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1 Introduction

One of the roleswhich international financial officials are sometimes required to play is to describe
disasters as triumphs and to make the dramatic seem bland. So, on 16 September 1992, following
massi ve specul ation against sterling and its suspension from the Exchange Rate M echanism, the
then Chancellor of the Exchequer, NormanLamont, opened his statement with the words: “Today
has been an extremely difficult and turbulent day”. In the seven years since, severa finance
ministers have had cause to echo those words. Officials have spoken of the risks associated with
capital flows. Well they might. Sharp reversals of capital flows to emerging markets have caused
crises with afrequency and on a scale that threaten support for an open, market-led international

economy.

These crises have created millions of victims, whose circumstances and aspirations were totally
unrelated to financial markets. In Korea unemployment tripled, in Indonesia severa years of
economic growth were wiped out leading to political instability, and similar results have been
visible in other parts of Asiaaswell as LatinAmerica. Over the past century, governmentsin the
industrialised world have, in the wake of domestic financial crises, taken steps to regulate and
strengthen the financial system. Isthere asimilar need to change the rules of the game for the

international financial system?

Capital markets do not operate on their own. They need an adequate legal and supporting
infrastructure for participants to engage with each other. There isno magic wand that can be
waved to create such an infrastructure internationally. Short of aworld authority what is required
isapatient process of building such an infrastructure. Some have described this as a need for new
architecture; others as aneed for plumbing. | prefer to speak of bricklaying. But after
innumerable meetings of ministers and governors, deputies, deputies’ deputies and so on, we still
do not have an adequate building. Recent crises have shown that the need is not for alavish palace
but ssmply aroof over our heads. We need to get to the point where less timeis spent on the role
of the IMF in handling crises and more on the role of the World Bank in promoting development.

So where should we start?



In order to answer that question it is necessary to understand the causes of recent crises. Without
pretending to be comprehensive, | shall focus attention on the importance of balance sheets —
national balance sheets — as the trigger for financia crises. | shall discussfour issues. First, | shall
try to identify the problems underlying recent financial crises. Second, | shall discuss two
fundamental or purist solutions which, athough infeasible in the short run, do provide us with
some ideas about how we might deal with these problems in our imperfect world. Third, | shall
describe some practical steps— a*“ middie way” —to improve the international financial system.
These are the bricks which are dowly being laid in place. Fourth, in the context of the middle way,
| shall argue that transparency is of crucial importance. Notwithstanding the weaknessesin
domestic policies pursued by a number ofemerging market economies, there is a structural fault in
the nature of international capital flows. Shortterm debt flows, especially bank finance, are highly

volatile. Unlessthat problem istackled the potential for future criseswill remain.

2 What is the source of the problems?

“Small open economies are like rowing boats on an open sea. One cannot predict when they might
capsize”" So wrote Joseph Stiglitz, Chief Economist at the World Bank. He also likened the
international financial system to aroad which, after too many accidents, raises more doubts about
the design of the road than the driversinvolved. The analogy with travel has been taken up by
Larry Summers, who compared global financial markets with jet aeroplanes. Travel isfaster and,
on the whole, safer. But crashes, when they do occur, are more spectacular. Whichever form of
travel you prefer, onethingisclear. Inrecent years, the passengers have suffered from severe
travel sickness. So much so, that their journey towards an open capital market has seemed, at

times, anightmare.

The core of the problems faced by a number of emerging markets has been the sharp reversal of
capital flows. Between 1996 and 1998, the reversal of capital flows to the five Asian countries
primarily affected (Korea, Thailand, Indonesia, Ma aysia and the Philippines) was of the order of
$125 billion, equivalent to 12% of the pre-crisis level of GDP. These reversalsimply equal and
opposite swings in the current account. To turn alarge current account deficit into a substantial
surplus within two years amost certainly requires arecession. In 1998 real GDP fell by 6% in
Korea, by 9% in Thailand, by 14% in Indonesia, by 7% in Malaysia, and by 1% in the Philippines.

! Stiglitz, J.E. Financial Times, 25 March 1998.



Moreover, the reversal of capital flows to emerging markets means that the industrialised countries
must in aggregate run alarger trade deficit. The distribution of that increase in the collective
deficit has already led to a debate about appropriate domestic policiesin the G7, making it harder
to resist the ever present protectionist pressures, especially in election years. So rapid reversals of

capital flows bring substantial economic costs.

Capital flows also bring real economic benefits. They enable savings in one country to finance
more profitable investment in another. That was a key feature of the world economy in the
nineteenth century. Such flows also facilitate the transfer of knowledge and expertise. And by
investing overseas, domestic residents are able to pool risks of various kinds with residents of other
countries. To date, international diversification of portfolios has been remarkably limited. In
particular, equity portfolios of investors in the industrialised world are heavily biased towards
domestic equities. In part, this reflects the difficulty of obtaining adequate information about the
legal, accounting and other aspects of the infrastructure of economies overseas. But the failure to
exploit the full benefits of an open capital market reflects also the instabilities resulting from the

volatility of short-term capital flows.

The volatility of capital flows has affected not only Asiabut also Latin America, and amost all
emerging markets have suffered directly or indirectly as spreads on their debt have risen to levels
that in some cases have come close to cutting them off from the international capital market
altogether. Indeed, Eisuke Sakakibara, formerly of MOF in Japan, hasinsisted that the past five
years have been a“crisis of global capitalism™ The so-called “ Washingtan consensus’ that sound
macroeconomic and financial policies should embrace the free movement of capital has come under
fire. Both Mexico and Korea, regarded as models of development to such an extent that they were
admitted to the OECD, experienced damaging crises shortly after their elevation to the premier
league of advanced economies. Contrast their fate with that of India. Capital controls insulated
Indiato alarge extent from the recent crisis. If we cannot find away to reconcile free movement

of capital with prevention of financia crises, then many countries may draw the lesson that they are
better off with capital controls— either explicit or implicit — than without. Over the past decade,
the two-year swing in the current account among G7 countries has been of the order of 1-2% of
GDP. The largest swing was less than 4% (3.7% for Italy over the period 1992-94). These are
small compared with the swing of 17% for Korea, in 1996-98.

% Sakakibara, E. (1999), " Reform of the International Financial System”, speech to the Manila Framework Meeting
in Melbourne on 26 March 1999.



Two dimensions of the reversal of capital flows have been evident in recent experience.First, their
intensity and scale. Second, the rapid contagion from one emerging market to other previously

unaffected countries. Both phenomena are a product of thenature of the capital flows concerned.

The problems arise from short-term flows of debt finance not long-term equity flows or direct

investment.

Equity investment has a self-stabilising mechanism. When an investor wishes to withdraw from the
equity market he or she has to find a buyer before they can head for the exit. The market price
adjustsin order to attract a buyer to replace the seller. The physical investments financed by equity
flows remain in place, even if their value on the market has fallen. The need to find a buyer to
replace a seller can be expressed in the equivaent statement that the maturity of the liability is
extremely long, in this case indefinite. Thereal problems stem from liabilities with very short
maturities. These occur with debt finance, whether in terms of bank deposits payable on demand
or longer-term debt finance which has ailmost run to maturity. In these cases, depositors who wish
to withdraw their funds do not have to find replacement depositors. They ssmply take their funds
out. Theresultisthat, if thisrush to the exit is on a sufficiently large scale, banks find themselves
on the receiving end of aliquidity run. Such runs can occur even if the fundamentals are sound,
although they are more likely when the fundamentals are weak. And the banking systems of some
emerging markets compounded the problem by borrowing in foreign currency at short maturities
and investing the proceeds in domestic currency assets at longer maturities. Thiswasindeed a
recipe for instability.

The importance of short-term debt finance in the reversal of capital flowsin recent yearsis clear.
Virtualy the whole of the $125 billion reversa of flows to the five Asian crisis countries was
accounted for by swings in short-term debt finance. And 80% of this swing resulted from changes
in the net flow of finance from commercial banks. Figuresfrom the Institute of International
Finance suggest that the same pictureistrue for alarger group of emerging markets, with 81% of
the decline in private net capital flowsto the 29 most important emerging market economies

accounted for by bank lending.

Liquidity runs, although not thesol e cause of problems, did play amajor part in recent financial
crises. Such runs reflect mismatches in the national balance sheet. Such mismatches can occur in
either the public or private sectors. An example of the former is Mexico in 1994, where short-term

official dollar denominated debt exceeded foreign exchange reserves. Examples of the latter are
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Thailand, Korea and Indonesiain 1997, where the private sector had borrowed short in order to
lend long. Either maturity or currency mismatches create the potential for sudden reversals of
capita flows on ahuge scale. In the technical jargon, such markets are subject to multiple
equilibriawhere a small event can cause a shift from one benign equilibrium state to another which
isaccompanied by rapid capital outflows. The possibility of arapid shiffrom one equilibrium to
another explains, in the words of Maurice Obstfeld, “ why capital markets can appear to impose too

little discipline before the crises arise, and too harsh a discipline afterwards®.

If this diagnosisis correct, two observations follow. First, capital flowsin the form of foreign

direct investment and portfolio equity investment should be encouraged. Emerging markets can do
agreat deal to increase these by adopting modern accounting standards, a transparent legal
framework, and a stable market-friendly environment to which foreign investors will be prepared to
commit long-term investments. Second, ways must be found to reduce the volatility of short-term
flows of bank finance. The key isto avoid maturity and currency mismatches on the national
balance sheet. That is easier said thandone, and similar mismatches on the balance sheets of
domestic financial institutions have caused financial collapses on aregular basisin the industrialised

world.

Before turning to the question of how such mismatches might be limited if not prevented, let me
mention two other contributory factorsto recent crises. The first was overvalued real exchange
rates, reflecting attempts to maintain fixed nominal exchange rates beyond their economic shelf life.
Not only did such attempts contribute to a crisis when the nominal peg could no longer be
sustained, but they also contributed to the illusion that it might be profitable to borrow at lower
interest rates in foreign currency and invest at higher rates domestically, thus exacerbating the
bal ance sheet mismatches. The second isthat capital outflows do not result solely from the actions
of overseasresidents. Capita flight by domestic residents has been afactor in increasing the scale
of outflows from a number of emerging markets. It isimportant to focus on thenature of capital
flows not the nationality of investors concerned. Hence the resolution of crises involves more than
simply restructuring liabilities to foreign banks or overseas investors. The problems created by the

volatility of short-term debt flows require a structural solution.

3 Purist Solutions

% Obstfeld, M. (1998), “The Global Capital Market: Benefactor or Menace?’, NBER Working Paper 6559, mimeo.



How can we design an appropriate infrastructure for the internationa capital market to prevent, or at
least limit the frequency of, crises? To return to our transport anaogy, thereis clearly a case for
eliminating blind spots on the road or lengthening the runway. But thisis not enough. We also need to
think about how the emergency services should respond to acrash.

The purist isled naturdly to consider solutions of two opposite kinds. One, which maintains open and
free capital movements, isto create an internationa lender of last resort (ILOLR). The second, at the

opposite end of the spectrum, isto reinstate permanent capital controls.

Congder first the meritsof an ILOLR. The obviousingtitution to play that role would be the IMF, and
its First Deputy Managing Director, Stanley Fischer, provided a comprehens ve cost-benefit analysis of
an ILOLR earlier thisyea. Although not new, the concept of an ILOLR has, in polite officia circles,
become the facility that dare not spesk its name.

The principle of alender of last resort was described by Thornton and Bagehot in the nineteenth century
asawillingnessto lend fredly against good collatera at apend rate. All three aspects of this principle—
“lending fredly”, “good collateral”, and a*“pend rat€’, are problematic at the internationd level. An
effective LOLR must be willing to lend whatever it takes to preventaliquidity run. The more credibleis
the LOLR, the lessthe resources that are required to be lent in practice. Domestic LOLRs have
credibility. But for aprospective ILOLR the decision for agroup of countries, either jointly or viathe
IMF, to lend large sums to another country will always be difficult. Inaworld of nation states, itis
unreasonabl e to suppose that political considerations will not enter the choice of recipient of such
largesse. And the greater the politica uncertainty about the willingnessto act asan ILOLR, the larger
the amount of funding that will be required. In turn, the operation will appear less credible, and the
authoritiesare caught in aviciouscircle. The current resources of the IMF - between $125 billion and
$150 billion depending on how they are measured — are wholly inadequate for an ILOLR. Nor are
resources on the gppropriate scae likely to be forthcoming.

Moreover, serious moral hazard arises when the private sector ignores the risks of lending to a country
because it believes that thecountry would be bailed out by the internationa community in the event of a
liquidity crisgs. And investors are encouraged to lend to emerging marketsin forms — shorterm debt —
which are more likely to be bailed out. In the domestic context, the LOLR ensuresthat neither the

managers nor the equity holders of the institution receiving support are alowed to benefit.
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Internationally, it is not easy for the IMF to penalise those responsible for management of the economy,
nor to distinguish between those citizens that have been responsible for excessive risk-taking and those
who will be the innocent victims of the consequences of afinancid crisis. It isthe ordinary taxpayersin

emerging market countries who will have to bear the burden of servicing loans from the IMF.

Absent aworld government, it isdifficult to see acredible ILOLR on the horizon. The basic reasonis

the maxim: “it’sthe politics, stupid”.

The second purist solution, at the opposite end of the spectrum, is the imposition of permanent
capital controls. In other words, areturn to the world in which the Bretton Woods institutions
were created half a century ago. The advantage of capital controlsisthat they prevent the liquidity
runs that result from currency and maturity mismatch of the financial sector. Indiadid not
experience afinancia crisis, Koreadid. They also enable countriesto maintain afixed exchange
rate while retaining some flexibility in domestic interest rates. And they might limit the movement
of capital to lower taxed jurisdictions, thus slowing the inexorable decline of capital income
taxation resulting from the development of aworld capital market. But it is difficult to distinguish
between controls on capital flows and flows related to trade. The growth of trade in services has
highlighted the difficulty of separating currency traderelated flows from those representing
investment. Thus, to be effective, capital controls are likely to impede trade flows. Thiswould be

aheavy price to pay and few countries have chosen to pay it.

Permanent capital controls have other disadvantages. They forsake al the economic benefits of a
free capital market. And controls are never implemented by wise, or even merely clever,
economists. They attract rent-seeking and corrupt behaviour in both official and private sectors.
And they undermine the cause of market liberalisation. There is no shortage of protectionist
tendencies that seek to limit trade and investment. We should not add to them.

*Fi scher, S. (1999) “ On the Need for an International Lender of Last Resort”, IMF.

>A point stressed by Calomiris (“ The IMF s Imprudent Role as Lender of Last Resort”, Cato Journal, Vol 17 No. 3
1998) although he underestimates, in my view, the possibility of liquidity runs as seen, for example, in Koreain
1997.
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So neither purist solution islikely to apped - the one because there isinsufficient politica and financia
support for an ILOLR, and the other because permanent controls go against the grain of promoting

market reforms and good governance.

But the present system is not sustainable. The danger isthat we have the worst of both worlds. The
IMF may lend large amounts, creste moral hazard in doing so, and till not be able to ward off the threat
of financia crises. And faced with arun on their currency or banking system, countries may be forced

to take unilatera action to suspend payments. So what to do?

4 The Middle Way

Given that neither purist approach is on the agenda, the international community has been trying to take
some practica stepsforward. The aimisto reduce the frequency and severity of financia crises. Some
might describe this as muddling through. | prefer to cal it the“ middleway”. The differenceisthat the
middle way is based on the principle that if the emergency services will be dow t@rrive then whichever

form of transport you care to think of, borrowing countries should drive dowly.

How to encourage and enforce careful driving has been the subject of innumerable internationa
meetings. Initialy, the discussion took place in the G10, which, as you know, comprises eleven
countries. Then last year the discussion was taken up by the G22. By the spring of this year that group
had become the G33. Can you compl ete the sequence by guessing which international forum will take
thelead next year? Sufficeit to say that at the origina Bretton Woods conference there were forty-four

countries and it took place fifty-five years ago.

Interms of practical stepsforward, it isuseful to distinguish between theprevention and resolution of

crises. On the former, recent experience suggests five lessons for emerging markets:

1) Creaste ado it yoursdlf (DIY) LOLR, with theaim of providing salf-insurance against aliquidity

criss. There are severa ways of providing such insurance. Oneissimply to build up large foreign

currency reserves. This has adready been taken to heart by emerging markets. China has substantial

foreign exchange reserves ($147 billion at the end of June). And Korea, perhapsthe best example of a

country suffering aliquidity run on its banking system in terms of foreign currency, hasraised its
reserves from alow point of $7.3 billion in November 1997 to a current high of $64.8 billion in August.
It is unfortunate that the absence of more efficient solutions to the risk of crises meansthat scarce

capital might be deployed in thisinefficient way. Building up net reserves — via current account
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surpluses - will reduce world demand at atime when the US economy isunlikely to provide aslarge a
stimulus as over the past five years. An dternativeisto create gross reserves by borrowing from abroad
and investing the proceeds in liquid international securities. Both methods involve costs. A second
gpproach to DI'Y LOLR isfor emerging markets to create contingent credit facilities with international
banks, as Argentina has done with its contingent repo facility, or try to set up collateraised loan facilities
aong thelines suggested by Martin Feldsteini: A fina approach tothe DIY LOLR, in the absence of an
effective multilateral ILOLR, isthe creation of regiona sdaf-insurance funds. All of these approaches

arelikely to be pursued, to agreater or lesser extent, in the wake of recent financial crises.

2 Manage the national balance sheet, and, asfar as possble, avoid maturity and currency
mismatches. For a country without atrack record of international borrowing, it isimportant to manage
itsexternd liquidity position, especialy in foreign currency. The lack of foreign exchange controls
meansthat it will be difficult to observe, let dong manage, the balance sheet of the entire private sector.
But the key e ements are those relating to the public and banking sectors. Governments aready have
information on these sectors. Asimportant as anything isthe need for self-awareness by the countries
concerned of the state of their nationa balance sheet and the approach of impending liquidity difficulties.
When governments and markets dike are informed of the potential for future financing difficulties, both
Sdes have time to take preventive action. Of course, the use of derivative instruments and hedging
techniques makes the assessment of risk exposure more difficult. But the effort must be made.

Alan Greenspan has suggested that consideration be given to smple rules of thumb such asthat

countries without atrack record of international borrowing should maintain unencumbered foreign
exchange reserves sufficient to meet al foreign currency liabilities over the following year, and that the
average maturity of external liabilities should exceed three years. RudigeDornbusch has proposed the
use of value at risk assessments of country balance sheets. Ideas such asthese, precisdly because they

focus on the national balance sheet, are sure to be centre stage.

3 Encourage inflows of equity rather than debt finance. Thisis an extension of the need to

manage the national balance sheet. Theimperative isthe old adage borrow long not short. A credible
legal and ingtitutional infrastructure for private investors would go along way to encourage equity
inflows. Reserve requirements on short-term debt inflows, as adopted in Chile, might help to modify the
pace of vulnerable capital inflows, but will, in themselves, do little to help in times of rapid capita
outflow. It isasotimeto reconsider the incentive to the provision of shortterm finance provided by the
Basdl Accord risk weights.

* Feldstei n, M. (1999), “A self-help guide for emerging markets’ ,Foreign Affairs, March/April, 93-109.
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4) Promote the better design of debt contracts which provide aframework for negotiation between
creditors and debtors when financing difficulties arise. The particular proposa - advanced initialy by a
G10 Deputies report in 1996 and subsequently endorsed by the G7 - for the use of collective action
clauses in sovereign debt contracts has attracted interest. How far such clauseswould help isunclear.
Bondsissued under UK, but not US, law — currentlythese account for just under 50% of the stock of
emerging market eurobonds— generaly include such clauses dready. But their widespread adoption
looks unlikely, not least because of the reluctance of the G7 to incorporate such clausesinto their own
debt contracts. More productive in the short run islikely to be the promotion of regular contacts
between debtor countries and their creditorsin good times, well before any crisis occurs.

State-contingent debt where returns are related to the price of maor exportsis another possibility.

) Avoid, at al costs, the defence of fixed but adjustable exchange rate pegs when they are no
longer consistent with interna and external equilibrium. Thailand shows the cost of a prolonged and
ultimately unsuccessful attempt to defend its exchange rate. Brazil showsthat thereislife after afixed
exchangerate. It ismuch too early to conclude that emerging markets have little option but to adopt

the dollar astheir currency.

To thesefiveimperatives, | have refrained from adding the mantra of better banking supervision. Of
course, banking supervision should aways strive to be better. But isit not time to ask the question of
whether the implicit government guarantee afforded to the banking systems of the mgjor industrialised
countriesisitself not part of the problem. One of the factors contributing to the scale of short-term debt
flowsto emerging marketsisthe mora hazard implied by the financing of banks in the developed world.
Itiscertainly crucia that international rescue packages do not lead to moral hazard in the provision of

finance to emerging markets. But an important lesson for the G7 isthat mora hazard starts a home.

In theresolution of crises|ess progress has been made. TheIMF can, and has provided financia

ass stance without which the cost of recent crises to the affected countries would have been even

greater. But the sscumbling block has been how “to involve the private sector”. Although the statement
by G7 finance ministers to the Cologne Summit in June set out both “principles’ and “tools’ for
involving the private sector in crisis resolution, much remains obscure. Unilateral debt moratoria can be
damaging in terms of future accessto capita flows. But there will be circumstancesin which a debtor
country and its creditors could benefit from ajoint resolution of temporary payments difficulties, and
procedures are needed to prevent some creditors from free-riding on others. The following four
elementsin crisis resolution merit some consideration. They have no particular Satus, but are issues that
need to befaced. Thefour are:
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(i) the provision of official finance should be linked to the involvement of other creditors, including
the private sector, in the resolution of crises. This can be achieved by the IMF setting a floor

for the minimum level of foreign exchange reserves a country is required to maintain;

(i) the aim of resolution is to find a co-operative solution negotiated between adebtor and its
creditors. No particular class of creditor should be in a privileged position, unless the

instrument in question explicitly givesit preferred creditor status,

(ii1) the use of temporary standstills — possibly sanctioned by the international community - would
allow time for a country to negotiate with its creditors. In the absence of aformal mechanism
to achieve this, the IMF can indicate its endorsement of a standstill by being prepared to provide
new money to a country which has temporarily suspended payments to its creditors (often
referred to as IMF lending into arrears). By making standstills part of the furniture — or one of
the bricks — they would be seen not as an ad hoc response, which might lead to contagion in

other emerging markets, but part of an approved process;

(iv) measures, including perhaps strictly temporary capital controls, to prevent capital flight by
domestic residents in exceptional circumstances. It would be odd to sanction a standstill of
payments to foreign creditors while allowing domestic residents to move assets overseas

without restriction.

The essence of the middle way isto find practical steps forward to enable emerging markets better to
manage the liquidity positions of their external ligbilities, and to reduce their dependence on debt
finance. Criseswill still occur. But the amisto reducetheir frequency and severity. To that end there

is one further policy which is fundamentd to the success of the middle way - transparency.

5 Transparency

Transparency is one of the most popular words in economic policy today. Much has been said about
trangparency, and, interestingly, much has been done. Why is transparency so important? In itsdlf,
trangparency will neither prevent nor resolve financia crises. But transparency can help reduce the
frequency of crises— by derting not only markets but aso policymakers to problems on the horizon —
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and their saverity — by minimising the surprises about the scale of any liquidity problems. In Kores, the
foreign currency exposure of its banking system was not known until after the crisis had hit. Andin
Thailand, thetrue state of the foreign exchange reserves was unknown even to its own finance ministry,
let done financia markets. So transparency can be seen asa*second best” policy when purist solutions
to financia crisesare unavailable. It isin the context of the middle way that trangparency comesinto its

own.

The aims of trangparency areto alow better informed decisionsin both public and private sectors, to
reduce the risk of contagion by allowing markets to differentiate anongborrowers, and to encourage
macroeconomic policy to become more predictable. Trangparency is not smply aquestion of making
available certain data. It isan gpproach to economic policy, amost away of life. The G22 Report of
the Working Group on Transparency and Accountability (which | was privileged to cechair with
Andrew Sheng of the Hong Kong Monetary Authority) was published in October1998. Its
recommendations were endorsed in full by the G7. It stressed the importance of trangparency in three
different sectors nationa governments, the private sector, and the internationa financial ingtitutions.

Good progress has been made in implementing many of its recommendations.

Rather than give an exhaustive account of progressin transparency, let me give afew examples. In
March of thisyear, the IMF s Speciad Data Dissemination Standard was strengthened by the inclusion of
atemplate covering the disclosure of net foreign exchange reserves and shortterm foreign currency
liabilities of central government. These data are required to be published monthly with alag of no more
than one month, and the transitional period for observing the standard runs to the end of March2000.
Agreement is close on a Code of Monetary Policy Transparency to match the earlier Code on Fiscal
Policy Transparency.

BIS dataon international banking statisticswill be produced quarterly from next spring, and thelagin
publication shortened. One of the three Financial Stability Forum Working Groupsis considering the
quality and timeliness of disclosure of exposuresto and of highly leveraged ingtitutions. This category
includes hedge funds. Proposasfor direct regulation of internationally mobile funds are unlikely to be
workable. But many commentators remain suspicious, regarding such funds as like children playing just

out of sight who aretold — “I don’t know what you're doing, but, whatever it is, stop it”.

The IMF itself has become more open about the release of information. During an eighteen month
experiment countries will be able to publish their ArticléV reports. And more background information,

including policy papers and programme reviews, isnow available. All this should improvethe
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trangparency and accountability of national governments, the private sector, and the IMF.

But thereis one further step on which progressis urgently required. Inaworld of sovereign states,
countries cannot, and should not, be compelled to disclose information if they do not wish to do so. But
countries should not be able to claim to be transparent when in fact they are not. A crucia substitute for
the inability to make transparency mandatory is that we need transparency about transparency. That is
why the G22 Report recommended that the IMF — in the context of its ArticlelV consultations —
prepare a Trangparency Report for each country summarising the degree to which that economy
complied with disclosure standards and codes of conduct. The case for “transparency about
trangparency” isthe case for honesty in economic policy.

Some progress has been made. Pilot trangparency reports on the UK and Argentina have been
produced by IMF staff. Other pilot reportsareto come. Australia has published a selfassessment
trangparency report. The need now isto make the production of Transparency Reports an integral part
of the ArticlelV process. Thereisno reason for further delay. Transparency Reports should dways be
published. | very much hope that the IMF will make rapid progress towards the regular production and
publication of Transparency Reports on each country. This practical measure could do agreat dedl to

enhance the performance of al economic actorsinvolved in theinternational capital market.

6 Conclusions

Unredtricted capital mobility and the absence of an ILOL Rare not arecipe for astableinternationa
financial system. Shortterm interbank flows are the Achilles hedl of present arrangements, leading to
both currency and maturity mismatches. Throw in apredilection of emerging markets for pegged
exchange rates and you have a dangerous cocktail. Purist solutions - whether of an ILOLR or areturn
to permanent capital controls— are, for good reasons, unlikely to be pursued. Whatis needed now are
some practica stepsforward. Centra to any such programme is the need to monitor and manage the
national balance sheet. The objective cannot be to diminate therisk of financid crises. The middle way
will not do that. But it can reduce the frequency and severity of crises. In this context transparency is
important. Therewill still be crisesin the future, but trangparency will reduce their costs and help to

keep governments closer to the straight and narrow. All centra bankerswill surely welcomethat.

Of course, theimmediate crisis has receded, and some of the Asian countries, in particular, have
recovered sharply over the past year. But we should not be mided by the cam &fter the ssorm. There
will be future storms, and now isthe timeto prepare for them. Thereisno need for another
international conference of thekind which led to the crestion of the Bretton Woods ingtitutions. But
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there remains aneed for thinking as origina and imaginative as that which inspired the Bretton Woods

conference. Themiddleway isadtart, but no more.

David Ignatius has written about the “founding generation”, people such as DeanAcheson and George
C. Marshal, who created the great post-war ingtitutions. All of those ingtitutions have now passed their
fiftieth birthday. Itistimeto appraise carefully the architecture, foundations, plumbing and even
bricklaying of that inheritance. Ignatius described the qudities of the founding generation as “resolve
and clarity”. Thosequalitiesare ill required. DeanAcheson entitled his memoirs, “Present at the
Creation”. Let ushopethat, smilarly, anew generation of officiaswill be able, a some future date, to
look back at the creation of an open world economy in which financial crises were successfully

contained. That would be an achievement of which al economic bricklayers could be proud.



