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Abstr act

Devel oping countries fall into international financial
crises for a variety of reasons, including fiscal profligacy,
exchange rate m smanagenent, international financial shocks,

financial |iberalization, and weaknesses in the donestic banking
sector. Market expectations may play an independent role in a
financial crisis, by triggering a self-fulfilling financi al
panic. International public policy should be ainmed first and

forenost at avoiding financial crises, but nmust also be prepared
to aneliorate financial crises after they begin.

Despite anple experience with financial crises in the past
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regard to best nmeans of their avoidance, and their proper
managenent once they occur. These difference relate to the
appropriate roles of exchange rate policy, banking policy, fiscal
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and the Bank for International Settlenents.
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Al ternative Approaches to Financial Crises
in Emerging Markets

Jeffrey D. Sachs

Avoi ding international financial crises

At the risk of gross analytical oversinplification (and in
lieu of formal nodels), | will focus on three nain types of
international financial crises that plague enmergi ng market
econom es:

(1) fiscal crises: the Government abruptly |loses the ability to
role over foreign debts and to attract new foreign | oans,

possi bly forcing the governnent into rescheduling or default of
its obligations;

(2) exchange crises: market participants abruptly shift their
demands from donestic-currency assets to foreign-currency assets,
depleting the foreign exchange reserves of the central bank in
the context of a pegged exchange rate system

(3) banking crises: commercial banks abruptly | ose the ability to
role over market instrunents (CDS) or to neet a sudden w thdrawal
of funds from sight deposits, thereby throwi ng the banks into
illiquidity and possibly insol vency.

Wi le these three types of crises are logically distinct, and in
sone cases cone in a “pure” form they often arrive in

conbi nati on, since comon underlying shocks or market
expectations are likely to operate sinmultaneously in the market
for governnent bonds, the foreign exchange market, and the market
for bank assets.

For each type of financial crisis, we can find cases of
four distinct triggering mechanisnms. The first is an exogenous
shock to markets that causes market agents to reassess the
ability of the governnent, the central bank, or the commerci al
banks, to neet various intertenporal commtnents. For exanpl e,
the collapse of the termof trade of an oil-rich country may cal
into question the debt-servicing capacity of the governnent,
thereby reducing its creditworthiness. O a terns-of-trade
col | apse m ght | ower donestic prices, in turn underm ning the
sol vency of the banking system and thereby provoking a banking
crisis. Frequently, arise in wrld interest rates underm nes
the ability of the governnment or the banks to obtain further
| oans.

The second possi bl e cause of financial crisis is an
i nadvertent policy shock, in which a policy reformin one market
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triggers an adverse narket reaction in another part of the
econony. For exanple, noney market |iberalization m ght cause a
rise of noney market interest rates which in turn leads to

di sinternedi ati on of the commerci al banks, and to a banking
crisis. Aternatively, if the governnment was borrow ng at | ow
donmestic interest rates, internationalization of financial

mar kets m ght cause a hardening of terns for governnent
borrowi ng, leading to a fiscal crisis.

The third possible cause of crisis is the exhaustion of
borrowing limts, whether by the governnent, the central bank, or
the comercial banks. Al market borrowers have borrowing limts
determ ned by their intertenporal solvency and institutional
constraints (e.g. prudential limts on borrowi ng that govern the
borrowers and the creditors). In sone cases, these |imts
produce “boom bust” cycles, in which the borrower incurs debts
very quickly up to the borrowing limt, and then suddenly is
unabl e to borrow further beyond that point. This may lead to a
crisis of the borrower itself (if the arrival at the borrow ng
l[imt is not properly anticipated), or to a crisis anong ot her
borrowers in the econony, if the sudden cutoff of funding | eads
to a sharp shift in market conditions.

Suppose, for exanple, that after the end of capital
controls, a country’s commerci al banks borrow very heavily in
international capital markets, until their borrowmng limt is
reached. Initially the borrowwng will lead to a boomin donestic
spendi ng, as the banks internediate a |arge flow of foreign
loans. This initial boomw |l also tend to produce a real
exchange rate appreciation. Once the banks are fully borrowed up,
the inflows stop; the donestic credit markets tighten; donestic
demand declines; and their is alnost surely the need for an
exchange rate depreciation, to reverse the preceding
appreciation. This kind of boom bust cycle in bank borrow ng
abroad contributed to the onset of financial crises in Argentina
and Mexico in the past year.

The fourth possible cause of crisis is a self-fulfilling
panic. In alnost all financial markets, asset prices may be
subject to multiple “rational” equilibria, including highly
adverse equilibria such as governnent bond crises, foreign
exchange crises, or banking crises. These types of panics are
wel | known and have been di scussed and debated for nearly two
centuries, even if there remain inportant differences of opinion
about the likelihood and frequency of self-fulfilling panics.
Consi der three cases of panic, one for each of our paradigmatic
financial crises.

A self-fulfilling fiscal crisis energes when the markets

“rationally” expect the default of an illiquid, but solvent,
government borrower (see Sachs, 1984, and Sachs, Tornell and
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Vel asco, 1994). Suppose that the governnent has a solvency limt
of $100 billion (equal to the discounted value of future taxation
that can be devoted to debt servicing), and a current debt of $50
billion in short-termliabilities. Suppose also that the maxi num
debt -servicing capacity in any one year is far bel ow $50 billion.
| ndi vi dual creditors will be happy to roll over their clains on

t he governnent, and even to increase their exposure, if they are
confident that other creditors will continue to lend. |If a panic
begi ns, however, in which each creditor believes that the other
creditors will wthdraw their short-termclains, then the

i ndividual creditor will also call in his clains. The governnent
will find itself unable to borrow, and nay be pushed into default
since it is unable to come up with $50 billion in short-term
revenues.

A self-fulfilling foreign exchange crisis can simlarly
arise (see (bstfeld, 1995). Suppose that the governnent is
defending a mldly overval ued exchange rate, trading off higher
unenpl oynment for lower inflation in the short term An exchange
rate attack begins, in which market participants believe that the
Central Bank will choose to devalue in order to reduce short-term
unenpl oynment. I n order to defend the exchange rate, the Centra
Bank woul d have to raise interest rates sharply, which would do
grave damage to the banking system and the real econony.
Therefore, the Central Bank decides to forego a defense of the
currency, and resets the rate at a nore conpetitive level in line
with the sudden shift in market expectations. |In this way, there
may be two rational market expectations: no deval uation (and no
panic), or panic followed by deval uati on.

A self-fulfilling banking panic is the nost famliar of
t hese cases (see Dybvig and D anond, 1983). A bank’s business is
to engage in maturity transformation, taking short-term
l[tabilities and |l ong-termassets. This maturity transformation
exposes banks to the possibility of a bank run. I ndividual
depositors begin a panicked withdrawal of funds on the belief
t hat other depositors are also wthdrawing their funds. Each
depositor knows that the bank | acks the funds in the short-run to
neet all demands for withdrawals. |In this way, an otherw se
sol vent bank can be pushed into insol vency.

Based on theory and recent experience, can we draw certain
policy prescriptions about how to avoid financial crises, other
than the obvious ones of fiscal discipline, realistic exchange
rate policy, banking supervision, and the like? | think the
answer is yes, with the proviso that a full treatnent of the
i ssues here requires a vastly nore detail ed anal ysis and
argunentation. There are, nonethel ess, several general |essons
that can be gl eaned fromrecent cases.



1. Strictly pegged exchange rates raise the risks of financial
crises, and therefore should be used only in very specific
ci rcunst ances.

Consi der the various sources of financial crises. Adverse
external shocks, e.g. a fall in the terns of trade, a rise in
world interest rates, a shift in world demand against a country’s
exports, tend to require a real depreciation that is extrenely
difficult to achieve through internal deflation (as opposed to
currency depreciation). Simlarly, the exhaustion of external
borrowing limts (e.g. when a governnent has accunul ated a heavy
| oad of foreign debt) typically requires the shift from current
account deficit to current account surplus, which in turn
requires a real exchange rate depreciation.

Mar ket s know t hat pegged exchange regines are fragile in the
face of adverse external shocks. Market participants are thus
are likely to specul ate agai nst pegged rates in the face of such
shocks. Either the defense of the pegged rate will prove very
costly in the face of such speculation (as in Argentina in 1995),
or nore likely, the market pressures will lead to the abandonnent
of the pegged rate (as in several ERM countries in 1992, or
Mexico in 1994). See (bstfeld and Rogoff, 1995, for simlar
concl usi ons.

Per haps | ess obviously, self-fulfilling panics are al so nmuch
easier to handle, or can be obviated entirely, by floating
exchange rate regines conpared with pegged rate regi nes.

Consi der the case in which the governnent owes debts of 50
billion in local currency (e.g. pesos), with a solvency limt of
100 billion pesos. W noted earlier that a self-fulfilling panic
can ensue, even though the governnment is not at its solvency
limt, if each creditor believes that other creditors will stop
| endi ng, thereby pushing the government into default. In a

fl oati ng exchange rate reginme, the Central Bank can stop the
pani ¢ by standi ng behind the governnment, promsing to offer
credits to the governnent so that the governnent can avoid
default on its market debts. The nmarket know edge that the
Central Bank stands ready to provide credit to the governnent to
prevent a default is enough to rule out a default as a rational
equilibrium Under fixed rates, by contrast, the Central Bank
woul d be less able or willing to act as a | ender of |ast resort,

unl ess, of course, the Central Bank has 50 billion pesos worth of
foreign exchange, or an international line of credit of that
anount .

For the sanme reason, a bank panic is nuch nore likely in a
fi xed exchange rate regine. 1In the event of a banking panic, the
Central Bank can act as a lender of last resort in a floating
regi me, but not under a pegged rate regine wthout jeopardi zing
t he exchange rate peg itself. Wgnore (1987) has argued that the
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failure of the Fed to protect the U S. banking systemin the

wi nter of 1932-3 was the result of the Fed s fears that |ender-
of -last-resort credits to the banks woul d underm ne the |ink of
the U S. dollar to gold. In this way, the commtnent to the gold
standard opened the U.S. to a self-fulfilling banking panic.
Simlarly, in 1995, Argentina's strict currency board
arrangenments opened it to the threat of a banking crisis, since
the Argentine Central Bank was unable to act as a | ender of | ast
resort.

VWhat, then, are the appropriate circunstances for a pegged
exchange rate reginme for an enmerging market. The first, and very
rare, case is a true optimal currency union with one or nore
countries. In this case, a comon central bank can act as |ender
of last resort for the whole union. Note that many cases of
“per manent” exchange rate pegs, such as the CFA Franc in West
Africa, or the dollar peg in Liberia, were not even renotely
appropriate as optinmal currency areas, and therefore produced
situations of prolonged currency overval uation.

A second exceptional case for pegging may be an extrenely
open and diversified econony with an extrenely flexible |abor
mar ket. Such an econony can adjust to external shocks through
internal deflation if necessary, rather than depreciation. Also,
by virtue of diversification, such an econony may be less |ikely
to be hit by serious external shocks than an econony highly
specialized in a few export goods, particularly natural
resources. Hong Kong and Estonia, which both use currency boards,
are possible exanples. Even in these cases, however, there is
still the need to maintain a | ender of last resort mechanism It
is rarely recogni zed, but extrenely pertinent, that Hong Kong has
relied on the Bank of China to serve as a |ender of |ast resort
in the event of banking crises.

A third exceptional case for pegging, at least in a
tenporary manner, arises in the wake of hyperinflation or in the
case of the introduction of a new national currency, as in the
successor states of the Soviet Union and Yugoslavia. |In both
cases, the econony tends to be under-nonetized, with extrenely
lowratios of Mto GDP. A tenporary peg of the exchange rate
serves several purposes: it increases confidence in a fragile

currency; it stops a self-fulfilling flight fromthe new (or
new y stabilized) currency; and nost inportantly, it provides an
aut omati c nechani smfor renonetization of the econony -- through

t he bal ance of paynents. Thus, after Estonia pegged the Kroon to
t he deutschemark, Estonia ran a significant bal ance of paynents
surplus, as Estonia households and firns repatriated foreign
exchange in order to build up noney bal ances in the new currency.
Forei gn reserves and the noney supply rose by nore than 10
percent of GDP in the first two years.



Hi story has shown that the stabilization of a
hyperinflation, and the introduction of a new currency, tend to
be Il ess costly in ternms of |ost output, with the use of a pegged
rate rather than a floating rate (see Sachs, 1995, for further
di scussion of this point). The floating rate deprives the
econony of the mechanismfor automatic renonetization, and the
currency al so seens to suffer froma | ack of confidence relative
to a pegged rate. At the sane tine, however, it is very inportant
to switch to fromthe pegged rate to a nore flexi bl e exchange
rate arrangenent (a float, craw ing band, or sonme other flexible
arrangenent) as soon as the renonetization is substantially
acconplished. |If the pegged rate is nmaintained too |ong, then
the econony is subjected to the problens noted earlier:
inflexibility in the face of shocks (as in Mexico, 1994); and
vul nerability to panics (as in Argentina, 1995, in the aftermath
of the Mexican crisis).!

2. The Central Bank shoul d di scourage the dollarization of
accounts in the domestic banking system Simlarly, the

gover nnment should avoid the dollarization of its own short-term
debts.

I n many devel opi ng countries, particularly those recovering
fromhigh inflation, central banks often encourage re-
i nternedi ati on of the banking system by allow ng dol |l ar-indexed
assets and liabilities. Even when these assets and liabilities
are roughly balanced in overall totals (as is often required),
there is usually maturity transformation, so that the dollar
liabilities are short-termwhile the assets are longer-term The
main problemin this case is that the Central Bank is |ess able
to act as a lender of last resort, even under floating exchange

! It is at | east arguable that Argentina presents a unique case.
After 40 years of chronic high inflation, punctuated by episodes of
hyperinfl ati on, the economic teamin 1991 judged that only the straightjacket
of a currency board could break the historical cycle of nonetary disarray and
the virtual conplete absence of credibility of stabilization policies. The
currency-board arrangenments have succeeded remarkably in reducing Argentina’s
inflation to low single-digit rates, indeed naking Argentina one of the | owest
inflation countries in the world. Moreover, economcally policy has becone
directed to vitally needed “real” reforms: of |abor markets, public
admi ni stration, social security, tax policy, public ownership, and other
ar eas.

Thus, the undoubted costs of Argentina's nmonetary straightjacket,
i ncl udi ng the banking panic of 1995 and Argentina’s high | abor costs in
i nternational terms, nust be bal anced against the historic break in its deeply
di sfunctional nmonetary policies over four decades. No other country failed
for so long to find other institutional bases (e.g. central bank independence,
pegged but adjustabl e exchange rates, etc.) to limt inflationary pressures.
For that reason, few if any other countries should take Argentina’s ganble on
a strict currency board arrangenment. The |ong-term consequences of
Argentina’'s own bet on the currency board systemare still to be seen.



rates, since it nust provide foreign exchange (dollars) in the
event of a precipitous withdrawal of dollar balances. |In many
cases of dollar bal ances, therefore, dollar wthdrawals are
frozen when a bank run ensues; eventually, the doll ar-denom nated
bal ances are then converted into donmestic currency with sone
degree of confiscation.

Simlar logic mlitates against the reliance of governnents
on short-termdollar denom nated debts, such as the Mexican
Governnment’ s i ssuance of tesobonos which played such havoc with
Mexico in late 1994. Mexican Governnent indebtedness was not
extraordinarily high in late 1994 (perhaps 35 percent of CDP),
but it was dollar denom nated and very short term Since dollar
debts were much higher than dollar foreign exchange reserves at
the end of 1994, a market panic could and did devel op. |Investors
in Mexican governnent debts refused to roll over the outstanding
t esobonos and Mexi co was pushed to the brink of default. Because
the liabilities were dollar denom nated, the Banco de Mexico was
unabl e to stand behind the governnent’s obligations via a |line of
donmestic credit to the government. There was, contrarily, rmnuch
less, if any, risk of default on the governnent’s peso-
denom nated liabilities. (See Sachs, Tornell, and Vel asco for
further details on the Mexican case).

3. As acorollary to (1) and (2), currency board arrangenents
shoul d be avoi ded, except in the case of very small, very open
econom es. Even then, the Central Bank should maintain sone
scope for lender-of-last resort actions, and should arrange
international lines of credit in advance in order to be able to
respond to a future banking crisis.

“Permanent | y” fixed exchange rates have al nost al ways
provoked a serious crisis -- whether in Wst Africa, Liberia,
Panama, or nore recently in Argentina (where the econony is now
suffering from 20 percent unenpl oynent, with no respite in
sight). They are an invitation to chronic overval uation, banking
crises, and often both together. Mreover, despite the clains
made by Hanke and Schul er, 1994, that currency board arrangenents
run snmoothly despite the |lack of a | ender-of-last resort
facility, even Hong Kong has had to rely on the Bank of China, in
conjunction with the Hong Kong and Shanghai Banki ng Corporati on,
to act as a lender of last resort in the event of the failure of
Ka Wah Bank in 1995 (see Jao, 1992, p. 58 for details). And, of
course, in 1995, Argentina required an enmergency international
| oan package to help stave off an intense banking crisis (though
see the discussion in footnote 2).



4. The liberalization of controls on capital inflows should be
managed gradually, to avoid a boom bust cycle.

Many financial crises in the past 10 years were directly
related to financial market |iberalization, especially the
elimnation of controls on international financial novenents.
Crises linked to financial market |iberalization include
Argentina, Mexico, Venezuela in Latin Anerica, and |Israel, Sweden
and Norway in Europe. Each case has inportant distinctive
features, but all exhibited a boom bust cycle, in which a sharp
but tenporary wave of capital inflow acconpani ed a pegged
exchange rate. Wen the inflow subsided, the exchange rate
needed to be deval ued. The subsequent deval uati on was often
del ayed until after a serious macroeconom c crisis had
transpired.

The exact nature of the boombust cycle in capital inflows
is hard to characterize precisely (Are these cycles rational? Are
t hey based on nyopic euphoria, which then bursts). |In any case,
the basic contours of the cycle are clear. Once capital controls
are lifted, donestic banks and other financial internediaries are
able to tap the international capital markets. A sizeable stock
of foreign debt is rapidly accunul ated, until eventually the
banks and other internediaries hit a borrowng limt, determ ned
by their capital base and institutional rules. Wen the limt is
hit, the borrowi ng slows dramatically.

Thi s repeated experience probably justifies the decisions of
countries such as Chile and Korea to |iberalize gradually, so
that donmestic financial institutions can not suddenly take on
foreign debt. The borrowing limt is reached nore gradually, so
that the boom bust cycle is greatly danped if not elim nated.

The real exchange rate does not appreciate as nmuch as in the case
of rapid liberalization, and the subsequent deval uati on needed
after the slowmdown in capital inflows is nuch |less dramatic. A
reasonabl e sequencing of the liberalization of capital inflows
woul d probably allow imredi ately for free novenents of foreign
direct investnment (including repatriation of capital and
profits), followed in sequence by liberalization of portfolio
equity investnent, |ong-term borrow ng by non-financi al
enterprises, short-term borrow ng by non-financial enterprises,
and then finally, by short-term conmmercial bank borrow ng.

5. The BIS prudential standards for comrercial banks are usually
not sufficient for devel oping countries. Mre stringent capital-
asset ratios should be encouraged, as well as rigorous m nimm
capital levels for banks.

Fi nancial crises are stoked by undercapitalized banks, which
are nore vulnerable to self-fulfilling panics and nore prone to
excessively risky borrowing. (Raising the risk of the bank’s
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portfolio effectively transfers wealth fromthe deposit insurance
fund, usually provided by the government, to the bank’s

sharehol ders). Most energing markets | ack effective institutions
for bank supervision, so that the book val ue of bank capital
often greatly overstates the anount of sharehol der equity (e.qg.
bad | oans may not be witten down expeditiously). Mreover, the
ownership structure of banks in enmerging markets typically adds
to their riskiness. Non-financial conpanies own the banks, which
in turn lend to the conpanies that own them Moreover, bank
licenses are frequently issued on the basis of party politics,
nepotism or corruption. For all of these reasons, standard
prescriptions for devel oped econom es, such as a m ni num capital -
to-assets ratio of 8 percent, are likely to be grossly inadequate
in the energi ng markets context.?

1. Responding to International Financial Crises

Crisis prevention, alas, is only part of the story. Around
60 devel opi ng countries have experienced extrene financial crises
in the past decade, in the formof debt defaults, debt
reschedul i ngs, or acute inflationary episodes. |In the past two
years, serious financial crises have hit Argentina, Latvia,
Mexi co, Turkey, and Venezuela, and | esser financial crises have
hit many of the economes in transition. Dozens of devel oping
country governnents are still grappling with heavy burdens of
foreign i ndebt edness, and new proposals are in the works for
easi ng the burdens on the world s poorest countries of an
overhang of nultilateral debts.

The International Mnetary Fund was set up in 1944 in part
to serve as a kind of international |ender of last resort (ILLR)
especially in order to provide tenporary financing to hel p nmenber
governments mai ntai n pegged exchange rates during a period of
internal adjustnment. Wth the collapse of the pegged exchange
rate reginme in 1971, that specific function has dimnished (if
not quite disappeared), though the M still plays the role of
central arbiter of developing country financial crises, with
regard to advice, balance of paynents |ending, and coordi nator of
debt reduction operations.

In the past two years (Sachs, 1994, 1995) | have argued that
the | M s procedures | ack an adequate conceptual and
institutional basis, so that there is undue and costly
inefficiency in the M s handling of international financial
crises, and mainly of its role as the ILLR These argunents have

“While it is far beyond the scope of this paper, | should note that in
many devel opi ng countries a separate regulatory regi ne should be instituted
for mcro-finance institutions, which are specialized in providing small,
uncol | ateralized loans to the poorest parts of the population (e.g. G aneen
Bank i n Bangl adesh).



recently been echoed in Eichengreen and Portes (1995), who concur
with the need for revising the IMF s ILLR functions. It is
analytically useful at this stage to examne the I MF s functions
with respect to the three types of financial crises described in
the previous section: fiscal crises; foreign exchange crises; and
banki ng cri ses.

1. Fi scal Crises

In the past 15 years, dozens of devel opi ng country
gover nnments have experienced extrene financial enbarrassnent,
ranging fromacute illiquidity, leading to a tenporary default on
international obligations, to insolvency, requiring a pernmanent
cancel l ati on of some portion of the government’s foreign debt
obligations. (Notice that domestic obligations are rarely
defaul ted, since donestic-currency debts can be net through
credits provided by the central bank, at the cost of indirect
partial repudiation via inflation). An elaborate, if not wholly
successful, institutional pattern has energed to handl e sovereign
financial distress, including | MF | oans, Paris Club relief on
bilateral credits, and London Club relief on bank credits.

An efficient systemfor financial workouts would offer the
followng features. First, it would reduce noral hazards, by
rewardi ng countries for maintaining their debt servicing and
puni shing countries adequately for managing their affairs in a
manner which | eads to default on debt obligations. Second, it
woul d ensure the effective functioning of the debtor governnent
at all stages of the financial workout, fromthe onset of the
crisistoits final resolution. Third, it wuld create
mechani snms for coordinating the actions of creditors, to achieve
an efficient arrangenment for renegotiating the financial terns on
t he probl em debt s.

Fifteen years of experience with the international debt
crisis has denonstrated that current institutional arrangenents
do not neet these needs, even though the international system has
evolved over tine in a nore efficient direction. As a recent | M
report (1995, p. 11) states, “Because there exists no well -
defined and accepted | egal process that is applicable in such
cases, the process of debt resolution by involuntary
restructuring is necessarily ad hoc with an uncertain outcone.”
The inplications of the lack of a |l egal framework be appreciated
by conparing the ad hoc international arrangenents with the | egal
structure that governs financial workouts under the bankruptcy
| aws of the advanced economes. The U. S. Bankruptcy Code,
chapter 9 (municipalities) and Chapter 11 (corporations),
provides a particularly relevant contrast to the international
arrangenents, since the these chapters of the U S. Bankruptcy
Code are explicitly designed to handl e cases of financi al
restructuring rather than |iquidation.
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The U. S. Bankruptcy Code recognizes that efficient workouts
require a regulatory environnent at three stages of the workout.
At the outset of insolvency (or at |east the outset of creditor
recogni tion of insolvency), the Code provides for a automatic
standstill on debt servicing. Creditors are not allowed to
pursue | egal renedies to seize assets or to force the paynent of
debts. The | aw recogni zes that each creditor, acting
i ndi vidually, has the incentive to enter a “grab race” for
assets, to their nmutual detriment. The automatic standstill
prevents the premature |iquidation or inpairnment of the insolvent
entity, which would | ower the overall value of the entity to the
collective detrinent of the creditors.

The second stage occurs between the onset of the stay and
the exit from bankruptcy through reorganization. During this
interimperiod, the insolvent entity (whether a municipality
under Chapter 9 or a corporation under Chapter 11) will generally
need access to new working capital. The overhang of pre-
bankruptcy debt precludes a routine return to the capital
mar ket s, and hi gh transactions costs anong the current creditors
normal Iy precludes new |l ending fromthe existing creditors (since
each creditor would like the others to make the emergency | oans).
The Bankruptcy Code solution is “debtor-in-possession (Dl P)
financing,” through the assignnent of priority to the repaynent
of the new, energency |oans ahead of the pre-bankruptcy clains.
The bankruptcy court nust approve the DIP financing, to ensure
that the new | oans actually enhance the value of the entity
(thereby increasing the value of the pre-bankruptcy debts). Note
inmportantly that, unlike the I M, the bankruptcy court does not
di spose of any noney itself; the court’s ability to deliver
working capital lies inits power to assign priority to new
mar ket borrowi ng by the insolvent entity.

The third stage of the workout is the final balance sheet
reorgani zati on (debt reduction, debt service reduction, new
| oans, debt-to-equity swaps, etc.), usually conbined with an
operational reorganization (closure of |oss-making units,
di vestiture, change in managenent, etc.). The key role of the
bankruptcy lawis to provide a negotiating framework which: (1)
brings together all of the parties; (2) establishes nmechani sns
for cross-the-board settlenents involving all classes of
creditors; and (3) discourages free-riding or hol douts by
i ndi vidual creditors, and which pushes the process towards an
expeditious resolution. The main tricks to avoid free-riding and
hol douts are: non-unanimty anong creditors in the confirmation
of the reorganization plan; and the possibility of a court-1led
“cranmdown” of a plan that is resisted by a particul ar group of
creditors. Aplanis confirnmed if it is accepted by two-thirds or
nore of each creditor class by amount of clainms, and by nore than
one half of each creditor class by the nunber of clainmnts.
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By these standards, the shortcomngs in the international
systemare clear. There is no automatic standstill. An
i nsol vent governnent typically faces | egal harassnent, or at
| east the threat of |egal harassnent, by individual creditors for
nmont hs or years after the onset of the crisis. There are
continued threats to seize airplanes, ships, and bank accounts,
and to otherwi se disrupt trade credit lines. The |egal basis of
these threats usually does not subside until the final
confirmation of a Paris Club and London Club deal, and by that
time, individual creditors may have done great damage to the
debt or governnent’s effectiveness.

There is essentially no debtor-in-possession financing,
other than the I M- | ending (and perhaps other official |ending)
itself. Thus, the only available funds for short-term working
capital are typically in the formof internationally nobilized
t axpayer dollars under | M supervision. (Early in the debt
crisis, the M orchestrated a few “involuntary | endi ng” prograns
of the existing creditors, but these |loans were very hard to
arrange, and the | M gave up by the m d-1980s. In the case of
Mexico in 1995, for exanple, there was no active attenpt to round
up “involuntary” or voluntary private financing). The fact that
wor ki ng capital depends on taxpayer dollars has inportant
political econonmy ramfications. The IMFis naturally extrenely
hesitant to lend “other people s noney” into a highly visible
crisis. Therefore, there are typically very |ong del ays between
t he onset of insolvency and the start of I M | ending. During
this period, the debtor governnent is starved for working
capital, and often | oses nuch of its capacity to govern. Russia
during 1992 and 1993 is a vivid case of a governnment starved for
wor ki ng capital, thereby underm ning the econom c reform program
(see Sachs, 1995, for details).

Finally, there are no effective rules to ensure an
expeditious overall settlenent that overcones free-riding and
hol douts. The Paris Club and London O ub have evol ved norns of
behavior to keep the major creditors fairly united. Nonethel ess,
there are still sharp divisions anong various creditor classes
(bilaterals versus nmultilaterals versus conmmerci al bank versus
suppliers; |arge banks versus snmall banks) which incite strategic
noves anong the creditors, and which in extrenme cases lead to
i ndi vidual holdouts that significantly delay a debt rescheduling
or debt reduction operation. The process requires a |large input
of time and energy fromthe U S. Treasury and ot her |eading
finance mnistries. Large, high-profile countries (e.g. Pol and,
Mexi co, Argentina) get nore attention and nore adequate renedies
than smaller countries off of the world s political radar screen.

On the basis of earlier witings (Sachs 1994, 1995) | have

been interpreted by others as reconmendi ng an “International
Chapter 11,” i.e. an international bankruptcy court. This is too
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literal an interpretation of ny critique of current arrangenents.
| amrecomendi ng that we recogni ze and attenpt to establish the
functional equivalents of the key bankruptcy-code nechani sns:
automatic standstills, priority |ending, and conprehensive
reorgani zati on plans supported by non-unanimty rules. W do not
need a literal bankruptcy court to nove in the direction of such
mechani sms. W could begin with a clear statenent of | M
operating principles regarding each stage of the workout. W
coul d search for ways to establish energency priority |ending
fromprivate capital markets, under | M- supervision. The |IM and
governnents coul d recommend nodel covenants for inclusion in
future sovereign |lending instrunments that would allow for
energency priority lending and for efficient renegotiations of
debt clainms, should the future circunstances require.

2. Foreign Exchange Cri ses

There is rarely a role for I MF lending to support a
particul ar nom nal exchange rate of a nenber country. As the
precedi ng anal ysis has stressed, pegged exchange rates are
probably ineffective, and unsupportable, in nost circunstances,
especially in light of the high capital nmobility now prevailing
in the international econonmy. O course, individual central
banks may wel |l have cause to intervene fromtine to tinme in their
own currencies, but there is much | ess case for internationally
coordinated interventions on behalf of a particul ar devel opi ng
country.

There are, however, exceptions to this rule. International
| endi ng on behalf of a nom nal exchange rate target nakes sense
when a governnent is attenpting to establish confidence in a new
national currency, or to reestablish confidence in an existing
currency that has suffered a bout of extrene inflation. In both
cases, noney-to-GDP ratios tend to be very low, and there is the
risk of a self-sustaining collapse of the currency, in which
mar ket panic induces a flight fromthe currency which in turn
incites inflation and further currency flight. A descent into
hyperinflation is at |least a theoretical possibility, which
becone nore likely the nore tenuous is the use of the national
currency in the donestic econony (as evidenced by extrenely | ow
rati os of noney to incone). Note that before the Plan Real,
Brazil exhibited a ratio of high-powered noney to GDP of | ess
than one percent. Simlarly, Kyrgyzstan’s new currency, the Som
had an extrenely tenuous role in the econony upon its
introduction, with a ratio of M2 to GDP of around four percent in
1994.

In these cases, there is a strong argunent for an
internationally provided stabilization fund, to help back the new
currency, or newy stabilized currency, for the first year or
two. The $1 billion Polish Stabilization Fund in 1990 had a
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powerful inmpact in raising confidence in and political support
for Poland’ s anmbitious reformprogram Estonia, fortunately, was
able to create its own stabilization fund to support the new
Kroon in 1992, using repatriated gold reserves that had been held
by Sweden and the U K since Wrld War Il. Qher countries,
however, have not been so fortunate as to have the requisite
reserves or to wn the international support for a stabilization
f und.

I n nost cases, the short-term pegging of the exchange rate
shoul d be viewed as a tenporary stage until confidence in the
currency is established and partial re-nonetization of the
econony proceeds. Therefore, a pegged rate mght |ast for around
one year, to be followed by a nore flexible arrangenent, such as
a crawl i ng band exchange rate system The only realistic cases
for a long-termpegged rate are in very small open econom es,
such as the Baltic States, which may viably choose a currency
board arrangenent.

3. Banking Crises

The basic international arrangenent regarding banking crises
is that central banks are responsible for the oversight and
prudential regulation of their nation’s banks, whether those
banks are operating donestically or as subsidiaries in foreign
countries. This division of |abor nmay break down, however, when
donesti ¢ banks have extensive short-termliabilities denom nated
in foreign currencies. 1In this case, the Central Bank may need
substantial foreign exchange reserves to neet a sudden w t hdrawal
of funds denom nated in foreign exchange. Lacking adequate
foreign reserves, the donestic central bank may be unable to play
the role of | ender of last resort.

There is, at this point, no international regulatory reginme
governi ng the use of foreign-exchange denom nated accounts in
nati onal banking systens. Wen Argentina s doll ar-based banki ng
system succunbed to crisis early in 1995, Argentina required an
energency international infusion of funds to stabilize the
banki ng sector, since the Argentine Central Bank | acked the
instrunments and adequate reserves to play |ender of |ast resort
on its own. This was especially true as a result of the
currency-board rules of the gane which prevail in Argentina.
Under the Argentine rules of the gane, prevailing since Apri
1991, the Central Bank is enjoined from extending donestic
credit, even to illiquid commercial banks. And even if the
Central Bank were to violate its operating principals, the
market’s confidence in Argentina s exchange rate peg woul d be
rapidly underm ned. In the event, the Central Bank eased various
reserve requirenents, which amunted to a nodest extension of
credit to the banks. Reserves fell fromsone $18 billion to $14
billion in a couple of nonths. To staunch the continuing
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henorrhage of deposits fromthe banking system Argentina
arranged an international package of official and private support
for the banks, on the order of $10 billion.

As described earlier, the nost inportant way to reduce the
frequency of this kind of crisis would be for governnents and
central banks to restrict the use of foreign currency deposits
Wi thin a donestic banking system At a mninum the regulators
shoul d require that commercial banks’ short-termforeign
liabilities (deposits and CDS) should be matched by short-term
and liquid foreign assets. O course, in a world of derivatives,
swaps, and ot her off-bal ance-sheet neans of converting the
currency denom nation of assets and liabilities, regulators wll
occasionally be caught short, even if strong restrictions on open
positions are in place.

In addition to regul atory changes such as these, there wll
be the need, fromtine to time, for emergency cross-border
| endi ng to support banking systens under siege as the result of
t he abrupt w thdrawal of foreign-denom nated funds. As in any
| ender-of-last-resort operation, the governing principle for
energency international support should be a conbination of: ex
ante prudential standards to avoid noral hazard; strong
conditionality in the event of a bailout; tinmely lending to avert
or to stema panic; and closure (or nerger) of insolvent, as
opposed to illiquid, financial institutions. Probably the
greatest shortcomng in proceeding with a general international
system of support is the |ack of adequate prudential supervision
i n nost devel oping countries, and the lack of detailed attention
at the level of the IMF and the BIS to the state of banking
regul ation in the devel oping countries. This suggests that it is
a high priority for the BIS and | MF together to establish a far
nore rigorous systemof nonitoring of prudential arrangenents
(capi tal adequacy, reporting and di scl osure, portfolio
diversification, risk ratings, reserve provisioning, off-balance-
sheet nonitoring and risk managenent, deposit insurance) of
devel opi ng countries, as a prelude to enhanced international
facilities for enmergency | ending operations to banking systens in
di stress.

15



Li st of References

Calvo, G (1995). *“Varieties of Capital Market Crises,”
unpubl i shed manuscript, University of Maryland, April.

D amond, D. And P. Dybvig (1983). *“Bank Runs, Deposit I|Insurance
and Liquidity,” Journal of Political Econony, June.

Ei chengreen, B. and R Portes (1995). Crisis? Wuat Crisis?
Orderly Workouts for Sovereign Debtors,” London: Centre for
Econom ¢ Policy Research

Hanke, S. H., and K Schuler (1994), “Currency Boards for
Devel opi ng Countries,” Sector Study Nunmber 9, San Franci sco:
I nternational Center for Econom c G ow h.

I nternational Monetary Fund (1995). International Capital
Mar ket s: Devel opnents, Prospects, and Policy |Issues. Washi ngton:
| nternati onal Monetary Fund, August.

Jao, Y.C (1992). “Monetary system and banking structure,” in
H CY Ho and L.C Chau (eds.), The Econom c System of Hong Kong,
Hong Kong: Asian Research Service, 1992.

Qobstfeld, M and K. Rogoff (1995), “The Mrage of Fixed Exchange
Rat es,” NBER Wor ki ng Paper No. 5191, July .

Sachs, J. (1994). *“The IMF and Economes in Crisis,” presented
at London School of Economi cs, July 1994, forthcomng in LSE
publ i cati on.

Sachs, J. (1995). “Do W Need a Lender of Last Resort,”
unpubl i shed manuscript, Frank D. Graham Lecture, Princeton
University, April

Sachs, J., A Tornell, and A Velasco (1995). *“Lessons fromthe
Mexi can Peso Crisis: What have we Learned?’, HIID D scussion
Paper, forthcom ng in Econom c Policy, 1996.

Wgnore, B. 1987. "Wis the Banking Holiday of 1933 a run on the
dol | ar rather than the banks?" Journal of Econom c Hi story, 47
739- 56.

16



