of the late 1990s and early 2000s 
with its reputation badly battered. Th e Fund was criticized for not prevent-
ing (or even indirectly fostering) the crises that occurred and mishandling 
their resolution ( Chapters 7 ,  8 ). Some of the criticism was unjustifi ed, but 
much of it refl ected the IMF’s failure to keep pace with the rapid growth of 
the international fi nancial markets. Th e IMF had not anticipated most of the 
crises and oft en functioned in a reactive mode, devising policy responses in 
response to the latest eruption of fi nancial instability. 

   Under Managing Director Horst K ö hler, who had taken offi  ce in 2000, 
the IMF underwent a process of self-review and study that led to adjust-
ments in many of its policies and programs   Th e new strategies sought to 
enhance its crisis prevention capabilities and to make its crisis management 
more eff ective and less intrusive. Among the areas under evaluation were 
capital account decontrol, the use of conditions in IMF programs, and the 
integration of the fi nancial sector into the IMF’s surveillance activities. Th e 
IMF also sought to develop new institutional mechanisms for improving its 
governance and its capabilities for handling cases of sovereign default, but 
these did not receive the support of all its members. 

   Th e contribution of capital outfl ows to fi nancial instability prompted 
the IMF to revisit its stance on capital account liberalization. Th e IMF's 
economists and others who reviewed the evidence of the eff ects of fi nancial 
globalization found limited support for the assertions that fi nancial integra-
tion improved the growth performance of the emerging markets or reduced 
their macroeconomic volatility (Edison  et al.   2004 , Prasad  et al .  2003 ).  1   

     1     Cline ( 2010 ) off ers a survey of the literature on fi nancial globalization and economic 
growth.  
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One of the factors that undermined the expected positive impact was the 
occurrence of excessive volatility in currency markets and domestic fi nan-
cial sectors. 

 Th e IMF did not retreat from its position that full capital decontrol was 
a suitable long-term goal, but it now emphasized the need to adopt sound 
macroeconomic and regulatory policies in advance of deregulation (Ishii, 
Habermeier  et al .  2002 ). Th e latter included the development of fi nan-
cial markets and institutions; the strengthening of regulatory systems; the 
implementation of accounting, auditing, and disclosure standards; and the 
establishment of fi nancial safety nets. Th e IMF also stressed the proper 
sequencing of the liberalization of the capital account, beginning with the 
opening of the economy to FDI and progressively allowing other types of 
capital fl ows as the necessary infrastructure was developed.   Nonetheless, 
Fischer ( 2003 ) continued to advocate capital account liberalization as a 
proper objective for the governments of emerging market and developing 
economies to pursue, in part because the advanced economies had open 
capital accounts.   

     Kose  et al . ( 2009 ) sought to link the establishment of sound institutions 
to capital account liberalization. Th ey claimed that fi nancial integration 
would provide “collateral benefi ts” that include the development of a coun-
try’s fi nancial sector and improved macroeconomic policies. Th e result 
would be an increase in total factor productivity, an important determinant 
of long-term growth.     But such claims are reminiscent of Guiti á n’s ( 1995 ) 
assertion that capital account openness would constrain domestic policies 
to achieve stability ( Chapter 5 ).   Th ere is little support for this linkage in the 
experience of the emerging countries.   Obstfeld ( 2009a : 91), who examined 
the evidence for this argument, found it to be “meager.”       

   Th e IMF also reviewed its own practices regarding conditionality. An 
IMF ( 2001 ) study of the use of structural conditionality found that about 
two-thirds of these conditions were related to the fi scal and fi nancial sectors, 
the exchange rate, trade, and economic statistics. But structural conditions 
also included provisions unrelated to the IMF’s traditional areas of concern, 
such as the reform and privatization of state-owned enterprises and civil 
service reform.   Moreover, structural conditions had become increasingly 
prevalent in SBAs and EFFs as well as the IMF’s concessional programs. 
While only 14.4 percent of the SBAs in 1987 contained structural condi-
tions, this share had risen to 100 percent by 1994 (IMF  2001 ).   

 In 2002 the IMF issued new guidelines for conditionality (IMF  2002a ). 
Th e Fund pledged to restrict its conditions to the core areas of macroeco-
nomic stabilization, that is, monetary, fi scal, and exchange rate policies, 
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and fi nancial system issues. It also invoked the principle of parsimony, that 
is, the principle that “program-related conditions should be limited to the 
minimum necessary to achieve the goals of the Fund-supported program 
or to monitor its implementation” (IMF  2002a : 9). In a subsequent review 
of the implementation of these new guidelines, the IMF ( 2005d ) claimed 
that during the period of 2001–4 there had been a shift  in the coverage 
of its program conditionality to a focus on fewer and more critical areas. 
However, it also found that the number of structural conditions had been 
stable overall, with a decline in the conditions in the concessionary pro-
grams but a rise in such conditions in the nonconcessionary programs. Th e 
report cited a decrease in the number of programs with permanent inter-
ruptions as evidence of an improvement in program implementation. 

   Th e IMF’s IEO ( 2007b ) conducted its own study of structural condi-
tionality. Th e authors of the report confi rmed the change in the sectoral 
composition of structural conditions toward the IMF’s core areas.   But they 
found no evidence of an overall reduction in the number of conditions and 
claimed that the lending arrangements it studied included conditions that 
were not critical to the objectives of the programs. 

 Th e continuing use of these conditions in IMF programs may have 
refl ected disagreements among its principals, as well as the ability of IMF 
staff  members to exploit these divisions (Martin  2006 ). Th e upper-income 
countries that were not borrowing from the IMF during this period sup-
ported the broad use and scope of conditions, while the middle- and 
lower-income countries that drew credit from the IMF were more critical of 
their use. Since the former group of members was relatively more infl uen-
tial within the Fund, the staff  was able to maintain the degree of condition-
ality it thought was necessary.  2   Th e large number of conditions also made it 
diffi  cult for outside observers to determine whether a country was fulfi lling 
its program commitments, in eff ect increasing the autonomy of the staff  in 
making these assessments (Vaubel  1991 ).   

 If the IMF was to monitor developments in the fi nancial sectors of its 
members, it needed to expand its expertise and coverage in these areas.   Th e 
IMF established the International Capital Markets Department in 2001 to 
focus on fi nancial developments.     In 2006 that department was merged with 
the Monetary and Financial Systems Department to create the Monetary 
and Capital Markets Department, which sought to integrate the work done 

     2     Some of the expansion in conditionality refl ected pressure on the IMF by its members to 
enlarge the scope of its overview. Polak ( 1991 ) pointed out, for example, that governments 
and NGOs insisted that the IMF incorporate environmental concerns in its policies.  
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at the Fund on international and domestic fi nancial institutions and mar-
kets (IMF IEO  2011 ).   

     In 2005, Managing Director Rodrigo de Rato, who had succeeded 
K ö hler in 2004, proposed a broad plan of changes for the IMF, called the 
“Medium-Term Strategy.”   Th e accompanying report (IMF  2005c ) drew 
attention to the challenges that globalization posed for the IMF’s members, 
including the size, speed, and reach of fi nancial shocks.   Th is initial report 
was followed by  Th e Managing Director’s Report on Implementing the Fund’s 
Medium-Term Strategy  (IMF  2006c ), which included proposals related to 
the growth of fi nancial fl ows.     Th e proposed alterations in surveillance, for 
example, included the integration of macroeconomic and fi nancial market 
analyses in the Fund’s two main publications, the  World Economic Outlook 
(WEO)  and the  Global Financial Stability Report (GFSR) , and more empha-
sis on the fi nancial sector in the Article IV consultations.     

     Th e IMF also reviewed its own governance. Th e Independent Evaluation 
Offi  ce itself was established in 2001 in response to criticisms that the IMF 
was a closed organization that operated without eff ective oversight (Weaver 
 2010 ). It conducts examinations of the IMF and its work and reports directly 
to the Executive Board. Th e IEO generally completes two reports a year, 
which are posted on its Web site.  3     

 Th e IMF’s governance procedures were also the subject of discussions among 
the members.   Th e Interim Committee, established in 1974 ( Chapter 3 ), had 
continued to serve in an advisory capacity to the IMF’s Board of Governors, 
with membership that refl ected the distribution of seats on the Executive 
Board.     Managing Director Camdessus had proposed transforming it into a 
body with decision making authority (Shakow  2008 ). However, his proposal 
never gained suffi  cient support among the member governments, although 
the committee was turned into a permanent institution in 1999 with a new 
name, the International Monetary and Financial Committee (IMFC).  4     Th e 
reform of quotas to allocate larger shares to the rapidly growing emerging 
markets was another topic of discussion, but progress was glacial.   

 In addition, the IMF sought to deal with sovereign debt crises on a sys-
temic basis. In 1999 the G7 leaders at their summit in Cologne endorsed a 

     3       Th e Web site’s URL is  www.ieo-imf.org . Th e IEO is administered by a director with an 
initial term of four years renewable for another three years, and the staff  is composed of 
economists on temporary assignment from the IMF and others recruited from outside the 
Fund on fi xed-term contracts.    

     4     Th e inclusion of “Financial” in the committee’s title refl ected Cadmessus’s belief that the 
IMF’s responsibilities should encompass that area.  
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report of their fi nance ministers that set out a broad framework for private 
sector involvement in crisis resolutions and called upon the IMF to develop 
specifi c processes to implement the framework (Kenen  2001 ).   First Deputy 
Managing Director Anne Krueger responded in 2001 with a proposal for a 
new procedure, called the Sovereign Debt Resolution Mechanism (SDRM), 
to resolve cases of potential default on sovereign bonds. Under the original 
version of the SDRM, the IMF could issue a standstill on creditor actions 
and would also have the power of approval of a debt restructuring agree-
ment between the debtor government and a majority of its creditors. Th e 
proposal was subsequently revised in response to initial criticisms that the 
Fund would not be viewed as an impartial adjudicator. A later version of the 
proposal (Krueger  2002 ) shift ed the decisions for the activation of a legal 
stay and a restructuring agreement to a majority of the creditors.   

   Th e United States had indicated an interest in statutory solutions to the 
issue of restructuring sovereign debt. But aft er Krueger made her initial 
proposal, U.S. Treasury Undersecretary John Taylor ( 2002 ) endorsed the 
use of collective action clauses in bond contracts to allow a restructuring of 
the debt by a majority of the bondholders (Eichengreen  2002 , Eichengreen 
and R ü hl  2001 ). Once the United States expressed its interest in an alter-
native mechanism, the prospects of an IMF-based SDRM dwindled. Th e 
SDRM was sent off  for further study, and the need for revisions in the IMF’s 
duties and capabilities in dealing with a sovereign debtor’s inability (or 
unwillingness) to pay its obligations was not addressed.  5        

  9.2     International Lender of Last Resort  

   Another aspect of the IMF’s activities that became a topic of discussion 
and debate was its ability to function as an international lender of last 
resort (ILOLR).   Th e classic role of a domestic lender of last resort, based on 
Bagehot’s ( 1873 ) characterization, is to lend freely to temporarily illiquid 
but nonetheless solvent banks at a penalty rate with good collateral.   Central 
banks serve this role within national borders to prevent disruption of fi nan-
cial fl ows due to the collapse of a bank. 

   Th ere are several justifi cations for the IMF to act as an ILOLR, lend-
ing foreign exchange to governments with external sector crises (Jeanne, 
Ostry, and Zettelmeyer  2008 ). First, there are externalities resulting from 
the occurrence of crises that are not incorporated in domestic decisions 

     5     Th e IMF played no role in Argentina’s negotiations with its bondholders to restructure its 
debt ( Chapter 8 ).  
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on crisis prevention (Weith ö ner  2006 ). Th e IMF can provide a safety net 
for those countries aff ected by spillovers. Second, multilateral lenders such 
as the IMF may be able to stop speculative runs due to coordination fail-
ures by supplying adequate liquidity (Chang and Velasco  2000 , Corsetti, 
Guimar ã es, and Roubini  2006 , Morris and Shin  2006 ). Th ird, the IMF can 
deal with informational problems in private fi nancial markets (Marchesi 
and Th omas  1999 ). Finally, the IMF can strengthen the position of domes-
tic reformers through its lending programs (Mayer and Mourmouras  2004 , 
 2005 ,  2008 ).   

     However, there are important diff erences between the capabilities of a 
domestic central bank and what an IGO can do in the face of an interna-
tional crisis (De Bonis, Giustiniani, and Gomel  1999 , Giannini  1999 ). First, 
an IGO such as the IMF cannot draw upon unlimited fi nancial resources as 
can a central bank, which creates money (or bank reserves). Concerns arose 
during the late 1990s regarding the size of the IMF’s fi nancial resources 
aft er the Fund committed large amounts of credit to the countries with cap-
ital crises.   

   Second, the IMF has traditionally been reluctant to charge a penalty rate, 
since an excessively high rate would deter countries from approaching the 
IMF at a time when its advice and fi nancial resources may be most needed. 
On the other hand, the Fund has sought to avoid charging a rate so low that 
it encouraged members to borrow frequently and in large amounts, thereby 
creating a situation of moral hazard.  6   It would also be politically diffi  cult for 
a sovereign government to off er the Fund ownership of a country’s natural 
resources or other assets as collateral.   

   Th ird, the concepts of liquidity and solvency are ambiguous in the case of 
countries where the public sector has issued international debt. A sovereign 
borrower has the ability to make debt payments by raising taxes. If the debt 
is denominated in a foreign currency, the government must acquire foreign 
exchange. Th erefore, continued solvency depends on a government’s abil-
ity and willingness to engage in the policy adjustments needed to satisfy 
its debt obligations. Th e case for debt relief arises when the costs of those 
adjustments are politically unacceptable to the country’s citizens.   

     Fischer ( 1999 ), who claimed that the IMF served many of the functions 
of an ILOLR, responded to the alleged constraints on its actions. First, he 
pointed out that the IMF could borrow additional fi nancial resources from 

     6     Th e interest charge on credit obtained through the IMF’s SBA is linked to an SDR interest 
rate, which is based on short-term interest rates for the  euro , the Japanese yen, the British 
pound, and the U.S. dollar.  
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its members. Moreover, in its role as a crisis manager the Fund had assem-
bled fi nancial rescue packages that included credit from other multilateral 
institutions and national governments. Th ere was also the possibility of 
using SDRs to augment the pool of available credit.   

   Second, Fischer ( 1999 ) asserted that a program’s conditions take the place 
of a penalty rate, as governments must implement the conditions to receive 
the credit.   Moreover, the IMF was willing to charge higher interest rates 
and had done so with the SRF.   Conditionality also takes the place of the 
collateral a private lender or domestic central bank might demand (Khan 
and Sharma  2003 ). In addition, the IMF has senior status in its claims on a 
country and could eff ectively deny access to the global fi nancial markets to 
any governments that did not repay their loans.   

   Fischer conceded that it is diffi  cult to diff erentiate between illiquid and 
insolvent sovereign borrowers. Th ere is no legal bankruptcy status for a 
sovereign borrower, thus leaving an institutional vacuum for the resolution 
of debtors’ claims. National attempts to restore solvency could result in the 
“measures destructive of national or international prosperity” that the IMF’s 
Articles of Agreement sought to avoid. Th e IMF sought to fi ll the institu-
tional gap through the proposed SDRM but was rebuff ed (Chapter 9.1). In 
addition, unlike a domestic central bank that can deter risky borrowing 
through its regulatory oversight of the private institutions under its pur-
view, the IMF has no such preemptive authority over its principals.       

     Another version of how an ILOLR should function was advocated by 
the International Financial Institution Advisory Commission (IFIAC), 
also named the “Meltzer Commission” aft er its chair, Allen H. Meltzer of 
Carnegie-Mellon University.   Th e U.S. Congress had established the com-
mittee in 1998 as part of its legislation to authorize an increase in the IMF’s 
quota and gave the committee the charge of reviewing the work of the IMF, 
the World Bank, and other intergovernmental organizations.   Th e  Report  
of the International Financial Institution Advisory Commission  ( IFIAC) 
(2000) recommended that the IMF be restructured as a smaller institution 
with three responsibilities: to act as a quasi-lender of last resort, to collect 
and publish data from its members, and to provide policy advice to mem-
bers during Article IV consultations.  7     

 Under the IFIAC’s proposal, eligible emerging market countries would 
receive loans during a liquidity crisis for 120 days with only one allowable 
rollover at a penalty rate. Eligibility was based on meeting standards, which 

     7     Th e IFIAC  Report  (2000) also recommended that the IMF’s concessionary program, the 
Poverty and Growth Facility, be closed and long-term loans be eliminated.  
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included freedom of entry for foreign banks, adequate capitalization of 
domestic banks, publication of the maturity structure of sovereign debt, 
and an unspecifi ed fi scal requirement. Th e recommendation of the major-
ity of the IFIAC to limit lending was based on their concern that the IMF 
itself had indirectly contributed to the crises through moral hazard.  8     

 Th e two views of how ILOLR lending should be conducted – the IMF’s tra-
ditional approach with  ex post  conditionality and the IFIAC’s guidelines for 
 ex ante  conditions – refl ected diff erent conceptions of the sources of interna-
tional fi nancial instability. Aft er the East Asian crisis, the IMF accepted that 
crises could be transmitted across national boundaries via contagion and 
required a response managed by the IMF with the contributions of other IFIs 
and national governments.   Meltzer and others believed that crises were the 
result of imprudent domestic policies, and the burden of proof was on a gov-
ernment that sought to borrow from the IMF to prove otherwise (Schwartz 
 1998 ). To “reward” governments that had implemented irresponsible poli-
cies with fi nancial assistance, they believed, only promoted similar behavior.   
Th e IMF agreed that some crises were the result of rash actions, but in these 
cases the extensive conditions attached to the IMF’s programs were needed 
to reform the domestic governmental structure. 

   Th e IMF took action to solidify its role as a lender of last resort by insti-
tuting new lending facilities. Th e SRF had been created in 1998 to pro-
vide large amounts of credit to countries facing capital account outfl ows 
( Chapter 7 ). Th e 1997 arrangement with Korea, which began before the 
establishment of the SRF, was converted to one, and the SRF was subse-
quently used with Russia (1997), Brazil (1998), and Turkey (2000).  9     

     Th e IMF also established a means to provide rapid fi nancing in the case of 
a sudden stop of capital fl ows.   Precautionary arrangements, which allowed 
members to apply for an arrangement without intending to draw down on 
them, already existed. A new facility, the Contingent Credit Line (CCL), 
was introduced in 1999 with several unique features. In the case of a capital 
market shock, a member with a CCL would ask for an  “activation review.” 
Upon approval of its request, the country could borrow up to 500 percent 
of its quota.   Applicants needed to satisfy eligibility criteria, which included 
no current need for Fund resources, a positive assessment of the coun-
try’s policies at the last Article IV consultation, no disputes with private 

     8     Th e IFIAC  Report  (2000: 122), however, also contained a dissenting minority report, 
which claimed that that there was a “dearth of empirical evidence” that moral hazard was 
a factor in the crises of the 1990s, with the exception of that in Russia.  

     9     Th e SRF was abolished in 2009 when the IMF reorganized its lending facilities, including 
an expansion of the access limits ( Chapter 9 ).  
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creditors, and a satisfactory economic and fi nancial program ready to be 
implemented if needed.   

 However, no member ever applied for a CCL, and the facility expired in 
2003. Potential borrowers were concerned that a request for a CCL would 
be interpreted as an indication of fi nancial weakness. Moreover, the termi-
nation of a CCL by the IMF could be seen as an indication of a deteriora-
tion in a country’s economic status. Finally, many countries adopted other 
means to ensure adequate fi nancing in the event of a sudden reversal of 
capital fl ows or speculative currency attack (Chapter 9.4). 

 Th e establishment of the CCL, however, revealed a shift  in the IMF’s per-
ception of its responsibilities in the event of a fi nancial crisis. Th e Fund was 
willing to explore new ways of providing credit with much less conditionality. 
While the experience with the CCL demonstrated that devising the appro-
priate mechanism would be a complicated task, the IMF’s evolving position 
would give it more fl exibility at the time of the next crisis ( Chapter 10 ).      

  9.3     FSF and Basel II  

     Th e G7 leaders responded to the fi nancial crises with yet another call for 
upgrading fi nancial standards and the establishment of another agency in 
Basel, the Financial Stability Forum (FSF).  10     Th e goal in this case was the 
prevention of further crises through more transparency and adherence to 
fi nancial codes. Th e advanced economies used their two-tier approach to 
fi nancial regulation, with the Basel-based agencies formulating new guide-
lines and the IMF and World Bank overseeing their implementation in the 
emerging market economies.   

   Th e membership of the forum included national authorities from the 
advanced economies and representatives of IFIs and other IGOs, inter-
national associations of fi nancial regulators, and committees of central 
bankers.  11   Th e forum provided an opportunity for its members to assess 

     10       Th e G20 was also founded in the wake of the Asian crisis to discuss responses to interna-
tional fi nancial crises. However, until 2008 it only met at the ministerial level on an annual 
basis and undertook no policy initiatives.    

     11       Th e national members at the time of the inception of the FSF were the G7 nations and 
Australia, Hong Kong, the Netherlands, and Singapore. Th e international organizations 
were the BIS, which provided administrative support, and the European Community Bank, 
the IMF, the OECD, and the World Bank. Th e regulatory associations were the BCBS, 
the International Association of Securities Commissions (IOSCO), and the International 
Association of Insurance Supervisors (IAIS). Th e committees of central bankers were 
two other Basel Hub agencies, the Committee on the Global Financial System and the 
Committee on Payments and Settlement Systems (CPSS).    
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vulnerabilities in the international fi nancial system, identify actions to 
address these vulnerabilities, and improve the coordination and exchange 
of information (Davies and Green  2008 ).     Th e FSF identifi ed twelve key 
areas of standards, grouped into three main categories: macropolicy and 
data transparency, institutional and market infrastructure, and fi nancial 
regulation and supervision ( Table 9.1 ). Th e standards represent intermedi-
ate public goods, and the FSF delegated their establishment to the institu-
tions seen as best qualifi ed to do so, an example of the “best-shot” public 
goods technology ( Chapter 1 ).      

 Th e IMF was assigned the task of devising appropriate standards for the 
fi rst category.   Th e IMF had created the  Special Data Dissemination Standard  
and the  General Data Dissemination Standard  to encourage data transpar-
ency aft er the Mexican crisis ( Chapter 6 ).     In response to the FSF’s call for 
policy standards the Fund published its  Code on Good Practices in Monetary 
and Financial Policies  and  Code on Good Practices on Fiscal Transparency .   
Th ese dealt with the process of devising policy goals and the appropriate 
strategies for achieving them, as well as providing information on their 
status. 

   Th e standards developed under the direction of the FSF marked an 
expansion of “international soft  law,” that is, norms and principles that are 
recognized and accepted by a group of nations (Abbott and Snidal  2000 , 
Alexander, Dhumale, and Eatwell  2006 ). Since these rules do not have the 
legal status of binding treaties, they allow nations fl exibility in their applica-
tion. However, governments in emerging markets may feel obliged to com-
ply with international standards because of pressure from private markets 
or IGOs.   

 Th e exclusion of emerging markets from the FSF raised concerns regard-
ing the use of its standards in those nations. Eff ective application of the 
standards on a national basis depends on country “ownership” of the poli-
cies (Schneider  2008 ). But ownership depends on participation in the deter-
mination of the guidelines, and the contribution of the emerging markets 
to this process was (at most) limited. Th ere were also questions regarding 
the suitability of standards largely based on the experience of upper-income 
countries in nations with very diff erent institutional frameworks. 

   Th e FSF assigned the task of reviewing the enactment of the standards 
to the IMF and the World Bank. Th e two IGOs jointly established the 
Financial Sector Assessment Program (FSAP) in 1999. FSAP teams from 
the two organizations visit nations that request an assessment and exam-
ine a country’s fi nancial standards and codes and its ability to withstand 
fi nancial stress.   Th ey provide their respective organizations with reports 
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 Table 9.1.         Standards for Sound Financial Systems     

Area Standard Issuing Body

I. Macroeconomic Policy and Data Transparency
 Monetary and Fiscal 

Policy 
 Transparency 

 Code of Good Practices on 
Transparency in Monetary and 
Financial Policies 

IMF

Fiscal Policy 
Transparency

 Code of Good Practices on Fiscal 
Transparency 

IMF

Data Dissemination   Special Data Dissemination 
Standard  

 General Data Dissemination 
System 

IMF

II. Financial Regulation and Supervision
Banking Supervision  Core Principles for Eff ective 

Banking Supervision 
BCBS

Securities Regulation  Objectives and Principles of 
Securities Regulation 

IOSCO

Insurance Regulation  Insurance Core Principles IAIS

III. Institutional and Market Infrastructure
Crisis Resolution and 

Deposit Insurance
 Core Principles of Eff ective 

Deposit Insurance Systems 
BCBS/International 

Association of 
Deposit Insurers

Insolvency  Insolvency and Creditor Rights World Bank
Corporate 

Governance
 Principles of Corporate 

Governance 
OECD

Accounting and 
Auditing

  International Financial Reporting 
Standards  

 International Standards on 
Auditing 

 International 
Accounting 
Standards Board 

 International Auditing 
and Assurance 
Standards Board 

Payment, Clearing, 
and Settlement

  Core Principles for Systematically 
Important Payment Systems  

 Recommendations of Securities 
Settlement Systems 

 Recommendation for Central 
Counterparties 

 CPSS 
 CPSS/IOSCO 
 CPSS/IOSCO 

Market Integrity 
  
 
 

 FATF Recommendations on 
Combatting Money Laundering 
and the Financing of Terrorism 
& Proliferation 

Financial Action Task 
Force 
  

   Source:  BIS  .  
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summarizing their fi ndings and recommendations to improve the resiliency 
of the fi nancial system: a Financial System Stability Assessment (FSSA) for 
the IMF and a Financial Sector Assessment for the World Bank. In addi-
tion, the Fund and the bank collaborate on the  Reports on the Observance 
of Standards and Codes , which evaluate a country’s observance of the key 
areas identifi ed by the FSF.  12       

 By April 2008, three-quarters of the membership of the Fund had partic-
ipated in a FSAP, and about two-thirds of these countries had posted their 
FSSAs on the IMF’s Web site.   But several countries of systemic importance 
to the global fi nancial markets had not yet taken part, most prominently 
China and the United States (IMF IEO  2006b ). Th e nonparticipation of 
these two large countries stemmed in part from a reluctance to allow out-
side observers to form judgments on their national policies.  13       

   Th e establishment of codes for the dissemination of data can decrease 
uncertainty and contribute to lower volatility in the fi nancial markets.  14   
But the delegation by the FSF to the IMF and the World Bank of the tasks 
of devising such codes and monitoring their implementation rested on 
the assumption that these institutions should ascertain whether satisfac-
tory procedures for promoting private fi nancial fl ows had been estab-
lished.   U.S. Treasury Secretary Lawrence Summers ( 1999b ) called for 
such an expansion in the focus of IMF surveillance from sharing infor-
mation among governments to “promoting the collection and dissemina-
tion of information for investors and markets.”     But China and Indonesia’s 
avoidance of the FSAP demonstrated that some emerging markets did 
not agree that it was necessary to conform to the practices of the global 
fi nancial markets.     

   Th e expansion and revision of capital standards for banks represented 
another area of increased fi nancial regulation.   Th e BCBS spent much of the 
1990s updating the Basel I guidelines.   Th e simplicity of the fi rst standard, 
which dealt only with credit risk, had made it straightforward to apply. 
However, fi nancial innovation had led to the creation of new types of assets 
and their riskiness was uncertain. Awareness of other types of risk, such as 
market risk due to fl uctuations in asset prices, had increased as well.   Private 

     12       Th e IMF also assesses compliance with the measures developed by the Financial Action 
Task Force on Money Laundering, an IGO established in 1989 to combat money launder-
ing and the fi nancing of terrorism.    

     13     Th e G20 national leaders announced in November 2008 that all its members would under-
take an FSAP ( Chapter 10 ).  

     14     Eichengreen ( 2009a ) summarizes the evidence on the eff ectiveness of standards and codes. 
Th e IMF and the World Bank (IMF and World Bank 2011) provide a post–global crisis 
review.  
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banks claimed that they could assess the amount of capital they would need 
to hold against the various forms of risk through their own statistical mod-
els, such as the Value at Risk (VaR).   But these tools had been tested only for 
short periods and their properties in the event of excessive volatility were 
unknown. 

 A new capital accord, known as Basel II, was released in 2004 aft er a 
long period of negotiations among national authorities and banks (Tarullo 
 2008 ). Th e complexity of its requirements refl ected the great diversity 
among the banks that would be subject to its provisions. Basel II has three 
components: Pillar I dealt with capital requirements and retained the min-
imum capital adequacy ratio of 8 percent and the defi nition of regulatory 
capital that satisfi ed the requirement. Th e changes included new capital 
requirements for market and operational risk, and the assessment of credit 
risk. Banks could choose to perform the latter by utilizing a standardized 
approach with risk weights determined by credit rating agencies, or by 
using one of two approaches, both based on the banks’ own internal ratings. 
Pillar II addressed the issue of supervisory review by national regulators of 
their banks’ capital adequacy, including the requirements of Pillar I. Pillar 
III established guidelines for the public disclosure of information on the 
banks’ fi nancial conditions. 

 Th e implementation date for Basel II was set for December 2006, but its 
realization was slowed in part by uncertainties about its provisions.  15   Many 
of the reporting options available under Basel II would only be appropriate 
for large banks, and concerns about the suitability of the Basel II frame-
work for emerging markets and developing countries were raised (Powell 
 2004 ). Th e volatile economic and fi nancial environments of many of these 
countries made risk assessment diffi  cult to measure (Rojas-Suarez  2008 ). In 
addition, a lack of adequately trained personnel would slow enforcement of 
the new regulations. Th e IMF ( 2005b ) foresaw an increase in the need for 
its technical assistance to members if they sought to adopt the advanced 
provisions of Basel II. 

 In retrospect, the Basel II guidelines allowed banks too much latitude 
in assessing their exposure to risk and need for capital. Problems with the 
evaluation of risk due to asymmetric information and a lack of transpar-
ency proved to be endemic in the fi nancial markets of the upper-income 
countries as well as the emerging markets, and the credit rating agencies 

     15     In the United States, for example, there were numerous discussions among the govern-
ment agencies responsible for regulatory oversight of whether all the banks would be 
required to adopt the standards.  



Lessons Learned148

made serious errors of judgment. In addition, there was little attention paid 
to the risk of the overall fi nancial system, that is, “macroprudential” risk. 
Th e global fi nancial crisis of 2008–9 would result in plans for yet another 
set of revised guidelines, Basel III ( Chapter 11 ).    

  9.4     Reserves and Regional Arrangements  

     While the IMF engaged in self-study and reform and the G7 governments 
established new regulatory bodies and standards, the emerging market 
nations drew their own conclusions from the international fi nancial cri-
ses. Th ey sought to escape their “weaker link” status and avoid the need for 
IMF programs through the accumulation of foreign reserves as well as the 
development of alternative sources of liquidity. Th ese actions represented 
a turning away from the IMF and its resources, which had far-reaching 
implications for the global economy.   

   During the period aft er the Argentine crisis, the emerging markets and 
developing countries recorded increases in real growth rates and declines 
in infl ation ( Chapter 10 ) Private capital fl ows to these countries tripled 
between 2002 and 2003 and rose again in 2004 and 2005.   Th e World Bank 
( 2007 ) attributed the surge of private fl ows to a combination of global fac-
tors, including low interest rates and increased liquidity, as well as robust 
growth in the recipient countries.   Th e absence of crises resulted in a decline 
in the number of IMF programs ( Figure A.2 ), and former IMF borrowers 
took advantage of their prosperity to pay off  their loans. 

   Th e rise in capital infl ows and changes from current account defi cits to 
surpluses allowed emerging market countries to build up their holdings of 
foreign reserves.     Th e most notable increases occurred in the case of China, 
where the foreign exchange reserves of the People’s Bank of China sur-
passed $1 trillion in 2006 and approached $2 trillion by 2008.     Th e foreign 
exchange reserves of the middle-income economies exceeded $4 trillion 
by 2008 ( Figure 9.1 ), while Japan held an additional $1 trillion.   Some of 
the countries also used their foreign exchange to establish sovereign wealth 
funds, portfolios of assets to be used for future generations or to fund proj-
ects of national interest.      

   Th e increase in reserve holdings was interpreted as a form of 
“self-insurance” by the central banks of those countries concerned about 
the occurrence of currency crises (Aizenman and Lee  2007 , De Beaufort 
Wijnholds and Kapteyn  2001 , Durdu, Mendoza, and Terrones  2009 , 
Feldstein  1999 ). A central bank with suffi  cient reserves can defend its 



Reserves and Regional Arrangements 149

exchange rate from speculative selling. Moreover, the possession of the 
reserves serves as an indicator that a bank has good “fundamentals,” which 
in the second-generation currency crisis model would deter speculators 
( Chapter 6 ) and insulate a country from contagion. Reserves also allow the 
monetary authorities to assist domestic banks with liabilities denominated 
in foreign currencies if they face large withdrawals.   

   Reserves, however, also carry costs for the country holding them. A coun-
try must sacrifi ce current spending in order to run a balance of payments 
surplus to acquire the reserves. Maintaining the reserve holdings imposes a 
further opportunity cost in the form of forgone spending. If a central bank 
sterilizes the monetary impact of the infl ows by issuing domestic bonds, it 
generally pays a higher interest rate than it receives on its own holdings of 
foreign bonds, usually U.S. Treasury securities. 
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 Figure 9.1.      Foreign Reserves of Emerging Markets: 1997–2009. 
  Note:  Gold excluded. 
  Source:  World Bank,  World Development Indicators , March 2012.  
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 Avoiding such costs was one of the reasons for establishing the IMF 
( Chapter 2 ). Th e IMF could pool the foreign exchange of its members, lend-
ing them out as needed. But the emerging market governments eff ectively 
decided that the costs of acquiring and holding reserves were less than 
those of entering an IMF program. Th e accumulation of reserves for the 
purpose of self-insurance, therefore, represented a sign of “no confi dence” 
by the emerging markets in the IMF in the wake of the fi nancial crises of 
the 1990s.   

   Th e buildup of foreign exchange in the emerging markets may also have 
been a response to the lack of change in their quotas (Joyce and Razo-Garcia 
 2011 ). Quotas determine access limits to Fund resources, and while the IMF 
had been willing to bypass these in past crises, there was no assurance that 
they would do so again. Moreover, larger drawings could involve stricter 
conditionality as well as explicit surcharges.     

   Th ere is an intermediary stage between the national accumulation of 
foreign reserves and using the facilities of the IMF: a regional monetary 
fund.   Th e proposal of the Japanese government to establish an Asian 
Monetary Fund had failed in 1998 because of opposition from the United 
States ( Chapter 7 ).   However, in the aft ermath of the East Asian crisis the 
countries in that region continued discussions of establishing an alter-
native to the IMF.     In 2000 the members of the Association of Southeast 
Asian Nations (ASEAN)  16   joined China, Korea, and South Korea to form a 
network of bilateral swap arrangements, known collectively as the Chiang 
Mai Initiative (CMI) aft er the town in Th ailand where the fi nance minis-
ters of the countries met to fi nalize the agreement.   Th e swap arrangements 
allowed the participants to draw upon the foreign currency reserves of 
their partners in the arrangements for up to six months in the event of a 
currency crisis. 

 Th e number of arrangements eventually grew to sixteen, and the total 
amount that could be borrowed totaled $50 billion–$60 billion (Henning 
 2009 ). Th e CMI, however, was not divorced from the IMF. Th e participat-
ing countries agreed that aft er the fi rst 10 percent of a swap (later raised to 
20 percent) was disbursed, the country drawing funds was required to par-
ticipate in an IMF program. Activation of the agreement was also depen-
dent on the creditor country’s approval.   

     16       Th e ASEAN current members are Brunei, Cambodia, Indonesia, Laos, Malaysia, Myanmar, 
the Philippines, Singapore, Th ailand, and Vietnam.    
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   In 2009 the CMI was expanded through the Chiang Mai Initiative 
Multilateralization (CMIM) Agreement (Henning  2009 , Sussangkam 
 2010 ). Th e CMIM represents a multilateral fi nancial commitment by its 
members of a total of $120 billion. China and Japan each provide 32 percent 
of the funds, South Korea 16 percent, and the other governments contrib-
ute smaller shares. Each participant is entitled to swap its own currency for 
U.S. dollars for an amount that equals its contribution times a purchasing 
multiplier, which ranges up to 5. However, the funds are still held at each 
participant’s central bank.   

   Other regional arrangements exist, such as the Latin American Reserve 
Fund with seven members and the Arab Monetary Fund with twenty-two 
member countries.     However, these have not been drawn upon; nor was 
the CMI active during the recent global crisis. Instead, South Korea and 
Singapore drew upon swap lines established by the U.S. Federal Reserve 
( Chapter 10 ). Th e total size of the amount of funds committed to the CMIM 
may be too small to be eff ective in the face of large capital outfl ows.   

   Th ese regional arrangements raise the issue of “subsidiarity,” that is, the 
appropriate range of policy jurisdiction for IGOs that transcend national 
boundaries. In general, coordination should be done over the same geo-
graphic range where the spillover of the public good takes place in order 
to ensure the proper allocation of benefi ts and costs and to deal with infor-
mation problems (Sandler  2004 ). Th e regional provision of a public good 
may also resolve some of the multistage agency issues that arise with IGOs 
( Chapter 1 ). On the other hand, economies of scale or scope may justify 
the provision of a public good on a global basis. In the case of the former, 
for example, unit costs may fall as a result of providing the IPG in diff erent 
regions. An IGO may experience economies of scope as a result of supply-
ing more than one public good. Moreover, a global fi nancial crisis could 
overwhelm the resources of a regional arrangement and require an interna-
tional response (Joyce and Sandler  2008 ).   

 Th ere is no inherent reason why regional organizations and IGOs need 
act independently (Desai and Vreeland  2011 , Henning  2006 ).   Th e IMF, for 
example, has increased its regional surveillance activities and could work 
with the CMIM as well as the other organizations in addressing regional 
issues.     Moreover, there have been proposals for reorganizing the Fund’s 
Executive Board on a regional as well as national basis.   

 But during the 2000s, the IMF’s members diverged in a number of ways. 
Th e upper-income nations deepened their fi nancial ties aft er further domes-
tic deregulation, particularly in the United States and several European 
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nations, while using international agencies to coordinate their actions. Th e 
emerging market countries, on the other hand, increased their holdings of 
foreign exchange to strengthen their ability to deter currency and fi nancial 
crises and avoid dependence on the IMF. Th e next chapter examines the 
IMF’s concerns over the emergence of “global imbalances” and the Fund’s 
response to the global fi nancial crisis that ultimately erupted.          
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 Th e Great Recession  

     Th e era of economic stability that prevailed during the middle 2000s came 
to an end with the Great Recession of 2008–9. Th e shock emanating from 
the United States and other advanced economies swept through the global 
economy, contracting trade and fi nancial fl ows and depressing economic 
activity. Th is chapter describes the IMF’s attempts to avert a crisis and its 
response when the collapse occurred. 

   Th e “Great Moderation,” described in the fi rst section, was characterized by 
declines in infl ation and output volatility in most nations. Moreover, growth 
rates accelerated in the emerging market economies. Th e one discordant note 
was the increase in current account defi cits in several advanced economies, 
most notably the United States. Th ese were matched by surpluses in many 
emerging market economies as well as the oil exporters, which were accom-
panied by increased foreign exchange reserves. Th e reasons for and implica-
tions of these “global imbalances” have been widely debated. Some viewed 
them as the result of the transfer of funds from emerging nations with high 
savings rates to advanced economies with liquid fi nancial markets and did 
not believe that they posed a threat to international fi nancial stability. Others 
emphasized the role of diminished private and public savings in the advanced 
economies that left  those nations vulnerable to capital outfl ows.   

   Th e IMF’s forecasting record in the period leading up to the Great 
Recession is reviewed in the second section. Th e IMF warned of economic 
repercussions of the buildup of global imbalances. Th e IMF was also aware 
that housing prices in many advanced economies had reached levels that 
did not refl ect economic fundamentals. But it did not recognize the buildup 
of fi nancial fragility as banks and other institutions developed new instru-
ments that were vulnerable to the collapse of housing values. Th e IMF fore-
cast continuing economic growth and stable conditions in fi nancial markets 
up until the outbreak of the global crisis.   
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   Th e IMF sought to address the global imbalances through consultations 
with its principal members, and these discussions are summarized in the 
third section. Th e Fund organized a meeting of China, Japan, and the oil 
exporters with the Eurozone membership and the United States, but it 
proved impossible to persuade these countries to change their policies. Th e 
distrust among them spilled over to the discussions of the IMF’s surveil-
lance of currency values, with China castigating the IMF for its focus on 
the role of exchange rates in addressing external imbalances. Th ese events 
demonstrated once again the limitations of agency over sovereign princi-
pals with divergent policies.   

   Th e crisis that swept through the global economy is described in the 
third section. Declining housing prices led to a collapse in liquidity in the 
fi nancial markets of the advanced economies. Central bankers and fi nan-
cial policy makers responded with lower interest rates and the provision of 
liquidity, but fi nancial institutions in the United States and Western Europe 
were unable to fi nance their exposed balance sheets.   Aft er the failure of 
Lehman Brothers in September 2008, the fi nancial collapse became a global 
economic crisis.   Th e IMF responded by supplying substantial amounts of 
credit to distressed members. Th e conditionality attached to these loans 
was based on the circumstances of the borrowing countries, and in many 
cases the IMF allowed members to use macroeconomic policies to off set 
declines in private expenditures. Th e IMF was supported by the G20 lead-
ers, who increased the IMF’s fi nancial resources and assigned it new duties 
in the postcrisis global economy.   

   Th e IMF’s performance in the precrisis period and its subsequent activi-
ties once the crisis broke out are analyzed in the last section. Th e IMF’s fail-
ure to foresee the fragility of the fi nancial sectors of the advanced economies 
refl ected its focus on the emerging markets, as well as an unwillingness to 
criticize the policies of its most important members. But the IMF responded 
rapidly to the weakening in global economic activity and furnished ample 
credit on a wide basis with limited conditionality. It also accepted the eff ec-
tiveness of capital controls to deal with fi nancial turbulence. Its activities in 
these areas refl ected the preoccupation of the upper-income nations with 
their own economic situations and the ascendance of those emerging mar-
ket economies that recovered quickly from the crisis.      

  10.1     Global Imbalances  

   Th e period following the fi nancial crises in the emerging markets was one 
of decreased economic volatility in these nations.   Th is stability was part 
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of a broader phenomenon known as the “Great Moderation,” which was 
marked by steady real growth and moderate infl ation during the early and 
mid-2000s ( Figures 10.1 ,  10.2 ).   Th e possible causes advanced to explain 
this phenomenon included an absence of negative international shocks 
and better macroeconomic policies (Summer  2005 ).   Th e then–Federal 
Reserve Board governor (and later chair) Ben S. Bernanke ( 2004 ) attributed 
the reduction in macroeconomic volatility to improved monetary control 
procedures.   Many central banks in advanced economies adopted the prac-
tice of infl ation targeting by setting explicit limits on price rises and were 
rewarded with lower infl ation rates and a decline in the public’s expecta-
tions of future price changes.         

 Moreover, the emerging markets and developing economies recorded 
increases in real growth during the decade of the 2000s that exceeded 
those of the advanced economies ( Figure 10.1 ). Part of their growth was 
due to increased commodity prices and export-oriented policies, but it 
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also resulted from more stable macropolicies. Central bankers in some of 
these countries also switched to infl ation targeting, while others sought 
to control price rises by a commitment to a fi xed exchange rate. Foreign 
direct investment to these countries rose steadily, while portfolio and other 
forms of capital fl ows were more volatile ( Figure 10.3 ). As a result of the 
improvements in economic conditions, the demand for IMF credit fell and 
the number of arrangements for new programs declined to the lowest level 
since 1973 ( Figure A.2 ).    

   Th ere were concerns regarding long-run stability, however, due to the 
emergence of what were called “global imbalances.”   Th e United States and 
several other upper-income economies such as the United Kingdom regis-
tered current account defi cits that were matched by surpluses in emerging 
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markets as well as oil exporters ( Figures 10.4 ,  10.5 ), and capital fl ows from 
the latter to the upper-income countries.   Th is phenomenon challenged 
expectations, as the neoclassical model predicted that capital would fl ow 
from advanced economies to lower- and middle-income countries, where 
it would earn higher returns. A vigorous debate ensued over the causes of 
the divergent balance of payment positions and the need (if any) for cor-
rective policies.  1             

   On the one hand, some analysts pointed to increases in savings that took 
place aft er the fi nancial crises of the 1990s, particularly in Asia (Bernanke 
 2005 ). Th e higher savings surpassed private investment expenditures 
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     1     Th ere is a large literature devoted to this subject. Wolf ( 2008 ) provides one of the best 
overviews.  
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in these countries, and as a consequence there was a swing to surpluses 
in their current accounts.  2     Savings also grew in several advanced econo-
mies with aging populations, such as Germany and Japan.   Th ese trends 
were reinforced by rising oil prices, which contributed to surpluses in the 
oil-exporting countries.   Th e “global glut” of savings fl owed to the United 
States because that country possessed the largest and most liquid fi nan-
cial markets in the world, and there was a dearth of alternatives (Caballero, 
Farhi, and Gourinchas  2008a ,  2008b , Cooper  2008 ). According to this line 
of analysis, the resulting increases in the external liabilities of the United 
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     2     Th e exception to this phenomenon occurred in China, where investment expenditures 
increased during this period. However, its current account also recorded surpluses due to 
very high rates of household and business savings.  
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States did not pose a cause for concern, as the capital infl ows would eventu-
ally reverse themselves as savers drew upon their assets. 

 Another interpretation of the global imbalances stressed the decline in 
savings in the United States as the primary determinant of that country’s 
current account defi cit (Feldstein  2008 ). Part of the fall refl ected the change 
in the federal government’s budget position from a surplus to a defi cit aft er 
2001. Th is shift  was accompanied by a decrease in the household savings 
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rate, due in part to the upsurge in the real estate prices. Households used 
the increased value of their homeownership as collateral for loans to fi nance 
consumption expenditures. Consequently, there were increases in the debt 
of both the government and households.     

   Much of the debt was held by private and offi  cial purchasers outside 
the United States ( Chapter 9 ). Th is debt represented a vulnerability in 
the eyes of those who emphasized the contribution of the United States 
to generating the global imbalances, since foreign debt holders could 
decide at any time to diversify their portfolios with assets in other cur-
rencies. Th is would result in a currency depreciation with deleterious 
consequences for the global economy if the fall were precipitous. Higher 
interest rates in the United States might preserve the value of the dollar, 
but borrowers in that country would pay the cost. Th ose who identifi ed 
the decline in U.S. savings as the cause of the imbalances sought to raise 
government and household savings to reduce the current account defi -
cit.   On the other hand, there was less concern about the current account 
defi cit of the United States among those who held the global savings glut 
responsible, although Bernanke ( 2005 ) favored a reduction in the budget 
defi cit for other reasons.     

   Other analysts, however, focused on the role of China and its exchange 
rate policy (Goldstein and Lardy  2008 ,  2009 ). Th e Chinese central bank had 
fi xed the value of its currency, the  yuan , against the U.S. dollar until 2005, 
when a crawling peg was instituted. Th e Chinese currency subsequently 
appreciated against the dollar, but that country’s current account surpluses 
and foreign exchange reserves continued to grow.   

   Another perspective was that of those who viewed the accumulation of 
foreign reserves as evidence of the emergence of a new fi xed exchange rate 
regime, which they named “Bretton Woods II” (Dooley, Folkerts-Landau, 
and Garber  2004 , Dooley and Garber  2005 ). Th ey pointed out that aft er 
World War II, the United States served as the fi nancial center surrounded 
by a periphery of European countries and Japan. Th ese countries adopted 
a growth strategy based on undervalued currencies, controls on trade and 
capital fl ows, and FDI fl ows from the United States. Once their economies 
had grown, they became part of the global economy’s center, and the Bretton 
Woods system ended when they were no longer willing to fi nance further 
U.S. defi cits. Proponents of this view claimed that the Asian countries were 
following a similar strategy, using their exports to boost growth rates while 
fi nancing the U.S. defi cits.   

     Empirical analyses of the global imbalances, such as those of Chinn and 
Ito ( 2007 ,  2008 ) and Gruber and Kamin ( 2007 ), found government budget 
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balances to be highly signifi cant determinants of current accounts.     But the 
scale of the U.S. defi cits recorded in the period of 2001–4 was greater than 
the imbalances predicted by their models. Th ese results suggest that factors 
not included in conventional macroeconomic analyses may have contrib-
uted to the defi cits during this period. 

 Th e unexplained surge in the current account defi cits may have refl ected 
the expansions in credit that occurred in many of the defi cit countries. 
  While previous lending booms had been concentrated in the emerging 
markets, these increases mainly occurred in advanced economies such as 
Greece, Ireland, Spain, the United Kingdom, and the United States (Hume 
and Sentence  2009 ).   An increase in household credit was a distinguishing 
feature of this expansion in lending.  3   Th e concerns that were raised about 
the sovereign debt of the United States had usually overlooked the mount-
ing debt of the household sector. Within the United States, the increase in 
mortgage-related lending was seen as a benefi cial development that boosted 
homeownership. Th e development of new fi nancial instruments linked to 
these mortgages and the holdings of these securities by foreign institutions 
were generally overlooked but would prove to be a source of fi nancial insta-
bility (see later discussion).        

  10.2     Premonitions  

   Th e IMF’s crisis prevention responsibilities include issuing warnings of 
growing fi nancial or economic instability.   Th e IMF uses its traditional tools 
of multilateral surveillance, the  WEO  and the  GFSR ,  4   as well as its bilateral 
surveillance to draw its members’ attention to incipient sources of vulner-
ability.   But the IMF’s record in forecasting the 2008–9 global crisis is, at 
best, mixed. Th e IMF’s economists were concerned about the impact of the 
global imbalances and were aware of the potential for collapses in housing 
prices. However, they did not link the capital fl ows to the advanced econo-
mies and their expanding housing sectors to the growth in fi nancial instru-
ments that heightened the fragility of the balance sheets of their fi nancial 
institutions. Th e IMF’s forecasts on the eve of the Global Recession were 
overly optimistic and only began to incorporate the impact of the weaken-
ing in mortgage values in the United States in their projections in the fall of 
2007 aft er the crisis was under way. 

     3     See Reinhart and Rogoff  ( 2009 ) on the historical role of housing prices in asset bubbles.  
     4     See IMF (1999a) and IMF IEO ( 2006a ) for reviews of the IMF’s multilateral surveillance.  
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 While the IMF’s economists welcomed the broad-based growth observed 
during the 2000s, they emphasized the need for changes in national policies 
to correct the imbalances. Th ey specifi cally called for fi scal consolidation in 
the United States, structural reforms in European countries, and exchange 
rate fl exibility in Asian countries.   Th e  WEO  published several analyses of 
the risks posed by the continuation of the global imbalances (IMF  2002b , 
 2005f ,  2005g ,  2006f ,  2007e ). 

 Th e IMF also took note of the pattern of booms and busts in the prices 
of fi nancial assets and housing. In 2003, for example, the  WEO  (IMF  2003 ) 
presented an analysis of the impact of downturns in equity and hous-
ing prices. Th e authors reported that housing price busts were associated 
with steeper economic downturns than stock market declines, and that 
bank-based fi nancial systems suff ered more than market-based systems 
during collapses in housing prices. In the following year, the  WEO  (IMF 
 2004c ) included an examination of the global real estate boom, which 
found that housing prices had become synchronized across countries in 
response to common global factors, particularly low interest rates and sus-
tained growth, and were vulnerable to a correction.   

   But the IMF’s analyses of fi nancial stability in the  GFSR  were gener-
ally optimistic about the stability of fi nancial markets and institutions. 
Th e authors of the 2005  GFSR  (IMF  2005a : 1), for example, found that 
the resilience of the global fi nancial system had improved in response to 
“solid global economic growth, buoyant fi nancial markets, and continued 
improvements in the balance sheets of the corporate, fi nancial, and house-
hold sectors.” Th e following year, the  GFSR  (IMF  2006b ) reported that 
the dispersion of credit risk by banks had left  the fi nancial system more 
resilient and better able to absorb shocks. Th e authors of the report made 
this claim even though, as they admitted, the identities of those who held 
the risk were not transparent. Th e IMF subsequently admitted that it had 
underrated the combined risk of fi nancial complexity and increased lever-
age (IMF  2009d ).   

   Th e  WEO s off ered positive economic forecasts in the period leading up 
to the global crisis.   In April 2007, for example, the IMF forecast global eco-
nomic growth in 2008 of 4.9 percent (IMF  2007e ), and in July this pro-
jection was raised to 5.2 percent (IMF  2007f ).   Th e IMF responded to the 
volatility in the mortgage markets in the United States that fall by revising 
their 2008 global growth forecast downward to 4.8 percent (IMF  2007g ) but 
claimed that “sound fundamentals would continue to support solid global 
growth” (IMF  2007g : 6). Th e Fund’s forecasters hedged their projections 
by cautioning that continued fi nancial turbulence could “generate a deeper 
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‘credit crunch’ than envisaged in the baseline scenario, with considerably 
greater macroeconomic impact” (IMF  2007g : 7). 

   Th e IMF’s record on bilateral surveillance, as expressed in the  Staff  Reports  
of the Article IV consultations with the United States, is not more prescient.  5   
Th e  Staff  Reports  for the 2004 (IMF  2004b ),  2005  (IMF  2005e ), and 2006 
(IMF  2006e ) consultations off ered positive assessments of the resiliency of 
the fi nancial sector in the United States and saw little risk resulting from 
household borrowing. In the summer of 2007 the IMF’s team of economists 
expressed concerns about systemic risks from tail events, the management 
of counterparty risks, and the use of credit agency ratings (IMF  2007d ). 
But they also reported that “ core commercial and investment banks are in a 
sound fi nancial position, and systemic risks appear low ” (IMF  2007d : 14).  6       

   It is legitimate to ask whether the IMF’s record in this area is any worse 
than those of other IFIs. Th e IMF’s analysis can be contrasted with that of 
the BIS, which had consistently raised concerns regarding booms in private 
credit and their impact on asset prices and balance sheets (Borio, Furfi ne, 
and Lowe  2001 , Borio and Lowe  2003 ). Th e BIS recognized that banks in 
some advanced economies had distributed risk through securitization but 
was more apprehensive than the IMF about the ramifi cations of this prac-
tice. Th e BIS (BIS 2007: 145) pointed out that much of the risk was embod-
ied in “securities of growing complexity and opacity” and that the high 
credit ratings assigned to these securities did not refl ect the probability of 
tail events. 

 Like the IMF, the BIS was uneasy about vulnerable sectors of the global 
economy, including real estate in the United States. It also took a cautious 
view of the potential risks posed by the boom in real estate prices in the 
United States and the relatively untested fi nancial derivatives linked to 
them. Th e BIS realized that the outcome of a simultaneous occurrence of 
adverse economic and fi nancial developments would be quite perilous and 
concluded that “tail events aff ecting the global economy might at some point 
have much higher costs than is commonly supposed” (BIS 2007: 145).   

   Th e IMF’s lack of foresight of the coming collapse is even more startling 
in view of the fact that one of the most perceptive critics of fi nancial innova-
tion was Raghuram G. Rajan, economic counselor and director of research 
at the IMF during the years 2003 through early 2007.   In 2005, Rajan deliv-
ered a speech (Rajan  2005 ) at a conference honoring the retiring Federal 

     5     Th e IMF’s IEO (2011) found similar assessments in the bilateral surveillance of other 
advanced economies with large fi nancial sectors.  

     6     Italics in original.  
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Reserve Board chair Alan Greenspan.   He addressed the issue of fi nancial 
development and warned that changes in fi nancial technology, regulations, 
and institutions had combined to bring about an increase in the amount of 
risk borne by the fi nancial system. As a result, the system was exposed to 
large systemic shocks, and Rajan warned of the possibility of a “low proba-
bility but highly costly downturn” (Rajan  2005 : 360).   Rajan’s views were vig-
orously contested at the conference by the former U.S. Treasury Secretary 
Summers and others ( Wall Street Journal   2009 ), and his prescience appears 
to have had no impact on his colleagues at the Fund.     

 Why did the IMF not anticipate the fi nancial crisis? A full appraisal of the 
IMF’s precrisis activities is provided later, but several reasons can be cited 
here. First, the IMF continued to believe that fi nancial development played 
an important role in economic growth, and off ering a more measured view 
of its benefi ts and costs could be seen as obfuscating that message.   Second, 
the IMF’s largest members were not interested in warnings of the risks of 
asset bubbles and credit booms, as Summers’s reaction to Rajan’s warnings 
demonstrates.   Even if the IMF believed that there had been an increase in 
the probability of a manifestation of fi nancial instability, the IMF was reluc-
tant to engender a confrontation with its major principals. Th ird, the IMF’s 
focus was on dealing with global imbalances and exchange rates, not the 
development of new fi nancial instruments.    

  10.3     Impasse  

   In addition to its traditional tools of surveillance, the IMF sought to use 
other methods to draw attention to the phenomenon of global imbal-
ances and coordinate a response by its members.   Th e IMF’s Medium-Term 
Strategy ( Chapter 9 ) had included “new directions in surveillance” as a 
priority (IMF  2006c : 1) and proposed a multilateral procedure to supple-
ment the bilateral Article IV consultations with member governments.   Th e 
new forum, called a “multilateral consultation,” allowed the IMF to address 
global issues with several countries or a regional association. 

 In 2006 the IMF sought to use its new consultation process to address the 
issue of global imbalances (Bird and Willett  2007 ).   Th e invited participants 
were China, representatives of the Eurozone, Japan, Saudi Arabia, and the 
United States.   Th ere were bilateral meetings of the IMF and each coun-
try (or area) and multilateral meetings that culminated in a joint public 
statement in April 2007. Th e respective national and regional authorities 
publicly agreed that the reduction of the imbalances required new policy 
measures, but none altered their existing policies in response to the calls for 
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coordinated action. Th eir unwillingness to undertake joint action refl ected 
deep disagreements over the root causes of the imbalances.   Th e United 
States, for example, pointed to Chinese exchange rate practices as the pri-
mary reason for the continued pattern of Chinese current account surpluses 
and U.S. defi cits, while the Chinese held fi scal policy in the United States 
responsible for the imbalances (Giles  2007 ).   

 Th e IMF staff  report (IMF  2007c ) on these consultations sought to present 
them as successful. It reported that the format of the multilateral consulta-
tions had worked well and resulted in a better understanding by the partici-
pants of the others’ positions. However, the report also candidly admitted 
that “participants emphasized that national policies were driven primarily 
by domestic requirements, although a positive impact on global imbalances 
was a welcome additional benefi t” (IMF  2007c : 9). Th ere was nothing the 
IMF could do to change policies that were based on the perceived national 
interests of its members. Th e multilateral consultations were dropped and 
their place in the IMF’s work agenda reduced. 

   But the dispute between China and the United States had not been 
resolved, and it carried over into the deliberations over another aspect of 
IMF surveillance: its review of exchange rate policies.   Th e Fund’s 1977 
 Decision on Surveillance over Exchange Rate Policies  had survived virtually 
intact over thirty years despite many reviews (IMF  2006d ).  7     Over time the 
IMF’s surveillance of exchange rate practices had come to be widely seen as 
inadequate.   A report from the IEO of the IMF’s activities in this area, for 
example, had concluded, “ In the period reviewed (1999–2005), the IMF was 
simply not as eff ective as it needs to be to fulfi ll its responsibilities for exchange 
rate surveillance ” (IMF IEO  2007a : 35).  8   Th e authors of the report recom-
mended that the “rules of the game” with respect to exchange rate prac-
tices be clarifi ed, and that practical policy guidance be given to members 
regarding the stability of exchange rate arrangements and the proper use of 
exchange market intervention.   

 Members of the U.S. Congress had threatened to impose trade restric-
tions as that country’s trade defi cit with China widened, and its govern-
ment sought to use the IMF to rectify the imbalance through changes in 
Chinese exchange rates.   Timothy Adams, the undersecretary for interna-
tional aff airs at the U.S. Department of the Treasury, had bluntly warned 

     7     One potentially substantive change had been made in 1995 aft er the Mexican crisis when 
the list of indicators that were monitored was expanded to include “unsustainable fl ows of 
private capital,” but the term was not defi ned.  

     8     Italics in original.  
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that “the perception that the IMF is asleep at the wheel on its most funda-
mental responsibility – exchange rate surveillance – is very unhealthy for 
the institution and the international monetary system” (Adams  2006 : 135).  9     
Th e IMF was caught in a dispute between its largest principal and one of the 
fastest-growing members. 

     Th e Medium-Term Strategy ( Chapter 9 ) called for an updating of the 
1977  Decision , and in June 2007 the Executive Board issued a new  Decision 
on Bilateral Surveillance over Members’ Policies  (IMF  2007a ).   Th e fi rst part 
of the new  Decision  established “external stability” as an obligation of the 
members under Article IV, and the accompanying Companion Paper (IMF 
 2007b ) elaborated on the concept of external stability. A balance of pay-
ment position was judged to be consistent with external stability when 
the underlying current account was “broadly in line with its equilibrium” 
and when the capital account was not vulnerable to “abrupt shift s in cap-
ital fl ows”(IMF  2007b : 2). Th e second part of the new  Decision  carried 
over from the 1977  Decision  several principles to provide guidance for the 
members in their exchange rate policies. Part II added a new guideline, 
Principle D, which recommended (but did not oblige) members to “avoid 
exchange rate policies that result in external instability.” Th is section also 
spelled out circumstances that might require a review by the IMF of a coun-
try’s practices. Th ese included protracted exchange market intervention, a 
“fundamental exchange rate misalignment,”  10   or prolonged current account 
surpluses or defi cits. 

 Many of the conditions that could justify a Fund review could be inter-
preted as relevant to China’s situation, and the  Decision  was widely seen as 
the product of pressure from the United States on the IMF to target China 
for its exchange rate policies.   Th e People’s Bank of China responded to the 
new decision with a sharp statement that declared its opposition to the 
 Decision , “as it does not fully refl ect the developing countries’ opinions.”  11   
Th e Chinese central bank’s statement noted that exchange rate adjustment 
has a “role to play in resolving external imbalances, but it is not the ultimate 
and only policy instrument.” It urged the IMF to undertake its surveillance 
function “by strengthening communications and dialogue with members 

     9     Mussa ( 2007 ), a former director of the IMF’s Research Department, off ers a critique of the 
IMF’s surveillance of China’s exchange rate policies.  

     10       Th e IMF established a Consultative Group on Exchange Rate Issues to provide exchange 
rate assessments in its surveillance activities. Th ree diff erent methodologies are utilized in 
the analysis (Lee  et al.   2008 ).    

     11     Th e announcement was posted at  www.pbc.gov.cn/english/renhangjianjie /.  
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on the basis of mutual understanding and respect.”     Th e government of 
China subsequently refused to allow publication of its Article IV consulta-
tions with the Fund because of its opposition to the IMF’s position that the 
Chinese currency was undervalued  . 

   Fischer ( 2008 ) noted that the  Decision  focused on exchange rate policies 
rather than a country’s overall policy stance and pointed out that there 
can be other sources of exchange rate instability besides overt exchange 
rate manipulation.  12   He claimed that a government’s failure to use fi scal 
policy to correct an unsustainable balance of payments position should 
be as worthy of Fund censure as the manipulation of an exchange rate. By 
this criterion, U.S. policies were as problematic as Chinese exchange rate 
practices.     

 Th e result of this controversy was gridlock in the surveillance of exchange 
rates.   Th e IMF’s ability to identify national policies that were inconsistent 
with members’ obligations publicly was constrained by the ability of gov-
ernments to withhold their permission to publish the results of Article IV 
consultations.     Truman ( 2008 ) claimed that the IMF’s staff  had identifi ed 
several cases of exchange rate policies that deserved further investigation, 
but no action was taken by the IMF's Executive Board.   

   In 2009, the IMF backtracked on its earlier position on exchange rates. 
Th e Fund announced that the term “fundamental misalignment” would no 
longer be utilized in its surveillance of exchange rates and that uncertainty 
in interpreting the causes of exchange rate movements would be acknowl-
edged.   Th e changes were attributed to a desire to avoid the use of “labels” 
that distracted attention from policy discussions. But the IMF’s retreat from 
its earlier positions also showed the impact of the Great Recession on the 
relative positions of the IMF’s members. China’s economy had recovered 
from the initial shocks to its exports, and its resurgence contributed to 
growth in other Asian countries. Th ere was little to be gained from criti-
cism of its exchange rate practices, although that issue had not been settled 
to the satisfaction of the United States.      

  10.4     Implosion  

   Th e global fi nancial crisis that erupted in 2008 shared some similarities with 
the East Asian crisis of 1997–8 ( Chapter 7 ). In both cases, capital infl ows 
and lax monetary policies had resulted in private credit booms. Th ese led to 

     12     Fischer had left  the IMF in  2001 . In 2005 he became governor of the Bank of Israel.  
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increases in asset prices and distortions in investment expenditures. Once 
these bubbles burst, the balance sheets of domestic banks and other fi nan-
cial institutions deteriorated as loans and other assets were marked down or 
written off . Th e IMF’s response in the case of the global collapse, however, 
was larger in magnitude, was more rapid, and carried fewer conditions than 
it had during the previous emergency.   

   Housing prices peaked in the United States in 2006 and then began to 
fall.  13   Th e write-downs of mortgages and their derivative securities forced 
fi nancial institutions that were widely leveraged to sell assets. Th e sell-off s 
extended outside the United States to institutions in Europe that also held 
these securities, and the spreads on credit default swaps rose in response 
to growing volatility. Central bankers in the upper-income countries 
responded by lowering interest rates and providing credit.   Th e Federal 
Reserve established swap facilities with the ECB and the central bank of 
Switzerland so that those institutions could supply dollars to their banks 
that needed to fi nance dollar-denominated holdings.   Th e emerging mar-
ket nations and developing economies, however, were generally seen as 
insulated from the fi nancial turbulence because of their strong growth and 
their ability to “decouple” from advanced economies. In addition, their own 
banks were generally more regulated and less likely to hold exotic fi nancial 
instruments.   

   Th e government-assisted purchase of the investment bank Bear Stearns 
by JPMorgan Chase in March 2008 revealed the precarious positions of 
fi nancial institutions in the upper-income countries.   Central banks con-
tinued to cut policy rates but also intervened directly in the fi nancial mar-
kets as asset prices fell and credit spreads for private borrowers widened. 
  Th e continuing weakening of the real estate market in the United States 
contributed to fears about the viability of the government-sponsored 
mortgage agencies “Fannie Mae” (Federal National Mortgage Association) 
and “Freddie Mac” (Federal Home Loan Mortgage Association).   Concerns 
about a synchronized disruption of national economies also increased, 
although the emerging markets continued to be seen as insulated from the 
fi nancial crisis. 

   However, the takeover by the U.S. government of Fannie Mae and 
Freddie Mac in September, followed by the bankruptcy of Lehman 
Brothers, the sale of Merrill Lynch to the Bank of America, and the bailout 

     13     Th ere are many excellent accounts of the causes and events of the Great Recession. Th e 
chronology presented here is based on the work of Bean ( 2010 ), the BIS (2009), and 
Mishkin ( 2011 ).  
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of American Insurance General, resulted in a global loss of confi dence in 
the fi nancial markets.   In response, governments undertook massive inter-
vention schemes to shore up their fi nancial institutions.   Th e U.S. Treasury 
Department initially announced that it would purchase distressed assets 
from domestic banks.   However, the regulators eventually followed the 
example of European authorities by injecting capital onto the banks’ bal-
ance sheets.   In addition, the Federal Reserve instituted new programs to 
provide liquidity to domestic institutions while increasing the size of its 
existing swap lines and inaugurating similar arrangements with the central 
banks of other upper-income countries.   

   In October, the ECB, the Federal Reserve, and several other central banks 
announced a coordinated reduction in their policy interest rates.     Th e G7 
fi nance ministers met in Washington, D.C., and announced their determi-
nation to cooperate to “stabilize fi nancial markets and restore the fl ow of 
credit.” Th ey also supported the IMF’s role in assisting the countries most 
aff ected by the fi nancial collapse.     However, the lame duck status of the U.S. 
president, George W. Bush, limited their ability to coordinate their national 
plans for economic recovery.   

 While the national authorities moved to halt the shutdown of their fi nan-
cial systems, the ensuing economic collapse quickly spread outside the G7 
area. World trade fell in the latter part of the year, and economic growth in 
the emerging markets slowed as their exports collapsed. In September the 
IMF issued a forecast for world GDP growth of 3.9 percent in 2008 and 3.0 
percent in 2009. One month later it revised those fi gures to 3.7 percent and 
2.2 percent, respectively. By January 2009, the world economic growth rate 
for the year that had ended was revised downward again to 3.4 percent, and 
growth for the new year fell to 0.5 percent. Th e actual 2008 growth rate was 
later reported to be 2.9 percent. 

   Th e IMF and its managing director, Dominique Strauss-Kahn, who 
had taken offi  ce in November 2007, had watched the intensifi cation of the 
crisis with mounting concern over possible spillover eff ects.   During the 
early stages, the IMF’s role was confi ned to issuing calls for a coordinated 
response in national fi nancial policies and a broad-based fi scal stimulus. 
Once the global economy began to contract, however, governments turned 
to the IMF for assistance.  14   Th e Fund responded rapidly with large amounts 
of credit in front-loaded disbursements.   Th e IMF instituted seventeen 

     14     In several cases governments approached the IMF only aft er being refused elsewhere. 
Pakistan, for example, had been rebuff ed by China ( New York Times  2008).  
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SBAs, almost all with exceptional access, during the period of September 
2008 and through the following summer ( Table 10.1 ).  15        

   Th e Ukraine, for example, which faced falling export prices and a cutoff  
of foreign credit, received an SBA of $17.3 billion, which represented 802 
percent of its quota.     Hungary’s SBA included a $16.5 billion loan, 1,015 per-
cent of its quota.     Iceland, the fi rst upper-income country to enter a Fund 
program since the 1970s, suff ered a spectacular collapse of its banking sys-
tem and received $2.2 billion, 1,190 percent of its quota.     Pakistan received 
$11.3 billion, 700 percent of its quota.     In many cases the IMF credit was 
augmented by funds from the World Bank and other multilateral agen-
cies; several European governments supplied additional fi nancing to those 
European nations that borrowed from the Fund.   

 Table 10.1.       IMF Stand-By Arrangements Post–September 2008 

 Date of Program 
Agreement  

 Country  
 

  Amount   
 (Millions of 
U.S. dollars) 

 % of Quota  
 

  Total Financing   
 (Millions of 
U.S. dollars) 

September 15, 2008 Georgia 1,172 497 2,290
November 5, 2008 Ukraine 17,253 802 21,253
November 6, 2008 Hungary 16,529 1,015 26,229
November 14, 2008 Seychelles 28 200 28
November 19, 2008 Iceland 2,196 1,190 11,296
November 24, 2008 Pakistan 11,349 700 21,549
December 23, 2008 Latvia 2,387 1,200 10,584
January 12, 2009 Belarus 3,560 587 4,760
January 16, 2009 El Salvador* 806 300 2,156
January 16, 2009 Serbia 4,108 560 4,869
March 6, 2009 Armenia 838 580 2,000
April 1, 2009 Mongolia 240 300 425
April 11, 2009 Costa Rica* 772 300 1,772
April 22, 2009 Guatemala* 989 300 1,743
May 4, 2009 Romania 17,948 1,111 27,118
July 8, 2009 Bosnia and 

Herzegovina
1,592 600 2,062

July 24, 2009 Sri Lanka 2,594 400 2,594

   Sources:  IMF 2009a, 2009e. 
    Note:  * denotes a precautionary agreement      

     15     In several cases the amounts available to the countries were augmented aft er the initial 
agreements.  
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   Th e policy conditions that were part of these programs refl ected an aware-
ness of the origin and severity of the global downturn. Th e crisis was a true 
sudden stop that originated in the upper-income countries, although a few 
emerging markets had experienced unsustainable domestic booms (Ghosh 
 et al.   2009 , Ghosh  et al .  2011 ).  16   Th e contraction in economic activity due 
to falling international trade required an easing of macroeconomic policies, 
including lower interest rates and some fi scal stimulus, in countries with 
records of stable policies. Exchange rate devaluations could be useful, but 
their size depended on a country’s conditions, and the IMF warned of pos-
sible contractionary eff ects. Moreover, the IMF agreed that capital account 
controls could be utilized as a last resort if negotiations with creditors for 
rescheduling were unsuccessful (Ghosh  et al.   2009 ).   

   Th e crisis hit East European countries particularly hard. Capital infl ows 
in the form of bank loans had fueled credit booms there, including surges 
in real estate investment, similar to the conditions in East Asia before its 
crisis ( Chapter 7 ). Th e collapse in Western Europe disrupted the fi nancial 
sectors in the Eastern countries that had relied on short-term capital fl ows 
to fi nance current account defi cits. Th e IMF’s programs for these countries 
focused on the need for fi scal consolidation and monetary restraint (Ghosh 
 et. al   2011 ). Th e three Baltic countries (Estonia, Latvia, and Lithuania) 
were particularly hard hit, suff ering declines in output of 14–18 percent 
in 2009 ( Å slund  2010 ).     Th e IMF provided assistance to Hungary, Latvia, 
and Romania, partnering with the EU.   Th e one area of contention occurred 
over Latvia, where the IMF initially sought a currency devaluation. But its 
government wanted to preserve its currency board to stay on track to adopt 
the  euro  and was supported in its position by the EU. Th e IMF withdrew its 
opposition, and the country adjusted to the external shock through fi scal 
tightening and wage cuts.     

   Subsequent reviews of the nonconcessionary programs undertaken dur-
ing this period found that credit was disbursed more quickly and in larger 
amounts than had occurred in past crises (IMF  2009e ,  2010c ). Th ere were 
fewer structural conditions attached to the programs than in previous 
arrangements, and these were oft en in the form of structural benchmarks 
rather than performance criteria. Fiscal policy in the program countries 
was utilized to respond to falling private demand when appropriate and 
feasible, although their governments avoided the large increases in budget 

     16     Th e countries most aff ected by the spread of the crisis had larger current account defi cits 
and faster private sector credit growth before the crisis occurred (Lane and Milesi-Ferretti 
 2010 ).  
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defi cits that occurred in the advanced economies.  17   Countries in Asia and 
Latin America with credible records of macroeconomic policies were able 
to boost domestic spending to off set the decline in exports while drawing 
upon their reserve holdings to stabilize their exchange rates. Interest rate 
increases designed to prevent a run on exchange rates were limited when 
compared to past crises, and exchange rates stabilized aft er initial periods 
of volatility.  18   Even longtime critics of the IMF admitted that the Fund had 
allowed countries to run countercyclical policies and retain capital controls 
(Stiglitz  et al.   2010 ).   

   In addition, the IMF created a new lending facility, the Short-Term 
Liquidity Facility (SLF). Th e program allowed the IMF to lend to countries 
with strong macroeconomic policies that faced liquidity constraints because 
of strains in the global fi nancial markets. Eligibility was based on a positive 
assessment of a country’s macropolicies, its access to the capital markets, 
and the sustainability of its debt burden. Eligible countries could draw up 
to 500 percent of their quotas, and there would be no conditions attached to 
the loans. Th e maturity of an SLF was only three months, although a coun-
try could draw up to three times in one year.   

   Th e IMF also disbursed funds to developing economies particularly 
aff ected by the crisis (IMF  2009b ,  2010a ). In 2006 the IMF had estab-
lished a new facility, the Exogenous Shocks Facility (ESF), to provide 
credit to low-income members facing exogenous shocks to their balance 
of payments. Th e Fund subsequently refi ned the new facility by creating 
a rapid-access component that allowed countries to receive quickly up 
to 25 percent of their quota for each shock.   Aft er September 2008, the 
IMF disbursed funds to Cameroon, Comoros, the Republic of the Congo, 
Ethiopia, and Kenya under the new arrangement and agreed to make 
credit available for the Kyrgyz Republic, Malawi, Mozambique, Senegal, 
and Tanzania through the ESF.     Another group of developing economies 
borrowed funds through the PRGF. In January 2010, the IMF revamped 
its facilities for low-income members, replacing the PRGF and ESF with 
the Extended Credit Facility for medium-term needs, the StandBy Credit 
Facility for short-term fi nancing support, and the Rapid Credit Facility for 
urgent fi nancing.  19       

     17     However, there were exceptions. Iceland and Latvia suff ered, for example, record large 
defi cits because of revenue declines.  

     18     Again, exceptions occurred, in this case in Hungary, Iceland, and the Ukraine.  
     19     Th e World Bank also provided substantial assistance to the low-income nations. Th e 

World Bank’s Independent Evaluation Group ( 2010 ) provided a review of the World 
Bank’s response to the crisis.  
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   While the IMF was providing fi nancial assistance and overhauling 
its facilities, the leaders of the G20 nations met in Washington, D.C., in 
November 2009. Th e meeting itself was historic since it marked the end 
of the era when the G7 leaders would convene to arrange the response to 
a fi nancial crisis.   Th e summit allowed the leaders of China, Brazil, India, 
and other emerging markets to ensure that their countries’ interests were 
taken into account when measures to address the global downturn were 
formulated.   

 Th e national leaders announced their determination to work together 
to restore growth and reform the world’s fi nancial systems (G20 2008). 
Th e G20 communiqu é  acknowledged the importance of the IMF’s role in 
the response to the crisis and instructed the Fund to review the adequacy 
of its instruments and facilities. Th e leaders pledged that the IFIs would 
have suffi  cient fi nancial resources to meet the demands for their assis-
tance.   Th e G20 governments also made a commitment to reform the gov-
ernance of the IMF and announced that all of its members would undergo 
an FSAP.  20       

 Over the winter of 2008–9, the IMF continued to modify the terms of its 
lending. It sought to “modernize” its conditionality by cutting back on the 
number of conditions and discontinuing structural performance criteria. It 
doubled the limits on access to IMF credit to 200 percent over a year and 
600 percent cumulatively  . Th e Fund eliminated facilities that were not oft en 
used, including the new SLF, which had not been well received by members 
because of its limits on access.   

   To replace the SLF, the IMF established the Flexible Credit Line (FCL). 
Th is new facility allows countries with strong fundamentals to draw funds 
without conditions that can be repaid over a period of up to fi ve years. 
Th ere is no access limitation and the arrangement can be renewed aft er six 
months.   Th e FCL was more acceptable than its predecessor, and Mexico, 
Poland, and Colombia signed up for one-year precautionary arrange-
ments.     Th e IMF also created High Access Precautionary Access (HAPA) 
SBAs for countries that did not qualify for the FCL, and HAPA arrange-
ments were approved during the crisis with Costa Rica, El Salvador, and 
Guatemala.  21       

     20     In April  2010 , the IMF’s Executive Board announced that FSAP assessments would be 
mandatory for all members with “systemically important fi nancial sectors.”  

     21     Th e IMF subsequently established a Precautionary Credit Line for countries with good pol-
icy records but that did not qualify for the FCL. Th e new facility included pre-qualifi cation 
with conditionality if the arrangement was activiated. Th is facility was replaced by the 
Precautionary and Liquidity Line in 2012.  
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   One unusual aspect of the response to the crisis was the extension by 
the Federal Reserve of a total of fourteen swap lines to central banks in 
other countries (IMF  2010d ). Th e swap lines served as an alternative source 
of dollars for the few emerging markets (Brazil, South Korea, Mexico, and 
Singapore) that were able to make such arrangements with the Federal 
Reserve.  22   In addition, news stories aft er the crisis ( Financial Times   2010 ) 
revealed that foreign banks with branches in the United States had drawn 
upon the Federal Reserve’s emergency credit facilities.   Foreign borrow-
ers included Barclays and the Bank of Scotland of the United Kingdom, 
Soci é t é  G é n é rale of France, and UBS of Switzerland.   Th e extensive borrow-
ing demonstrated how interconnected large fi nancial institutions are, and 
how easily fi nancial distress can spread across borders. It also revealed the 
existence of a two-tier response to fi nancial crises, with the Federal Reserve 
lending to those nations and private institutions that it viewed as systemati-
cally important to the functioning of private capital markets, while the IMF 
provided credit to others.   

   By the spring of 2009, the crisis had moderated. Th ere were signs of 
fi nancial stabilization as the volatility of asset prices fell, although the 
indicators of economic recovery were mixed. Th e world economic growth 
rate of 5.0 percent masked diff erences among the IMF’s members. Th e 
contractions in the advanced economies had been more severe than 
those recorded in the emerging market countries, with the exception 
of the downturns in the East European countries ( Figures 10.6 ,  10.7 ). 
In a study of the performance of emerging market economies, the IMF 
( 2010f ) claimed that the middle-income economies with lower precrisis 
vulnerabilities were further ahead in their recoveries than the upper-in-
come nations. Similarly, low-income countries were in much better shape 
than they had been in previous crisis periods. Th e IMF ( 2010a ) attributed 
their relatively stronger performance to better macroeconomic condi-
tions going into the crisis and the use of countercyclical policy responses 
assisted by substantial IMF support.           

     Th e G20 national leaders met again in April in London with the newly 
elected U.S. president, Barack Obama, in attendance.   Th e summit’s com-
muniqu é  (Group of Twenty 2009) contained a broad policy agenda to 
address the crisis, including a number of measures designed to reinforce 
the IMF’s lending capabilities. First, the G20 leaders approved an increase 
in the IMF’s fi nancial resources of $500 billion.   Immediate fi nancing of $250 

     22     Aizenman and Pasricha ( 2010 ) show that exposure to U.S. banks was the key distinguish-
ing features of these four countries.  
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billion would be made available by Japan and the EU, and these amounts 
would be the basis of an expanded NAB.     Second, a general SDR alloca-
tion of $250 billion would be made to the IMF’s membership to increase 
global liquidity, and the IMF’s Fourth Amendment ratifi ed.  23     Th ird, IMF 
gold would be sold to raise another $6 billion for concessional fi nance for 
the poorest countries. 

 Th e IMF was also assigned new duties. Th e national leaders called on 
the IMF to monitor their own progress in their recovery measures. Th ey 
supported “candid, even-handed, and independent IMF surveillance of our 
economies and fi nancial sectors” (G20  2009 ).   However, the IMF would be 
working with a new partner, as the G20 converted the FSF to the Financial 
Stability Board (FSB). Th e revitalized organization includes the FSF mem-
bers, all the G20 countries not currently members of the FSF, and Spain and 
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 Figure 10.6.      Real GDP Growth Rates of Advanced Economies: 2008–2011. 
  Source:  IMF, World Economic Outlook Database, September 2011.  

     23     Th e Fourth Amendment, which became eff ective in August 2009, allocated SDRs to coun-
tries that became members of the IMF aft er the initial allocation in 1981.  
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the European Commission.  24     Th e FSB was given a wide range of responsi-
bilities, including monitoring progress in strengthening national fi nancial 
systems and collaborating with the IMF to provide early warning of macro-
economic and fi nancial risks ( Chapter 11 ). 

 Th e G20 leaders also dealt with the governance of the IMF. Th ey agreed 
on the implementation of a package of IMF quota reforms and called on the 
Fund to move up the next review of quotas by two years ( Table A.2 ). Th ey 
also agreed that the heads of the IFIs should be appointed in an open and 
merit-based selection process.   If such a process were followed, the manag-
ing director of the IMF need not be a European ( Table A.1 ), while the World 
Bank would not necessarily be headed by a citizen of the United States.   
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     24     Th e broadening of the membership of the revamped organization was matched by similar 
expansions at other agencies of the Basel Hub, such as the BCBS.  
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 When the G20 leaders met again in Pittsburgh in September 2009, they 
announced that their joint eff orts to ensure economic recovery had been 
successful and designated the G20 as the “premier forum” for future inter-
national economic governance. Th e heads of government called for inter-
national fi nancial regulatory reform, including changes in the Basel capital 
standards. Th ey also confi rmed many of the changes at the IMF that were 
endorsed at the previous summit. Th e national leaders supported the estab-
lishment of a process for the mutual assessment by the G20 governments of 
their economic policies, assisted by the IMF.   Th ey approved a shift  in the 
quota positions of the IMF of at least 5 percent to the underrepresented coun-
tries, and an increase in the NAB of more than $500 billion.     Th e G20 repeated 
the call for the selection of the next managing director through a merit-based 
process and agreed that other governance-related issues, including the size 
and composition of the Executive Board, needed to be addressed.      

  10.5     IMF and the Great Recession: Appraisal  

   A review of the IMF’s activities before and during the Great Recession of 
2008–9 reveals the weaknesses and strengths of the IMF’s capabilities. On 
the one hand, the IMF underestimated the fragility of the fi nancial systems 
in the advanced economies and the potential for their disruption. Th e IMF 
was unable to move its members toward policies, such as a consensus on 
exchange rate practices or the accumulation of reserves, that may have less-
ened the crisis. On the other hand, once the crisis erupted, the IMF moved 
rapidly to provide assistance on liberal terms and contributed to the subse-
quent recovery. 

 Th e IMF’s failure to foresee the collapse in the advanced economies 
refl ected its views of the stability of its members’ fi nancial sectors. Th e 
IMF believed that fi nancial development furthered economic growth and 
that the new derivatives and other instruments fostered the stability of 
fi nancial markets.  25   Th e IMF shared the confi dence of regulators in many 
upper-income nations that their fi nancial sectors were robust and resilient. 
Th e IMF focused its surveillance on possible vulnerabilities in the emerg-
ing market countries, the “weaker links” in international fi nance. In 2001, 

     25       Th e long-awaited FSAP report for the United States, which appeared in 2010 (IMF  2010h ), 
concluded that the fi nancial crisis revealed important weaknesses in that country’s fi nan-
cial sector, including the existence of a shadow banking system, a decline in underwrit-
ing standards, failures in risk management, and the use of complex derivatives whose 
properties were poorly understood. European banks had engaged in many of the same 
practices.    
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for example, the IMF conducted vulnerability exercises in these countries 
to assess weaknesses in economic fundamentals and fi nancial stability. But 
the advanced economies were not included in these exercises until aft er the 
global crisis. 

 Th e IMF’s multilateral consultations on global imbalances faltered as a 
result of the inherent diffi  culty that an agent faces in convincing its prin-
cipals to undertake joint actions. Some analysts have argued that the IMF 
should have done more to encourage the formulation of joint policies. 
  Subramanian ( 2009 ), for example, awarded the IMF a grade of C in crisis 
prevention due in part to its ineff ectiveness in resolving the global imbal-
ances.   But the IMF could only propose policy initiatives to its members and 
therefore devised bureaucratic procedures for consultations on the bilateral 
and multilateral levels that had little consequence. However, these forums 
did have the side benefi t of justifying the Fund’s existence at a time when 
the demand for the IMF’s fi nancial assistance had declined. 

   Th e IMF was much more successful in dealing with the fallout of the 
global crisis, eff ectively serving as an ILOLR ( Chapter 9 ).   Th e IMF’s cri-
sis management in the Great Recession of 2008–9 clearly diff ered from its 
responses to previous crises ( Chapters 6 ,  7 ,  8 ). Th is time the IMF had the 
opportunity to prepare before the crisis expanded outside the fi nancial cen-
ters of the United States and Europe, and it was ready to take quick action 
on a large scale. It lent to the countries most deeply aff ected, providing large 
amounts of credit at the beginning of the programs. Th e Fund reformulated 
its lending facilities to make them more eff ective, avoided unnecessary pro-
gram conditions, and supported policies to restore growth in countries that 
were caught in the economic and fi nancial maelstrom. Consequently, the 
IMF’s reputation soared, and talk of a “comeback” and a phoenixlike rise 
became widespread ( Chapter 1 ). 

   Subramanian ( 2009 ) awarded the IMF a grade of A minus for its response 
to the crisis, noting that it mobilized the resources to make much-needed 
loans and advocated a strong fi scal stimulus to counteract the global reces-
sion.       He withheld a straight A only because the IMF allowed Latvia to avoid 
a currency devaluation despite a massive current account defi cit, raising 
the question of whether its treatment of European and other borrowers was 
evenhanded.   Some observers also questioned the partiality of the IMF in 
providing large amounts of credit to the European nations. Th e scale of the 
lending can be justifi ed by the magnitudes of the capital fl ow reversals.   On 
the other hand, the IMF had not adequately warned these nations of the 
potential risks of the precrisis borrowing that occurred in countries such as 
Hungary and Romania.   
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 Th e IMF’s own review (2009e) of its nonconcessionary programs dur-
ing the crisis reported signs of stabilization in the program countries and 
claimed that the IMF’s policies were “broadly right in most cases” (IMF 
 2009e : 43).  26   Th e authors of the report advanced two explanations for the 
relative success of the IMF’s programs: fi rst, the crisis emanated from out-
side the countries that needed to borrow from the IMF, which meant that 
there were not as many domestic weaknesses to address as in past cri-
ses. Consequently, the IMF did not need to require signifi cant changes in 
domestic policies. In addition, the report admitted, the IMF’s design of its 
own programs had embodied the lessons of the past. Th e IMF may also 
have had more latitude because of the preoccupation of its advanced mem-
bers with their own economic situations, which allowed the IMF to operate 
more freely. 

   Another factor that may have accounted for the IMF’s rapid and eff ec-
tive response was the leadership of Managing Director Strauss-Kahn. 
Strauss-Kahn was a prominent member of the French Socialist Party and 
had served as the French minister of the economy, fi nance, and industry in 
the 1990s. He sought but did not receive the nomination of his party for the 
presidential election of 2007. Although his appointment to the IMF’s top 
position was initially viewed by some as a setback to any further advance-
ment in France, Strauss-Kahn’s record of management during the crisis 
established a global profi le for him and boosted his reputation in France.   

   Th e IMF subsequently used the crisis as an opportunity to reformulate 
its own policy positions.   In a remarkable turnaround, Ostry  et al.  ( 2010 ) 
admitted that capital controls could be useful as a tool to manage capital 
infl ows.   Th e Fund’s economists presented evidence that countries with 
larger stocks of debt liabilities or nonfi nancial FDI saw smaller declines in 
GDP in 2008–9, which buttressed the claim that capital controls could help 
prevent fi nancial fragility.  27   Th e alteration of its position on capital controls 
marked a break with the previous stance that posited unregulated capital 
accounts as the optimal long-run regime.   Th e change refl ected both an 
intellectual evolution within the IMF as well as the infl uence of those mem-
bers such as China and India that had never accepted the old orthodoxy.     

   Moreover, the G20 had pledged substantial changes in the governance of 
the IMF that would make it more equitable and presumably more credible 

     26     Th e U.S. General Accountability Offi  ce ( 2009 ) also gave the IMF’s program a positive 
assessment.  

     27     Financial FDI, on the other hand, was associated with steeper declines in growth, possibly 
due to capital outfl ows to parent banks.  
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with its middle- and lower-income members. Th e leaders of these nations 
also promised to engage in a process of mutual surveillance in which the 
IMF would have a prominent role. Whether or not the IMF would be able 
to play that role, however, depended on whether the promises of the G20 
governments made during the crisis were fulfi lled. As we will see in the 
next chapter, the assurances that are given in the midst of a crisis oft en lose 
urgency once the crisis passes. In addition, the IMF soon faced a new onset 
of fi nancial instability in Europe that split the IMF’s members.            
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     11 

 Th e World Turned Upside Down  

     While the IMF was successful in assisting nations to deal with the crisis of 
2008–9, it could not (even if it had wanted to) stem the systemic changes that 
marked a turning point in the global economy. Th e post–Bretton Woods con-
fi guration of economic power has been turned upside down.  1   Th e advanced 
economies are burdened with the cost of repairing the damage done by their 
fi nancial institutions while their recoveries have stalled. Th e emerging mar-
ket and developing countries emerged from the crisis relatively unscathed 
but can no longer count on exports to the United States to fuel their eco-
nomic growth. Th is chapter reviews the challenges the IMF will face as its 
members deal with changes in their economic and political positions. 

 A tepid economic recovery left  fi scal burdens in many advanced econo-
mies, and the eff ects of this legacy are explored in the fi rst section.   Ireland, 
Greece, and Portugal are saddled with large sovereign debt liabilities and 
have required assistance from the IMF and other European governments.   
Th e IMF faces the danger of being caught in a crossfi re among the debtor 
governments, those that contributed to their relief, and its other members 
concerned about the Fund’s exposure to the European borrowers. 

 Further fi scal challenges will arise in future decades in those 
upper-income countries with aging populations. If government expendi-
tures on health and income support programs continue at current rates, 
their debt burdens will also become unsustainable. Th e IMF in its crisis 
prevention role must continue to urge these countries to keep their fi scal 
situations manageable without inducing another downturn. Delays in fac-
ing this issue will raise its future cost and at some point engender a nega-
tive market reaction. 

     1     Th e chapter title comes from an English ballad supposedly played at the surrender of Lord 
Charles Cornwallis and British troops to Americans under General George Washington at 
the Battle of Yorktown in 1781.  
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 Th e emerging markets must deal with developments in their fi nancial 
sectors, which are examined in the second section. Capital fl ows have been 
a source of volatility, and many of these countries have imposed controls 
on capital account transactions. Th e IMF now recognizes such measures as 
one of the macroprudential tools available to policy makers. More generally, 
these countries are considering whether they should seek to integrate their 
fi nancial sectors with global markets or retain some degree of autonomy 
over their activities. Th e IMF’s guidance in this area would be useful both 
for the middle-income countries as well as for its low-income members that 
seek to become the next generation of emerging markets. 

 Th e IMF itself requires reform of its governance procedures, and some 
advances in this area are reviewed in the third section. But a more funda-
mental overhaul of the IMF’s perspective on global fi nancial issues is needed 
if it is to be a credible agent for advancing the public goods of fi nancial and 
economic stability. Th e IMF’s membership must also show a willingness to 
engage in collective decision making that continues aft er crises have passed 
if they seek to forestall another global calamity.    

  11.1     Debt Again  

   Th e advanced economies’ slow recovery from the global crisis had trou-
blesome consequences for their fi scal positions. Increased government 
expenditures and declining tax revenues resulted in budget defi cits that 
were fi nanced through the issuance of debt. Rising sovereign debt levels 
also refl ected the absorption by governments of distressed assets on their 
banks’ balance sheets. Th e bond markets responded to the increases in debt 
levels by demanding higher returns from sovereign borrowers. 

   Th eir initial target was Greece, which had taken advantage of the rela-
tively low borrowing rates that members of the Eurozone paid to fi nance 
their government defi cits.   Th e Greek defi cits averaged 5 percent of GDP per 
year between 2001 and 2008, exceeding the 3 percent ceiling established by 
the EU’s Stability and Growth Pact and the Eurozone average of 2 percent 
(Nelson, Belkin, and Mix  2010 ).   Borrowing to cover these defi cits drove the 
country’s debt levels past the pact’s limit of 60 percent of GDP, and current 
account defi cits climbed to more than 14 percent by 2008. 

 Greece initially fared relatively well during the global crisis. However, 
in October 2009, its government announced that the fi scal year’s budget 
defi cit would be 12.7 percent of GDP, twice as large as had been previously 
estimated; this fi gure was later further revised upward to 15.4 percent. Th e 
ratings on Greek sovereign bonds were downgraded and their spreads over 
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German bonds escalated, leading to concerns about a spiral of rising inter-
est rates and expanded fi nancing needs. 

 European offi  cials met over the winter of 2009–10 to consider the exten-
sion of fi nancial assistance to Greece. Th e EU did not possess an institu-
tional mechanism for a bailout of a sovereign borrower, but its political 
leaders felt the need to deal with Greece’s situation, as a default by its gov-
ernment would have severe ramifi cations for European fi nancial insti-
tutions. Th eir banks had not fully recovered from the global crisis, and 
another round of write-downs would strain their weakened positions. 
Th e European governments also addressed the issue of whether the IMF 
should be included in any fi nancial rescue arrangement. Th e argument in 
favor of the IMF’s involvement was that a global agency would have more 
credibility and acceptance as an external monitor than a European entity. 
Moreover, the IMF was experienced in dealing with sovereign debt crises, 
and the IMF’s fi nancial contribution would lower the costs paid by the 
European governments. By March 2010, the European leaders made the 
decision that they would extend credit if asked and that the IMF would 
join them. 

 Th e following month the Greek government requested support from the 
other European governments and the IMF. Th is was the fi rst request from a 
West European country to the IMF since those of the United Kingdom and 
Spain in the late 1970s and Portugal in 1984.   Th e IMF joined the European 
Commission and the ECB in providing $145 billion in fi nancing, with $40 
billion from the IMF in the form of a three-year SBA.   Th e IMF’s commit-
ment was equal to about 3,200 percent of Greece’s IMF quota at that time, 
a record amount.  2   

 Th e IMF’s program with Greece included conditions that were similar 
to those the Fund had sought in the 1980s and 1990s ( Chapters 4 ,  6 , 7,  8 ). 
For example, the program stipulated a reduction in the general govern-
ment defi cit from 13.6 percent in 2009 to below 3 percent of GDP by 
2014. Th e decrease in the defi cit would be accomplished through spend-
ing reductions, increases in the collection of taxes, and the curtailment 
of entitlement programs (IMF  2010e ). Greece’s situation was mainly the 
result of its own fi scal policies rather than an external shock and therefore 
needed to be addressed through comprehensive domestic adjustments. But 
there was also the possibility that the cutbacks in spending would lead to 
an economic contraction that actually worsened the country’s debt/GDP 

     2     Greece will receive an increase in its quota as part of the reassessment of quotas (Chapter 
11.2). Th e credit to Greece through the EFF represented 2,400 percent of its new quota.  
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position. Greece’s membership in the Eurozone ruled out the use of cur-
rency devaluation or monetary stimulus to off set the impact of the con-
tractionary fi scal policies.   

   Other European sovereign borrowers came under scrutiny by bond-
holders. Portugal, Ireland, Italy, and Spain in particular all had escalating 
debt, and with Greece formed the group dubbed “PIIGS” ( Figure 11.1 ).   
  Ireland and Spain had experienced tremendous housing bubbles before 
the global crisis that left  them with the fi scal bills for failed banks.     Italy 
and Portugal suff ered from low growth and mounting public borrowing.   
Th e interest rates on their debt rose to levels that would make refi nancing 
diffi  cult, and their governments announced policies of fi scal austerity.   Th e 
European governments established a new entity, the European Financial 
Stability Facility (EFSF), to raise funds for further bailouts of indebted 
countries.      
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   Ireland became the next country to require a fi nancial rescue by other 
European governments and the IMF in December 2010. Th e amount com-
mitted under the agreement totaled about $113 billion, which included a 
three-year EFF from the IMF to provide $30 billion, worth about 2,322 per-
cent of Ireland’s IMF quota.  3   Since the source of Ireland’s debt problems was 
very diff erent from the fi scal defi cits in Greece, the program had a diff er-
ent focus. It required a restructuring and downsizing of the banking sector, 
although fi scal consolidation was also a component.   

   Portugal followed in May 2011. Th e IMF and the EU approved a fi nancing 
package of $116 billion, including a three-year EFF for $39 billion, worth 
2,306 percent of its quota. Th e policy conditions include a reduction in the 
government’s defi cit from 9.1 percent in 2010 to 3 percent by 2013. Th e fi s-
cal curtailments included cuts in public sector wages and staff  positions.   

 Th ese arrangements with the European governments placed the IMF in 
a sensitive position. On the one hand, the Fund needed to ensure that the 
policies of the governments borrowing from it were realistic, in terms of 
both achieving the programs’ goals and gaining political acceptance. But to 
lower debt/GDP ratios in the absence of rapid growth requires large swings 
from defi cits to surpluses in the primary budgets of the governments most 
aff ected. Th e domestic distress caused by enacting such policies is height-
ened when a country is already recovering from a substantial economic 
shock. A lack of confi dence by investors in governments with austerity pro-
grams to make the necessary adjustments results in higher interest rates, 
which make the task more diffi  cult. 

 If a government backtracked from its commitments, the IMF would be 
under enormous pressure not to terminate its assistance. Continuing to 
lend, however, would endanger the newly won credibility the IMF earned 
during the global crisis (Rogoff   2010 ). Moreover, receipt of IMF credit does 
not ensure the avoidance of default, as the case of Argentina demonstrates. 
  Qian, Reinhart, and Rogoff  ( 2010 ), in a study of default episodes over the 
period of 1952–2008, reported that almost half (42%) of the countries in 
default had IMF programs one to two years before the default.   

 Th e Fund’s traditional “crisis manager” role in previous crises had given 
it control over the recovery programs and subsequent disbursements of 
credit.   But in Europe it worked in partnership with governments that also 
gave assistance, particularly Germany and France, two of the IMF’s largest 
principals.   Th eir national leaders faced domestic pressures from indignant 

     3     Th e subsequent increase in Ireland’s quota lowered the relative size of its EFF credit to 
1,548 percent of its quota.  
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taxpayers who did not want to pay the bills of profl igate governments and 
diff ered with each other over the degree of involvement of the private sector 
in any debt restructurings.   Th e ECB was also a major player in these nego-
tiations and sometimes took an independent position.   Consequently, the 
IMF was forced to reconcile the eff orts of governments and organizations 
with diff erent interests and goals. 

   Following the initial arrangements with the European debtor govern-
ments, there were periodic waves of speculation about debt defaults or 
restructuring, accompanied by denials by government offi  cials that such 
moves were being contemplated. Th e IMF issued a paper in September 
2010 (Cottarelli  et al.   2010 ) claiming that sovereign defaults were “unnec-
essary, undesirable, and unlikely.” Its position aligned it with those who 
believed that a combination of external fi nancing coupled with suffi  cient 
domestic austerity measures would allow the debtor countries to make full 
payment on their obligations. Th is belief was similar to the view in the 
early 1980s that the debt crisis of that era was due to insuffi  cient liquidity, 
which could be resolved through concerted lending arranged by the Fund 
( Chapter 4 ).   

   But the measures designed for Greece proved to be inadequate. In 2012, 
a new fi nancing package, which was linked to a substantial restructuring of 
Greece’s sovereign debt, was arranged. Bondholders agreed to a write-down 
of about 75 percent of the present value of their bonds. Th e government of 
Greece received a commitment for $170 billion in new fi nancing from the 
offi  cial sector.   Th e IMF’s share took the form of a four-year EFF of $36.7 
billion, which replaced the cancelled SBA of 2010.   Th e program established 
a new fi scal target of a primary budget defi cit of 1 percent of GDP in 2012, 
and a primary surplus in the following years. Th ese would be achieved 
through spending cuts and increased tax collection and sought to reduce 
the debt/GDP level to 120 percent by 2020.   But a youth unemployment rate 
of 50 percent raised doubts about the viability of these measures, and a sim-
ilar situation in Spain showed that Greece was not alone. Several European 
countries faced the prospect of a new “lost decade.”     

 Th e PIIGS are not the only advanced economies with debt problems. Th e 
combination of slow growth and recurring defi cits occurred in virtually all 
the upper-income economies.   Reinhart and Rogoff  ( 2009 ) in their analysis 
of fi nancial crises demonstrated that a worsening of fi scal balances, driven 
largely by a falloff  in tax collections, is a legacy of such crises, and this leads 
to steep increases in sovereign debt.   Th e IMF (IMF  2010c ) projected that 
the general government debt/GDP ratio for the advanced economies would 
reach about 110 percent in 2015, an increase from a precrisis level of 37 
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percentage points.  4   Th e debt/GDP ratios for the emerging markets, on the 
other hand, were projected to decline in response to a resumption in growth 
and relatively low interest rates ( Figure 11.2 ).    

   Even more challenging prospects for the advanced economies are 
embedded in the future course of their public fi nances. Th e substantial 
cyclical defi cits will diminish as economic growth resumes and revenues 
rise. But these countries have aging populations, and demographic trends 
will increase government expenditures on income support and medical 
programs.   Th e IMF, for example, projects expansions in health care spend-
ing by 4.5 percent as a percentage of GDP for the United States over the 
next twenty years, and by about 3 percent for Canada, the EU, and Japan 
(Cottarelli and Schaechter  2010 ).   If the governments of these countries 
allow public expenditures to evolve as projected, their debt levels will esca-
late to unsustainable levels.   

     4     General debt includes all governmental obligations, while net debt includes only those 
held by the public. Projections of net debt moved in line with those for general debt.  
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   While calling for short-run fi scal measures to hasten recovery from the 
global crisis, the IMF has also drawn attention to the need for longer-term 
fi scal reform and consolidation. Th e IMF has urged its upper-income 
members to address the costs of supporting their aging populations and 
introduced a new publication, the  Fiscal Monitor  (IMF  2010c ), to provide 
analyses of members’ fi scal policies. Th e  Fiscal Monitor  has dealt with the 
use of specifi c measures to deal with age-related spending, such as increas-
ing retirement ages, introducing broad-based taxes, and improving tax 
compliance.   

 Th e advent of an era of increasing expenditures on pensions and health 
care in the advanced economies when their debt has already risen to his-
torically high levels and growth has stalled is producing a transition in the 
global economy. Th ese nations are becoming the new “weaker links” of 
international economic and fi nancial stability, as the events in Europe have 
demonstrated. Th e IMF’s advice may be better heeded now that these gov-
ernments are current or potential borrowers. 

 Further sovereign debt crises will occur, however, and the IMF will be 
called upon to provide assistance. Th e Fund must be cautious with the eco-
nomic and political viability of any rescue plans it joins. Th e governments 
of advanced economies that urged strict conditionality when they were not 
borrowing from the IMF may adopt a diff erent position when they need 
credit. But the leaders of the emerging market nations will be highly sensi-
tive to any signs that the Europeans receive better terms than those imposed 
during previous crises. Th e IMF is also concerned about its fi nancial ability 
to meet further calls for assistance, as the amount of credit committed by 
the IMF to the new arrangements already far exceeds the commitments 
made during previous crises ( Figure A.3 ).    

  11.2     Integration or Autonomy?  

   Th e IMF’s dealings with the emerging markets in the postcrisis era refl ect 
their continuing growth and integration into the global economy, particu-
larly in the fi nancial sphere. Many of their governments feel vindicated by 
the depth of the downturn in those countries that had substantially deregu-
lated their fi nancial markets before the crisis. Th e shocks that originated 
in the United States and other advanced economies were transmitted to 
the middle- and low-income countries in part through fi nancial links, and 
the extent of the pass-through depended on the depth of these linkages 
(Balakrishnan  et al.   2009 , Claessens  et al.  2010a). Th e emerging markets 
accept the need to develop their fi nancial sectors but expect the IMF to 
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advise them how to do so without exposing their economies to excessive 
volatility. 

 Th ese concerns correspond with a new emphasis in fi nancial regula-
tion. Domestic regulation of fi nancial sectors had traditionally focused on 
microprudential risk, that is, threats to the solvency of individual fi nancial 
institutions. But the turbulence that swept through the fi nancial markets 
in 2008 demonstrated that there may also be systemic risk. Th e attempts 
by banks and other fi nancial institutions to rebalance their balance sheets 
and raise capital led to falling asset prices and diminished market liquidity. 
  Consequently, there is a need for macroprudential policies to reduce aggre-
gate risk in the fi nancial sector (Borio  2005 ,  2006 , Borio and Lowe  2003 , 
White  2006 ). Th e G20 called upon the BIS, the FSB, and the IMF to develop 
a macroprudential policy framework (IMF  2011c ).   

   Capital fl ows raise the prospects of macroprudential risk, as they can lead 
to credit booms and asset bubbles. Higher interest rates, a central bank’s 
traditional response to rising demand, only induce further fl ows.   As inter-
est rates in the United States remained at extraordinarily low levels in the 
wake of the global crisis, capital fl owed to those emerging markets that had 
resumed their vigorous growth.   Under these circumstances, capital controls 
may be a useful tool of policy (Moreno  2011 ), and many of the recipients of 
infl ows experimented with diff erent types of controls. 

 Th e IMF now recognizes the possible effi  cacy of such measures.   Th e pol-
icy note written by Ostry  et al.  ( 2010 ) represented a new stage in the IMF’s 
stance on the use of capital controls ( Chapter 10 ).     Rodrik ( 2010a ) charac-
terized it as “a stunning reversal,” paralleling a shift  in economic analysis in 
this area (Jeanne and Korinek  2010 ,   Korinek  2011 , Stiglitz  2010 ). Subsequent 
studies from the IMF (Habermeier, Kokenyne, and Baba  2011 , IMF  2011a , 
  Ostry  et. al   2011 , Pradhan  et al.   2011 ) have explored the circumstances that 
would justify the use of capital controls. Ostry  et al.  ( 2011 ), for example, 
examined the policy options available to a country facing capital infl ows. 
Th ey claimed that capital controls would be appropriate if other actions, 
including exchange rate appreciation, exchange market intervention, and 
tighter fi scal policy, were ineff ective in mitigating the risks associated with 
capital infl ows  .   Habermeier, Kokenyne, and Baba ( 2011 ), however, caution 
that the impact of such policies varies across countries and the eff ects may 
be short-lived.   

 Th e Fund’s acceptance of the use of controls was reinforced by the 
growth in infl uence of the emerging market members that take a diff er-
ent position in this area from the advanced economies.     Duvvuri Subbarao 
(Subbarao  2010 ), head of the Reserve Bank of India, noted the correlation 
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between the extent of capital account openness in emerging markets and 
the adverse impact of the global crisis in these countries.   He praised the 
IMF for its fl exibility in allowing members to use capital controls and 
urged the Fund to undertake research on the negative externalities of 
large and volatile capital fl ows and the use of regulations to address these 
externalities. Subbarao’s statement demonstrates how far the positions of 
the emerging markets diff er from those taken in the past by the advanced 
economies ( Chapter 8 ).   

 Th e changes in the assessment of capital controls can be seen as part 
of an overall reconsideration of the appropriate degree of integration with 
global fi nancial markets. Since the onset of the debt crisis of the 1980s, the 
advanced economies have responded with calls for international standards 
and regulatory cooperation ( Chapter 9 ).   Th ese have been justifi ed on the 
grounds that the status of fi nancial stability as an IPG requires a harmo-
nization of policies and responses (Summers  1999a ).     Th e most recent ini-
tiative was the establishment of the FSB by the G20 leaders ( Chapter 10 ).   
Its specifi c duties include promoting coordination among national fi nan-
cial authorities, advising national authorities on best practices to meet reg-
ulatory standards, and undertaking reviews of the work of international 
standard-setting bodies (FSB 2009). Th e IMF has also supported the cre-
ation and implementation of common standards and codes of conduct, 
which the Fund would monitor as part of its surveillance of its members’ 
fi nancial sectors (Claessens  et al.   2010b , IMF  2009d , IMF  2010b , Kodres 
and Narain  2010 ).  5     

 However, the development of international standards historically has 
been undertaken by the policy makers of those economies with broad fi nan-
cial markets, using the Basel-based agencies to organize their eff orts. Th e 
regulations appropriate for these economies may not be suitable for coun-
tries with diff erent fi nancial structures and policies.   Th e recent increase in 
the membership of the FSB to include all the G20 nations increases the 
representation of the emerging markets but contributes to a divergence in 
the interests of the members and multiplies the opportunities for disagree-
ments that slow down the process of coordination (Masson and Pattison 
 2009 , Rottier and V é ron  2010 ).   

   Th e case for retaining some national autonomy in designing regula-
tory frameworks has been made by Rodrik ( 2009 ,  2010b ), who argues that 

     5     Th e FSB and the IMF were also assigned the task of jointly developing early warning exer-
cises to identify vulnerabilities in fi nancial systems and work with governments to fore-
stall a crisis.  
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fi nancial regulations should depend on national preferences. He also points 
out that the record of regulation demonstrates that the most appropriate 
set of standards are not always chosen. Rodrik ( 2009 ,  2010b ) suggests that 
countries should agree on a minimal set of guidelines, and those countries 
that want to engage in deeper fi nancial integration retain the option of 
doing so.     Similarly, Stiglitz  et al.  ( 2010 ) would also allow some degree of 
national autonomy for national regulatory structures.   

   Th e issue of the optimal degree of fi nancial and regulatory integration 
is not confi ned to the middle-income nations. Many developing nations 
seek to emulate their example in developing domestic fi nancial markets and 
attracting FDI.   Countries such as Kenya and Vietnam, which have moved 
in this direction, are known as “frontier markets.”   Th ese countries look to 
the IMF for guidance on how to attract foreign capital and whether to align 
their institutions with their foreign counterparts. Th e IMF must develop a 
position on these issues that respects the diff erent policy aspirations of its 
members and allows them to establish the boundaries of their integration 
with the global fi nancial markets.   

 Despite the eff orts of the IMF, there will be new crises in the emerging 
markets. Th ese are more likely to resemble the East Asian crisis in 1997–8 
and the recent fi nancial crisis rather than sovereign debt crises. Th ese coun-
tries will continue to attract foreign capital, which contributes to the expan-
sion of private credit and asset booms that are followed by collapses in values 
and threats to the solvency of private fi nancial institutions.   In such circum-
stances the IMF should play the role of an ILOLR as it did in 2008–9 to min-
imize contagion across frontiers, while working with governments to salvage 
their fi nancial sectors without incurring massive increases in their own debt 
liabilities.      

  11.3     What Is to Be Done?  

   Th e IMF’s eff orts during the global crisis of 2008–9 contributed to the res-
toration of its reputation from the criticisms it had received in the 1990s. 
  During the crisis the IMF served as an eff ective ILOLR, providing large 
amounts of credit rapidly with restrained and targeted conditionality. Its 
offi  cials were sensitive to domestic conditions, and the IMF urged its mem-
ber governments to enact stimulative policies to counteract the global con-
traction that followed the fi nancial collapse.     Th e IMF adjusted its position 
on capital controls, showing an intellectual and ideological fl exibility that 
few thought the institution possessed.   
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   However, the IMF does not consider itself only – or even primarily – as 
a lender of funds to countries during a crisis. Th e fi rst purpose set out in 
its Articles of Agreement reads, “Promote international monetary cooper-
ation through a permanent institution which provides the machinery for 
consultation and collaboration on international monetary problems.”   Th e 
attenuation of the IMF during the Great Moderation of the 2000s demon-
strated that its members thought that they could maintain stability without 
the explicit coordination of the IMF, despite major diff erences over global 
imbalances.   Th e events of the Great Recession proved otherwise, and the 
chastened members of the G20 promised to incorporate the IMF in their 
plans for the postcrisis global economy.   

   To be eff ective at crisis prevention as well as crisis lending and manage-
ment, however, requires major reforms at the IMF. Th ere are a number of 
basic governance issues that must be addressed if the Fund is no longer to 
be seen as the agent of the G7 countries rather than the entire membership. 
Th ese aspects of the IMF’s organizational arrangements are widely recog-
nized, and specifi c measures have been proposed in studies and reports 
on the IMF’s governance (Truman  2006 ), including one commissioned by 
the IMF itself (Committee on IMF Governance Reform  2009 ) as well as an 
evaluation report by the IMF’s IEO (2009).  6     

   Among the proposals are plans for recalculating the members’ quotas, 
and the IMF has made changes in this area. Th e IMF’s Board of Governors 
approved a series of quota measures in 2011 that will transform the IMF’s 
governance, although not as far as some have suggested. A doubling of quo-
tas under the Fourteenth General Review of Quotas to about $767 billion is 
being accompanied by an increase in the relative quotas of fi ft y-four emerg-
ing market and developing countries.  7     Th e ten largest quotas will be held 
by the United States (17.41%), Japan (6.46%), China (6.39%), Germany 
(5.59%), France (4.23%), the United Kingdom (4.23%), Italy (3.16%), India 
(2.75%), Russia (2.71%), and Brazil (2.32%).   A new quota review formula 
will be decided by January 2013, to be followed by another quota review 
in January 2014.   Th e basic votes held by each member to compensate par-
tially for the inequality of the quotas in determining voting shares will be 
increased  .   In addition, Europeans will hold two fewer seats on the Executive 
Board, and all directors must be elected. Th e composition of the board will 
be reviewed every eight years.     

     6     Many of the reports have been summarized in IMF ( 2009c ).  
     7     Th e enlargement of the total quotas will be accompanied by a reduction in the size of the 

NAB, which was enlarged in March 2011 to accommodate the increased demand for IMF 
credit.  
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   No progress has been made, however, on the issue of the selection of a 
non-European managing director.   Th e abrupt resignation of Strauss-Kahn 
in May 2011 left  the position vacant, and the G20 had promised an open 
and transparent selection process.     But the European members quickly coa-
lesced around a single candidate, Christine Lagarde of France, while the 
other members failed to agree on an alternative choice. Lagarde became the 
IMF’s eleventh managing director in July 2011, the fi rst woman in that posi-
tion. Her appointment marked an advance for the professional recognition 
of women, but a major opportunity to establish the geographic impartiality 
of the Fund was missed.     

   Other governance issues remain unresolved. Th e role of the Executive 
Board, for example, has been widely criticized. Th e board’s current struc-
ture and procedures make it ineff ective in exercising oversight while partic-
ipating in the conduct of the IMF’s activities with the staff . Th e directors are 
usually midlevel representatives of their governments, who serve a median 
term in offi  ce of about two years (IMF IEO 2008). Th eir relatively short ten-
ure gives them little time to master the organizational intricacies of the IMF 
and increases their dependence on the IMF’s staff  to obtain information. 
Moreover, the size of the twenty-four-member board, double the IMF’s 
original Executive Board, is too large for eff ective group decision making.   

   Th e IMFC, which has the same organization as the Executive Board, 
draws its membership from the Board of Governors and therefore has more 
status. But the IMFC meets only twice a year, during the IMF and World 
Bank’s fall and spring meetings, and has no administrative powers. Th e 
Second Amendment to the IMF’s Articles of Agreement, however, allows 
the member governments to appoint a ministerial-level council to “super-
vise the management and adaptation of the international monetary system, 
including the continuing operation of the adjustment process and devel-
opments in global liquidity.”  8   A council would allow the member govern-
ments to provide more oversight and strategic direction than the IMFC or 
Executive Board has. Th e lack of progress in actually establishing such a 
council may refl ect the G7’s antipathy to the existence of a rival forum to 
provide leadership.   

 Serious reform must extend beyond rearranging the constituencies of 
the executive directors or relative quotas. Th e fi nancial architecture that 
separates the IMF and other Washington-based agencies with a compar-
ative advantage in economic issues from the Basel-based agencies with an 
expertise in fi nancial issues should be reconsidered.   Before the crisis the 

     8     Th is provision appears in Schedule D of the Articles of Agreement.  
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BIS showed a greater appreciation of fi nancial risks than the IMF did, and 
this perspective needs to be integrated into the IMF's analyses.   

   Th e IMF must continue to assess the benefi ts and risks associated with 
the globalization of fi nancial markets and prove that it possesses relevant 
expertise that it can use to assist its members. Th e IMF should address 
vulnerabilities in the global economy in its surveillance activities, and the 
Fund has promised to broaden the scope of these activities (IMF  2010g ). 
Th e IMF has also expanded its surveillance of regional economic trends 
and will issue analyses of spillover eff ects from major economies. Th e Fund 
has promised (again) to strengthen its surveillance of fi nancial activities 
and will publish more studies related to capital fl ows (IMF  2010b ). It also 
intends to do more multilateral consultations, as well as continue its work 
with the G20’s mutual assessment process (IMF  2011b ).   

   Th ese changes in the Fund’s governance and outlook are necessary but 
not suffi  cient if the IMF is to serve as an eff ective agent in promoting fi nan-
cial and economic stability. While the global economy has grown in recent 
decades, fi nancial deregulation has contributed to an increase in all forms 
of crises in the post–Bretton Woods era. A recent database compiled by 
Fund economists (Laeven and Valencia 2012) reveals that there were 147 
systemic banking crises over the period of 1970 to 2011, 218 currency cri-
ses, and 28 instances of twin crises that combined the two. Th ere were also 
66 episodes of sovereign debt default.  9     

   A systemic response to the increase in fi nancial instability requires major 
renovations in international monetary arrangements, which necessitate a 
willingness of the IMF’s members to respond to and engage with the Fund 
and each other. Th e evidence to date of progress in this area is, at best, 
mixed. Th e G20 governments expressed their readiness at the height of the 
crisis to undertake joint policies, and much work has been done on such 
issues as international fi nancial regulations and macroprudential policies. 
But in subsequent meetings the G20 leaders have not shown a willingness 
to promote the rebalancing of their economies to prevent a repetition of 
global imbalances. Th e European debt crises threaten to add volatility to 
fi nancial markets and threaten the integrity of the  euro .   

 Other initiatives by the IMF could enhance the stability of the interna-
tional monetary system but require the active involvement of the IMF’s 
members.   Th e experience of the emerging markets during the crisis 
appeared to vindicate their belief that foreign reserves buff er a country from 
global shocks. Th e IMF has not convinced these governments that it could 

     9     See  Chapter 2  for the comparable Bretton Woods fi gures.  
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provide an adequate safety net in the event of another crisis.  10       Th e Fund has 
proposed further enhancements to its lending facilities, such as a regional 
fi nancing arrangement, in order to make them more attractive and reduce 
the need for reserves (IMF  2010d , Jeanne  2010 , Mateos y Lago, Duttagupta, 
and Goyal  2009 ).     Another option would be greater use of central bank swap 
agreements, with the IMF serving in a coordination role (Obstfeld  2009b ).   

     Th e use of the SDR as an alternative reserve asset to the dollar had been 
raised before the crisis, and Chinese offi  cials have expressed an interest in 
giving the SDR a greater role (Zhou  2009 ).   However, there are (at least) two 
impediments to the wider use of the SDR. First, there are no private markets 
in SDR-denominated assets that would enhance their liquidity, and central 
banks are unlikely to hold assets that are not easily sold. Th e currency com-
position of international reserves, with approximately 64 percent denomi-
nated in dollars and 27 percent in euros, refl ects the continuing widespread 
use of those currencies in international transactions. Second, the IMF would 
need the authority to issue SDRs when needed, thus acting more as a global 
central bank (Eichengreen  2009b ,  2010 ). It is highly doubtful that the IMF’s 
principals would be willing to grant such autonomy to an agent.   

   Th ese changes, particularly those related to the activities of the IMF, can 
only be undertaken with the assent of its principals, the 188 member gov-
ernments. Th e IMF has the potential to monitor and coordinate its mem-
bers’ policies, but it cannot achieve these goals on its own. Th e “phoenix” 
can only continue to rise if it is supported by the membership. Th e mem-
ber governments will determine whether the IMF will serve as an eff ective 
agent for achieving the public good of international fi nancial stability. 

   Th e case for collective decision making to provide the IPGs of fi nancial 
and economic stability is as strong today as it was at Bretton Woods in 1944. 
Th e discussions among the G7 governments that took place in the 1970s 
and resulted in the revision of Article IV of the IMF’s Articles of Agreement 
should be revived with a broader range of participants. Th e obligations of 
the IMF’s members to develop “the orderly underlying conditions that are 
necessary for fi nancial and economic stability” (IMF Article of Agreement 
IV) must be clarifi ed, a process that in turn requires a better understanding 
of those conditions. Th e recent global crisis shows the need to address the 
volatility of the fi nancial linkages of the global economy and demonstrates 
that an empowered IMF can provide valuable services to its members.              

     10     A recent study of the IMF’s interactions with its members (IMF IEO  2009 ) found that IMF 
interactions have been least eff ective with advanced economies and the large emerging 
market countries.  
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       Appendix: IMF Data                                  
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 Figure A.1.      Size of IMF Membership and U.S. Voting Share: 1950–2010. 
  Source:  IMF  Annual Report , various issues.  
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 Figure A.2.      Arrangements Approved: 1970–2011. 
  Source:  IMF  Annual Report , various issues. 
  Note:  EFF = Extended Credit Facility; SAF = Structural Adjustment Facility; ESAF = 
Enhanced Structural Adjustment Facility; PRGF = Poverty Reduction and Growth 
Facility; ECF = Extended Credit Facility; ESF = Exogenous Shocks Facility; FCL = 
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 Figure A.3.      Amounts Committed under Lending Arrangements: 1970–2011. 
  Source:  IMF  Annual Report , various issues.  

 Table A.1.       Managing Directors. 

 Name  Country of Origin  Years of Service 

Camille Gutt Belgium 1946–1951
Ivar Rooth Sweden 1951–1956
Per Jacobsson Sweden 1956–1963
Pierre-Paul Schweitzer France 1963–1973
H. Johannes Witteveen Netherlands 1973–1978
Jacques de Larosi è re France 1978–1987
Michel Camdessus France 1987–2000
Horst K ö hler Germany 2000–2004
Rodrigo de Rato Spain 2004–2007
Dominique Strauss-Kahn France 2007–2011
Christine Lagarde France 2011–

   Source:  IMF  .  
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 Table A.2.       Quota Reviews. 

 Review of Quotas  Date Resolution Adopted  Overall Increase in Quotas 

First Quinquennial No increase proposed –
Second Quinquennial No increase proposed –
1958/59 February and April 1959 60.7
Th ird Quinquennial No increase proposed –
Fourth Quinquennial March 1965 30.7
Fift h General February 1970 35.4
Sixth General March 1976 33.6
Seventh General December 1978 50.9
Eighth General March 1983 47.5
Ninth General June 1990 50.0
Tenth General No increase proposed –
Eleventh General January 1998 45.0
Twelft h General No increase proposed –
Th irteenth General No increase proposed –
Fourteenth General December 2010 100.0

     Note:  Quota reviews are conducted every fi ve years. Th e 1958/59 review was conducted outside 
the fi ve-year cycle.  
   Source:  IMF  .  
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