
Improving the International Monetary System 

7.1 Introduction : strengthening the 
system by prevention and crisis 
management 

No matte r ho w wel l th e suggestion s o f th e pre -
vious section s ar e take n t o hear t an d thu s n o 
matter ho w wel l th e macroeconomi c polic y 
framework i s cons t ruc t e d i n l ibera l is in g 
economies, mistake s ar e made ; an d n o matte r 
how wel l policie s ar e conducted , ther e wil l 
remain the possibility of adverse external devel -
opments. Countrie s openin g themselve s t o 
international financial  market s - an d thei r gov -
ernments - ru n risks of things turning out badly . 
Policy mistakes , domesti c politica l develop -
ments, o r externa l circumstance s ca n lea d t o 
crises an d th e withdrawa l o f fund s previousl y 
attracted b y investmen t opportunitie s o f th e 
kind described earlier . The mos t recent exampl e 
of thi s i s th e Mexic o crisi s o f winte r 1994-95 . 
But, a s discusse d earlie r i n thi s report , ther e 
were simila r problem s i n th e deb t crise s o f th e 
early 1980s , after th e massiv e growth of lendin g 
to emerging markets in the 1970s . Similar prob-
lems occurre d i n th e earl y 1930s , afte r th e 
growth i n lendin g t o th e periphera l economie s 
in the 1920s . Similar crises were also a feature o f 
the lat e 19t h century , a s metropolita n market s 
expanded int o the colonia l periphery . 

The purpose of this section i s to ask whether , 
and t o wha t extent , th e strengthenin g o f th e 
international system - a s distinct from th e bette r 
national policies - ca n (i ) help reduce the risk of 
such crises occurring (prevention) ; and (ii ) hel p 
minimise the damage caused if and when they do 
occur (containment) . Globalisatio n o f market s 
increases the chance that problems in one part of 
the worl d wil l hav e contagio n effect s o n othe r 
countries. Cooperative and coordinated preven -

tion and containment migh t be required for thi s 
reason. 

Under the general heading of prevention, we 
will conside r improve d informatio n provision , 
IMF leverag e throug h polic y advic e an d assis -
tance, improve d centra l ban k cooperation , an d 
also proposals t o ta x internationa l mone y flows 
(the 'Tobin tax'). 

Under th e headin g o f containment w e con -
sider responses to the two forms of crises to which 
sovereign governments are potentially exposed -
namely crise s o f illiquidit y an d crise s o f insol -
vency. We discuss each of these in some detail. In 
principle a s wel l a s i n practice , illiquidit y an d 
insolvency ar e muc h harde r t o distinguis h fo r 
sovereign debtors than for firms, and policy must 
recognise th e inheren t ambiguit y an d it s impli -
cations. The Group of Ten issued a report in May 
1966 o n dealin g wit h liquidit y crises , entitle d 
"The Resolution o f Sovereign Liquidity Crises" . 
It can be argued (Financial  Times, 1 6 May 1966 ) 
that '[as ] far a s they go, the proposals will prob-
ably help ' , bu t tha t ' th e suggestions , whil e 
sensible, are too modest to have much impact on 
the resolutio n o f future financial  crises' . Earlier , 
Eichengreen and Portes had (1995 ) offered som e 
detailed practica l refor m proposals . I n thi s 
Chapter w e wil l revisi t thos e proposal s i n th e 
light o f the G10 document . 

7.2 Preventio n 

7.2.1 Internationa l response s involving 
improved informatio n provisio n 

In 199 5 the IMF Executive Board agreed on a list 
of indicator s t o be provided b y countries t o th e 
IMF o n a  regula r an d continuou s basis . Thes e 
include, as a minimum, 1 2 indicators (exchang e 
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rates, international reserves, central bank balance 
sheets, reserv e money , broa d money , interes t 
rates, consumer prices, external trade, the exter -
nal current accoun t balance , external debt/deb t 
service, the fiscal balance, and GDP/GNP (IM F 
Survey, 2 5 October 1995 , ρ 315). 

The IM F ha s als o develope d a  se t o f stan -
dards to guide members i n publishing economi c 
and financial  dat a -  o n a  voluntar y basi s -  t o 
keep market s bette r informed . (Th e dat a cate -
gories include, in addition to the 1 2 cited above , 
industrial production , unemployment , wage s o r 
earnings, produce r o r wholesal e prices , an d 
domestic credit. ) Ther e i s to b e a  general stan -
dard fo r al l member s an d a  mor e demandin g 
special standard for members having, or seeking, 
access to capital market s (IMF , 1996) . 

These efforts a t increase d informatio n provi -
sion are to be welcomed. Bu t the ide a tha t suc h 
a range of indicators can be turned into an effec -
tive IM F 'Earl y Warnin g System ' i s no t 
persuasive. As we argued abov e (Sec . 5.7), fro m 
the perspective of the country policy-makers, th e 
connection between outcomes on this very large 
number of indicators and the possible emergenc e 
of crisi s i s no t a  precis e connection , an d wil l 
inevitably depen d o n a  numbe r o f difficult-to -
measure factor s no t o n thi s list , includin g 
policy-makers' perceive d resolv e an d commit -
ment. I t i s therefor e highl y unlikel y tha t a 
'warning system ' coul d b e develope d base d o n 
such factors . Ther e i s a  paralle l her e wit h th e 
generally unsuccessfu l attempt s t o model sover -
eign defaul t ris k i n th e 1970 s and 1980s . Ther e 
is n o substitut e fo r judgemen t o n thes e issues . 
Moreover, th e entir e histor y o f deb t crise s i n 
many countrie s an d varie d circumstance s sup -
ports Kenen' s (1996 ) sceptica l remark : 'I t i s 
particularly hard to believe that more timely data 
will cause market s t o exer t gradua l bu t growin g 
pressure on a  recalcitrant government. ' 

7.2.2 Th e role of the IMF in crisis prevention: 
leverage through advice and assistance 

The IM F invest s a  large amoun t o f resources i n 
monitoring an d surveillance . In the wak e of th e 

Mexico crisis , this effor t ha s been refine d t o pay 
greater attention to countries at risk and to coun-
tries where financial  tension s ar e mos t likel y t o 
have spillover effects . 

There hav e bee n pressure s o n th e Fun d t o 
make public more of the confidential assessment s 
of countries ' position s whic h emerg e fro m thi s 
process o f enhance d surveillance . W e believ e 
that thes e pressures are misplaced . 

The IM F is the leadin g internationa l institu -
tion fo r macroeconomi c research , an d i t shoul d 
be th e plac e fro m whic h countrie s ca n ge t th e 
best quality advice on and assistance with macro-
economic adjustmen t policies . Provisio n o f 
advice and assistance to individual countries i s a 
legitimate rol e fo r a  world-wid e internationa l 
institution, becaus e o f th e economie s o f scal e 
and scope in the provision of such analysis. This 
role need s t o b e sustained , partl y becaus e thi s 
analysis i s a n internationa l publi c good , partl y 
because privat e market s wil l no t provid e th e 
required analysi s i n eac h individua l countr y 
(where i t has th e characte r o f a  national publi c 
good), an d finally  becaus e man y nationa l gov -
ernments o f poore r countrie s canno t affor d o r 
cannot ge t acces s t o th e necessar y resource s 
themselves (s o tha t th e advic e an d assistanc e 
becomes a  form o f 'technical assistance') . 

Fund advice , to be useful , mus t frankly stres s 
both weaknesse s an d require d remedies ; an d 
Fund assistanc e mus t consis t i n workin g wit h a 
country t o hel p i t solv e it s problems . Thi s 
involves no t merel y one-of f advice , bu t contin -
uing policy assistance , an d ca n -  i f crisis break s 
out - involv e IMF lending. It is this twin featur e 
- fran k diagnosi s b y th e IM F followe d b y con -
tinuing wor k togethe r t o solv e th e problem s 
identified -  whic h make s th e advic e an d assis -
tance relationship between the IMF and its client 
countries a particular one . Current problem s are 
clearly identified an d a  commitment establishe d 
to solve them through future work . This is a rela-
tionship o f trust , a s wel l a s o f th e powe r tha t 
comes from th e conditionalit y o f IMF lending . 

If the IM F were t o divulg e mor e o f it s confi -
dential assessments of countries' positions to th e 
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markets, it is hard to see how this relationship of 
trust coul d survive . Curren t problems , clearl y 
identified, ar e facts which the market can readily 
appreciate; a commitment t o solve them throug h 
future wor k is much more difficult t o evaluate. It 
therefore seem s inevitabl e tha t releas e o f confi -
dential report s t o th e market s woul d d o mor e 
harm than good. As a consequence the relation -
ship o f trus t betwee n th e Fun d an d it s client s 
would inevitabl y b e broken , i n tw o ways . First , 
the advic e fro m th e IM F woul d necessaril y 
become more formal, and cautious in its criticism 
(cf. OECD country reports), and the informatio n 
which countrie s provid e t o th e Fun d o n whic h 
this advic e wa s base d woul d itsel f becom e les s 
frank. Second , th e Fund' s relationship wit h th e 
country woul d necessaril y becom e mor e hands -
off, sinc e workin g wit h a  countr y t o solv e it s 
problems an d releasin g critica l informatio n t o 
the market s abou t it s difficulties poin t i n oppo -
site directions. It is as if management consultant s 
called b y a  company t o advis e managemen t o n 
strategy and assis t with it s implementation wer e 
compelled t o make known th e content s o f thei r 
report t o shareholders . 

In short, the IM F is not a  ratings agency, no r 
should i t aim to become one. It should continu e 
to provide confidential advic e to countries and t o 
work wit h them , confidentially , t o solv e thei r 
problems. Private market participants would nat -
urally lik e the Fun d t o do part o f thei r wor k fo r 
them, and to have another party to blame should 
their analysis prove inadequate -  bu t these pres-
sures should be resisted . 

7.2.3 Th e role of the BIS in crisis prevention 
and the role for regiona l central ban k 
co-operation 

The issue s discussed above are obviously ones i n 
which increased central bank cooperation woul d 
be useful . Th e Ban k fo r Internat iona l 
Settlements i s a forum fo r suc h cooperation . It s 
members ('shareholders' ) ar e exclusively centra l 
banks, and i t has become the principal forum fo r 
discussion, consultation and cooperation amon g 
central banker s i n western countries . Two of it s 

main function s ar e informatio n an d experienc e 
sharing, an d bankin g supervisio n an d surveil -
lance. Th e Ban k fo r Internationa l Settlement s 
has an importan t role to play in advice and assis-
tance wit h th e surveillanc e an d supervisio n o f 
domestic financial  markets . Most o f the propos -
als for the big changes in bank supervision which 
have happene d i n th e pas t 2 0 years have com e 
from th e BI S Commit te e o n Bankin g 
Supervision, includin g th e capita l adequac y 
requirements in relation to credit risk and marke t 
risk. The BI S can als o play a  parallel role to th e 
IMF in relation t o the informa l sharin g and dis -
semination o f advic e amon g centra l banker s 
about appropriat e macroeconomi c policies , 
including policies in the face of capital inflow, but 
currently it s rol e i n thi s regar d i s relativel y 
limited. 

It may be that these issues can also be tackled 
by regional central bank cooperation. In a recent 
speech, Berni e Frase r (1995) , th e Governo r o f 
the Reserve Bank of Australia, has called for th e 
creation of an institution modelled on the BIS and 
serving central banks in the Asia Pacific Region . 
The propose d membershi p o f thi s groupin g is : 
Australia, China (PRC) , Hong Kong, Indonesia , 
Japan, Republic of Korea, Malaysia, New Zealand, 
the Philippines, Singapore and Thailand, based on 
the current membership of the Executive Meeting 
of Eas t Asi a an d Pacifi c Centra l Banks . Frase r 
notes tha t curren t internationa l institutiona l 
arrangements ar e no t idea l fro m a n Asia n per -
spective. Appropriate regulatory frameworks wil l 
differ dependin g upo n economi c structure , ye t 
those who decide upon BIS rules are entirely from 
the G10 , whic h mean s that , apar t fro m Japan , 
Asian regiona l perspective s hav e n o influence . 
Furthermore ther e are certain concessions in th e 
BIS risk weights which discriminate against banks 
from non-OEC D countrie s i n ways which migh t 
be thought t o be unfair . 

7.2.4 Tobi n Tax 

Nearly 20 years ago Tobin (1978) suggested some 
preventive medicin e fo r internationa l financial 
crises - a  tax that would throw sand in the wheels 
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of international capita l flows. The ide a was tha t 
the existenc e of , o r the potentia l for , destabilis -
ing speculation constitutes a market failure whic h 
could b e responde d t o i n th e "normal " wa y b y 
some price-mechanism signa l - a  tax. 

Ever since the original Tobin paper there have 
been a  number o f observer s wh o hav e believe d 
that th e impositio n o f such a  "Tobin tax" would 
be a highly desirable reform o f the internationa l 
monetary system . I n th e contex t o f ou r report , 
this proposa l has a  number o f serious problems . 
(For a  detailed an d balance d discussio n reader s 
are referre d t o Haq , Kau l an d Grunberg , 1996 , 
where the proposal has been reviewed in detail). 

The proposal is for a low rate of tax of 0.05per 
cent o f the valu e o f transaction s (se e Kene n i n 
Haq et al., who argues for a low tax to discourage 
substitution an d migration) . A  ta x a t thi s rat e 
would perhaps raise as much a s $100 billion i f it 
did not lea d to changes i n volume . 

Such a  tax would mak e very littl e differenc e 
to long-ter m transactions . Thi s i s because i t i s 
within the range of existing spreads and/or trans-
actions costs . Nevertheless , ther e i s n o doub t 
that suc h a  ta x woul d decreas e th e amoun t o f 
short-term trading. If the horizon were as short as 
one da y 'as i t i s for mos t traders ' (Frankel , ρ  13 , 
in Ha q et  al.)  the n th e relevan t calculatio n 
relates to switching i n and out 24 0 times a year, 
on which the repeated payments of the tax would 
amount t o a n annua l rat e o f tax paymen t o f 2 4 
per cent ( = 24 0 χ 2  χ 0.05 pe r cent) . 

Such a  tax could not be levied i n an individ -
ual country but would have to be levied in at least 
the major hal f dozen large trading centres in th e 
world. An arrangement i s suggested whereby th e 
tax woul d b e levie d i n tw o halves , hal f a t th e 
country o f sourc e o f th e trad e an d hal f a t th e 
country of destination, and i f either of these were 
in a  tax-free offshor e have n the n th e othe r hal f 
would be paid a t a higher or even a  penalty rate . 
Nevertheless a high degree of international polit -
ical cooperatio n woul d b e require d i n orde r t o 
make levyin g th e ta x politicall y viable . This i n 
turn woul d surel y requir e agreemen t abou t it s 
effectiveness, an d tha t agreement i s not present . 

The thre e majo r problem s with thi s proposa l 
are as follows. 

First an d mos t seriously , i t appear s tha t suc h 
a tax would need t o cover a  wide range of trans-
a c t i o n s , n o t jus t spo t foreig n e x c h a n g e 
transactions. An y attemp t t o mak e th e ta x jus t 
applicable t o spo t currenc y transaction s woul d 
lead t o substitutio n o f spo t trade s wit h tax -
exempt futures trades . Any attemp t t o tax thos e 
would lea d t o thei r replacemen t b y tax-exemp t 
option trades . An y attemp t t o ta x the m woul d 
lead t o thei r replacemen t b y mor e ye t mor e 
complex tax-exemp t derivativ e trades . All suc h 
futures, options , swa p an d derivativ e trade s 
could b e automate d t o replac e th e desire d spo t 
trade, s o th e transaction s cost s o f avoidanc e 
would b e very lo w indeed . (Th e cas e i s very dif-
ferent fro m tha t o f othe r ta x base s wher e 
organising avoidanc e acros s th e lin e o f exemp -
tion i s ver y costl y -  fo r example , avoidin g a 
housing sal e ta x whic h ha s a n exemptio n fo r 
sales o f th e matrimonia l hom e i s possibl e bu t 
involves comple x adjustment s o f lifestyle. ) 
There i s the spectr e here o f a long and comple x 
line of required 'followu p taxes ' which appear t o 
make thi s whol e prospec t a  non-starter , unles s 
the rat e o f ta x wer e s o extremel y smal l a s t o 
make avoidanc e i n th e wa y describe d no t 
worthwhile. I t i s no t a t al l clea r tha t a  rat e a s 
low as 0.05 pe r cen t satisfie s thi s requirement . 

Second, a s Frankel (i n Haq et al.) point s out , 
the impositio n o f suc h a  ta x migh t chang e th e 
whole foreig n exchang e industr y i n unexpecte d 
and possibl y undesirabl e ways . At presen t i t i s a 
highly competitiv e industry , wit h a  myria d o f 
dealers playin g th e centra l role . Thes e dealer s 
lay of f th e ris k o f uncovere d position s amon g 
each othe r i n a  comple x way . Wheneve r an y 
trader incur s th e ris k o f a n uncovere d positio n 
incurred whe n a  'primar y client ' outsid e th e 
market buys foreign exchange , that trader lays off 
the ris k by passing i t around othe r dealer s lik e a 
'hot potato ' , rathe r tha n b y conductin g a n 
auction t o find that other one dealer who wishes 
to tak e th e risk . Thi s mean s tha t an y primar y 
trade set s of f a  rippl e o f secondar y trades , an d 
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partly (an d perhap s significantly ) explain s wh y 
such a high proportion of foreign exchange trade s 
are trade s 'withi n th e market' . Th e foreig n 
exchange marke t thu s work s t o a n importan t 
extent lik e a  re-insurance market . (Wh y i t doe s 
so appears not to be entirely well understood.) A 
transactions tax , a t a  rate larg e enough t o mak e 
a difference, would very likely lead to a change i n 
this market structure, with the emergence of large 
traders wh o woul d bea r th e risk s o f individua l 
'primary' trade s in-house . Suc h larg e trader s 
would have scal e advantages -  large r size would 
allow risk spreading without th e nee d fo r trans -
actions externa l t o th e firm-  an d thi s migh t b e 
enough t o ti p th e whol e industr y awa y fro m it s 
present competitiv e structur e t o a  monopolisti c 
one. For all its faults, the present industry may be 
preferable t o one i n which currency values were 
influenced, an d perhap s controlled , b y a  fe w 
global brokerage houses . Again, thi s considera -
tion points to the fact tha t any tax would have t o 
be at an extremely low rate in order to avoid th e 
risk o f thi s disturbanc e t o marke t structure . 
Because there appea r t o be so many link s i n th e 
hot-potato chain, i t is again not clear that a  rate 
of tax a s low a s 0.05 pe r cen t woul d satisf y thi s 
requirement. 

Finally, and most importantly for our purpos-
es, a Tobin tax seems unlikely to yield sufficien t 
of the advantages which i t is supposed to possess 
in respec t o f internationa l monetar y reform . I t 
may be tha t a  ta x o f thi s kin d coul d discourag e 
merely speculative investments and so lower very 
short-term volatilit y i n internationa l capita l 
markets. (Se e Frankel , op  cit .) . Bu t i t i s no t 
volatility whic h wa s our concern i n thi s report , 
but domesti c monetar y autonom y an d vulnera -
bility to exchange rate (more generally, financial) 
crisis. Give n th e constraints , th e Tobi n ta x 
cannot address these two issues. If the rate of tax 
really were lo w - a s low as 0.05 pe r cen t -  the n 
that woul d b e such a s to yield a n extr a freedo m 
of interes t rat e polic y tha t wa s unmeasurabl y 
small. The trilog y of fixed exchange rates , inter -
national capita l mobility , an d domesti c 
autonomy woul d stil l b e unattainable . Equall y 

important, a  tax a t thi s low rate would b e of n o 
assistance i n stemmin g speculativ e outflo w 
against a currency which was thought to be over-
valued. As a currency crisis looms the prospective 
capital gains and losses are more than two orders of 
magnitude large r tha n thi s ta x rate . A s 
Eichengreen an d Wyplos z poin t ou t (i n Ha q et 
al.), such a  tax migh t marginall y slo w down th e 
onslaught o f a  crisis , by discouraging th e initia l 
flows before the onset of the crisis became appar -
ent. Bu t i t i s hard t o se e ho w i t coul d d o mor e 
than this . 

Thus w e conclud e tha t th e cas e fo r th e 
Tobin ta x i s unproven. I t ma y hav e t o b e a t a n 
extremely smal l rat e t o avoi d evasio n an d t o 
avoid causin g undesirabl e concentratio n i n th e 
market structur e o f foreig n exchang e trading . 
But a t suc h a  smal l rat e i t seem s unlikel y t o 
achieve it s aims. 

7.3 Crisi s Management 
There ar e tw o sort s o f crise s whic h a  countr y 
may encounte r -  liquidit y crise s an d solvenc y 
crises. W e discus s th e first  o f thes e -  liquidit y 
crises -  i n th e remainde r o f thi s Chapter , an d 
devote th e whol e o f th e nex t chapte r t o th e 
second proble m o f solvency crises . 

7.3.1 Illiquidit y 

Consider th e following thre e sort s of problems: 

A countr y with macroeconomic policie s 
which ar e fundamentally soun d ma y never -
theless find  itsel f faced wit h very short-ter m 
external pressures . These ma y stem fro m 
events largely outside it s direct control , bu t 
which seem likel y to reverse or to dissipat e 
relatively quickly , without majo r change s 
in underlying policies . 

A countr y ma y also face pressure s which ar e 
to some extent th e resul t o f policy action s 
which i t has taken (o r failed t o take) , bu t 
the countr y ma y have subsequentl y take n 
corrective measure s tha t coul d be expecte d 
to resolve th e problem relativel y quickl y 
(or may be about t o take such measures) . 
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A countr y i n which ther e ar e thought t o be 
problems of either o f these first  two kinds -
even i f objectively ther e ar e not -  ma y nev -
ertheless face speculativ e withdrawa l 
pressure - i.e , a kind o f national 'bank-run' . 

Funds whic h enabl e a  countr y t o borro w i n 
such circumstance s ar e intende d t o b e merel y 
'liquidity support' or lender of last resort' money . 
They d o no t addres s an y nee d fo r financia l 
restructuring, t o whic h w e tur n i n th e nex t 
section. 

7.3.2 Th e role of the IMF 

Lending for such purposes is regularly part of IMF 
adjustment programme s for countries which ru n 
into macroeconomi c difficulty . Ther e ar e dee p 
questions as to whether, with the globalisation of 
international capita l market s studie d i n thi s 
report, suc h liquidit y lendin g fro m th e IM F i s 
needed. I t migh t b e though t that , a s emergin g 
market economie s engag e i n financia l marke t 
liberalisation, ther e i s n o longe r nee d fo r suc h 
lending. When th e Fund was initially set up, and 
there was very limited internationa l mobilit y o f 
capital, ther e wa s an obviou s need fo r th e Fun d 
to supervise the creation of international reserve s 
which countries could use for adjustment finance, 
and to itself provide additional liquidity to coun-
tries to tide them over adjustment episodes . The 
question addresse d her e i s whethe r ther e i s 
another differen t argumen t fo r suc h a  rol e i n a 
world of high capita l mobility . 

Both experienc e an d analysi s sugges t tha t 
such lendin g i s necessary . A t a  tim e o f crisis , 
when macroeconomi c adjustmen t i s needed , 
private lenders may be unwilling to do what the y 
perceive a s 'throwin g goo d mone y afte r bad' . 
That i s to say, the privat e secto r ma y be unwill -
ing t o commi t fund s eve n i f th e nee d fo r 
financing i s as limited as that described above and 
even i f it will be no more than temporary . 

The IMF will be able to do things that are not 
possible fo r privat e secto r lender s i n suc h cir -
cumstances. I t wil l b e abl e t o inves t enoug h 
resources i n monitorin g condition s i n th e bor -

rowing countr y t o determin e tha t th e nee d fo r 
lending i s indee d temporary . A  privat e rating s 
agency coul d no t d o this , fo r tw o reasons . Th e 
first i s the classi c public good problem concern -
ing th e underprovisio n o f knowledge : onc e th e 
rating i s publicly availabl e it s sal e valu e disap -
pears. Th e secon d i s tha t suc h a  privat e bod y 
may see i t a s no par t o f it s task t o advise client s 
to lend to countries tha t ar e in present difficult y 
but ar e expecte d t o b e i n goo d shap e i n th e 
future. T o cope wit h suc h problem s i t migh t b e 
conceded tha t such an agency should be an inter -
national institutio n (i.e . non-private). Bu t wit h 
such a  bod y ther e migh t b e irresistibl e 'grad e 
creep' pressure on i t to improv e it s ratings. 

Moreover, the Fund i s able to impose its con-
ditionality o n borrowers . In th e absenc e of such 
conditionality private creditors might fear that a 
borrower -  eve n i n th e relativel y benig n cir -
cumstances referred t o above - woul d use a loan 
merely t o continu e t o ru n a  deficit , rathe r tha n 
employ i t as temporary financing  whil e embark -
ing upo n th e change s whic h ar e require d fo r 
adjustment -  change s which in due course would 
enable the money to be repaid. Such fears migh t 
prevail, eve n althoug h th e borrowin g govern -
ment wa s i n fac t committe d t o adjustment , 
because n o firm  an d credibl e ('bankable' ) com -
mitments could be given that the funds would i n 
fact be used for adjustment i n this way. Thus th e 
outcome of relying on private creditors at a time 
of liquidit y crisis , eve n i f seriou s adjustmen t 
efforts ar e begun, ma y be no loa n a t all . 

The ability to attach conditionality t o adjust -
ment fundin g i s therefor e centra l t o th e IMF' s 
ability to provide such funding, i n a way in which 
private market s cannot . Th e Fund' s abilit y t o 
impose such conditionality arise s fundamentall y 
from it s legitimac y a s a  multilatera l Bretto n 
Woods Inst i tut ion . Ther e hav e bee n fe w 
attempts t o apply such conditionality b y private 
financial market s an d n o know n exampl e o f 
private market s doin g thi s effectively . Th e 
Peruvian government i n 197 6 allowed a  consor-
tium o f U S bank s t o impos e condition s o n it , 
and t o monito r thei r implementation , i n retur n 
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for a $240 million loan. The conditions were not 
met, the stabilisation wa s a failure, an d th e IM F 
was called in the following year (see discussion in 
Rodrik,1995a). 

Nevertheless i t i s important t o find  the righ t 
balance betwee n Fun d lendin g an d marke t 
lending in obtaining adjustmen t finance,  an d t o 
ensure that such adjustment finance  i s sufficiently 
speedily arranged . Th e Mexic o episod e raise d 
serious questions on thi s score. These have bee n 
dealt with i n ways now t o be described . 

7.3.3 Short-ter m Emergenc y Financing Facility 
(EFM), General Agreements to Borrow 
(GAB), and Quota Increase s 

The histor y o f a  proposal t o provid e short-ter m 
ermergency financing  goe s back to the response s 
to the European Monetary System (EMS) crisis of 
1992/3, when consideration was given to a short-
term facility , particularl y fo r emergin g markets . 
Countries, it was envisaged, could be pre-approved 
for this facility and could then draw down from it . 
These ideas were discussed by the Executive Board 
of th e IM F i n earl y 1994 , bu t withou t reachin g 
agreement. The proble m i s that th e Fun d woul d 
only b e prepare d t o provid e suppor t i n th e 
amounts required i f it was judged that underlyin g 
policies wer e sound . Suc h judgement s ar e con -
tinually changin g ove r tim e an d tak e tim e t o 
revise. Th e Mexica n difficultie s turne d ou t t o 
need much larger sums of money than those which 
had been envisaged i n earlie r discussions . In th e 
end, the response was entirely ad hoc. Very great 
speed was required, with disturbin g implication s 
for an y futur e forma l procedure . Th e Halifa x 
summit in June of 1995 led to a further se t of pro-
posals to regularise the officia l response . 

As a  resul t o f thi s history , ther e ar e no w i n 
place within the Fund agreed procedures on how 
to handle countries in these circumstances. (These 
were agreed by the Executiv e Boar d prio r t o th e 
October 1995 Annual Meetings and agreed by the 
Interim Committee at that time. See IMF Survey, 
23 Octobe r 1995 , ρ  315 ) Thes e introduc e a n 
Emergency Financing Mechanism, or procedure, 
to enable the IMF to respond rapidly - wit h size-

able front-end loadin g where necessary - t o dea l 
with potentia l Mexico-styl e crises . Th e us e o f 
such procedures will not necessarily involve excep-
tional financing  (exceedin g IM F acces s limits ) 
and will be subject to strong conditionality. Such 
procedures are not, and cannot be, fully prescrip-
tive, and are best thought of as a kind of fire alarm 
drill. Bu t the y mak e i t likel y tha t th e kin d o f 
support money necessary could be organised an d 
issued within tw o or three weeks. For their effec -
tive operation, suc h procedures wil l require very 
close working relationships between officials i n the 
Fund and i n the country concerned . 

The significanc e o f thes e ne w procedure s i s 
hard to quantify, fo r they have not yet been tested 
by a major crisis . It is however notable that thes e 
arrangements were put i n place at the same time 
as plans were announced t o expand th e Genera l 
Agreements t o Borro w (se e IM F Survey,  2 3 
October 1995 , ρ 319) . Only th e G1 0 countrie s 
participate i n th e GAB , bu t th e IM F may  cal l 
upon i t to assist a non-participant i n a crisis that 
'could threaten th e stability of the internationa l 
monetary system. ' Th e ne w arrangemen t wil l 
double th e existin g credi t lines , t o $4 9 billion , 
and brin g i n new participants , bu t th e G10 wil l 
still hav e a  majo r sa y i n approvin g us e o f th e 
funds. I t i s also not clea r tha t thi s wil l be muc h 
help to any but the larges t developing countries , 
since th e us e o f funds woul d b e limite d t o case s 
which ar e judged t o pose systemic threats . 

There i s also now a  significant mov e afoot  t o 
double th e IMF' s quotas . 'Takin g int o accoun t 
the massivel y increase d scal e o f internationa l 
financial flows,  takin g int o accoun t th e need fo r 
the Fund to be credibly equipped to help countries 
likely t o nee d ou r financial  suppor t whil e dis -
mantling their remaining exchange controls, and 
taking into account the fact that this quota review 
will determine th e Fund' s resource base int o th e 
early years of the next century.... my judgement is 
that a  doublin g o f quota s i s needed. ' (M . 
Camdessus, IMF Survey, 23 October 1995 , ρ 319). 
It seems essential that these initiatives succeed in 
order to provide the necessary liquidity for the IMF 
to successfully carr y throug h th e us e of the EF M 
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as and when i t i s needed, an d i n order tha t i t be 
seen to have sufficient resource s to do so - als o a 
confidence-enhancing perception . 

7.3.4 Th e role of the BIS and of regiona l centra l 
bank cooperation 

Liquidity financing  i s an issue on which increase d 
central ban k cooperatio n woul d b e useful . Th e 
Bank fo r Internationa l Settlement s i s already a 
forum for such cooperation an d has occasionall y 
provided short-term suppor t (e.g . to Hungary i n 
1982). 

Providing suc h emergenc y assistanc e i n 
exceptional circumstance s i s somethin g whic h 
could also be done a t regional levels . The devel -
opment o f contingenc y plannin g an d respons e 
capability fo r thes e purposes i n th e Asi a Pacifi c 
Region ha s bee n suggeste d b y Frase r (1995) . 
'Responses coul d rang e fo r exampl e fro m infor -
mation sharin g throug h coordinate d foreig n 
exchange operations , an d foreig n exchang e 

swap agreements , t o mor e highl y structure d 
temporary credi t facilities . (p . 25) ' Frase r note s 
the development s a t th e IM F reviewe d abov e 
and argue s tha t 'assistanc e fro m a n institutio n 
as larg e a s th e IM F (i t ha s th e interest s o f 17 9 
members to reconcile) migh t no t be available as 
quickly as it i s required. [T]her e i s still a case, in 
my view, for close neighbours t o have thei r ow n 
mutual suppor t arrangement s t o dea l quickl y 
with emergency situations . (p . 24)'  Recen t pres s 
reports (Australian  Financial  Review,  Apri l 2 6 
1996) sugges t that som e progress has been mad e 
in thi s direction . Bu t privat e source s indicat e 
that th e agreemen t s o far i s very limite d indee d 
(apparently i t simpl y concern s Repurchas e 
Agreements, involvin g a  short run transfe r fro m 
one sid e o f a  bank' s balanc e shee t t o another , 
without exposur e t o marke t risk , o f a  kin d 
which i s commo n i n ope n marke t operation s 
and deb t management) . 
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