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Executive Summary
Recent financial problems in emerging economies have led to calls for a new
international financial architecture.
Proposals include restricting short-term
capital flows and extending the
International Monetary Fund’s role to
that of an international lender of last
resort. Both “reforms” would be mistakes.
International capital flows should not
be restricted; they benefit entrepreneurs
and savers alike, with lower borrowing
costs and greater returns. The international flow of capital improves risk management, allows consumption smoothing,
improves financial-sector efficiency, and
leads to greater overall market discipline.
Furthermore, capital flows have a stabilizing effect on financial markets. Restricting
international investment denies a country
those benefits; the result is slower growth
and reduced standards of living.
Expanding the IMF is a bad idea. It
would increase the power of an institution
that has promoted ineffective macroeconomic adjustment programs. The IMF’s
lending programs do not provide strong

incentives for fundamental market
reforms. Instead of helping to create sustainable economic growth, IMF interventions promote a debilitating dependence
on further IMF loans.
Repeated IMF bailouts encourage
excessive risk taking by both lenders and
borrowers. The result is more frequent
and severe financial crises. Expanding
the role of the IMF will just lead to more
of the same. A better strategy would be
to reduce the power of the IMF, ending
its role as the global guarantor for international investors.
Without IMF intervention, global
investors will increase their scrutiny of the
economic policies of emerging market
economies. Countries that want access to
world capital will face strong incentives to
adopt market reforms. As a result, global
capital will be used more prudently and
efficiently. There will be fewer and lesssevere financial problems. An open global capital market can thus serve as an
important engine for worldwide economic growth in the 21st century.
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If economic growth
is our objective,
private global
capital markets
must be allowed
to work.

needed for sustained long-term economic
growth. Such growth benefits investors and
noninvestors alike. The result will be higher
living standards worldwide.
This paper begins with a discussion of the
benefits of open global capital markets. Then
the effects of government and IMF interventions on financial markets are discussed. The
focus is on capital controls, financial bailouts,
and IMF-led adjustment programs. The paper
closes with an investigation of the issues surrounding reforming the IMF.

Introduction
Recent financial problems in Latin
America, Asia, and Russia have led to calls for
a new international financial architecture.
Elected officials and even some economists
have come to question the wisdom of open
global capital markets. The two most talked
about reforms are placing restrictions on shortterm capital flows and expanding the
International Monetary Fund’s function to that
of an international lender of last resort. Both
reforms would be a mistake.
International capital flows increase investment by lowering the cost of capital, improve
risk management, and raise the efficiency of
resource usage.
Capital controls, even those placed only on
short-term investment, harm economic performance. Those controls reduce domestic and
direct foreign investment, slowing economic
growth. Contrary to popular opinion, removing controls has a stabilizing effect on financial
markets.
Expanding the IMF would give more
resources and power to a bureaucracy that has
failed to provide emerging economies with the
proper incentives for fundamental economic
reform. Ineffective IMF adjustment programs
delay necessary economic reforms. Instead,
there is only a record of country dependence on
IMF loans.
Repeated IMF bailouts increase risk taking,
which results in larger and more frequent
episodes of financial distress. With the IMF as
global guarantor, investors have taken on risky,
imprudent projects. It is time to end the role of
the IMF as the global international financial
manager.
If economic growth is our objective, private
global capital markets must be allowed to
work. Without the IMF standing by as global
guarantor, private investors will lend in a more
prudent, efficient manner. The result will be
fewer, and less severe, financial crises.
Without IMF intervention, countries in
search of private investors will have strong
incentives to adopt the kinds of market reforms

The Benefits of Global
Capital Flows
Access to the global capital market provides
an economy with a number of significant benefits. These include lower borrowing costs for
entrepreneurs and greater returns to savers.
Additional benefits include improved risk
management (through international investment diversification), the ability to smooth
consumption when faced with adverse economic shocks, and greater financial-sector efficiency as a result of increased competition from
foreign financial institutions. Open capital
markets also subject both business and government to greater market discipline. 1
To understand the impact of the free flow of
capital on entrepreneurs and individuals who
save, imagine what happens in an economy
completely cut off from global markets. In this
economy, the supply of funds available to
finance business investment is limited to
domestic sources. If total saving in this economy is low, then borrowing costs will be high.
The high cost of borrowing will deter all but
the most lucrative business projects; other
potentially productive projects will go without
funding. Without substantial capital formation, there is little economic growth.
Now imagine a second economy that is also
cut off from global markets. However, this time
total saving is high, resulting in low borrowing
costs. Low borrowing costs increase the number of business projects that are financed.
Although investment and capital formation are
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high, the abundance of capital means that
some funds go to less-productive projects.
The problem with closed capital markets is
that the high-saving country is financing some
projects that pay a return below what could be
earned on projects that remain without funding in the low-saving country. The overall level
of well-being in both countries would improve
if those countries were to open their capital
markets to one another.
With open markets, capital will flow from
the high-saving economy to the low-saving
economy. More high-return projects will be
financed in the low-saving country, promoting
economic growth and a higher standard of living. Although investment in the high-saving
country declines as funds are invested abroad,
the higher return on international loans results
in greater consumption over time.2
The low-saving case just described characterizes many of today’s emerging economies.
How large an impact do we find on investment
when countries open their capital markets to
foreign investors? One analysis of 11 emerging
economies found that average growth of private investment increased by 22 percent above
the sample average in the three years following
the opening of emerging countries’ stock markets to international investors.3
Stock market liberalization in emerging
countries results in greater capital inflows,
greater stock market liquidity, and a falling cost
of capital. Another study estimates that the
cost of capital in emerging markets declines
between 5 and 75 basis points following capital market liberalization. 4 As the cost of equity
capital falls, higher stock market prices allow
private firms to expand, increasing investment.
Evidence from 41 industrialized and
emerging economies during the 1970s and
1980s confirms that countries that allow international investment have higher levels of economic growth, productivity, and capital formation.5 Taking reasonable steps toward eliminating restrictions on international investment
produced a 6 percent increase in real per capita
gross domestic product over a 10-year period. 6
Open capital markets allow investors and
banks to diversify their portfolios internationally,

lowering total portfolio risk. Improved risk management not only results in greater investment
but also lowers the frequency of financial crises.
To understand the benefits of diversification,
consider an individual investor. Few investors
hold only one stock; indeed, the typical portfolio
contains stocks, bonds, and real estate. Investors
understand that diversification lessens total portfolio risk. The reduction in risk occurs because
the returns on assets are not perfectly correlated.
For example, when a few companies have bad
years and pay a low return, other firms have good
years and offer a high return. As a result, a diversified portfolio’s overall return is more stable;
total portfolio risk is reduced. The risk in a portfolio of 20 U.S. stocks is 70 percent less than that
of a portfolio that contains a single stock. 7
Further portfolio risk reduction can be
gained through international diversification.
Because business cycles are not perfectly correlated across countries, stock and bond market
returns across countries do not move in perfect
unison. The negative impact of a recession in
one country is offset by the impact of a boom
in another. An individual investor can lower
total risk by purchasing foreign as well as
domestic stocks and bonds. A portfolio of 20
stocks selected from major markets around the
world lowers risk by an additional 15 percent
over a portfolio composed solely of U.S.
stocks.8 This risk reduction improves the welfare of the average investor. 9
In economies that are not well integrated
into the world economy, individuals face a
greater risk that poor economic performance
will lower their standard of living. Crop failures
or oil price shocks can cause an economy’s output to decline. A recession causes income and
consumption to fall.
Individuals in countries with underdeveloped and highly regulated domestic capital markets find it difficult to borrow and smooth consumption during bad times. Capital market
integration can help cushion the negative
impact of lower income on consumption.
Individuals can increase borrowing from abroad
during a recession. Countries that are linked to
global capital markets effectively share the risk
of downturns by borrowing from abroad.10
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The international flow of capital can
improve the efficiency of a country’s financial
system. In the past, many emerging economies
(and some industrial countries as well) chose to
restrict foreign participation in their domestic
stock markets and banking sectors. Interest
rate limits created an excess demand for funds,
allowing the government to step in and dictate
the use of funds. The result was a highly inefficient financial system.
Opening these markets to foreign investors
provides a number of economic advantages.
Increased competition improves financial system efficiency. Faced with competition,
domestic banks will adopt new banking technologies and improve banking skills, enhancing
the quality and quantity of banking services. As
a result, a country’s savings end up being used
more effectively, increasing productivity and
economic growth.11
It has been shown that the entry of foreign
banks has a significant impact on the profitability and cost of a country’s banking system. Banks
operating in countries that face little competition
tend to earn higher profits and operate less efficiently.12 As the number of foreign banks operating in a country’s domestic market increases,
both profits and operating expenses decline,
resulting in a more efficient domestic banking
system. A competitive and efficient banking system cannot afford to favor inefficient projects
just because borrowers are politically connected.
Funds are far more likely to be directed to the
most viable projects. The impact of more efficient use of capital can be seen in increased productivity and economic growth.13
Stock market liquidity is important to the
market process. The easier it is to trade stocks,
the better markets are at providing long-term
financing to businesses. There is evidence that
liquid stock markets have a positive impact on
economic growth. Open capital markets
increase stock market liquidity, providing an
additional channel through which the free flow
of capital promotes economic growth. 14
Open capital markets force market discipline on both corporations and government
policymakers. In competitive stock markets,
prices reflect the markets’ assessment of a firm’s

performance outlook. This allows investors to
evaluate how well a business is run. Poorly run
firms, with low stock prices, become takeover
targets. Profit-seeking outsiders purchase a
controlling interest in these firms, replace or
reform management, and push to improve efficiency and profitability. Smoothly running
stock markets allow this “market for corporate
control” to operate more effectively. Knowing
their jobs are on the line, managers have a
strong incentive to make decisions that maximize the firm’s value, leading to better investments over time.
Open capital markets also impose discipline
on government policymakers. Governments
that initiate inflationary or anti-growth policies
will quickly draw an adverse reaction from
investors. For instance, when budget deficits
are financed by rapid growth of the money
supply, fears of inflation will rise. International
investors “cast their ballots” against this policy
by selling the country’s currency. The result is
a weaker currency or a loss of international
reserves (which increases the chances that the
currency will be devalued in the future). As foreign creditors become less willing to lend,
interest rates paid by domestic borrowers rise.
The higher interest rate and weaker currency
make imports and foreign loan payments more
costly in terms of the domestic currency.
Political pressure from affected borrowers causes the government to limit deficits and the
associated inflationary finance.
The potential of a negative vote by investors
in response to poor government policy acts as a
constraint on actions that worsen economic
performance. This constraint not only
improves the investor’s returns; it helps to
maintain pro-growth policies that benefit noninvestors as well.
In sum, global capital markets lower the
cost of capital, spur investment, and encourage
economic growth. Greater financial-sector
competition results in better risk management
and better use of capital. Open capital markets
provide incentives for better government economic policymaking. Taken together, these
developments positively affect a country’s overall standard of living.
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between asset returns in different countries during periods of relatively greater financial market
volatility. However, recent statistical studies
question the interpretation of this evidence. 18
Researchers have used methods that show a rise
in correlation during periods of stock market
volatility when, in fact, the true relationship
between market returns has not changed. Once
the error is corrected, the apparent significant
increase in interdependence disappears.
A third argument is that poorly informed
investors panic at the first sign of a market downturn; those investors’ decisions lead to asset price
movements that are greater than warranted by
economic fundamentals. Without providing evidence, capital control enthusiasts believe foreign
investors are more likely to behave in this manner.
The flaw in this argument is that it fails to
recognize that asset price movements in excess
of those warranted by economic fundamentals
create profit opportunities for informed
investors. Those investors will quickly take
advantage of any opportunity for profit, moving
the asset price to a level more consistent with
fundamentals and thus stabilizing the market.
The only reason this process would not work
would be if funds were unavailable. The appropriate public policy response, in this case, is not
to limit foreign investment but to encourage it.
Finally, the empirical case for herding behavior is not strong.19 While there are studies that
find cases of herding behavior, the general conclusion is that herding by institutional investors
is quantitatively small. Herding behavior should
lead to asset price movements during periods of
high trading volume, but that has not been
observed. If herding behavior is significant, then
financial market volatility should increase following liberalization. One analysis of 20 emerging economies found that, in every case, stock
market volatility declined after liberalization.
This is the exact opposite of what opponents of
open capital markets would predict.20
Current calls for capital controls stress the
need to limit short-term portfolio flows but not
foreign direct investment. This position is based
on the notion that short-term portfolio investment is less stable. Once again, the evidence
does not support conventional wisdom.

The Weak Case for
Capital Controls
Despite strong evidence on the benefits
derived from open global capital markets, governments still turn to capital controls. Prime
Minister Mahathir Mohamed of Malaysia,
seeking to cover for his own economic mismanagement, blamed foreign speculators for the
financial crisis in his country. 15 In September
1998, Malaysia imposed capital controls.
Imposing capital controls during times of
economic trouble may be politically expedient,
but it ultimately harms the economy.
Proponents argue that limits on primarily shortterm foreign investment will stabilize domestic
financial markets. Proponents of controls seem
oblivious to the consequences for capital costs,
domestic investment, and long-term foreign
direct investment.
Controls on short-term capital flows have
been justified on the basis of the alleged herding behavior of investors. Investors are said to
“herd” when they copy the behavior of other
investors. 16 Herding has been blamed for
increasing asset price variability in financial
markets, especially in emerging economies.
This behavior is blamed for destabilizing
financial markets around the globe.
Critics of free global capital flows often view
the comovement of asset returns across countries as evidence that contagion is significant.
There are a number of problems with this argument.17 First, if a country’s financial market is
fully integrated into world markets, there will
be a tendency for stock returns to move together in response to common global factors even if
there is no contagion.
For instance, when the world economic
outlook for the automobile industry worsens,
the stock price of automobile firms will decline
worldwide. This adjustment reflects the rational downward revaluation of auto industry
equity. It represents an efficient shift of capital
away from the auto industry and toward other,
less troubled industries.
Second, the contagion hypothesis is supported by the observed increase in the correlation
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Portfolio investment is no less stable than direct
investment or official lending. 21 In terms of
volatility, there appears to be no basis for discriminating against portfolio investment.
Restricting short-term portfolio investment
is not a free lunch. It will reduce both domestic investment and direct foreign investment,
the exact type of investment capital-control
enthusiasts want to encourage.22 Capital
inflows—of any kind—lower the cost of capital. Limits on short-term foreign investment
will raise the cost of capital. Fewer businesses
will undertake new projects.
When foreign businesses consider building
manufacturing plants abroad, the cost of capital
used in the investment decision is the cost in the
host country. Any controls on short-term portfolio investment that raise capital costs reduce
the economic viability of direct investment projects. Direct foreign investment will be deterred.
Governments must be careful about the signals they give by restricting short-term capital
flows. Restrictions on short-term flows raise
fears that, if the economy worsens, additional
constraints will be imposed. The ability to
repatriate profits associated with direct investment becomes a legitimate concern.
Finally, given the criticism levied against
foreign investors, it is informative to examine
their role during the 1997 financial crisis in
Asia. International hedge funds have been
blamed for the Asian currency and stock market collapse of 1997. However, examination of
the 10 largest funds during 1997 finds no connection between their currency exposure and
the resulting currency collapse. 23
There is no evidence that the major speculative funds, big as they are, can move currencies.
In fact, at the peak of the currency crisis in
Malaysia, the 10 major hedge funds were buying
ringgits. This type of behavior, buying against
the market, is called negative feedback trading. If
anything, it appears that trading by international hedge funds in 1997 increased market liquidity and had a stabilizing effect on the market.24
Similarly, it cannot be shown that disproportionate selling by foreign investors led the
market down during the Korean crisis period.
There is no evidence that during 1997 foreign

investors simultaneously sold stock. The selling
of stocks by foreign investors generally did not
result in falling stock prices. Not surprisingly, it
was Korean investors who had the biggest
impact on their own stock market performance
during the crisis period. 25
The case for capital controls rests on the
assumptions that investors act as a herd and
contagion is widespread in financial markets.
The evidence does not support those assumptions. The imposition of capital controls
increases the cost of capital, lowering both
domestic and direct foreign investment.
Capital controls reduce economic growth and
fail to stabilize financial markets.

Do Government Guarantees
Increase Private Risk Taking?
A central issue in any attempt to improve
the international financial system centers on
whether government loans and guarantees create a moral hazard problem. 26 Put differently,
do IMF bailouts and government (implicit or
explicit) loan guarantees lead to excessive risk
taking by both borrowers and lenders, increasing the severity of financial crises?27
The 1995 Mexican rescue has served as a
lightning rod for this debate. Immediately following the crash of the peso in December
1994, the U.S. Treasury, the IMF, and the
Federal Reserve put together a loan deal for
Mexico worth $41 billion. 28 What makes this
bailout stand out was the record size of the
package and the fact that it came after a massive devaluation of the peso. Effectively, these
loans enabled the Mexican government to
ensure repayment on dollar-guaranteed
tesobonos bonds.29
The IMF and the Clinton administration
called the rescue a success because the Mexican
government repaid the U.S. loans. 30 However,
the fact that the devaluation resulted in a dramatic loss of income for the average Mexican
citizen calls into question that assessment of the
program. 31 The economic recovery has been
confined to sectors of the Mexican economy
engaged in international trade; roughly half of
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the remaining economy has not recovered. In
addition, high levels of nonperforming loans
continue to plague many Mexican banks. 32
Armed with this evidence, critics argue that
the bailout protected primarily foreign investors,
who would have taken large losses on Mexican
loans without the bailout. The Mexican bailout
set the stage for the Asian crisis that followed
two years later. Banks felt secure in lending to
the emerging markets of Asia.
Not only did the IMF bail out foreign banks
but, following the 1994-95 Mexican crisis, the
IMF asked for a significant increase in funding.
The signal to financial institutions was that
funds would continue to be available to protect
banks from the risk associated with emergingmarket lending. Financial institutions predictably responded by increasing their lending
in emerging markets. Before the Mexican crisis,
portfolio investment in emerging markets had
been rising (from about $60 billion to $194 billion between 1990 and 1996). Following the
Mexican crisis, portfolio investment declined;
bank lending rose significantly.
There is limited evidence on the extent to
which moral hazard is increased by official interventions in global financial markets. There is,
however, evidence from domestic bailouts and
guarantees suggesting that the moral hazard
effect of government intervention is significant.33
Research shows that deposit insurance
reduces monitoring by depositors, resulting in
greater risk taking on the part of bank managers.
A study of 61 countries during the 1980s and
1990s found that countries with deposit insurance had a greater chance of having a banking
crisis.34 Researchers found that making the
insurance explicit or expanding the coverage, or
both, increases the chances of a banking crisis.
Charging risk-adjusted insurance premiums and
forcing banks to purchase insurance reduce the
chances that a banking crisis will occur.
A case study of Argentina, Canada, and
Mexico provides additional evidence. 35 Deposit
insurance coverage varies considerably in those
three countries. Mexico provides unlimited coverage; Argentina provides fairly limited coverage; Canada is an intermediate case. The study
examined how depositors responded to lower

loan quality (an increase in nonperforming
loans) and bank capital. In Argentina, a
decrease in a bank’s loan quality or capital
caused depositors to withdraw funds. However,
in Mexico and Canada, where depositors know
they are protected, deposit behavior is unaffected. Following financial market liberalization,
banks in Mexico and Canada were adding
increasingly risky loans to their portfolios. In
Argentina, where depositors would have pulled
out of banks taking on excessive risk, banks did
not. Clearly, deposit insurance changes depositor behavior, reducing the incentive of depositors to monitor bank risk.
In the United States, the Comptroller of the
Currency announced a “Too Big to Fail” policy
in 1984. This policy provided 100 percent
deposit insurance to the 11 largest banks in the
United States36 This protection effectively lowered the cost of raising funds and meant that
these banks could increase their exposure to
high-yield (high-risk) loans. The stock market
confirmed the benefits to the large banks; stock
prices of large banks rose; stocks of small banks
fell. Most troubling was the fact that stocks of
weak large banks rose the most. 37
Judging from the stock market response,
investors viewed the policy as a good deal for
the large banks. In response to the “Too Big to
Fail” policy, large banks took on more risk.
Capital/asset ratios, holdings of safe securitized
residential mortgages, and commercial loans to
highly rated firms declined. Risky commercial
real estate lending expanded.38
Further evidence of the effect of insurance
on monitoring risk taking comes from the
international debt crisis of the 1980s.39 This
research examined U.S. banks in the face of the
declining ability of less developed countries
(LDCs) to stay current on their debt obligations. In particular, the researchers tried to
determine whether LDC loan exposure had
any impact on either the interest rate paid to
holders of large, uninsured CDs or bank stock
returns. If large CDs receive no guarantees, any
increase in a bank’s share of loans going to
riskier developing countries should make
depositors nervous. The result should be
upward pressure on CD interest rates. The
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higher interest that investors demand as compensation for the extra risk associated with
these loans puts a check on bank risk taking.
Where deposits are fully guaranteed, we would
expect to see no upward pressure on interest
rates. That no relationship could be found
between LDC loan exposure and interest paid
on CDs reveals the power of depositor protection. Declining LDC loan quality should also
reduce the return on bank stocks, but no
decline in bank stock return was observed. 40
The last example of the perverse impact of a
financial safety net comes from the life insurance industry in the United States.41 States have
established life insurance guaranty funds to protect policyholders in the event that a company
fails. If a company fails, the policyholders are
paid with funds that come from assessments on
surviving life insurance companies. This type of
self-insurance system provides strong incentives
for life insurance companies to monitor each
other’s investment strategies.
This self-regulating system has been shortcircuited in some states by tax credits for surviving firms. In 43 states, surviving insurance companies can write off all or part of any assessment
due to a failed company. The incentive to monitor and report risky investments of other insurance companies to regulators is reduced; taxpayers end up paying for any assessments that occur.
A comparison of insurance company risk
before and after the introduction of tax credits
suggests that risk taking goes up in states that
allow tax credits for assessments. In states that
do not allow tax credits, risk taking does not
increase. Self-monitoring helps to maintain a
stable level of life insurance company risk.
Taken together, the results of the studies
referred to here provide powerful evidence of
moral hazard behavior in financial markets.
Insurance and other protections (such as tax
credits) encourage risk taking beyond what is
desirable in financial markets. Clearly, the moral
hazard problem associated with IMF or government bailouts and guarantees should be taken
seriously. Once the government steps in to protect individuals from bad outcomes, the incentive to monitor the behavior of financial institutions declines. With less monitoring, risk taking

increases. Greater risk taking increases the
chances that a financial crisis will occur. The
costs must be weighed against any benefits that
can be derived from the interventionist policies.

The Effectiveness of IMF
Adjustment Programs
The IMF has been a major player in the
post–World War II global financial system. The
IMF’s mission was to help manage the fixed
exchange rate system established by the 1944
Bretton Woods agreement.42 The fund would
make short-term loans to member countries
experiencing balance-of-payments difficulties.
The move to flexible exchange rates in 1973
effectively ended this mission.43
The Third World debt crisis, beginning in
1982, led to a reinvention of the IMF as a source
of funding and advice to developing economies
experiencing debt problems. This resulted in a significant increase in IMF resources and influence.44
Critics argue that this is a poor use of funds
and that IMF programs should be suspended.
On the other side are those who laud the benefits of IMF interventions in speeding economic
recoveries in the wake of financial crises. At issue
is the effectiveness of IMF-led country adjustment programs.
Many studies have examined the impact of
IMF-designed country adjustment programs. 45
Most evaluations focus on the program’s impact
on a faltering country’s current account balance,
international reserve position, rate of inflation,
and output growth. What is striking is how difficult it is to find evidence showing that the
fund’s programs significantly improve economic
performance.
The IMF’s own review of this research is not
very positive. After examining 18 different studies, IMF researchers concluded that 4 of 14
studies found that adjustment programs significantly improved a country’s current account balance. 46 International reserves significantly
increased, according to 5 of 15 studies. The
impact of fund policies toward inflation and
output growth is smaller still. Inflation significantly declined, said 3 of 17 studies. Output
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growth significantly increased, according to only
3 of 18 studies. Two of the negative studies
found that output growth significantly increased
following the initial decline.
More recent studies do a better job of controlling for factors beyond the IMF’s control.
They report a somewhat higher success rate. In
particular, a stronger case can be made that IMF
adjustment programs improve a country’s current account balance. However, even with better
analysis, the evidence on the remaining variables
is mixed. Overall, IMF adjustment programs do
not have a good record.
An alternative way to evaluate the success of
the IMF programs is to compare recovery from
financial crises before and after the creation of
the IMF. For the comparison to be meaningful,
the size of the international capital flows must
be comparable. Just such a comparison can be
made with the 30-year period preceding World
War I.47 During that period, capital flows were
comparable in size to recent flows.48
A recent comparison generally found emerging market crises to be more frequent in the current period. Drops in output relative to trend
during a crisis averaged 2 percent in the early
period and 3 percent during the past 25 years.49
Emerging market economies recovered
faster following a currency crisis in the earlier
period than in more recent times. However,
countries recovered more slowly from banking
crises in the earlier period. The second result is
likely due to the absence of a domestic lender
of last resort. The evidence indicates that IMF
programs have not been successful in facilitating adjustments to financial crises.

argued that the fund should serve as an international lender of last resort.51 Despite the evidence to the contrary, Fisher believes herding is
significant in international capital markets, creating a serious contagion problem. He would
like to see the role of the IMF in international
markets expanded.
A number of economists have challenged
the notion that the IMF can serve as an effective international lender of last resort. 52 A
lender of last resort must be able to act quickly
to provide almost unlimited loans to solvent
financial institutions with marketable collateral. It is generally agreed that those loans must
be at or above market interest rates to discourage improper use of the funds. 53
Without the ability to create high-powered
money (currency plus bank reserves), the IMF
cannot provide sufficient funds during a crisis. 54
It has never shown an ability to act quickly in a
crisis. Its executive directors generally must consult with their home country governments
before voting, delaying the process. The IMF’s
track record in financial crises is not good. It has
consistently made loans at below-market rates,
encouraging inefficient use of funds. Political
pressure has led to lending to insolvent governments like Russia’s. Furthermore, central banks
already stand by to provide liquidity to the financial system if there should be a run on banks.
Lenders of last resort should not provide
funds to individual institutions in financial
trouble. Instead, a lender of last resort should
increase liquidity for the financial system as a
whole. This allows the market to allocate the
new funds in the most efficient manner. Some
financial institutions will (and should) fail.
The politics of the IMF have led it to provide
funds to governments whose financial problems
result from bad decisions. This is inconsistent
with most views of how a lender of last resort
should act, and clearly works to worsen the moral
hazard problem. Irresponsible governments know
the IMF will step in to save them from bearing
the consequences of financial imprudence.
The goal of international financial reform is
to reduce the frequency and severity of financial
crises. This can be accomplished only if emerging economies adopt a series of reforms. 55 These

Reforming the International
Financial system
There is no shortage of proposals for improving the international financial system.50 This
paper focuses on the IMF and domestic policy
adjustments. These two areas are closely related
and at the heart of improving global capital markets.
Stanley Fischer, an economist and first
deputy managing director of the IMF, has
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reforms include greater macroeconomic stability
(by instituting greater fiscal discipline and monetary control), tax reform, flexible exchange
rates, free trade in goods and assets, marketbased financial regulation, improved accounting
standards and disclosure, and a legal system that
protects private property rights. 56
Reforming the international financial system
boils down to two closely linked questions. Does
the current system with the IMF playing the
lead role in managing financial crises provide the
right incentives for emerging-market reform?
Would an alternative system work better?
The history of the IMF reveals a track
record of providing weak incentives for domestic reform. The fund tries to influence domestic policies by imposing conditions on its loans
to financially troubled countries; countries
must agree to a set of macroeconomic policies
and targets before receiving financial help. The
macroeconomic policies are ostensibly set to
move a country onto a sustainable long-term
growth path. In theory, once the reforms are in
place and the loan is repaid, the country no
longer requires IMF aid.
Unfortunately, that is not the typical outcome. Macroeconomic policies that are conditions to the loans are negotiated politically and
have not been enforced. Economist Sebastian
Edwards puts it rather bluntly:

IMF programs do
not provide the
necessary incentives
for emerging
countries to
implement needed
economic reforms.
Only the private
market can do that
in a credible
manner.

1949 and 1999, 24 countries used IMF funds
for 30 years or more. Egypt, India, Turkey, and
Yugoslavia used IMF funds for 40 years or
more. Forty-six countries borrowed from the
IMF between 20 to 29 times, and 25 countries
borrowed from the IMF 10 to 19 times. 59
The IMF has not been able to resolve debt
repayment problems in a timely fashion. During
the debt crisis of the 1980s, the expansion of
IMF lending delayed needed adjustments. 60
IMF loans made private banks less willing to
settle accounts on overdue loans. The banks
knew that funds would be forthcoming from the
IMF and that those funds could be used to repay
the banks. It took nearly 10 years to resolve the
crisis. Without IMF intervention, the private
market would have negotiated a resolution to
the crisis in less time.
IMF programs do not provide the necessary
incentives for emerging countries to implement needed economic reforms. Only the private market can do that in a credible manner.
The threat of the loss of private funding creates
strong incentives for reform—something the
IMF is incapable of doing.
Successful long-term reform of the IMF is
unlikely. The managerial bureaucracy at the
fund is adept at expanding its mission in order
to survive. The IMF’s original mission effectively ended when the major industrialized
economies of the world moved to a flexible
exchange rate system in 1973. Despite that
development, the fund has managed to expand
its resources and power since that time. This is
a troubling development given the fund’s ineffective track record.
The IMF will always claim that it serves the
public interest. Yet public choice economic
analysis suggests that it is naive to think that
bureaucracies like the IMF are motivated purely by disinterested concern for the common
weal. For example, if the fund is providing a
public service to the taxpayers of the world, we
would expect to see staffing increases during
periods when its members are experiencing
financial problems. That is not the case.
Studies show there is no significant relationship between global economic problems and
staff growth.61 In addition, there is little con-

In many cases, by approving standby
programs whose targets everyone
knows will not be met, the IMF is participating in a big charade; it is implicitly saying that, according to the articles of agreement, the resources have
been provided on a temporary basis,
and there is a high probability that the
country will attain balance of payments viability in the near future. For
many countries this is not the case and
everyone knows it.57
Rather than promote long-run economic
growth, the fund has promoted dependence.
This is reflected in the high proportion of member countries that are regular (and in some cases
annual) borrowers from the fund.58 Between
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cern about operating cost. Staff growth is generally unrelated to labor costs. Generally, the
greater the funds available to the IMF, the larger the staff.
According to the IMF charter, total member
contributions are reviewed every five years. IMF
management uses the five-year review to its
advantage. To make the case for greater
resources, it increases lending in the two years
preceding quota review. IMF credits increase, on
average, 52 percent in the year before a review.
After controlling for member demand for credit,
a significant pattern of increased utilization was
found in the two years preceding review. 62 This
pattern creates the image of an urgent need for
greater resources. The practice puts pressure on
members to increase contributions.
The IMF bureaucracy should not be
reformed; it should be closed down. The private
market is capable of providing incentives for
reform and has the incentive to work out debt
repayment problems in a more timely manner
when they occur. IMF actions in global financial
markets provide a poor return on taxpayer dollars. Although the United States cannot unilaterally close down the IMF, it should stop providing funds to the fund. Furthermore, it should
encourage other members to do the same.

Calls for a new international financial architecture that would include controls on international capital flows may be politically expedient, but they will be harmful to the global
economy. Allowing international capital markets to determine how funds are used is the
best way to raise the living standards of the
world’s poor.
A larger role for the IMF in the international economy will neither reduce the frequency and severity of financial crises nor promote reform. The best course of action is to
allow private markets to manage international
financial problems that arise. Pressure by private investors will provide the incentives for
emerging-market governments to carry out
needed economic reforms that will lead to sustained long-term economic growth.
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