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INTRODUCTION

1. Thepresent report is submitted in response to Generd Assembly resolution 53/172 and draws
upon the cooperative efforts of various components of the United Nations Secretariat. It hasaso
benefited from ongoing cooperation with the Bretton Woods inditutions. In addition, & the initiative of
the Government of Mexico and the Secretariats of the Latin American Economic System and the United
Nations Economic Commission for Latin America and the Caribbean, a regiona meeting was held on 5-
6 September 1999 in Mexico City, which aso reviewed the issues addressed in this report.*

2. Section| of the report contains an andysis of the current trend in globd financia flows, while
Section |1 examines the main actions taken on issues addressed in resolution 53/172. Section 11
proposes additional measures for congderation by the international community.

|. RECENT FINANCIAL FLOWSAND NET TRANSFERS’

3. The1990s have seen large shiftsin the net transfer of financial resources. The decade began with
argpidly increasing flow into the developing countries which pesked a $63 billionin 1993. Thiswas
followed by transfer from these countries that grew to dmost $60 hillion in 1998 (seetable 1). This
shift in aggregate transfers embodied unusua flows firgt into and then out of agroup of Adan countries
thet, until the mid-1990s, had not made large net drawings of foreign financing.

! The report of this meeting is being made available to the General Assembly by the Government of Mexico (see A/54/384).

2 Thedataand analysisin this section are drawn largely from World Economic and Social Survey, 1999 (United Nations
publication, Sales No. E.99.11.C.1). For areview in alonger term context, see Trade and Development Report, 1999 (United
Nations publication, Sales No. E.99.11.D.1), chapter 5.



Table 1. Net transfer of financial resour ces of groups of developing countries, 1988-1998¢

(Billions of dallars)

1988 1989 1990 1991 1992 1993 1994 1995 199% 1997 1998
All developing countries -148 213 -422 28.6 404 63.0 29.0 313 86 -108 -595
Africa 39 06 -103 -58 09 29 7.6 105 -1.1 6.3 19.0
of which:

Qub-Saharan Africs 7.8 59 85 92 114 99 81 7.6 80 10.2 14.0
Latin Americaand the Caribbean 20 217 -276 91 7.8 14.3 16.9 -1.0 -15 231 455
West Asa 238 16.7 39 50.8 394 389 97 104 -0.7 46 355
Other Asa -205 -125 -104 -94 5.7 6.9 -52 115 120 -447 -1595

of which:

China 39 49 -108 -118 5.2 114 -80 -123 -192 -449 -475

Other South and East Asia 244 -172 1.0 2.7 -0.6 -44 36 244 312 02 -1120
Memorandum item

L eest developed countries? 88 84 8.7 9.8 116 116 92 11.0 11.2 12.2 16.0

Source: World Economic and Social Survey (United Nations publication, SdesNo. E.99.11.C.1), p. 32.

2

Prdiminary estimate.

2 1o Iz

Exduding Nigeriaand South Africa
Covering 42 out of 48 least developed countries.

Expenditure basis (negative of baance of payments on goods, services and private transfers, excluding investment income).
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4.  Sometimes, anegdive trander isasgn of economic strength, reflecting strong export success and
the accumulation of foreilgn exchange earnings that exceed imports. In 1998, however, the negative
transfer was an indicator of economic weakness, reflecting in particular the sharp economic contractions
in East Ada. The criss that accompanied this outflow changed the way policy makers view easily
reversible surges of financia inflows and raised the sdiency of the earlier experiences of a number of
Latin American countries®

5.  Mog of theswing in financid flowsin 1998 was accounted for by changesin private foreign
lending, particularly short term lending. The shift was concentrated in Asia, dthough flowsto Latin
Americawere greetly curtailed by the end of the year. Oil exporting countries that hold large stocks of
assats and China, which has large officia reserves, were best able to continue to draw upon
international credit.*

6. Thelarge changesin thefinancid transfers of Latin Americain 1998 (and which continued into
1999) were the result of internationa financid contagion. There continued to be large financia flows
into Latin Americafor much of 1998, but there was dso increasang uncertainty in the internationd
financid community about some Latin American economies, especidly after the Russan crissbroke. In
response, the monetary authorities in severd of these countries increased domestic interest rates.
However, when there is alarge amount of short-term public debt and/or longer-term debt on which
interest rates are periodicdly adjusted, monetary tightening will have strong negative consegquences for
the budget. This can worsen ingtead of strengthen the sentiment of financid investors, as was the case,
for example, in Brazil, whose currency was devaued after strong net capitd outflows in the beginning of
1999.° By September 1999, the focus of concern among international investors had shifted to Ecuador,
where the Government was forced to postpone payments on the previoudy sacrosanct "Brady bonds’,
the internationaly supported mechanism used by severa countries to emerge from the 1980s debt criss.
Overdl, net inflows of private capitd to Latin Americawill be lower in 1999 than in 1998, principdly
owing to thefdl-off in portfolio invesment. With imports reduced by the weakness in output growth,
thiswill result in adecline in the region's net financid trandfer.

7.  Theinterest costs faced by developing and transition economies that are able to borrow on
international markets have remained generdly high snce the Russan criss of August 1998. Yiedson

8 SeeRicardo Ffrench-Davis and Stephany Griffith-Jones, eds., Coping with Capital Surges -- The Return of Financeto Latin
America (Boulder, Colorado, Lynne Rienner, 1995). [Editor: available in Spanish as Las Nuevas Corrientes Financieras HaciaLa
América Latina (Mexico City, Fondo de Cultura Econémica, 1995).]

4 While not grouped with the devel oping countries in table 1, there was also a significant contraction in private lending to the
economies in transition, particularly after the Russian crisis began in August 1998.

5 The public-sector borrowing requirement in Brazil rose from 8 per cent of gross domestic product (GDP) in December 1998 to
about 14 per cent of GDP in February 1999 (see World Economic and Social Survey, 1999..., pp. 93-103).
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bonds issued by Asian countries receded below 1998 levelsin 1999 but, even by September 1999, the
yields on bonds of Latin American and other countries had not recovered from the "Russian shock™ (see
figure 1).

8.  Thepace of foreign direct investment (FDI) eased only dightly in 1998. FDI into the developing
countries fell 4 per cent in 1998, to aleve of $165 hillion.° Thiswas mainly the result of lower foreign
investment in South and East ASan countries; in particular, intra-regional FDI by companies from within
the region is estimated to have dropped by 25 per cent. At the same time, anumber of transnationa
corporations based in Europe and North America have been restructuring their Asan operations and
have, purchased corporate assets in some of these countries, taking advantage of lower prices for
corporate assets and favourable exchange rates. FDI in the economiesin trangtion as a group was
gable overdl in 1998, dthough flows to the Russian Federation fell by half.

9. Howsof officid financing rose in 1998, reflecting large commitments to crisis-affected countries
both in 1998 and preceding years. 1n 1998 aone, IMF committed amost $30 billion to developing
countries and $3 hillion to economiesin transition for disbursement over a number of years. Mogt of the
emergency officid financing was arranged for middle-income countries on near-commercid terms.
Commitments by multilateral development ingtitutions to developing and transition countries jumped $13
billion, to $62 billion, in 1998."

10. Commitments of concessiona funds dso rosein 1998, in part to address crigs Stuations. This
notwithstanding, concessiond multilateral development commitments have been largely stagnant in

recent years when measured in dollars of constant purchasing power; this contrasts with the growth of
non-concessiond financing (seefigure 2). Bilaterd concessiond flows have aso been rdatively
gagnant. Officid development assistance (ODA) flows to developing countries and multilaterd
indtitutions from the member countries of the Development Assistance Committee (DAC) of the
Organization for Economic Cooperation and Development (OECD) declined by 21 per cent in red
terms over five yearsin the 1990s, finaly turning upward in 19982 The gain, dmost 9 per cent
measured in congtant prices and exchange rates, reflected in part the response to the "Asian” crisis.
However, it dso reflected previoudy agreed commitments to multilateral agencies and new
commitments to raise ODA, asin the pledge by the United Kingdom to increase its assstance by 25 per
cent by 2001. On the other hand, some countries continue to cut back their aid appropriations, with the
result that the problem of reinvigorating ODA flows across the board remains to be solved.

5 The preliminary estimates noted in this paragraph were issued by UNCTAD in a series of press releases between April and
July 1999. Final data and a more detailed analysis are contained in World Investment Report, 1999 (United Nations Publication,
SalesNo. E.99.11.D.3).

" See World Economic and Socia Survey, 1999, tables A.19, A.20 and A.23.

8 See OECD News Release, Paris, 10 June 1999.



Figure 1. Yield spreads on emerging market bonds,
31 December 1997 to 9 September 1999
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Figure 2. Multilateral development commitments, 1988-1998
(Billions of 1990 dollars)
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11. Despitethe overdl declinein ODA, there has been ardatively steedy net inward transfer of
financid resources to low-income countriesin the 1990s, in particular to the least developed countries
(seetable 1). However, resource transfers to these and other low-income countries remain inadequate,
and are neither steady nor assured.

12. Moreover, the net transfer includes some inflows that flow out again as debt-servicing payments,
leaving no net gain in terms of imports or investment. If the debt-servicing burden of ad-dependent
countries were reduced, the same leve of officid inflowswould result in alarger net financid transfer.
Thisis one reason that considerable importance is attached to the success of recent international
initiatives, such asthat to strengthen the debt-relief programme for the "heavily indebted poor countries’
(HIPC).?

. PROGRESSIN STRENGTHENING GLOBAL FINANCIAL ARRANGEMENTS

13. The Generd Assambly has called for arange of actions by nationd and internationd policy
makers in response to the internationd financid volatility of 1997 - 1998. Subsequent actions at various
levels have addressed many of the issues addressed in the resolution and andlyzed in the previous
section and have involved improvements in existing arrangements and are-thinking of the policies
required to prevent crises and to respond to crises. Someinternational reforms that previoudy might
have been considered beyond agreement have now been accepted, while others, as has been indicated,
remain under discusson. This section reviews recent devel opments.

A. Theinternational economic and financial environment

14. Jug asit may play acriticd rolein the eruption of anationd financid criss, the internationa
economic environment is aso a centrd determinant of the contagion that may follow a crigs and can be
insrumental in the recovery process. Therisks of crisis, contagion and dow recovery arereduced in a
world economy experiencing substantia and sustained growth, low inflation and a measure of cdmin
international currency markets. Thisis more likely to occur when macroeconomic policies are
coordinated, particularly those of the mgor industrialized countries which have sgnificant influence over
the growth of the world economy and thus over world trade and financia flows.

15. TheGroup of 7 mgor indudtriaized countries (G7) is an ad hoc mechanism that has on occasion
snce the 1970s sought to coordinate the macroeconomic policies of members of the Group. The G7
Finance Minigters and Central Bank Governors meet periodicaly and the G7 leaders meet annudly. In
addition, the central banks of the mgor currency countries are in close and regular contact and
occasiondly engage in coordinated intervention in currency markets to smooth exchange-rate
movements. Over the years, the G7 have deveoped informa channds for exchanges of views and thus

9 For additional information, see the Report of the Secretary-General on the debt situation in the developing countries (A/54/...).
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for a shared gppreciation of the evolving world economic and monetary stuation and their respective
policy condraints.

16. Inthe most recent crisis, for example, it was understood by those concerned that the reduction in

short-term interest rates by the United States Federal Reserve in the fourth quarter of 1998 would have
-- and did have -- two effects. Firg, it would ease the liquidity crissin United States financia markets.
Second, it would facilitate Smilar action by the other mgor centrd banks, reinforcing the initid liquidity

gimulus by the United States. The world economy began to respond to these actions in 1999.

17. The contributions of G7 policiesto the globa Stuation are discussed both by IMF staff and by
representatives of other countriesin the IMF during regular Fund discussions of the world economic
outlook. In addition, the macroeconomic policies of individua G7 countries are subject to the same
IMF survelllance as dl other member countries. During these survelllance exercises, the Fund expresses
its views on countries policies from the perspective of the world economy as awhole. However, the
G7 are under less pressure to respond to IMF policy recommendations than developing and trandition
€conomies.

B. Strengthening thefinancial sector in developing and transition economies

18. With hinddght, it is clear that regulation of the banking sector in the countries hit by financid crises
in 1997 had not kept pace with financid liberdization and increased competition. Coupled with explicit
or implicit government financid "safety nets' that were established to prevent runs on individua banks
from spreading chaos through the financid system, "perverse incentives' were cregted that encouraged
banks to take on excessively risky exposures.’® The result was astring of bank failures. Since that
time, there has been amgjor effort in severa countriesto close or consolidate such failed banks, to
open the banking sector to more foreign participation (bringing new technology and management
practices, aswdl as capitd), to strengthen banking regulations and to enhance the capacity of
Supervisory agencies to enforce them.

C. Improving information flows

19. Itisargued that increasing the amount of publicly available information about countries should
both improve the decisionmaking of internationa investors and serve as a source of early warning of
impending crises. Nationa and internationd authorities have taken various measures since the crises to
improve the avallability and internationd comparability of such information, notably strengthening the
Specid Data Dissemination Standard (SDDS). Asof 1 September 1999, 47 countries had subscribed
to SDDS.

10 The principles involved are discussed in World Economic and Social Survey, 1999..., box. V.1, entitled, "Bank safety tool kit
and moral hazard". The issues discussed therein apply equally to developed economies, asillustrated by the Japanese banking
crisis (seeibid., pp. 127-134, section entitled " Strength into weakness: banking in Japan").
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20. Cooperation has dso intensfied between IMF, the World Bank, OECD and the Bank for
Internationa Settlements (BIS) in the collection and publication of externd debt statistics of developing
and trangition economies. In March 1999, thefirst joint set of quarterly debt data was released.
Combining data from creditor and borrower authorities, thiswill assst policy makers, aswdl asfinancid
markets, in monitoring the externd financid Situation in these countries.

21. The confidence of internationd financid markets and early warning can adso be improved by
credible assessments of the overal economic Stuation in individua countries. One such source of
information isthe "Article IV consaultations’, which are mandated by IMF's Articles of Agreement and
which are usualy undertaken annudly. There aretwo sepsinthe Article 1V process. IMF Staff vist
the country and prepare areport; thisis discussed by the IMF Executive Board and the Chair's
summary of these discussions is sent to the Government. Previoudy, both steps were confidentia and
this facilitated frank assessments of nationa economies.

22. Under anew policy begun two years ago and expanded in March 1999, the IMF adopted a more
systematic gpproach for the release of "Public Information Notices', which are summaries of the Article
IV discussions in the Executive Board, and began to publish the staff reports on a pilot basis (until 4
October 2000).* All such public releases are subject to the member country's permission. This
increased trangparency is widdly gpplauded, athough some observersfed that the IMF:sroleasa
confidentid adviser to Governments is being eroded and its former scope for frankness may be
compromised by the fear of a negative reaction by financid markets following the publication of such
materid.

23. Inardated deveopment, the internationd community isin the process of developing a number of
additiona "codes of good practices’. The SDDSfdlsinto this category but others that focus on
trangparency will aso, inter dia, contribute to improvements in the availability of internationaly
comparable information in the economic and financid area. The Interim Committee adopted a Code of
Good Practices on Fiscal Transparency12 in April 1998 and a Code of Good Practices on
Trangparency in Monetary and Financid Policiesin September 1999. Many developing and trangition
countries lack the capacity to adopt these codes at present and are likely to require internationa
assstance to remedy the Situation. Moreover, the codes are intended to serve as broad guidelines that
will have to adapted to the circumstances of individua countries. Adherence to them should therefore
remain voluntary and should not be a condition of international support.

24. Since mod of the difficultiesin internationd financia markets involve the private sector, these
entities al'so need to contribute to the improvement of information flows. Attention has aso been given

11 Countries undertaking | M F-supported adjustment programmes are also agreeing to publication of their "Letters of Intent" and
similar documents.

12 Seewww.imf.org/externa./np/fad/trans/index.htm
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by both policy makers and the business community to improved trangparency, rdiability and timelines of
information about companies.

D. Improving sandards and regulations

25. In 1988, the Group of 10 (G10) industriaized countries agreed to common capital adequacy
gandards for their internationaly active commercia banks. The G10 sought both to reduce the risk that
abank falure in any one of their countries might soread a banking crisis across nationd frontiers and
also to prevent less stringent regulations in any one country from giving its banks a competitive
advantage in globa markets. Theinitid "Bade Accord" has been supplemented by other smilar
instruments negotiated in committees that are supported by the Bank for International Settlements
(BIS).®

26. The Bade Accord became the regulatory benchmark of the 1990s for the banking sector and was
applied in many countries beyond those that prepared it, even though the banking environment
elsawhere may have differed substantidly from that in the standard- setting group of countries. Even for
their own countries, the regulators had difficulty keeping pace with the rapidly changing and increasingly
globdized financia indudtry. Thefinancid crigsthat erupted in 1997 increased the pressure to update
and broaden these various internationa regulatory standards.

27.  InJanuary 1999, the Bade Committee on Banking Supervision issued areport anayzing banks
interactions with heavily leveraged inditutions (HLIS), first of al, hedge funds, together with guidance on
sound practice in such dedlings. Asindicated in para. 30 above, in June 1999, the Bade Committee
issued a proposa for anew capita-adequacy framework, comments on which are to be gathered until
March 2000. In late July 1999, the Bade Committee issued four papers providing guidance to banks
and banking supervisors on various aspects of credit risk in banking activities.

28. Inaddition to the activity on specific regulatory questions, in February 1999 the G7 established
the Financid Stability Forum, with the aim of integrating and strengthening the array of regulatory and
related endeavours. The Forum initialy comprised representatives of the G7, the mgor internationa
regulatory bodies and the main multilaterd ingtitutions responsible for internationd finance; by
September 1999, Audtrdia, Hong Kong Specia Adminigtrative Region of China, the Netherlands and
Singapore had been added. The purpose of the Forum isto identify internationd financid vulnerabilities
and monitor actions to overcome them. The Forum reportsto the G7. At itsfirst meeting in April

1999, the Forum created three working groups which were to report in September 1999 - on actions to
reduce the destabilizing potentia of HLIs; on measures to reduce the voldility of capitd flows and risks
to financia systems of excessive short-term indebtedness; and on the impact on globd financid stability
of offshore financid centres and compliance by such centres with internationa prudentid standards and

13 See"Global financia integration: an update™ Report of the Secretary -General (A/52/406), paras. 26-44 and, for more recent
developments, BIS, 69th Annual Report (Basle, 7 June 1999), pp. 152-157.
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cross-border information exchange agreements™
E. Copingwith the volatility of international financial markets

29. Additiond information and improved survelllance should reduce, but will not iminate, the
potentid for volatility in internationa financia markets. Similarly, properly regulated and managed
financid inditutions should be less vulnerable to crigs, but they will not beimmune: financid markets will
remain subject to "herd" behaviour, pro-cydica changesin liquidity in derivatives markets, portfolio
adjusments and other Smilarly destabilizing effects™ National policy makers thus require additional
means to counter and cope with the effects of internationd financid voltility.

30. It can be argued that countries raised ther vulnerability to voldility and contagion by rdaxing
during the past decade controls on international capital flows, including short-term credit flows. Even
before the recent spate of financid crises, recommendations to speed the liberaization of capitd flowsin
developing and trangition economies were controversd. In the light of recent experience, advocates of
liberalization have made their case more nuanced. In particular, in the October 1998 meeting of the
Interim Committee, it was emphasized that capital-account liberdization should be followed in "an
orderly, gradua and well-sequenced manner”. In addition, the IMF Executive Board was asked to
review country experiences with exchange controls. At its meetingsin April and September 1999, the
Committee encouraged IMF to continue to work on the appropriate pace and sequencing of capitd-
account opening and to examine individua countries use and liberdization of capitd controls, paying
particular attention to the relationship between capita account liberaization and financia sector gability.

31. A further way to prevent financid crises and their soread isto strengthen the externa financid
resources a the disposa of countries for pre-emptive action. In addition to the accumulation of alarge
stock of officid reserves by the central bank, some Governments have negotiated contingent credit lines
with foreign private creditors. However, as noted in paragraph 18, these have limitations.

32. Attheinternationd levd, the IMFs CCL wasintroduced in April 1999 on an experimenta basis.
Only countries that have been previoudy assessed by IMF as having strong economic policies are
eigiblefor aCCL. Inthe event of acriss, acountry having a CCL can seek Board gpprovad of a
request to activate the credit line. Approva isto be expeditious and the Board also decides how much
of the funds to release immediately and in subsequent tranches. To discourage use of the facility for
non-emergency purposes, drawings incur interest rates thet are initidly 3 percentage points above
standard IMF lending rates and that rise over timeto a5 percentage point surcharge. As of September
1999, no CCL s had been agreed.

14 For additional information, see Hans Tietmeyer, "Evolving cooperation and coordination in financial market surveillance,"
Finance and Devel opment, September 1999, pp. 20-23.

15 see"High-tech' international finance" in World Economic and Socia Survey..., pp. 226-236.
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F.  Availability of emergency external financing

33. If preventive measuresfail to stave off afinancid crigs, acountry islikely to need officid financid
support to rideit out. In late 1998, IMF's usable resources had falen periloudy low and there was
widespread concern that its financia capacity to play acredible role in any further crises would be
compromised. Matters have improved since. Firgt, the New Arrangements to Borrow (NAB) went
into effect in November 1998. The NAB isacommitment of 25 member Governments and officia
inditutions to lend IMF up to about $23 hillion. Together with the earlier Generd Arrangementsto
Borrow (GAB), this provides IMF with access to about $46 billion in credits beyond its own resources
for use in emergency operaions. Drawings from both credit facilities were made in 1998: the GAB was
used to help support the adjustment programme of the Russian Federation in July and the NAB was
utilized in December to hep fund the programme of Brazil.

34. IMF was ableto repay both these loans by 30 April 1999, as the Eleventh General Review of
Quotas took effect in January 1999. When al members have completed payment of their new quotas,
the latest increase will raise the IMF'stota resources to about $290 billion (not dl of which is reedily
usable).

35. Thefinancing mobilized to combat the recent spate of financia crises required the participation of
not only the IMF, but aso the World Bank, regiond development banks and national authorities. The
bulk of the funds provided did not benefit the people of the crisis countries but, to a significant degree,
financed the disengagement of foreign private creditors and even facilitated capita flight. The support
for officid financia rescue packages was weakened because of awidespread view that private
creditors, both foreign and domestic, were being "balled out" with public funds. This has caused the
international community to seek modalities by which foreign private creditors would participate more
fully in resolving emergencies (i.e, be "baled in"), for example by rolling over their maturing credits. One
of the chalengesin "balling in" the private sector isto minimize the degree to which the method chosen
discourages private capitd flows to developing and transition economies, or raises their cos.

36. Progressin encouraging creditors to participate in rescue packages was achieved by the Interim
Committee of IMF in October 1998 when it, inter alia, endorsed its 1989 policy of "lending into
arears' and announced that it would be willing to consder using this policy on a case-by-case basis. In
June 1999, the Executive Board of IMF specified more precisely that lending into arrears might be
pursued when immediate IMF support was essentid for implementation of the country's adjustment
programme, appropriate policies were being pursued and the Government was making a good-faith
effort to reach agreement with creditors.

37.  Under usud circumstances, IMF expects heavily indebted countries with which it is arranging
financia support to work towards agreement with their foreign creditors on their debt-servicng
obligations. This assumes a cooperative gpproach, with short-term arrangementsto carry a country
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until alonger term agreement isreached. In such cases, arrears do not accumulate. The IMF decided,
in effect, that it could bresk with this sandard practice and lend to the Government if it determined that
arrears were being incurred because private creditors were not cooperating.

38. Lending into arrears does not by itsdf solve the problem of "bailing in" private creditors during
rescue operations. Informal pressure on creditor banks from their home regulatory authorities has been,
and will continue to be, important when it is necessary to accelerate an agreement between foreign
banks and debtor countries. Thisis more easily arranged for large debtor countries than for smal ones.

39. Moreover, much internationd lending today takes the form of securities rather than bank loans
and it isdifficult to bring security owners together voluntarily for debt-relief purposes. Nevertheless, with
bonds accounting for alarge fraction of internationd private financing and with officia rescue packages
being limited in size, bondholders need to be included in financid rescue arrangements. The summit
meeting of the G7 in June 1999 in Cologne addressed this problem as part of aframework for
promoating private-sector involvement in criss resolution. The centrd feature will be to encourage the
introduction of "collective action clauses’ into bond contracts; these would specify conditions by which
bondholders would reach agreement on restructuring bond debt. Such clauses dready exist in "British
style" bonds, but not in the more common "American-style" bonds*® Indeed, one reason for the
popularity of American-style bonds with investors is that they are difficult to restructure and this makes
borrowers very reluctant to stop servicing them. By the same token, the introduction of collective action
clauses may cause borrowing coststo rise if purchasers of such bonds fed they are bearing more risk.
Having endorsed the principle of these clauses for the private sector, the governments of the G7
countries should set an example by including them in their own bonds.

G. Moreéffective and equitable policy responsesto financial crises

40. The adjustment programmes thet accompanied the internationa financid assstanceto crisis
countries in 1997 and 1998 were subject to considerable criticism, including by the staff of IMF itsalf.*
Among the lessons drawn from these reviews was the need to better tailor the requirements of
adjusment to the Situation being faced a that moment in each country. The severe contractions of the
economies that followed the initid policy responsesin each of the criss countries in 1997-1998
underlined the fact that neither fiscd tightening nor a prolonged credit crunch is gppropriate while an

16 American-style bonds require the unanimous consent of bondholders to change the terms of the bond; this contrasts with the
majorities that would be specified in collective action clauses. In addition, American-style bonds do not have a sharing clause, as
in bank loan syndications, wherein any member of the syndicate that receives a payment when the debt is not fully serviced is
required to share that payment with the other members of the syndicate. As aresult, holders of American-style bonds by default
have no incentive to cooperate with other creditors in restructuring the borrower's debt and may instead seek redress through the
courts.

17" See Timothy D. Lane and others, IMFSupported Programmes in Indonesia, Korea and Thailand: A Preliminary Assessment,
Occasional Paper No. 178, IMF, Washington, D.C., 1999.
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economy is collapsing under the pressure of afinancid criss. Sharp monetary tightening at the onset of
a payments criss might offer some benefitsif it bolstersinvestor confidence and raises the attractiveness
of domestic financia assets. However, asindicated in Section 11, such actions can aso undermine
confidence if they weeken afragile financid system and leave the non-financia sector devoid of working
capita. Consequently, it is now more widely recognized that changes should be considered as soon as
it is redized that the policies being pursued are not having the expected effect.

41. Mo of the adjustment programmes adopted by crisis countriesin 1997-1998 embodied not only
macroeconomic measures but also awide range of sructurd reforms. A second conclusion from this
experience isthat the midst of afinancia crigsis not the time to overload a country with a host of
gructurd reform obligations, even if such measures are warranted for long-term development.

42. Theheavy cogsthat recent crises have imposed on lower-income strata of the population in criss
countries and on the vulnerable more generaly have focussed attention on the socid dimensions of
adjustment. Recent efforts of the World Bank and regiona development banks, the United Nations
system, bilaterd donors and non-governmenta organizations have helped to ameliorate the adverse
consequences of the crises and their aftermath. Nevertheless, this experience has demonstrated that
comprehensve and effective nationa socia safety nets need to bein place before acrisis strikes.

43. Inthisregard, the Development Committee of IMF and the World Bank, at its meeting in

October 1998, cdled on the Bank to work with the United Nations, IMF and other partners to develop
generd principles of good practice in socid policies. At its April 1999 mesting, the Committee decided
that further work on these principles was best pursued within the framework of the United Nations.
This matter is now under consideration by the Preparatory Committee for the Speciad Session of the
Generd Assambly on the implementation of the World Summit for Socid Development.

H. New ingitutional arrangements

44. TheAdanfinandd criss sourred the Governments of the mgor economies to consult with other
countries as they sought strengthen the internationd financia syssem. The United States convoked the
"Group of 22" by inviting Finance Minigters and Centrd Bank Governors of 21 devel oped and emerging
economy countriesto join with it in early 1998 to consider reform issues. The Group established three
working groups, which drafted reports that were circulated in October 1998 on transparency and
accountability in financia transactions, on srengthening financia systems, and on dedling with
internationa financid crises. The Group was then disbanded, but some of the ideas discussed inits
reports were incorporated in a statement by the G7 on 30 October 1998.

45. Subsequently, anew ad hoc grouping of 33 developed and emerging economy countries was
formed. It met a the leve of senior officids for two "seminars', onein March 1999 in Bonn and the
other in April in Washington, D.C. At its June 1999 summit, the G7 committed itsdlf to establishing an
"informa mechaniam for didogue among sysemicdly important countries’. The new mechanism,
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currently known as Group X, was seen by the G7 asfdling "within the framework of the Bretton
Woods ingdtitutiona system™ (para. 7A), leaving open the question of how the mechanism would relate to
the Interim Committee or the multilaterd system asawhole.

46. Theinternational community has dso strengthened collaboration between internationd inditutions,
in particular IMF and the World Bank, while respecting their distinct mandates. In addition to
cooperating in thelr programmes in crigs countries, the Fund and Bank established the Financid Sector
Liaison Committee in September 1998 in order to enhance their collaboration in strengthening financia
systems. In addition, following the assessment of IMF's Enhanced Structurd Adjustment Facility
(ESAF) in 1998, the Fund and Bank pledged to intensify their collaboration in asssting the low-income
countries that are the focus of ESAF programmes.™® They subsequently collaborated in the 1999
review of the Heavily-indebted Poor Countries Initiative and will cooperate in assisting beneficiaries of
the strengthened Initiative to prepare Poverty Reduction Strategy Paper and to implement the
corresponding policies.

47. Inter-governmental discussion across other inditutiond lines has dso burgeoned. It includesthe
exchanges of vidts of the Executive Boards of the Fund and the World Bank with the Economic and
Socid Council of the United Nations, and the high-level meetings of the Council with the Bretton
Woods ingtitutions in 1998 and 1999.

1. SOME AVENUES FOR FURTHER ACTION

48. Asnoted in Section I11, there has been some return of financia flows to emerging marketsand a
recovery in stock market prices. Some, albeit not al, developing countries are again able to arrange
medium-term internationa lending, but the terms are more stringent than before the criss began. The
excessvely risky exposures of many market players have been reduced (athough comprehensive
information is lacking about the amount of their borrowing and whether it is once again growing). Many
countries have implemented policy changes, but there remains cons derable scope for further domestic
measures to modernize and strengthen dometic financid sectors with aview to improving the
mohbilization of domestic and foreign financia resources and to channelling them more effectively into
productive investment™.

49. Dexpitethe saverd initidives of the international community identified in the preceding section, the
reform of the "internationd financid architecture” remains an urgent piece of unfinished busness. There
are severd opportunities for internationd discusson of such issuesin the next few months, including the
present session of the Generd Assembly and the tenth session of the United Nations Conference on
Trade and Development in February 2000. The present section identifies some of the areas where

18 See IMF, Annua Report, 1999 (Washington, D.C., 1999), pp. 89-90 and 176.

19 For an examination of possible policy actionsin this area, see World Economic and Social Survey 1999, Part I1.
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further action might be taken.?
A. Attuning financial regulationsto financial systems

50. Fnancid sysemsin developing and trangtion countries are, on the whole, more fragile than the
globd average. Thissuggeststhat, if they are to reduce the possibility of crises, financid regulationsin
these economies need to be more stringent than globa standards. In particular, it could be argued that
the Core Principles for Effective Banking Supervison should be strengthened when gpplied to emerging
market economies and that capital adequacy requirements should be higher than the globa norms of the
Bade Committee on Banking Supervison. With regard to the latter, one refinement could beto raise
capitd requirements temporarily in the face of mounting foreign euphoria aout an economy, so asto
discourage local banks from accepting new and potentialy volatile funds. In addition, there should be
internationa standards to combat money and asset laundering, corruption and tax evason. With regard
to the different types of financid intermediaries, there could be consolidated supervison of banks and
non-bank financid sectors and the establishment of a set of "core principles’ for consolidated
supervison that would pardld those for banking supervison. All such standards should be consigtent,
inter alia, with the internationd human rights instruments of the United Nations, particularly the
International Covenant on Economic, Socid and Culturd Rights.

51. Under the June 1999 Bade Committee proposals (see para 30 above), the capital backing
required for sovereign loans could depend in part on the ratings of private-sector risk-rating agencies.
However, subjective dements in the risk assessments by these agencies may aggravate swings in market
perceptions. It istherefore important to foster greater trangparency in sovereign risk ratings. In
particular, they should be determined by drict, objective parameters that are publicly known.

52. Theincreasingly globa character of financid markets and growing links between different
categories of financid business have given rise to proposals for the creation of a globa agency for
financia regulation and supervisiort™. It is argued that, since financial businesses are becoming
increasingly interrelated and cross-border, their regulation and supervision should also be carried out on
aunified and globd bass. The Financid Stability Forum is performing some of the functions that have
been proposed for a new agency and that body may evolve further. However, in an increasingly

2 This section draws on the report of the Executive Committee for Economic and Social Affairs entitled "Towards a new
international financial architecture” (available on the United Nations web page at www.un.org/esa/coordination/ifahtm). [Editor:
available in Spanish as "Hacia una Nueva Arquitectura Financiera Internaciona” from CEPAL web page at
www.eclac.org/espanol/portada/arquitectura.htm).]

2L For example, the United Nations Committee for Development Planning (CDP) proposed creation of a"world financial
organization" to give overall guidance to the various international regulatory mechanisms. (See Official Records of the Economic
and Social Council, 1997, Supplement No. 15, Report of the thirty-first session of the Committee for Devel opment Planning, 5-9
May 1997 (E/1997/35), paras. 208-210 and 1998, Supplement No. 14, Report of the thirty-second session, 4-8 May 1998
(E/1998/34), paras. 63-65).
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financidly integrated world, any such international mechanism should embrace not only those countries
that are dready leading playersin world financia markets, but also those wishing (and being
encouraged) to join those markets. Recent events have highlighted the need to ensure that the financia
systemsin such countries are sufficiently resilient before, rather than after, their integration into world
markets. The use of regiond and sub-regiond structures within such an arrangement could make it
more effective and responsive to the needs of developing and transition economies, and could provide a
mechaniam for peer review of naiond regulatory authorities and their implementation of internationaly-
agreed standards.

53. Evenwith improved prudentid regulation, there will dways be limitsto officid regulatory systems,
in part because of continuous financid innovation. Regulations should therefore continue to give weight
to the strengthening of internd controls and risk management by financid ingtitutions themselves.

B. Confrontinginternational financial volatility

54. Even countries with strong economic and financid fundamentals and sound regulatory systems
may be threstened by the voltility of internationd financid flows, notably short-run flows. Various
fiscd, financia and adminidrative mechanisms are available for oversight and control of the capital
account, depending on nationd circumstances. The primary objectiveisto reduce the destabilizing
effects of short-term flows without disrupting long-term flows that contribute to development. In
particular, modulating the pace of inflows, particularly short-term inflows, during aboom can reduce the
scope for sudden and large outflows during a period of stress. In this context, market-related controls
on capitd inflows, such as Chile has used for many years, have received broad support. Given the
perdgstence of internationa volatility and widespread domedtic financid fragility, such mechanisms should
be recognized as possible options for managing internationd capita flows in the interest of development.

55. Thereisawide range of views about the most gppropriate exchange rate arrangements --
permanently fixed (such as a currency board), fredly floating, or any of the intermediate arrangements --
and the most appropriate varies from country to country and over time. A greet variety of exchange-
rate regimes can be successfully managed in the current world economy, assuming that monetary, fisca
and resarves policies are kept consistent with the regime and that a country has the technica human
resources to operate the chosen system.  Governments should therefore not be pressed to adopt any
particular form of exchange-rate regime.

C. Meeingtheneed for international financing during crises

56. Theamount of public financing needed for internationd rescue financial packages dependsin part
on the contribution of the private sector. The approach to "bailing in" private creditors has amed at
facilitating "voluntary" renegatiation of debt instruments. A more inclusive approach would establish
conditions and procedures for agenerd "standdtill” on externd financid transactions. The standtill
would entail an internationaly endorsed suspension of capital-account convertibility. In addition to
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hdting capitd flight, this would provide a bresthing space during which domestic officid and private
borrowers would be brought together with foreign lenders to reschedule foreign debt. The conditions
attached to IMF lending into arrears, including cooperation with the Fund to correct the sources of the
balance- of- payments problem, would have to be satisfied. In addition, the international community
could set atime limit for completing negotiations regarding the re- scheduling of foreign debt, after which
restructuring could be decided by an arbitration process. This more comprehensive gpproach to debt
rescheduling should reduce the possibility of "free riders’.

57. ThelMFs Compensatory and Contingency Financing Facility (CCFF) lends to member countries
that are experiencing atemporary shortfal in export earnings resulting from e@ther adeclinein
international commaodity prices, asurge in food-import costs or other specified emergencies. As
originaly conceived, the CCFF was known as a "'low-conditiondity" facility because it did not require
negotiation of afull adjustment programme, as under a tandard Stand-by arrangement. The CCFF
was intended to supply funds quickly to help meet a gpecid need for externd financing arising from
some untoward and temporary devel opment beyond the control of the country. Nowadays, thisfacility
isused manly in funding IMFsupported adjustment programmes. However, the reasons for creating
the CCHF remain valid. Aspart of the broader effort to increase the availability of emergency financing,
it could be used more actively and larger drawings could be accessible through it.

58. The CCFFisnot amed, however, a deding with ingtability coming from internationa capital
flows, for which a mechanism such as the CCL would be more gppropriate. To be effective, such a
mechanism should have a high degree of automaticity and not be subject to complex conditions and
lengthy approval processes. However, it dso needs to command large resources (so that it can be
available to anumber of countries smultaneoudy in the event of contagion).

59. A CCL-type arrangement may be seen as an internationa analogue to the "lender of last resort”
function that a centrd bank can play for its domestic commercid banking sector. A central bank,
because it serves as the monetary authority of a country, has virtudly unlimited power to lend in
domestic currency to the commercia banks. IMF does not have such power at the globd level because
it does not issue money and is not permitted to borrow from financial markets. However, it can create
internationd liquidity through the issuance of Specid Drawing Rights (SDRs). 1n order to meet the need
for arapid increase in the supply of internationd liquidity in times of crigs, congderation should be given
to dlowing the Fund to issue SDRs to itsdlf as needed for usein lending to countries facing financid
crises. After the criss ends, the SDRs would be retired as they were repaid.

60. Drawing on the success of monetary cooperation in the European Union and more limited efforts
in other regiona groupings, regiona and sub-regiona organizations could be given alarger role in the
globa financia architecture. For example, regiond reserve funds could supplement IMF fundsin times
of difficulty. Such regiond funds could be given accessto the countercylica dlocations of SDRs
proposed above. Furthermore, regiond peer review could play an effective role in macroeconomic
aurvelllance and in the overgght of domedtic financid regulation and supervison. Regiond organizations
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might offer amore appropriate set of partners for such peer reviews than those drawn from aglobal
pool.

D. Focussing the content of adjustment programmes

61. While greater sengtization of the internationa community to socid and devel opment aspects of
adjusment is welcomed, there is concern about the scope of the policy measuresthat are included in

bal ance- of - payments adjustment programmes supported by the IMF. Governments in the midst of a
balance-of - payments crisis should not be pressured to reach decisions that pertain to other matters, that
are normally made e sewhere and that are better decided under different conditions. In particular, itis
fdt that IMF conditionality should not extend to issues related to economic and socid devel opment
drategies and indtitutions, nor to political and governanceissues. Similarly, it should not embrace
matters within the purview of other internationa ingtitutions, such as the World Trade Organization and
the Internationa Labour Organization.

E. Democratizing gover nance of the international financial system

62. Internationa discussions of the world economic Situation take place in various officid fora, but the
opportunities for most Governments to participate in discussions that influence policy makers from the
major economy countries are limited. In September 1999, members of IMF decided to upgrade the
Interim Committee to a permanent body of IMF to be cdled the International Monetary and Financid
Committee (IMFC). This Committee will retain the present congtituency structure, with the addition of
the president of the Financid Stability Forum. However, the representation of the developing and
trangtion economies - the borrowers from IMF - will continue to be limited.

63. Asindicaed in the preceding section, anumber of other new arrangements for consultation on
various internationa monetary and financid issues among so-cdled "sysemicaly sgnificant economies’
have been made, including the former Group of 22, the Financid Stability Forum and, most recently, the
G-X. The creation of these new bodies reflects a recognition that the multilatera financia system had
lacunae, but these bodies are not an integra part of the multilaterd trade and financia sysem and it is
not yet clear thet they adequately fill the lacunae. Moreover, even though developing and trangition
economies have been - and continue to be - the most adversely affected by the globd financid crigs,
they are not commensurately reflected in the membership of these mechanisms, even though one of them
has the specific am of "promot(ing) cooperation to achieve stable and sustainable world economic
growth that benefits al".?* Ways need to be found to introduce greater pluraism into the governance of
the internationd financid system <o that it reflects the diversty among economies, their levels of
development and their gods.

2 gtatement of G-7 Finance Ministers and Central Bank Governors, 25 September 1999, para. 19.





