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FOREWORD

No event of the past 50 years has generated more calls for a reex-
amination of the institutions, structures, and policies aimed at cri-
sis prevention and resolution than the Asian/global financial
crisis that began in Thailand in July 1997. In September 1998, fol-
lowing a speech he delivered at the Council on Foreign Relations,
President Clinton underscored this theme when he suggested
that it would be worthwhile to convene a distinguished private-
sector group to take a fresh look at the need for reform of the inter-
national financial architecture.

The Council was therefore enthusiastic about sponsoring this
Independent Task Force on the Future International Financial Archi-
tecture. We were fortunate that Peter G. Peterson, chairman of both
the Council and the Blackstone Group and secretary of commerce
during the Nixon administration, and Carla A. Hills, CEO of Hills
& Co. and US Trade Representative during the Bush administration,
agreed to serve as co-chairs. We chose Morris Goldstein, a wide-
ly respected former deputy director of research at the IMF and now
a senior fellow at the Institute for International Economics, to be
the project director and to author the report. We also invited a stel-
lar group of economists, bankers and financial experts, industri-
alists and labor leaders, political scientists, strategists, and regional
specialists to join the task force. Suffice it to say that it would be
difficult to assemble a group that could match for breadth and depth
of experience on international financial policies the membership
of this task force. The Council wishes to thank them all for their
time and contributions.

The task force met regularly from January through June 1999.
The first set of meetings focused on what was “broken” in the exist-
ing architecture, and the last set on how to “fix” it. Both moder-
ate and more radical reform proposals were considered. In addition
to its internal debates, the Task Force benefited from discussions
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with current and former economic policymakers. In this con-
nection, the task force is especially indebted to Michel Camdessus,
Andrew Crockett, Stanley Fischer, Tim Geitner, Alan Greenspan,
William McDonough, Robert Rubin, George Shultz, and Larry
Summers for sharing their views on the architecture. Likewise, the
task force appreciates the valuable reactions and suggestions it received
last April in a meeting with a group of central bank governors and
finance ministers from a set of larger emerging economies and indus-
trial countries.

In this final report, the task force argues forcefully that despite
the sorry track record on banking, currency, and debt crises of the
past twenty years, it would be a counsel of despair to conclude that
little can be done to make crises less frequent and less severe. With
the US economy now connected much more closely to the rest of
the world than it was two or three decades ago, a strengthening
of the international financial architecture is also very much in our
national interest. The US economy performed impressively
throughout the latest crisis because domestic spending was strong
and inflation was low. Next time, we may not be so well positioned
to weather the storm.

The task force favors a market-oriented approach to reform that
would create greater incentives for borrowing countries to strength-
en their crisis prevention efforts and for their private creditors to
assume their fair share of the burden associated with resolving crises.
This would place the primary responsibility for crisis avoidance
and resolution in emerging economies back where it belongs: on
emerging economies themselves and on their private creditors, which
dominate today’s international capital markets.

Notwithstanding some dissents on specific findings and pro-
posals, all 29 members of the task force endorse the broad thrust
of this report. Seven key recommendations were able to command
majority support:

1. Greater rewards for joining the ‘good housekeeping club.”
The IMF should lend on more favorable terms to countries that
take effective steps to reduce their crisis vulnerability and should
publish an assessment of these steps so the market can take note.
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Foreword

2. Capital f]ows—avoxdmg too much of a good thing. Emerging
economies with fragile financial systems should take trans-
parent and nondiscriminatory tax measures to discourage short-
term capital inflows and encourage less crisis-prone, longer-term
ones, like foreign direct investment.

3. The private sector: promote fair burden-sharing and market dis-
czplme All countries should include “collective action clauses”
in their sovereign bond contracts. In extreme cases where
rescheduling of private debt is necessary, the IMF should pro-
vide financial support only if debtor countries are engaged in
“good faith” rescheduling discussions with their private credi-
tors, and it should be prepared to support a temporary halt in
debt payments. The IMF should also encourage emerging
economies to implement a deposit insurance system that places
the main cost of bank failures on shareholders and on large, unin-
sured private creditors—not on small depositors or taxpayers.

4. Just say no to pegged exchange rates. The IMF and the Group
of Seven leading industrial countries should advise emerging
economies against adopting pegged exchange rates and should
not provide funds to support unsustainable currency pegs.

5. IMF crisis lending: less will do more. For country crises, the
IMF should adhere consistently to normal lending limits and
should abandon huge rescue packages. For systemic crises that
threaten the international monetary system, the IMF should
turn to its existing credit lines when problems are largely of the
country’s making and to special contagion funds when the
country is an innocent victim.

6. Refocus the IMF and the World Bank: back to basics. The IMF
should focus on monetary, fiscal, exchange rate, and financial
sector policies, not on longer-term structural reforms. The
World Bank should focus on longer-term structural and social
aspects of development, not on crisis management or macro-
economic advice.
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7. Generate political support for and ownership of financial
reforms. A global conference of finance ministers should con-
vene to reach a consensus on priorities and timetables for spe-
cific actions that countries will take to strengthen national
financial systems.

The task force’s reform agenda is more ambitious than that being
pursued by policymakers at present. It is tougher in the measures
it proposes to reduce moral hazard and to induce private credi-
tors to accept their fair share of the burden of crisis resolution. It
is clear on the need for the IMF to return to more modest rescue
packages for country crises and to activate very large rescue pack-
ages only in systemic cases with the agreement of a supermajor-
ity of creditor countries. It is stronger in its opposition to pegged
exchange rates and more forthright in proposing tax measures to
shift the composition of capital inflows to longer-term, less cri-
sis-prone elements. It is more activist in urging the IMF to iden-
tify publicly which countries are and are not meeting international
financial standards. It asks more of the major industrial countries
in leading the way toward certain institutional reforms in capital
markets. It calls for a stricter demarcation of responsibilities and
leaner agendas for the IMF and the World Bank. And it suggests
a vehicle for gamering political support and for regaining the momen-
tum toward architectural reform.

As the Council forwards this report, we hope that it will con-
tribute to the ongoing debate on how best to strengthen the
international financial architecture. The more successful we are in
that endeavor, the better are our chances of safeguarding Amer-
ica’s jobs, savings, and national security as well as of promoting glob-

al prosperity.
Leslie H. Gelb

President
Council on Foreign Relations
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EXECUTIVE SUMMARY

INTRODUCTION

When Thailand was forced to devalue its currency in July 1997,
no one could have foreseen the turmoil that would follow. Over
the succeeding two years, financial crises swept through the devel-
oping world like a hurricane. Indonesia, South Korea, Malaysia,
the Philippines, Hong Kong, Russia, and Brazil were among the
hardest hit, but few developing countries emerged unscathed. In
the crisis countries, currencies and equity prices plummeted, eco-
nomic growth turned into recession, wealth evaporated, jobs were
destroyed, and poverty and school dropout rates soared. Private
capital flows to emerging economies nose-dived, while industri-
al countries saw their export markets shrink. Last fall, after Rus-
sia’s debt default and devaluation and the near collapse of a large
hedge fund (Long Term Capital Management, LT'CM), international
financial markets seized up for nearly all high-risk borrowers, includ-
ing those in the United States. Global growth slowed sharply. In
some quarters, doubts arose about the market as the engine of pros-
perity. Confidence in the official institutions that manage finan-
cial crises was shaken. No wonder, then, that President Clinton,
speaking before the Council on Foreign Relations a year ago, char-
acterized the Asian/global crisis as “the greatest financial challenge
facing the world in the last half century.”

Financial crises are nothing new. In the past 20 years alone, more
than 125 countries have experienced at least one serious bout of bank-
ing problems. In more than half these episodes, a developing
country’s entire banking system essentially became insolvent.
And in more than a dozen cases, the cost of resolving the crisis

Certain passages in the executive summary are italicized to highlight the task force’s
main findings and recommendations.
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was at least a tenth—and sometimes much more—of the crisis coun-
try’s annual national income. As bad as it was, the US savings and
loan crisis of the late 1980s cost US taxpayers about 2-3 percent
of our national income. The debt crisis of the 1980s cost Latin Amer-
ica a “lost decade” of economic growth. Ten members of the
European Exchange Rate Mechanism were forced to devalue
their currencies in 1992 and 1993, despite spending upwards of $150
billion to defend them. Mexico suffered its worst recession in six
decades after the devaluation of the peso in 1994-95. And in the
recent Asian crisis, economies accustomed to annual growth rates
of 6-8 percent suffered severe depressions, with output falling §
to 14 percent last year. In the past six months, a number of the cri-
sis countries have returned to positive economic growth and the
functioning of global financial markets has improved. But the glob-
al recovery is still in its early stages and remains fragile—not least
because most of the underlying vulnerabilities have been only part-
ly addressed.

WEe cannot eliminate banking, currency, and debt crises entire-
ly, but it would be a counsel of despair to argue that little can be
done to make them less frequent and less severe. Strengthening
crisis prevention and management—that is, the international
financial architecture (“the architecture” for short)—is also very
much in our national interest. The US economy is connected much
more closely to the rest of the world than it was 20 or 30 years ago.
The average share of exports and imports in our national output
now stands at about 15 percent—twice as high as in 1980 and three
times as high as in 1960. Two-fifths of our exports go to developing
countries. US firms active in global markets are more productive
and more profitable than those that serve only domestic cus-
tomers. Exporting firms pay their workers better and have expand-
ed jobs faster than firms that do not export. More than $2.5
trillion of US savings is invested abroad. Borrowing costs, includ-
ing the monthly payments US households make for their home
mortgages, are lower because of our participation in internation-
al capital markets.

But why worry, some might ask. After all, the US economy has

continued to perform impressively throughout the latest crisis
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period. So it has. But to conclude that fragilities in the interna-
tional financial system are somebody else’s problem would be
dangerously complacent. In the recent emerging-market crisis, US
exports to the most affected areas fell 40 percent. The Asian cri-
sis struck when domestic spending in the United States was
robust and when inflationary pressures were low. This meant
that our economic growth was able to withstand a big jump in the
trade deficit and that the Federal Reserve had scope to calm the
turbulence in global markets by cutting interest rates. Next time
we might not be so well positioned to weather the storm.

We should also take note of events that did not happen but could
have. Americans have more of their wealth invested in the stock
market than they have in their homes. The Asian crisis could have
acted as a catalyst for a significant stock market correction.

The United States is not immune to financial crises abroad. There
have been enough losses, close calls, and “might-have-beens”
over the past few decades to remind us that international capital
markets—despite their important contribution to our standard of
living—can at times be risky places. The more successful we are
in reducing the frequency and severity of financial crises—includ-
ing in emerging economies—the better are our chances of safe-
guarding America’s jobs, savings, and national security as well as
of promoting global prosperity.

OUR APPROACH

If we are to make real headway in improving crisis prevention and
management in the developing world, we must put the primary
responsibility back where it belongs: on emerging economies
themselves and on their private creditors, which dominate today’s
international capital markets. If the behavior of debtors and cred-
itors does not change, the poor track record on financial crises will
continue. But wishing for change will not make it happen. Bet-
ter incentives—including the prospect of smaller and less frequent
official bailouts—can facilitate desirable changes in lender and bor-
rower behavior.

(3]
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Six principles guided our analysis. We wanted to:

1. Encourage emerging economies to intensify their crisis prevention
efforts.

2. Permit savings to flow to the countries and uses where they have
the best return.

3. Promote fair burden-sharing among private creditors, official
debtors, and official creditors when a crisis does occur.

4. Increase the role of market-based incentives in crisis preven-
tion and resolution.

5. Make reform of the architecture a two-way street, with the major
industrial countries also doing their part.

6. Refocus the mandates of the IMF and the World Bank on areas
they are best equipped to address.

Consistent with these principles, we offer seven key recom-
mendations:

Recommendation 1. Greater rewards for joining the “good
housekeeping club.” The IMF should lend on more favorable terms
to countries that take effective steps to reduce their crisis vulner-
ability and should publish assessments of these steps for each coun-

try so the market can take note.

Recommendation 2. Capital flows—avoiding too much of a good
thing. Emerging economies with fragile financial systems should
take transparent and nondiscriminatory tax measures to discour-
age short-term capital inflows and encourage less crisis-prone, longer-
term ones, such as foreign direct investment.

Recommendation 3. The private sector: promote fair burden-
sharing and market discipline. To encourage more orderly and time-
ly rescheduling of private debt where it is needed, all countries should
include “collective action clauses” in their sovereign bond contracts.
In extreme cases where rescheduling of private debt is needed to
restore a viable debt profile, the IMF should require as a condi-
tion for its own emergency assistance that debtors be engaged in
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“good faith” (serious and fair) discussions on debt rescheduling with
their private creditors. The IMF should also be prepared to sup-
port a temporary halt in debt repayments.

To reduce moral hazard at the national level, the IMF should
encourage emerging economies to implement a deposit insurance
system that places the primary cost of bank failures on bank
shareholders and on large, uninsured private creditors of banks—
and not on small depositors or taxpayers.'

Recommendation 4. Just say no to pegged exchange rates.
The IMF and the Group of Seven (G-7) should advise emerging
economies against adopting pegged exchange rates and should not
provide funds to support unsustainable pegs.

Recommendation s. IMF crisis lending: less will do more. For
country crises, the IMF should adhere consistently to normal
lending limits. This will help to reduce moral hazard at the inter-
national level. For systemic crises, the IMF should turn to its exist-
ing credit lines when problems are largely of the country’s making
and to special contagion funds when the country is an innocent
victim.

Recommendation 6. Refocus the IMF and the World Bank:
back to basics. The IIMF should focus on monetary, fiscal, and exchange
rate policies plus financial-sector surveillance and reform and
stay out of longer-term structural reforms. The World Bank
should focus on the longer-term structural and social aspects of
development, including the design of social safety nets. It should
stay out of crisis lending and management.

Recommendation 7. Generate political support for and own-
ership of financial reforms. Convene a global conference of finance
ministers to reach a consensus on actions, priorities, and timeta-
bles for actions nations will take to strengthen national financial
systems.

'By “moral hazard,” we mean situations in which the availability of insurance from the
official sector weakens investors’ and borrowers’ sense of responsibility for their own actions.
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THE REFORM AGENDA

Recommendation 1. Greater Rewards for Joining the “Good
Housekeeping Club”

Emerging-market economies have a key responsibility to keep their
houses in order, and the international community can encourage
them to do so by enlarging the rewards for good housekeeping.

“Good housckeeping” covers a range of economic policies and
institutional reforms. It means pursuing sound macroeconomic poli-
cies, including the avoidance of large budget deficits. It means pru-
dent debt management that does not permit liquid liabilities of
the public and private sectors to get way ahead of their liquid assets
and that discourages the buildup of large currency mismatches. It
means not being complacent about large current account deficits
and highly overvalued exchange rates. It means maintaining a strong
and well-regulated banking and financial system that extends
loans on the basis of their expected profitability and of the cred-
itworthiness of the borrower, and that complies with international
standards for good public disclosure of economic and financial data,
for effective banking supervision, and for the proper functioning
of securities markets. It means shunning heavy reliance on short-
term borrowing and on longer-term debt contracts with options
that allow the creditor to demand accelerated repayment if con-
ditions worsen. And it means holding enough international
reserves and arranging contingent credit lines so that there is
enough liquidity on hand to cushion against unexpected adverse
shocks.

Suffice it to say that many of these elements of good housekeeping
were not in order in the run-up to recent crises. In Russia and Brazil,
for example, large government deficits and heavy reliance on
short-term government borrowing were at the heart of their vul-
nerability.

In the Asian crisis countries, imprudent debt management, weak
domestic banking systems, and premature and poorly supervised
financial liberalization took a heavy toll when the external envi-
ronment soured. Encouraged by interest rates lower abroad than

at home, by exchange rates that had been relatively stable with respect
[6]



Executive Summary

to the US dollar, and by a history of strong economic growth, banks
and corporations in the crisis countries stepped up their short-term
foreign borrowing in the 1990s, much of which had to be repaid
in foreign currency. On the eve of the crisis, short-term external
debt was larger than international reserves in several of the crisis
countries, and corporations had very high debt-to-equity ratios.
Banks and finance companies in these countries had lax lending
and accounting standards. Their lending decisions were also com-
promised by heavy government interference and by high levels of
“connected” lending (to bank managers and directors and their relat-
ed businesses). Bank supervision was weak. Reflecting all this, bor-
rowed funds were not invested wisely, with heavy concentrations
in real estate, equities, and industries with low rates of return. Lenders
(domestic and foreign) did not monitor borrowers carefully, per-
haps because they expected that governments and international
organizations would be willing and able to bail them out if bor-
rowers ran into trouble.

And run into trouble they did. Exports from Asia slowed dra-
matically in 1996, prompted by a steep decline in semiconductor
prices and a loss of competitiveness as Asian currencies followed
the US dollar up against the Japanese yen. Property prices fell, lead-
ing to a surge in nonperforming bank loans. As foreign lenders
began to recognize that Thailand’s weaknesses were shared by sev-
eral other Asian emerging economies, a panic ensued in which for-
eign shareholders, bondholders, and banks scrambled to get their
money out. Cash flow problems mounted as interest rates rose in
vain attempts to defend currencies pegged to the dollar. Political
instabilities and uncertainties added to the problem. And when
currencies fell sharply, this made it much more expensive for
companies to repay their foreign currency loans. Soon everything
collapsed.

Henceforth, the IMF should lend on more favorable terms to
countries that take effective steps to reduce their vulnerability to
crises. To increase the private market payoff for good crisis pre-
vention, the IMF should make public a “standards report” in
which it assesses periodically each member country’s compliance
with international financial standards. It should also publish its
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regular assessments of each country’s economic policies and
prospects (its Article IV reports). Loans to countries that make
the extra crisis prevention effort should benefit from lower reg-
ulatory capital requirements for banks. Some initial, partial, and
tentative steps in this general direction have already been made,
but more should be done to strengthen the rewards for joining the
“good housekeeping club.”

Recommendation 2. Capital Flows—Avoiding Too Much of a
The freer flow of capital across national borders has been of con-
siderable benefit to the world economy. It has loosened the con-
straints imposed by self-financing and improved the overall
productivity of investment on a global scale. This finances devel-
opment and raises living standards in borrowing countries while
providing savers in lending countries with the opportunity to
earn a better return on their money. It has permitted both borrowers
and investors to obtain better diversification against shocks to their
domestic economies. It has helped foster the transfer of best-prac-
tice production processes.

But experience indicates there are risks and costs along with the
benefits. In recent years, private capital flows into emerging mar-
kets have been highly volatile. After mushrooming in the early 199os,
they reached a peak of $213 billion in 1996, before collapsing to just
over $60 billion last year. This volatility shows up in price as well
as quantity. During the 1990s, the interest rates paid on emerg-
ing-market bonds have fluctuated wildly in comparison with
those paid on US bonds. For example, this interest rate spread was
1,200 basis points in January 1991; 400 points in January 1994; 1,600
points in January 1995; 400 points in mid-1997 (just before the Asian
crisis began); 1,400 points in the fall 0of 1998 (just after Russia’s debt
default); and 1,100 points in July 1999.?

While some fluctuation in private capital flows to emerging
economies is natural in light of changing investment opportuni-
ties and the way investors react to new information, experience sug-

*A basis point is equal to one-hundredth of a percent; for example, the difference between

a 10 percent and 11 percent interest rate is 100 basis points.
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