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he world is just emerging from the Asian financial cvisis, perhaps the most
cataclysmic event to affect global capitalism since the Great Depression. While
the United States emerged from this event unscathed—some might argue
that it even benefited from the crisis as plummeting commodity prices veduced domestic
inflationary pressures—many developing nations were not so lucky. Whereas

the Great Depression induced a great
deal of soul searching about
capitalism’s basic principles, the
seemingly quick global recovery
from the financial crisis and its lim-
ited effect on industrial countries
have brought a more mixed re-
sponse—self-congratulation on the
part of some, renewed criticism of
the impacts of globalization by oth-
ers. In both instances, however, the
global economic arrangements were
clearly inadequate. The international
financial institutions and arrange-
ments established at the end of World
War II to guard against another glo-
bal economic depression are widely
viewed as incapable of managing the
modern global economy. The Inter-
national Monetary Fund (IMF), in
particular, has failed to perform the
tasks for which it was designed. To-
day, the institution requires serious
reform to ensure a more stable glo-
bal economic environment.

Beggar Thy Self

The IMF’s philosophy has
moved far away from its roots. In this
past financial crisis, the IMF provided

funds under the explicit condition
that countries engage in more
contractionary fiscal and monetary
policies than they might desire. The
money went not to finance more ex-
pansionary fiscal policies but, in-
stead, to bail out creditors from the
more industrialized countries. The
beggar-thy-neighbor policies that
were so widely condemned gave way
to even worse “beggar-thy-self”
policies, with disastrous effects both
for the home country and for its
neighbors. The downward spiral in
the region accelerated as declines in
domestic GDP led to cutbacks in
imports, thereby reducing regional
exports. The beggar-thy-neighbor
policy at least had the intention of
making the nation’s own citizens
better off. No such benefits resulted
from the IMF’s beggar-thy-self poli-
cies. A country was told to build up
its foreign-currency reserves and
improve its current-account bal-
ance; this meant that it either had to
increase exports or decrease im-
ports. But exports could not rise over-
night—in fact, as the country’s
neighbors’ incomes plummeted, the

prospects for increasing exports
were even bleaker. Thus imports had
to be reduced without imposing tar-
iffs and without further devaluation.
There was only one way thatimports
could be reduced in these circum-
stances: by reducing the consump-
tion and investments thatrelied on
imports. The immiseration of those
at home was thus inevitable.

There is a further irony in the
policies that the IMF pursued: while
the IMF was created to promote glo-
bal economic stability, some of its
policies actually contributed to in-
stability. There is now overwhelm-
ing support for the hypothesis that
premature capital and financial mar-
ket liberalization throughout the
developing world, a central part of
IMF reforms over the past two de-
cades, was a central factor not only
behind the most recent set of crises
but also behind the instability that
has characterized the global market
over the past quarter century.

The Indictments
There is now widespread
agreement that the IMF response
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to the Asian crisis was a failure. Al-
though exchange rates stabilized,
interest rates dropped, and the
world eventually emerged intact
from the crisis, none of this turn-
around can be attributed to the IMF
when we judge the success of its
policies by whether the downturn
was unnecessarily long or imposed
unnecessarily high costs on work-
ers. Of the four crisis countries in
Asia, Indonesia remains in deep de-
pression. The political turmoil
there has proven a nearly insur-
mountable obstacle, but there is
little doubt that the magnitude of
the economic downturn contrib-
uted to the severity of the social and
political unrest, that the turmoil
was anticipated, and that IMF poli-
cies contributed to the magnitude
of the economic downturn. Thai-
land has been the IMF’s most faith-
ful student, carefully following its
dictates for several years; yet it has
still to regain its pre-crisis output
level. With almost 40 percent of
bank loans non-performing, the
country’s future prospects are far
from rosy. The two success cases
are Malaysia, which avoided an
IMF program, and South Korea,
whose recovery can be attributed,

rean coffers, greatly aiding the
country’s recovery. Had it followed
the advice of outsiders, Korea
would be in a far worse position to-
day. Similarly, South Korea was
urged to shut down or sell off two
of its major banks; instead, it effec-
tively nationalized them.

While there is some disagree-
ment about the appropriateness of
the policies pursued in East Asia,
there is general consensus that the
IMF  pursued excessively
contractionary fiscal policies, and
that the manner in which it handled
financial-sector restructuring, at
least in Indonesia, was a dismal fail-
ure. Beyond this specific crisis,
widespread evidence exists of other
failures, such as the inability of the
rescue packages in East Asia, Bra-
zil, and Russia to sustain the ex-
change-rate cost of billions of US
dollars. This money will come not
from taxpayers in the United States
or Europe, but largely from the
pockets of those in the developing
world, especially unskilled labor.

Intellectual Incoberence

There was a certain coherence
in John Maynard Keynes’s post-
World War II conception of the

large, work poorly. One might sup-
pose that an inherent tension exists
here: the IMF after all, is itself a gov-
ernmental body, and many of the ar-
guments concerning governmental
inefficiency and incompetence hold
with equal or stronger force at the
international level than they do at
the national level. From this per-
spective, the IMF’s economists
would expect an international gov-
ernmental body such as itself to be
marked by failures.

Developing a coherent policy
for an international agency such as
the IMF thus requires identifying
important instances in which mar-
kets might not work and analyzing
how particular policies might ad-
dress these failures. The IMF has,
to date, failed to articulate a coher-
ent theory of market failure that
would justify its own existence and
provide a rationale for its interven-
tions in the market.

One of the IMF’ arguments in
defense of its intervention is that an
ongoing crisis in one country will
spill over to its neighbors. This con-
cept of contagion is a devastating
criticism to market fundamentalism
because it implies an inherent mar-
ket failure. If it is desirable to take

The IMF has, to date, failed to articulate a coherent theory of market

failure that would justify its own existence and provide a rationale for its

interventions in the market.

at least in part, to its deviation from
the IMF prescription in important
ways. For instance, South Korea
was told to restructure by dispens-
ing excess capacity in industries
such as computer chips. But the ex-
cess capacity was purely cyclical,
and the passing of the downturn put
billions of dollars into South Ko-

IMF and its role. Keynes believed
that a market failure occurred when
the actions of one country had
spillover effects on others. Today,
however, the dominant view inside
the IMF is sometimes characterized
as market fundamentalism, a strong
belief that markets, by and large,
work well, and governments, by and

international collective action to ad-
dress the consequences of a crisis, it
is equally desirable to take interna-
tional collective actions to reduce
the likelihood that crises will occur.
If an increase in the ratio of foreign
short-term indebtedness to reserves
(in excess of some critical threshold
level) substantially increases the
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likelihood of a crisis, then there
should be international pressure to
limit short-term indebtedness; yet
the IMF has pushed for capital-mar-
ket liberalization, the effect of which
is precisely the opposite.

Other examples of intellectual
incoherence were displayed
throughout the management of the
Asian financial crisis. While the IMF

The IMF Evolution

Since the creation of the IMF,
there has been a subtle change in
mandate, a change that, were it
made explicit, perhaps would not
have been widely accepted. The
conflict between the effective man-
date and the original mandate cre-
ated a tension that manifested itself
in numerous ways, including intel-

maintenance of the affected
country’s GDP. Senior officials at
the IMF repeatedly speak of de-
faults or standstills as an abroga-
tion of the sanctity of contracts.
They do not recognize that bank-
ruptcy is a central institution of
capitalism, that the high interest
rates and high unemployment rates
that their policies cause are an ab-

There is now a widespread consensus about one key aspect of this

reform: the IMF should be restricted to crisis management in order to

limit the damage that its mistaken policies might impose.

recognized that weak financial insti-
tutions were a key factor in the crisis,
it continued to use outdated macro-
models that do a grossly inadequate
job of incorporating the financial sec-
tor. This was remarkable, given the
widespread discussion in the United
States of how the failure of much
more sophisticated models used by
the US Federal Reserve had led to
inadequate policy responses. While
it should have been apparent that
concern about bankruptcy was at the
heart of the problem in Southeast
Asia, the models used by the IMF
(and worse still, the reasoning of se-
nior IMF officials) gave no scope for
bankruptcy and default and took no
account of how their actions might
affect either bankruptcy itself or lend-
ers’ Concerns.

There is a certain irony in this
lack of intellectual coherence: the
IMEF is often accused of following an
excessively rigid formula, a one-size-
fits-all approach. I would agree with
these accusations. The IMF has an
ideology, a particular lens through
which it looks at the world, but one
should not confuse an ideological
straitjacket with intellectual coher-
ence.

lectual incoherence.

The IMF’s original mandate
was to provide liquidity in a world
of imperfect capital markets, so as
to enable countries to maintain out-
put as close as possible to full em-
ployment. Assistance was
conditioned on the recipient
nation’s engaging in appropriate
expansionary policies. Today, the
mandate often appears to be that of
a bill collector for lending nations:
its objective is to make sure that the
debtor country has as large a war
chest as possible to repay outstand-
ing loans and to ensure the mainte-
nance of overvalued exchange rates
in order to easily acquire foreign
currency. These objectives require
achieving a massive trade surplus
as quickly as possible, regardless
of the costs to the country or its
neighbors. Capital-market liberal-
ization also reflects the interests of
the financial community in ad-
vanced industrialized nations. In
part, the IMF is opening up lesser-
developed markets to an industry
in which the advanced nations have
a comparative advantage.

The IMF focuses on the repay-
ment of loans far more than on the

rogation of the social contract un-
der which these countries had so
successfully operated for a third of
a century, and that such an abroga-
tion—and the public bailouts that
tollow—is the action that truly un-
dermines capitalism and the long-
term stability of society. The
problem is that the IMF cannot
openly announce its new mandate,
and so it formulates an amalgam of
policies that were both ineffective
and lacking in intellectual coher-
ence.

Other aspects of the IMEF, such
as its organizational structure and
rules of conduct, also contribute to
its policy blunders. The institution
has a hierarchical structure, not un-
common among organizations that
are designed to deal with crises; one
cannot have intellectual debates on
the best way to fight a fire in the
midst of a fire. But whatever its
merits in dealing with crises, such
a structure often leads to organiza-
tions that do not adapt quickly. In
addition, the IMF conducts much
of its business behind closed doors,
without transparency. The normal
checks on institutional behavior,
the pressures to alter its models,
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and the criticism of peers that is a
normal part of intellectual and
democratic processes simply do not
exist. The IMF makes assertions
and predictions concerning its poli-
cies that are consistently proven
wrong, vet its leaders are seldom
held accountable. With each fail-
ure, the IMF has looked to others
to explain away its mistakes. Its ef-
fectiveness and credibility as an ad-
visor are undermined by its refusal
to lay out clearly the consequences
of its actions and by the fact that it
has lost touch with basic econom-
ics. Its success as a market psy-
chologist is undermined by its
recurring inability not only to pre-
dict but, increasingly, to affect mar-
ket reactions. And its effectiveness
as a political actor is weakened not
only by the first two failures but also
by the growing perception that its
policies are dominated by the po-
litical interests of the US Treasury.

A Mandate for Reform

The simplest and most
straightforward reform—one advo-
cated by many economists on both
the left and the right—is the aboli-
tion of the IMF. Some of the “pub-
lic good” functions, such as data
collection, could be transferred to
other bodies, such as the UN Sta-
tistics Division. Monitoring could
be performed by private agencies,
and if considered insufficient, by
existing or newly created peer-re-
view groups like the Organization
for Economic Cooperation and
Development. Its development and
transition programs could be as-
sumed by the World Bank, but its
core crisis-management functions
would be abolished. With flexible
exchange rates, the IMF simply in-
terferes with the functioning of the
exchange market, and its recent per-
formance has reinforced the wide-
spread view that even if markets do

A man burns a pair
of Gap pants while
protesting the 1999
WTO conference

in Seattle.
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not work perfectly, bureaucrats are
unlikely to improve matters. With-
out abolition, there cannot be a cred-
ible commitment not to engage in
bailouts, and without such a cred-
ible commitment, lenders will have
an incentive not to engage in suffi-
cient due diligence. Fxcessive lend-
ing without due diligence
contributes to economic instability.

Despite such arguments, gov-
ernments consistently react in the
same way to crises: they want some-
one to seem to be in charge. If the
IMF were dissolved, it would almost
surely be re-created when the next
crisis occurs. Thus, given that the
IMF exists and will certainly con-
tinue to do so, how should it be re-
formed?

There is now a widespread con-
sensus about one key aspect of this
reform: the IMF should be restricted
to crisis management in order to
limit the damage that its mistaken
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policies might impose. lts other
functions should be given to other
institutions. But limiting the IMF
to crisis management clearly does
not solve the problem. After all,
problems in managing the recent
global crisis were what precipitated
the debate over reforming the inter-
national financial architecture. Thus
reforms must focus on what the IMF
does in response to a crisis. Three
sets of reforms are crucial.

First, the IMF must become
more transparent. This increased
transparency would subject its poli-
cies to more critical scrutiny; it
would hopetully make it more diffi-
cult for it to use outdated and inap-
propriate models. Part of chis
increased transparency would re-
quire the IMF to disclose the models
it used and to predict the conse-
quences of its policies. Outsiders
could then independently ascertain
the accuracy of these forecasts. In
addition, if the IMF paid insufficient
attention to the consequences of its
programs on poverty, there would
likely be a significant outery before
the damage was done.

Second, the IMFs interventions
need to be limited. Huge bailouts
should be a thing of the past. In ef-
fect, the advanced industrial coun-
tries provide the funds for the
developing countries to repay the de-
veloped countries’ banks, but the real
burden is borne by taxpayers in the
developing countries, since the IMF
is almost always repaid. There should
be a prima facie case that if a huge
bailout is required, the exchange rate
should not be at an equilibrium level.

Third, the conditions imposed
by the IMF need to be reformed.
Supporters of the IMF often point
out that all lenders impose condi-
tions to make sure that the funds are
used as promised by borrowers. But
the IMF’s conditions are different.
They are not necessarily designed
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to enhance the likelihood that the
loan will be repaid; in some cases
the conditions actually have the op-
posite effect. In other cases, the con-
ditions have little or nothing to do
with the crisis. For example, South
Korea’s erisis had nothing to do with
loose monetary policy leading to ex-
cessive inflation, yet the IMF entered
into the political sphere demanding
reforms of Korea’s central bank to
make it focus exclusively on reduc-
ing inflation and becoming more in-
dependent. Forcing Korea to move
up the timing of some trade liberal-
ization measures to which it had pre-
viously agreed had absolutely
nothing to do with the crisis; it was
simply a crude political power play.

Even when there are particular
structural weaknesses that can be
linked to a crisis, reforms must be
carefully dmed and paced. What
would have happened had the
United States gone to the IMF in
the midst of its 1989 financial cri-
sis? The IMF would have insisted
on abolishing the special tax treat-
ment of real estate and agricultural
subsidies, which serve to inflate the
price of land. Had it done so in the
midst of the Savings and Loan de-
bacle, the United States would have
had a full-blown crisis.

The rapid abolition of tax pref-
erences would have had a devastat-
ing effect on real-estate prices, and
thereby on the entire banking sys-
tem. Eventually the United States
should eliminate the real estate pref-
erences as they interfere with the
productivity of the US economy, but
adverse effects from the rapid elimi-
nation of these preferences would
have more than outweighed any
gains from improved efficiency. IMF
conditions thus need to be greatly
circumscribed, limited only to ac-
tons that are absolutely essential to
ensure the repayment of the loan
and/or to mitigate externalities,

such as those associated with exces-
sively contractionary policies.
Some reformers have argued
that the IMF should be de-politi-
cized. They observe that some of its
worst lending practices, such as the
loan to Russia in 1998, are based not
on economic analyses (which
showed that Russia had unsustain-
able debt dynamics and an overval-
ued exchange rate), but on political
motivations. Such an argument, how-
ever, runs contrary to the idea that one
of the key probleins is the IMF’ lack
of political accountability. Tt would be
one thing if the IMF’s bureaucrats
were engaged in totally technical op-
erations. But as we have repeatedly
seen, they are engaged in actions that
are inherently political, whether itin-
volves a decision to bail out interna-
tional creditors at the expense of the
domestic econorny, or designing bank-
ruptey laws that are more creditor-
friendly than debtor-friendly.

Beyond the Rbetoric

While markets are by and large
the most effective way of increasing
output and promoting growth, they
often fail. Thus, within national
economies, the government must of-
ten assume some role. Butjustat the
time when the need for internatonal
economic institutions has increased,
confidence in global institutions has
eroded, and for good reason. Re-
forms must focus more on what the
IMF does and how it does it. But we
should also be aware that the IMF is
a political organization that has sur-
vived and expanded over the past 50
vears; while its adaptation may not
have enabled it to better stabilize the
world economy, it has enabled the
IMF to survive—some say even to
prosper. Thus, we should expect the
rhetoric of the IMF to seriously con-
sider such critiques. True reform
needs to look beneath the surface,
beneath the rhetorical veneer.
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