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REFORM OF THE IMF AND WORLD BANK
Wednesday, April 12, 2000

CONGRESSOF THE UNITED STATES,
JOINT EcoNOoMIC COMMITTEE,
WASHINGTON, D.C.

The Committee met, pursuant to notice, at 9:30 am., in Room 311,
Cannon House Office Building, the Honorable Jim Saxton, Vice Chairman
of the Committee, presiding.

Present: Representatives Saxton, Sanford, Dodlittle, Ryan, Stark,
Maloney, Minge and Watt.

Staff Present: Christopher Frenze, Robert Keleher, Darryl Evans,
Stephen Thompson, Colleen J. Healy, Howard Rosen, Daphne Clones,
and Leah Liston.

OPENING STATEMENT OF

REPRESENTATIVE JIM SAXTON, VICE CHAIRMAN

Representative Saxton. Good morning. It is a pleasure to
welcome Dr. Mdtzer and Dr. Lerrick, Dr. Caomiris, Mr. Levinson to the
Committee thismorning. Asmost everybody here knows, Dr. Meltzer
serves as Chairman of the International Financia Institutions Advisory
Commission (IFIAC), and the other members of the panel are also
associated with the Commission. | would like to compliment you for
taking the time and effort to grapple with some of the most complex and
challenging issuesin economic policy and producing such an excellent
report.

Today we plan to focus on the substantive economic and financial
issues related to the International Monetary Fund (IMF) and the World
Bank and how they relate to proposalsfor reform. Asonewho has been
involved in issues related to reform of the IMF for several years, | am
encouraged by the emerging consensusthat has devel oped on somebasic
principlesrelating to theseimportant issues. The principlesthat now enjoy
broad support include: first, the IMF should provide more transparency;
second, the IMF should focus on short-term crisislending; third, theIMF
should scale back development lending; and fourth, the IMF should end
interest rate subsidies.

Thereis significant agreement on arange of other issues as well.
Themain question remaining is how to consistently apply these concepts
to IMF reform. Tactical differencesin the applications of these principles



2

should not be permitted to distract attention from how much consensus
has been achieved on basic principles for IMF reform. For example,
recently Secretary Summers has called on the IMF to focus on crisis
lending while deemphasi zing devel opment lending and raise at |east some
IMF interest rates. Thisisvery encouraging to those of us in Congress
who have supported these objectives for quite some time and thus
welcomed Summers support of IMF reform. As news reports noted at
the time, Mr. Summers seemed to borrow heavily from congressional
critics of the IMF and from the expected recommendations of the Meltzer
Commission.

Our perspective here at the Joint Economic Committee (JEC) has
focused on transparency and the finances of the IMF. These two issues
are closely related and have important implications for Congress. Asa
former IMF research director recently said, “the Fund's jerry-built
structure of financia provisionshas meant that almost nobody outside, and
indeed, few inside the Fund, understand how the organization works.”

However, theIMF isapublicly financed ingtitutionin whichthe U.S.
has a prominent financial and policy-making role. Congress has an
important responsibility to monitor how effectively taxpayer funds are
being used and ensure that adequate safeguards are in place. Obvioudly,
thislack of IMF transparency undermines Congresssability to carry out
this oversight responsibility. We have finally managed to decipher and
decode the IMF's accounts, but IMF finances really are not
understandable and do not comply with the transparency standards the
IMF imposes on others.

Our Committee findings show that the base of the IMF financial
support is much narrower, for example, than officialy portrayed, with the
U.S. contributing 26 percent of the IMF's usable resources and the G-10
countries contributing afull 77 percent of the IMF's usable resources.
Over haf thelMF membership contributes virtually no usablefundsat all.
Furthermore, in one recent period, 70 percent of the IMF credit was owed
by just five borrowers. Russia and Indonesia together accounted for
one-third of theoutstanding credit. IMF interest rates are currently about
4.7 percent, far below the market rates available to IMF borrowers and
below the rates available to the most creditworthy nations, such as the
u.sS

Two years ago the Joint Economic Committee also found there were
no effective safeguards or accounting controls in place to monitor IMF
loan disbursements. Billions of dollars would be disbursed by the IMF
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with no effective accounting controlsin place to enablethe IMF to verify
information and ensure that funds were properly used. Given the rather
low public integrity standardsin place among many IMF borrowers, this
cavalier approach failsto takeinto account the fiduciary responsibility of
the Fund to member countries and their taxpayers. After repeated public
embarrassments, and my introduction of legislation mandating IMF
accounting controls, it isgood to see that the IMF isfinally taking long
overdue steps to address some of these issues.

Although most of our research at the Committee has focused on the
IMF, reform of the World Bank isalso needed. The overlap of IMF and
World Bank devel opment activitiesisacknowledged by each agency, but
is apparently not viewed as aproblem. Not only isthe IMF involved in
many development activities, but the World Bank has participated in
bailouts during economic crises.

A clear distinction between the different missions of the IMF and
World Bank is urgently needed, and this problem is also addressed by the
Meltzer Commission.

The congressional agenda for reform of the IMF and the World
Bank is an ambitious and compelling one. However, in the case of the
IMF, the Congresshas provided over one-quarter of the usable resources,
more than the three next largest contributors all combined. Over time a
continual assertion of congressional pressure can make a tremendous
difference, and thisistheintent of the IMF Reform Act of 2000, which
| recently introduced. Congressisin debt to Chairman Meltzer and the
Commission for providing an excellent blueprint for reform of the IMF
and World Bank.

Before we go to the Commission, Dr. Meltzer and others, are there
other Members who may have opening statements?
Mr. Minge.

[The prepared statement of Representative Saxton, together with the IMF
Reform Act of 2000 (H.R. 3750) appear in the Submissions for the
Record on page 48.]

Representative Minge. Thank you. | would just like to make
sure that we have submitted for the record an opening statement from
Congressman Stark.

Representative Saxton. Without objection.
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[The prepared statement of Representative Stark appears in the
Submissions for the Record on page 58.]

Representative Minge. | would aso liketo just briefly note that
| have been corresponding with the Chair of the Joint Economic
Committee concerning the importance of holding a hearing on the balance
of trade issue and the trade deficit that we have in the United States and
the problems of a strong dollar, and | hope that this Committee will be
able to move ahead to do that. | think these are two very important
considerations for the American economy. In the short term, they may
not appear to be assignificant, but inthelong term| think that if we don't
address them, we are going to reap the consequences. So | hope we can
do that, and with that | close my statement.

Representative Saxton. Thank you, Mr. Minge. Mr. Doolittle.

OPENING STATEMENT OF

REPRESENTATIVE JOHN T. DOOLITTLE
Representative Doolittle. Thank you, Mr. Chairman. | look
forward to hearing the proposalsto reform theIMF and the World Bank,
and | thank you, Mr. Chairman, for performing a valuable service by
focusing attention on this issue. Restructuring and cutting back the
powers of the International Monetary Fund, | think, is clearly necessary
considering itsrole in the recent financial crises across the world.

Therecord of the IMF as banker to governmentsin financia distress
has not inspired confidence. The IMF egregioudly violates sound banking
practices, calling into question its condemnation of the poor financial
systems of loan recipients. Most recently the decision to lend to Russia,
a country that has defaulted on its debt and shows little dedication to
economic reform, demonstrates that the IMF is a poor role model for
sound banking. Although the circumstances|eading to financial crisisin
Latin America, Asia, and Russia differ in many respects, a common
thread was a lack of adequate banking supervision, transparency, and
oversight.

Many countries use the banking system as an instrument of
development strategy. The government chooses industries and ventures
it believes will contribute to development. It then directs credit to these
winners, often by encouraging commercial lenders to favor those
industries. This policy undermines the growth of the sound banking
system by preventing banksfrom assessing loan applicationson the basis
of such criteriaas likelihood of repayment and available collateral. These
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highly regulated banking systems provide the perfect means for corrupt
officiastofunnel fundsto politically-connected industriesand individuas.
Overdl financia instability increases because | oan assessments based on
economic and business criteriaincluding financia viability are suppressed
in favor of loans made for political priorities. Such a system produces
more bad |oans and |osses than a banking system based on sound credit
practices.

In exchangefor billionsin credit to governments around the world,
the IMF requires countries to implement specific policy changes to
address the cause of the financia instability. Broad financial service
reform, especialy of commercial banking, has become afavorite IMF
policy prescription. Typically thisincludeswriting off bad loans, closing
bankrupt institutions, and improving oversight of banking practices.

Would that the IMF followed its own advice. Instead of restricting
or denying credit to countrieswith arecord of resisting economic reform,
the IMF eagerly enters into loan after loan. The most recent glaring
example of thispracticeisRussia. Despite over $27 hillion in IMF credit
since 1992, the Russian Government has been unwilling or unable to
reform the economy. It has defaulted on much of its debt. It has even
admitted that as much as $50 billion in central bank reserves, including
IMF loan proceeds, was siphoned off for questionable purposes with the
cooperation of Russian officials.

Russia is the most recent example of decades of poor banking
practices on the part of the IMF. Another is Peru, which entered into 17
different arrangements with the IMF between 1971 and 1977 despite
repeated failure to meet many of thereform conditionsthat accompanied
the loans. In effect, these IMF loans financed destructive economic
policies that made Peru less able to repay itsdebt. A third exampleisa
$3.4 billion IMF loan to Mexico, only one year after that country had
initiated the 1982 Latin American debt crisis by defaulting on its debt.

Despite the IMF's vocal support for sound banking principles, its
actionstell adifferent story. The IMF exports poor banking practice by
example. It damagestheinternationa financial system when it continues
to lend to countrieslike Russia, afinancial black hole. 1nan October 1998
statement, the IMF noted that, quote, markets do not operate well when
trangparency and accountability arelacking and market participants do not
operate under an internationally accepted set of principles or standards,
end of quote. Theworld economy will continueto suffer solongasIMF
actions fail to match IMF rhetoric.
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[The prepared statement of Representative Doolittle appears in the
Submissions for the Record on page 61.]

Representative Saxton. | thank the gentleman. We will proceed
with our witnesses at thispoint. We appreciate your being here and want
to express our gratitude for the great job you did, Dr. Meltzer, as
Chairman and member of the Commission.

We want to give you plenty of time to express your thoughts on
these important issues.

So, Dr. Médytzer, if you would like to begin, and thank you again for
being here.

STATEMENT OF ALLAN H. MELTZER, CHAIRMAN,
INTERNATIONAL FINANCIAL INSTITUTION

ADVISORY COMMISSION
Dr. Meltzer. Thank you, Mr. Chairman. Thank you for your
opening statement. It isfair to say that the Commission followed the lead
that you established for us, you and your staff, which was very helpful to
us, as| say in my statement.

It is a great pleasure to appear here today to discuss the
International Monetary Fund and the international financial institutions.
The Joint Economic Committee's leadership and its staff have done
valuable and important work to increase understanding of the IMF's
working. At the very start of the Commission's work, we turned to the
JEC staff for the help that they willingly gave. We are grateful to you,
Mr. Vice Chairman, to the Chairman, the Members of the Committee and
its staff.

Today | will focus mainly on the IMF and the bipartisan, Majority
proposals for reform and change. Two of my colleagues, Dr. Calomiris,
who was a member of the Commission, and Dr. Lerrick, who worked as
asenior advisor to the Chairman, will talk about other aspects so that we
will try to cover afull range of issues.

Our proposals have been publicly availablefor more than amonth.
| am pleased to note that they have attracted considerable attention,
including favorable editorialsin many leading newspapers at home and
abroad. Most writers and commentators have suggested that the
bipartisan, Mgjority proposals should serve as the basis for future
discussions of reform. The opportunity for reforms that was ignored at
the 50th anniversary of the IMF and the Bank has now been revived.
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TheMgority isgrateful that in the month that followed release of the
Commission Report, discussion has not only remained active, but earlier
vituperation and personal attack have ended. Discussion has been
substantive and directed at the issues discussed and raised in the Report.
| hope that will remain true today. Once we moved to substance,
differences and reasons for differences began to appear. But it aso
became clear that thoughtful commentators have found considerable
common ground, as you pointed out in your opening statement.

| can illustrate some broad agreements by referring to some of
Treasury Secretary Summers recent statements, namely hisspeechtothe
Council on Foreign Relations, his testimony to the House Banking
Committee, and his recent column in the Financial Times.

Secretary Summers statements of core principles for reform calls
for, one, clear delineation of responsibilities between the IMF and the
multilateral development banks; two, a refocused IMF that concentrates
on short-term liquidity lending; three, the establishment of preconditions
to strengthen incentives that forestall crises; and, four, dissemination of
information to markets. These statementsareentirely in accordancewith
the Mgjority Report.

Secretary Summers would assign the development banks
responsibility for, one, targeting financial resources to the poorest
countrieswithout accessto private sector financing; and, two, increasing
production of global public goods. He asksfor reformsthat will provide
substantia improvement in the effectiveness of development aid and debt
relief for the heavily indebted countriesthat implement effective economic
development strategies. Again, he agrees with the Maority Report.

He agrees, alo, that thereis costly and wasteful duplication between
the World Bank and the regional development banks. Although he does
not go asfar asthe Mg ority to eliminate that duplication, the differences
do not seem great. And he agrees fully with the Majority of the
Commission on the need to avoid pegged exchange rates.

On other issues we appear to be farther apart. | am at aloss to
understand why he regards our recommendations for preconditions on
IMF lending at a penalty rate as a potential source of instability.
Countries that have not satisfied the conditions would borrow at a
superpendty rate under the Mgjority proposa. But thisdistinction misses
apoint that we failed to emphasize sufficiently. Countrieswould have a
powerful incentive to meet the preconditionsif not in five years, then as
quickly as they can.
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The reason is that once some countries have qualified, those that
have not qualified would face difficulties borrowingin the capital markets.
Private lenders would prefer to lend to countries that meet the new
international standards. Some would charge a higher rate, but many
would avoid lending to countries that do not meet the four preconditions
for stability.

The preconditions the Mg ority chose are not arbitrary. Oneisan
extension of the type of standards for bank capital that developed
countries have now adopted based on the Basel agreement. Another is
based on the WTO's (World Trade Organization) protocol 5 that permits
foreign banks to complete in the country's markets. More than 50
countries have accepted this protocol. The remaining conditions require
reasonable fiscal policy and the timely release of information on the
maturity distribution of sovereign debt. These seem not only
unobjectionable, but necessary for stability. Experiencein Latin America
has shown how much economic and financial stability improved locally
and globally when banks had adequate capital and foreign banks were
permitted to compete in Argentina and Brazil.

While no one can guarantee that all crises would be avoided, crises
would certainly be reduced in severity, frequency and extent if the
financial system and the fiscal system met standards that limited the
possibility of financing overly expansive fiscal policies. Real shocks
would still occur, but financia expansion cannot solve problems caused by
real shocks. The IMF'sjob isto resolve short-term liquidity problems.
Longer-lasting problems and poverty relief that require structural or
ingtitutional change should be financed by |oans from devel opment banks.
These loans and poverty relief would be available from the devel opment
banks under the Commission's proposals.

Some critics of the Majority Report, including the one of today's
witnesses, claim that the Mgjority wanted to weaken or destroy the IMF,
but instead settled for reducing itsrole. Thisisnot only incorrect, it totally
misses the point of the Majority Report.

The world has lived through a series of deep crisesin the last 20
years. The Magjority and many others believe there are three major
reasons for the depth and frequency of these crises: first, the collapse of
pegged exchange rates; second, the collapse of weak financial systems,
and third, thelong delay between thetime acrisis erupts and thetime the
IMF or others are ready to help. The delay is caused by the long
negotiation over the conditionsthat the crisis country must accept before
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help becomes available. Of course, it does not always meet those
conditions. In fact, it rarely meets those conditions.

The Majority resolved the three problems by replacing ex post
conditionality with preconditions that strengthen financial systems and
avoid lengthy negotiation. The Maority also favored an end to pegged
exchange rates, a view that Secretary Summers shares, as | said, a
moment ago.

If future crises are less frequent and less virulent, the IMF's role
would besmaller. It would still haveamajor role aslender of last resort
to developing countries and increased responsibility, and | want to
emphasizeincreased responsibility, for marshalinginformation, increasing
its quantity and improving itsquality. Thisroleisvital now that werely
principally on markets, not on governments or agencies, to alocate capital
to developing countries. Better, moretimely information isthe enemy of
financial crises.

Criticisms of the Mgority proposal for the devel opment banks stress
the number of poor people in middle-income countries. The number of
poor peopleisan attractive criterion only at first glance. | am confident
that on further reflection, reasonable people, including Secretary
Summers, will agree with the Commission Mgjority that a better criterion
is the number of people who lack adequate access to resources. China
has many poor people. The Majority wants the development banks to
continue to give technical assistance and support to China. But China
holds more than $150 billion in foreign exchange reserves and receives
private capital inflows that grestly exceed any amountsit receivesor is
ever likely to receive from the development banks. No lessimportant, a
reallocation of development bank lending from China to effective
programs in the poorest countries would permit these agenciesto increase
aid to the poorest countrieswithout — those countries without alternative
resources. Dr. Lerrick will talk to that more fully in afew moments.

Some have argued that the market would not finance socia services
or education. The Majority believes thisis a misunderstanding of the
banks practices. The development banksreceive government guarantees
when they lend. When private lenders have the same guarantees, they
are not concerned if the loan finances social reform, education, or other
proposals with high socia returns but low monetary returns.

Some have pointed to the recycling of loan repayments as a source
of aid. The Mgjority was aware of the need for additional funding for
poverty and said so. It is important to recognize, however, that if a
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devel opment bank agreesto continue subsidies, many countries, even poor
countries, could borrow in the marketplace when they hold a guarantee
of 90 percent of the project cost from the development banks. Thiswould
reduce the amounts that the banks would show as outstanding loans or
pay as granted under our proposal without lowering the resources made
availableto the poor countries and the programsthat could be supported.
Thereis, in short, little reason to believe that our proposals would harm
the developing countries. The Mgority strongly supported increased
assistance to the poorest countries if assistance becomes more effective
through closer performance monitoring, use of grants, and other Mgjority
proposals.

| would liketo end by raising oneissuethat is or should be one of the
most important issues for the American people. That issue remains
unspoken by the critics.

This administration, even more than previous administrations, has
used theinternational financial institutions as sources of readily available
fundsto supportitsforeign policy. If it could not make heavily subsidized
long-term lcansthrough theseinstitutionsto Russia, China, Mexico, Brazil,
and other countries whose policies the U.S. wishes to influence, the
administration would have to change policy or ask Congress to
appropriate the funds. Congress could perform better oversight, would
guestion whether programs are successful and whether they benefit the
American people.

This issue is sometimes described as a foreign policy issue. The
Commission Mg ority isaccused of interfering with the conduct of foreign
policy. Thisaccusation isusually made sotto voce. | do not agree with
that characterization. The coreissueisthe congtitutiona responsibility of
Congress to appropriate funds. Administrations for years circumvented
the budget processto support Mobutu, Suharto, Marcos, and others. The
Majority believesfirmly that final decisions about spending should remain
with the Congress, not the admini strati on acting through the international
financial ingtitutions. This reform is most basic because it deals with
legidative responsibilities and constitutional prerogatives that, once
sacrificed, are difficult to recover. Thank you, Mr. Chairman.

[The prepared statement of Dr. Meltzer together with the IFIAC Report
appear in the Submissions for the Record on page 64.]

Representative Saxton. Dr. Meltzer, thank you very much.
Dr. Lerrick.
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STATEMENT OF ADAM LERRICK, SENIOR ADVISOR,
INTERNATIONAL FINANCIAL INSTITUTION

ADVISORY COMMISSION

Dr. Lerrick. Good morning, Mr. Chairman. Itisaprivilegeto
addressthe Joint Economic Committee. | have worked with the staff for
anumber of years, particularly on IMF issues. | am pleased to note that
the staff is going to address what is considered at the IMF the final
frontier, which isthe SDR (specid drawing rights) department, which few
inside the Fund understand, as well as outside the Fund. But the subject
of my remarksthismorning is going to be the financing of development
grants.

Oneof themost controversia of the M tzer Commission's proposals
is the change in the format of development aid, the replacement of
traditional subsidizedloansby grantsfor infrastructure and socia service
projects. Thisisacoreissuein the discussion of the effectiveness of aid.
Although the concept of grantsisfamiliar, the new mode proposed by the
Commission is ahybrid variety.

Grants are a gift, but a gift with strings attached. They make
possible the funding of aprogram in full, but are paid only after audited
proof of concrete results. They reinforce discipline by demanding a
current copayment by the recipient, and they leverage every dollar of
scarce aid resources by drawing upon the capacity and skills of the
private sector. Even adecade ago, the capital markets did not imagine
what they offer routinely today, sheer size, sophistication in instruments
and the willingnessto tolerate the risk which once deterred projectsin the
developing world.

Loud and determined voices have risen in protest of the grant
concept, al with one recurring theme: Grants will mean less money for
the world's poorest.

Secretary Summers wrote in the Financial Times, “This would
dramatically reduce the total amount of resources that can be brought to
bear in these devel oping economies and require an unworkable system for
ddivering such assistance.” World Bank President Wolfensohn in aletter
to Commission Chairman Meltzer deemed grants“unrealistic” and went
on to write, “In atime of severely constrained foreign aid budgets, it is
highly doubtful that donors would be able to provide and sustain the
needed level of funding.”
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Clearly the analysts at the Treasury and the World Bank have
misunderstood the economics of grant financing and have ignored the
potential of the private sector. A $100 million World Bank loan does not
require $100 millionin grantsto achieve the sameresult. Every dollar of
annual grantsreplaces $17 of loansfor the nationsthat need it most. The
effective use of the $133 billion in equity resources aready at the World
Bank will generate an annual grant stream of $10.4 billion and support
$185 billion inaid programs or 78 percent more than is currently provided
to the poorest nations. Each new appropriation will yield 140 percent of
itsdollar value.

The first question that has been asked is how do grants replace
loans. The economics of the Commission's grant financing proposal
permits the devel opment banks to leverage resources by drawing upon the
vast capacity of the private sector. The only true aid component of
development assi stance and the only cash requirement of thisnew format
inaworld of sophisticated financial marketsisthe small grant or subsidy
that fillsthe gap between what impoverished recipients can afford to pay
and the real cost of supplying the service. Under the Commission's
proposal, this ranges from 90 percent of cost to 10 percent, depending
upon the nation's per capitaincome and capital market access.

Anexamplewill clarify the grant-loan equivaency. A $100 million,
20-year project can be financed through atraditional World Bank 20-year
subsidized credit. Thiswould require $100 million of aid resources. This
is the traditional approach development banks have taken in the past.
Alternatively, the project could guarantee annua payments of $13 million
upon delivery of results. If theincomelevel and capital market access of
the recipient country qualify for 50 percent grant aid, the World Bank
would enter into adirect contract to pay $6.5 million per annum to the
provider upon delivery of service. Therecipient government would enter
into asimilar contract with the provider to pay the remaining $6.5 million
per year. The service provider would utilize the two contracts as security
to obtain private sector funding. The financeable value of the direct
World Bank revenue stream is $59 million. The financeable value of the
recipient country revenue stream is $41 million. The reason for the
differenceisthedifferent yieldsthat the market would require on adirect
contract with the World Bank compared to a contract with a recipient
developing country. The private sector will provide the requisite $100
million in funding with only a$6.5 million per annum commitment of the
World Bank.
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This is how you achieve the leverage of $6.5 million in annual
devel opment assistance providing $100 million of development programs.

The key role here is the financing role of the private sector. Some
may fear that the private sector will not provide the requisite resources
because most truly poor countriesare not creditworthy. Thisimpediment
iseiminated by the structure of the Commission'stools. The supplier is
paid directly by the development bank upon independently verified
delivery of service for its share of the cost. In the case of very poor
countrieswith no capital market access, the direct payment obligation of
the World Bank will equal 90 percent of total cost. A contract directly
with the World Bank is eminently financeablein the private sector. The
credit risk for the capital marketsistherefore that of the service provider,
which will be maor international contractors or nongovernmental
organizations, not the aid recipient. Thefavorablecost of thisfunding will
be incorporated into the user fees on the project that is implemented.

Astheincomeleve or capital market access of the recipient nation
increases, the share of the World Bank payment in total cost declines, but
the ability to finance the recipient's obligationsin the private sector rises.

The next question that has come up iswhere will the grant funding
comefrom? The World Bank has $133 billion in paid-in equity resources
today. Paid-in capital and retained earnings on the Bank's balance sheet
amount to $29 billion, and IDA,, itsaid arm, holds $104 billion in resources.
If this endowment isinvested in market investments at a conservative 8
percent return, an income of $10.6 billion will be earned annually. After
deducting $200 millionin administrative expense to run the aid program,
the existing resourcesin the Bank will generate astream of $10.4 billion
in annual grantsin perpetuity.

The Commission has proposed two devel opment bank tools: loansto
promoteinstitutional reform with subsidized interest rates based upon the
Bank's own cost of financing, and grants covering a portion of user fees
on infrastructure and social service projects. The extent of the interest
and user fee subsidies varies between 10 and 90 percent based on the
incomelevel and capital market accessof therecipient. Theinstitutional
reform loanswould be funded through the issuance of debt secured by the
Bank's investment portfolio.

The $10.4 billion annual grant flow would be utilized to pay the
interest subsidy on institutional reform loans and the user fee subsidy on
infrastructure and social service projects. Utilizing the Bank's guideline
of 25 percent of programs devoted to institutional reform, the grant
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system under existing resourceswill support $185 billionin aid programs
for the world's poorest countries. This is 78 percent more than the
current $104 billion maximum under IDA's prevailing system of subsidized
credits. The proposed structure hasthe additional benefit of reducing the
Bank's capital at risk to the poorest countries by 55 percent because the
endowment and grant revenue stream are unaffected by the financial
condition of therecipients. Thiscontrastswith the current system where
the funds are totally lent out to the recipients, and if there are write-offs,
such as proposed under HIPC legidation, or defaults, the resources are
lost. The current level of IBRD non-aid lending can be maintained and
supported by the callable capital of its industrialized members and a
portion of the Bank's equity and investment portfolio.

The endowment would start at $50 billion representing the IBRD
equity capital and undisbursed fundsat IDA. As each $100 of existing
IDA creditsisrepaid, instead of relending it, it would be added to the
endowment. Thiswould create investment income of $8 for each $100
repayment and provide grants that would leverage $140 in devel opment
programs. Similarly, each new appropriation would increase the
endowment and raisetotal aid programs by 140 percent of the new funds
provided.

Any modifications of the assumptions underlying the analysis,
including changes in financing rates, investment returns or amortization
schedules, will not alter the basic results significantly.

From a financial standpoint, the Commission's proposal is
straightforward. The proposal is making effective use of scarce
development funds and of sophisticated financial markets.

In the appendix to my written statement, | have provided an andysis
of the sources of World Bank income currently. In contrast to the Bank's
public statements, its income does not arise from lending activities.
Interest rates on loans only cover the Bank's borrowing costs plus
adminigtrative expense. Thereisno link between loansto middle-income
countries and transfers to the poorest members. The Bank's net income
is derived from two sources unrelated to its development mandate, the
investment of its equity capital and donor funds and the profit from the
reinvestment of borrowed funds in the market instruments. Thank you
very much.

[The prepared statement of Dr. Lerrick appearsin the Submissions for
the Record on page 251.]
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Representative Saxton. Thank you, Dr. Lerrick.
Dr. Calomiris, you may proceed.

STATEMENT OF CHARLES CALOMIRIS, MEMBER,
INTERNATIONAL FINANCIAL INSTITUTION

ADVISORY COMMISSION
Dr. Calomiris. Thank you, Mr. Chairman. Thank you for inviting
me to appear here today. | want to begin by commending you and the
Joint Economic Committee for having maintained over the last several
years an open and lively forum for debate on reforming the IMF and the
development banks.

It was a privilege for me to serve on the Meltzer Commission. We
considered a remarkably broad range of issues, unearthed significant
information pertaining to the financial institutions' actual policies, and
made what | think are a set of careful and creative suggestions for
reform.

Othersmay disagree with us on the details of our recommendations,
but I hope they will agree that our deliberations were a good faith effort,
as is apparent in the strong bipartisan majority that voted for the
Commission Report.

In my previous testimony before the House and Senate Banking
Committees, | outlined the Commission'srecommendations, explainedin
my words the rationale behind them, and responded to Secretary
Summers' preliminary reaction to our Report. Given the substantial
common ground between Secretary Summers and the Commission, it is
my hope and belief that most or al of the Secretary's doubts about our
recommendations will be resolved by afuller consideration of the logic
that underlies those recommendations, and | note that Dr. Lerrick's
excellent presentation heretoday isagood step in that direction vis-a-vis
the grant funding proposals.

| will not reiterate my previous testimony here today, but | am happy
to answer any questions that you or members of the Committee may have
onthesevarioustopics. | do, however, want to emphasi ze one point here
today that received less attention in earlier congressional hearings.

A basic premise of our Report is that the international financial
institutions should be transformed into effective economic mechanisms.
To be effective as economic mechanisms, that is, to avoid being employed
merely as political dush funds for broad foreign policy objectives, they
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must have clearly defined goals and they must meet disclosure and
governance standards that ensure that they stay true to those goals.

Some members of the Commission, notably Mr. Levinson, have
disagreed with the Majority's view on this point. This, rather than the
details of the economic reasoning of the Majority, | believe, lies at the
heart of the disagreement between the Mgjority of the Commission and
our critics. | think itisfair to say that Mr. Levinson in particular seesthe
multilateral agencies largely as vehicles of broadly defined American
foreign policy.

Some observers might beforgiven for concluding from some of his
remarks that he would use the IMF, WTO and development banks as
toolsto further protectionist interests of Americas labor unions. | note,
however, thisisnot what Mr. Levinson says motivates his statements, and
| think it would be wrong to question his motives. Rather | want to
guestion his central premise, that the IMF and World Bank should be used
as tools to pressure countries to adopt particular policies in pursuit of
American interests. | think instead that foreign aid should serve that
function, and in so doing, aid should be subject to congressional oversight
consistent with the essential balance of power envisioned in our
Constitution.

The role of the multilateral institutions should be fundamentally
different from that of foreign policy. The multilateral institutions should
improve the world economy in three essential ways: First, by providing
globd public goods, for example, liquidity, therule of law in international
trade relations, and improvementsin public health technology; second, by
providing solutions to problems of negative externdlities across countries,
for example, pollution and economicinstability that spillsacross national
borders; and third, by offering an effective means for coordinating the
global attack on poverty in the poorest countries.

Thesearesufficient challengesfor the M F, the devel opment banks,
the BIS (Bank for International Settlements) and the WTO. Adding a
broad discretionary foreign policy roleto that list of challengesis highly
counterproductive. It crowds out scarce resources that are needed for
bona fide economic objectives. It distracts the management of the
institutions and forces them to depart from clear rules and objectives. It
makes it hard to establish norms for the conduct of management and
mechanismsto ensuretheir accountability and thus erodes the ingtitutional
integrity and credibility of the multilaterals.
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ThelMF'sRussian fiasco of 1997-1998 illustratesthat point nicely,
as does the IMF's current program under negotiation with Ecuador. No
knowledgeabl e observer of Ecuador with whom | have spoken believes
that Ecuador will adhereto thefiscal or regulatory reform conditionsthat
the IMF will attach to its proffered loan subsidies. Nor does anyone
regard Ecuador's problem as one of illiquidity.

Ecuador has been suffering a deepening fiscal crisis for several
years caused by the combination of an unresolved interna political
struggle, weak banking system regulation and severe economic shocks.
Under current circumstances, itisvery hard to arguethat channeling IMF
loan subsidiesto Ecuador makes sense either asameans of mitigating an
illiquidity crisis (which doesn't exist) or of spurring institutional reform.

Some observers have argued that IMF aid is probably better
understood as a means of sending political payola to the Ecuadoran
Government at atime when the U.S. wishes to ensure continuing use of
its military basesthere for monitoring drug traffic. | am not sureif that
perspectiveis correct, but if the United States wishes to provide foreign
aid to Ecuador because of its value as a strategic military base for
monitoring drug trafficking, let that policy be debated in Congress, and let
our government decide whether to do so. Dragging the IMF into this
affair only further weakensthat institution's already damaged credibility.

| emphasizethat | am not arguing against foreign aid, but rather for
aseparation between foreign aid broadly defined and the mandates of the
international financial ingtitutions. That principle aso explainswhy | do
not think that the devel opment banks, the IMF or the WTO should require
member states to adhere to specific rules governing their domestic
economies unless, and | repeat unless, those rules are necessary for the
successful implementation of the narrowly defined economic objectives
of the economic institutions.

Let meclarify thispoint. Prudential regulatory standards for banks
are a reasonable requirement for the IMF to impose on would-be
borrowers since that requirement reduces the possibility of the abuse of
IMF loans. That goal, reducing the abuse of IMF loans, not a general
desire to impose bank regulatory standards, motivates the Commission's
recommendationsinthisarea. Inthislightitisclear why so-called core
labor standards were not an element of our suggested prequalification
reguirements for the IMF. Similarly, because we saw the role of the
other multilateral s as confined to providing global public goods, poverty
aleviation, and solutions to externalities across countries and not to
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encroaching on national sovereignty for its own sake, we did not
recommend that the World Bank or the WTO encourage either through
carrots or sticks the adoption of core labor standards.

Inthisregard, | would like to clarify astatement that | made during
the Commission hearings which Mr. Levinson has repestedly quoted, one
which pertainsto U.S. trade policy as well as to the appropriate use of
conditionality by the multilatera ingtitutions. In my view, the effect of
imposing core labor standards on other countries through threats of
protectionist policiesisboth disadvantageousto Americansand immoral.
It is disadvantageous to us because it raises the cost of U.S. consumer
goods. Itisimmoral because the effect of those standardsin developing
economies would be to prevent poor people, especialy underaged poor
people, from earning essential income necessary to feed, clothe, and
house themselves.

Nonethe ess, | would not argue and did not argue during our hearings
that the United States should always be willing to trade with any country
or that countries should be allowed to participate in the multilateral
institutions no matter what their domestic policies. For example, |
specifically noted that countrieslike Nazi Germany were clear examples
of evil, abusive regimeswhich so violated the basic human rights of their
citizens that it would be unconscionable to trade with them much less
support them. There may be examplesin today's world that cross that
line, but permitting starving 10-year-oldsto work should not be sufficient
to place a country on that black list.

Mr. Chairman, again, thank you and the Committee for inviting me
and for your attention. | look forward to your questions.

[The prepared statement of Dr. Calomiris appearsin the Submissionsfor
the Record on page 261.]
Representative Saxton. Dr. Calomiris, thank you very much.
Mr. Levinson.

STATEMENT OF JEROME L EVINSON, MEMBER,
INTERNATIONAL FINANCIAL INSTITUTION

ADVISORY COMMISSION
Mr. Levinson. Thank you, Mr. Chairman. | do appreciate this
opportunity to be heretoday. Let me begin by saying that at pagefive of
my statement —and | will not read my statement in itsentirety — I assume
it becomes part of the record, so | will just deal with some of the
highlights of what has been said today. | refer to the fact that my
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separate dissenting statement should be available on the Commission
website. | am informed that it is not and that the Chairman has not
authorized it.

[ The dissenting statement in question from the Commission’s website
appears in the Submissions for the Record on page 279; see also Dr.
Meltzer's comments on page 35.]

Dr. Meltzer. That isnot correct. It has been there for weeks.

Mr. Levinson. | am sorry. People have informed me, including
staff members of this Committee, that they have not been able to access
itand it has not been available. Soiif itis, then | am delighted, and | hope
that in some way that that isamoot issue. Let's set that aside.

Now, Professor Calomiris hasreferred to my emphasis upon equity
intheinternational economic system and the emphasis upon core worker
rightsand environmental conditionsto beincorporated integrally into the
World Trade Organization and to be a subject as well of the program
conditionality of the World Bank and the IMF. Thereis no doubt that |
do support that, and let me take this opportunity to set the record straight
once and for al.

Professor Calomiris generously says that some people might
conclude that my remarks — that | intend to use the IMF, WTO and
development banks as tools to further the protectionist interests of
American labor unions. However, he says that he notes that | disavow
that intention. We all know that is a standard technique: Y ou plant the
seed as to what the intention is, and then you disavow believing that.

My father was a Teamster. He also had a chronic heart condition.
Hewasin and out of hospitals. And to thisday | can till hear him telling
me that without the health plan that he got through the union, we would
have been fiscally destitute. One day he did collapse at work, and he died
of a heart attack; when the drivers who worked with him came to the
house to pay their condolences to my mother, the shop steward for the
union brought a $500 check for burial costs, and my mother got $10,000
from alifeinsurance policy which he could not otherwise have had except
through the union.

| won afull tuition scholarship to Harvard. | got up at 5:30 in the
morning to deliver the Boston Globe and the Harvard Crimson to the
dorms, but | still could not have done it if | hadn't had some financid
support from the family. That financial support was possi ble because of
the fact that our medical costs were defrayed by the health plan that we
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obtained through the Teamsters Union. So my support of core worker
rights, including aboveall freedom of expression and collectivebargaining,
isamatter of conviction and persona experience. | make no apologies
for my support of that, nor do I make any apologiesfor my work with the
AFL-CIO on theseissues and my writingsin this connection. So let'sbe
clear. Thereisno doubt | support core worker rights. It is based upon
personal conviction, personal experience. | work with the AFL-CIO
people. | have no apologies to make for that association.

The heart of the difference between us is precisely this issue of
equity intheinternational system conceived asasystem. If we step back
and look at the World Trade Organization, we see a mature dispute
settlement system for resolution of trade conflict. If we look at the
NAFTA (North Atlantic Free Trade Agreement), we see achapter 11 on
investor rights, which gives the investor in the case of U.S. the right to
bring a suit against a state, namely Mexico or Canada.

If welook at the multilateral financial institutions, the World Bank
and the IMF, we see that they are intervening in the labor market for
what is called labor market flexibility, whichisaeuphemism for requiring
countriesto adopt measureswhich makeit easier to fireworkers, weaken
the capacity of trade unionsto negotiate on behalf of their members, and
drive down wages to gain competitive advantage. However, they
disavow intervention for the purpose of addressing labor market abuses
such as the use of the coercive power of the state to deny workers the
right of free association and collective bargaining. That, they say, is
political.

It escapes me as to how intervention for the purpose of driving down
wages and weakening trade unionsis not political, but intervention for the
purpose of protecting coreworker rightsispolitical. | think that position,
frankly, is nonsense.

So the difference between us is that in my separate dissenting
statement and in my statement today, | emphasi ze this question of the lack
of equity in the system, the imbalance in the system. Y ou would never
know from reading the Majority Report that the Commission took any
testimony on thisissue. Asl notein my prepared statement today, there
was extensive testimony, but theissue isn't even addressed in the Mg ority
opinion.

We heard this morning Professor Meltzer say that countries that
don't meet the preconditions could still borrow at steep penalty rates of
interest. 1f you look at page 43 of the Mg ority Report, they state, except
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in unusual circumstances, here | am quoting, where the crisis poses a
threat to the global economy, loanswould be only to countriesin crisisthat
have preconditions that establish financial soundness.

Now, if you turn to page 44, you will seethat — | am sorry, page 46.
The new rules should be phased in over a period of three to five years.
If a crisis occurs before the new rules are in place in most countries,
countries should be permitted to borrow at an interest rate above the
penalty rate. The superpenalty rate would give countries an additional
incentive to adopt the new rules. So the ability to borrow at the
superpenalty rateisfor thetransition period, but once you get to a steady
state past the transition period, then we revert to the statement at page 43,
which saysthat only countriesthat meet the preconditionsare eligiblefor
financing.

And this goes to one of the issues that Professor Calomiris
addressed at the end of his statement, which is the egregious abuser of
human rights. Under their criteria, as long as you meet the financial
criteria, you automatically qualify. Professor Calomiris may have made
that statement in the hearings about egregious abuses on human rights not
being eligible, but that is not part of the Commission's Majority
recommendation. Accessto theresourcesof theMF are automatic once
you meet the financia criteria.

At page 44 they say the IMF would not be authorized to negotiate
policy reforms. And they go on to say the policies necessary to improve
economic performance and end a crisis are well known. Let's take the
East Asiacrisisasan example. There are four possible explanations for
thecrissin East Asiain 1997: Firgt, that it wasthe result of the pressure
from the United States authorities, in particular our administration, to open
capital markets before the countries had institutionsin place to regulate
and discriminate among institutions that were borrowing abroad. That
intervention is described in exquisite detail, quite frankly, in aremarkable
article by David Sanger and Nicholas Kristoff of February 16, 1999,
“How U.S. Wooed Asiato Let Cash Flow In.” If you read this article,
the overwhelming impression is that the origin of the Asian crisis was
pressure to prematurely liberalize capital markets. They summarize the
roster of culpritsasfollows. Responsibility can be assigned al around—
here | am quoting — not only to Washington policymakers, but also to the
officials and bankersin emerging market countries who crested the mess,
to Western bankers and investors who blindly handed them money, to
Western officials who hailed free capital flows and neglected to make



22

them safer, to Western scholars and journalists who wrote paeans to
emerging markets in the Asian century, end quote. Y ou noticewho is
absent from this roster? Workers. But they are the ones who paid the
primary price.

Now let mejust conclude by the three other explanationssince | see
thered lightison. The other primary explanation isthat it was a purely
financial crisis, aclassic financia panic. That is set forth by Professor
Sachs, another member of the Commission, in hisarticleinthe American
Prospect. He says, by making it into astructural issue, short-hand known
ascrony capitalism, the IMF worsened the crisisby convincing investors
that something was fundamentally wrong, when what you had was a
classic financial panic.

The third explanation isthe structural issue, and that isthe one that
underlies the Majority's recommendation for preconditions, that the
problem was the crony capitalism, the close rel ationships among banks,
government and corporate officials, and in that they joined with Mr.
Fischer, Managing Director of the IMF, in the IMF analysis.

And the fourth explanation is moral hazard, that the bailout of
Mexico led to the bailout and the imprudent lending by the banks in the
east Asian countries, which | think istotally without support.

The more plausible explanation is that the banks in Japan and
Western Europe, faced with recessionary conditionsin both areas, looked
for more profitable outlets, and as occurred in the decade of the 1970s,
they placed them where they thought they could get the better rate of
return, and, if you will recall, that was the decade of the Asian tigers, the
great attraction of the east Asian countries.

Soitisnot at al clear, asthe Mgority says, that the analysis of the
origin of the crisisis self-evident to everyone. Inthe east Asian crisis,
there are at least four explanations, none of which are necessarily
mutually exclusive, but if you take one as the primary explanation, that
leads to a different conclusion asto what your remedy is. It isnot at all
clear, asthe Majority says at page 44, that the policies are self-evident.

| would just leave the conclusion at this point that the major point of
difference, then, isthey take no account of thelegitimacy of theissue of
core worker rights and the environment as an integral part of the
international system. They preclude the IMF from addressing through
policy the underlying conditionsthat led to the crisis, and that iswhere the
primary differenceslay. | can go into detail asto why what Dr. Lerrick
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outlined isreally patently absurd as a mechanism, et cetera, but | will
leave that aside.

[The prepared statement of Mr. Levinson appearsin the Submissionsfor
the Record on page 267; the IFIAC’ s Report appears on page 69.]

Representative Saxton. Thank you very much.

My observations over the past severd years have led meto believe
that there are at least five issues that | would like to explore, which |
believe are critical to this discussion. They are, first, the role of the
United States in the IMF and the contribution that we make; second, the
terms of the loans, that is, the length of the loans which we have
described as primarily development loans; third, the subject of subsidized
interest rates, fourth, the subject of interest ratesthat are actually charged
to borrowers through the IMF; and fifth, the need for transparency.

So let mejust ask a question about each of those and permit you to
respond, and | will do thisas quickly as possible, but | think these are five
issues that really need to be discussed in some depth.

One of the issues that | raised in 1998 related to the IMF
development lending, or the length of the loans, and the impact of the
Fund's ability to act asacrisislender. Both the Treasury andthe Meltzer
Commission are on record supporting a deemphasis of the IMF
development lending. Although there are some differences about how
much of this development lending activity should be deemphasized, this
basic premise seems to be accepted, and | think that is good news.

Could you, Dr. Meltzer, begin by explaining to us from your
perspective how devel opment lending —what impact devel opment lending
has on IMF operations generally?

Dr. Mdtzer. Development lending, in my judgment, and | believe
inyours, should not be a part of IMF operations. Thismixesroles. The
IMF has an important role. That important roleis to prevent liquidity
crises that disrupt international financial markets and disturb the
international economy; and second, to provide and disperse information.

Now, development lending —none of thosefunctionsrequirethe IMF
to beinvolved in development lending. Intheinterests of accountability
and transparency, it is very good to have people be responsible; thet is, the
IMF be responsible for its sphere of activities. Development lending
would be the responsibility of the World Bank and the other regional
development banks. We certainly are in favor of development lending
provided it is made — as the World Bank's research has shown, provided
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itismadefor purposesthat are going to be successful, not just to sprinkle
money around the world, but to see that we actually have programs that
lift countries out of poverty. And our criticism of the World Bank is that
whiletheir rhetoric on theseissuesis superb, their actual accomplishments
are somewhat less than good.

Representative Saxton. Mr. Levinson made, | think, agreat point
when he said occasionally individuals and countries have an immediate
urgent need for help, asin the passing of hisfather. When the IMF was
established, it was established, from my understanding, for purposes of
liquidity crisislending, which isashort-term need that occursand helpis
needed right away. Now, doeslong-term devel opment lendingin any way
inhibit the IMF's ability to make these shorter-term loans?

Dr. Mdtzer. In my judgment, no, it does not inhibit. In fact, the
more they interfere and become involved in all sorts of other issues, the
more that they sacrifice and become a multi-objective ingtitution where
they have to balance one objective against another. What they ought to
be doing isdoing their job and doing it better than they have been doing it.

Representative Saxton. Could theIMF smulti-year devel opment
programs reduce its available resources and ability to act in unexpected
crises?

Dr.Méltzer. That isone of thewaysthat the conflict comes about.
The IMF has a limited amount of resources. It could increase those
resources, as you have suggested and your staff, by borrowing, but it has
elected not to do that. So, yes, thereisalimit on its resources, and the
moreit putsinto development aid, thelesslikely it isgoing to have —the
more likely it is going to have to come back to the Congress and the other
Parliamentsto ask for more money. But in aparticular crisisit may find
itself with insufficient funds. 1f we could get their balance sheets and
income statements straightened out, we could make more clear
statements about how much funding they have.

Mr. Levinson. Mr. Chairman, might | intervene at this point to
comment on your comment and—

Representative Saxton. Sure.

Mr. Levinson. | think you have to put this issue of the IMF's —
what appears to be development lending in some perspective. It really
derived fromtheoail crisisof the 1970s, the Witteveen facility, thefeeling
that with the oil crisisthe perception that the IMF had to make resources
available on alonger-term basis to the countries than the conventiona one
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to three years, because the oil crisis had created a qualitatively different
Situation. That wasthe origin of the Witteveen facility in 1977. That led
to the expansion of the terms of IMF |oans.

The problem of development lending, when it spills over from the
short-term addressing of the problem that led to the liquidity crisis, leads
you into thisissue of what was the cause of the crisis. If you believe, as
Chairman Méltzer, Professor Calomiris, and Stanley Fischer and the IMF
staff, that the cause of the crisis in east Asia was primarily crony
capitalism, shorthand for the improvident banking systems of those times,
then the IMF says, well, of course, if that is the cause of the crisis there,
we would be remiss if we didn't address that as part of our attempt to
meet the short-term crisis. 'Y ou would be criticizing us on that count if we
didn't address that.

If your view isthat it was apurely financial panic, aswas Professor
Sach’s view, or that it primarily was the consequence of premature
capital liberalization as the Kristoff and Sanger article implies, then you
come out with a completely different Stuation. The IMF does not plunge
into structural reform. Y ou can't avoid deciding what isthe basis of your
analysis of what led to the crisisin the first place. That isthe problem
that their proposal leads to, because since it is only — since the IMF
funding isonly limited to countries which prequalify, you are precluded
from addressing the underlying issues which may have led the country
into the crisis.

Dr. Méeltzer. May | interrupt just to say, Sir, thereisarole for the
World Bank and the development banks. If there are long-term structural
adjustments, we address those issues in great detail in our Report, come
up with amechanism for dealing with long-term structural adjustment
problems and ingtitutional reform. That has nothing to do with the
guestion about — that just obfuscates what is an important issue, and that
is how do we make the world safer, more secure, much less subject to
risksthanitisat present. That isone question. The second question is
how do we help people out of poverty? Thereis no reason why those
two questions have to be joined, and it simply obscures matters to join
them.

Representative Saxton. Isn't it true —and | know Dr. Lerrick
wants to say something —but isn't it truethat, going along with what you
just said, that when the IMF came to the United States in 1998 and
requested and got $18 billion additiond,, it then came back with aproposal
to sell gold in broad terms? Isntt it true that those activities and actionson
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the part of the Congress were necessary because the IMF had devel oped
aneed for additional funds, and they developed, at least in large part, a
need for additional funds because of long-term development lendingwhich
didn't previously occur?

Dr. Méltzer. Yes. There aretwo separate issues there. One was
to—to oversmplify, but not oversmplify greatly, the great drain on IMF
resources was, of course, the assistanceto Russiaand the possibility that
| think people recognized at the time that there might be a breakdown in
the Chinese banking system that would create also aneed for substantial
additional funds. So rather than to meet those issues directly, like the
guestion about aid to Russia, and come to the Congress and ask for an
appropriation to assist Russain itstransition, the Administration presents
you with the IMF as a source of that money and try to cover over the
fact, or at least to obscure the question about why they need the money.

Now, the money was needed because they are in the devel opment
lending business, in the transitiond lending business. In my judgment, and,
| believe, in the judgment of many of the people a the IMF privately, they
should never have beenin that business. They didn't know anything about
the business when they got into it. They avoided for a very long time
doing the things that were necessary to make the transition succeed like
suggesting to these countries that they impose the rule of law and such
other things. They saw the problem. Itisreally aclear case of what Mr.
Levinsoniscomplaining about: They saw the probleminitialy aspurely
financial, and it wasn't — as a purely financial problem. That was the
problem that the World Bank — if there was going to be an international
lender — should have done or was a problem that the G-7 more likely
should have done, but it was not a problem that the IMF should have
handled. It wasn't well equipped to do it, and | believe it was a mistake
to get them involved, and it is a mistake to keep them involved.

Representative Saxton. Dr. Lerrick?

Dr. Lerrick. Mr. Chairman, very briefly, Mr. Levinson's comments
are confusing arelatively straightforward issue. What the Commission
has proposed is the division of responsibility between the IMF and the
development banks. Now, if you have a crisis, whatever its origin — it
may be structura or financial, it may be purely from an external shock —
the Fund'sjob isto provide temporary liquidity during a short period of up
to 240 days up to one year, let's say, as an arbitrary benchmark. If itis
truly afinancid crisis, the Fund'sroleisto addressit by providing liquidity
to the system. At the end of three weeks, amonth, two months, you will



27

know whether it is purely afinancia crisisbecause then the country will
stabilize and not require additional resources. If it isastructural crisis,
then the problems will persist.

What the Fund'sjobis, isto provide liquidity for aperiod of time so
the country can come up with a structural reform program and obtain
long-term financing to enact that program either from the private capital
markets, such as Colombiadid in 1985 without any Fund assistance, or
from the development banks through a loan program to enact those
structural reforms and finance them. So the source of the crisis does not
affect how the Fund should provide assistance.

Representative Saxton. We are going to have to move along
here. That wasthefirst of five questionsthat | thought | was going to ask
in five minutes. Those of you who have not dealt with this on a steady
basis as some of us here are getting an idea of how complex some of
these issues are.

Inthe sense of fairness, | would liketo goto Mr. Stark. | havefour
more questions. Oneisrelativeto therole of the U.S,, oneisrelative to
the subsidized interest rates, oneisreative to the interest rate charged to
borrowers, and, finally, the need for transparency.

Mr. Stark, it isyour turn, sir.

Representative Stark. Thank you, Mr. Chairman. | will be brief.
| would rather be out protesting, | think, with my friends out on
Pennsylvania Avenue than listening to thiskind of rarified elitist group.
But the first statement is that while we have been waiting for the
completion of the testimony, our staff went out —and | admit, Dr. Meltzer,
to being technically challenged, but | am dammed if we can find the
Minority Reports on your webpage. So | chalenge you, if you could find
them, print them out—

Dr. Médtzer. | would be glad to do that. | should point out to you,
Mr. Stark, that it isno longer my webpage. It isthe property of the U.S.
Treasury. They assured me that those were put there.

Representative Stark. Well, they have hidden it so the people
with thick fingerslike myself can't find it. Any assistance you can give
us on finding it would add immeasurably to your credibility.

[A printed copy of the dissenting view from the IFIAC’ swebsite appears

in the Submissions for the Record on page 279; see also Dr. Meltzer's
comments on page 35.]
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Dr. Meltzer. May | respond to that just very briefly?
Representative Stark. It is either there or not there, Doctor.

Dr. Méeltzer. May | just say that one reason it was delayed in
getting there was because none of the members of the Minority chose to
send the copies of thereport to me. They chose to send them elsewhere,
but not to me. When it was called to my attention—

Representative Stark. |1 am not here to arbitrate squabblings.

Dr.Méltzer. | justwant tolet you know that | absolve myself from
responsibility for that.

Representative Stark. | haven't been troubled with academic
squabbles for a great number of years, Doctor, and | would rather not
start again.

| am concerned that the IMF seems to be more concerned with
problems of bankers—which | was once — and not very much with the
problems of the poor in the world, as seems to be well-documented in
testimony before us this morning. And if indeed it is determined by the
Majority that you ought not to be criticized and ought not to make
decisions about financing various countries based on political decisions,
then | guessit goesdown to us. If at some point we can get the votesto
do as you would do to some countries—that is cut off their money —that
sounds like a good alternative to me. | am dammed if | can figure out
with all that | hear this morning what you al have done in the world
except help those that don't need any help. That is not at least why |
labor in this vineyard.

It seems to me the Commission's recommendations, at least in the
Majority, deal only with banking requirements. And you suggest that —
for instance, in environmental protection —that you should concentrate on
the production of globa goods. Dr. Mdtzer, you say it should include the
rationa protection of environmental resources. | would challenge you—
not now, because | have limited time — to give me a memo on irrational
environmental protection. | presume that would be emotional and other
kinds, but | would like some examples there.

[Chairman Meltzer’ s written response to Representative Stark appears
in the Submissions for the Record on page 278.]
As to labor standards | never was in a union, but | have a

father-in-law who wasaTeamster, and if | ever voted against the unions,
he would break my leg. And | seem to recognize that as enough
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influence. But putting Frank with ahigh school education up against Dr.
Caomiriswould betough. Now, my father-in-law was on strike with the
Teamstersin Oakland back many years ago, and my wife tells me that
they went six or nine monthswith Hamburger Helper and splitting alittle
can of tunafour ways. Thiswaswhen she wasin kindergarten, and she
would never cross a picket line, remembering that. But, of course, Dr.
Caomiriswould have put her to work in kindergarten delivering papers or
doing something like Mr. Levinson did.

| am just troubled — do you have children, Dr. Calomiris?

Dr. Calomiris. Congressman, | havetwo daughters. | suggest you
leave them out of the discussion.

Representative Stark. Good. In your academic background —
you have a doctorate; | presumeit is not an M.D. Do you know who
Jonathan Swift was? Did you ever read A Modest Proposal? Serioudly,
did you ever read it? Do you know what it is?

Dr. Calomiris. Many yearsago | think | did read it, Congressman.

Representative Stark. It soundsjust like you. Go back and read
it, and it will bring joy to your hard hearts. Jonathan Swift and you had
the same idea permitting starving 10-year-olds to work. | think it takes
you back, you and the Heritage Foundation, back to the 1800s where your
ideas may have had some credence. But to bring that baloney tousin a
free world with people starving, and our fight now iswhether to bring all
of thiswonderful help to Chinawho enslaves children and not give it to
Cubawho somehow people have decided isworse than China, eludes me.

My questioniswhy we put up with this nonsense from the IMF and
the World Bank and why we as ademocratic country continue to support
it. That ismy question, Mr. Chairman.

Dr. Méeltzer. Arethese questions addressed to us or—

Representative Stark. To Mr. Levinson to start. He makes more
sense than any of you, and then you can go down the table.

Representative Saxton. |If the Chair may, | would just like to let
Dr. Caomiris respond first.
Dr. Calomiris. Thank you very much.

Mr. Stark, | have no interest in seeing children, particularly poor
children, work. That is not something that | would liketo see. | would
certainly embrace proposals that you might want to propose or others
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might want to propose for us as a country to undertake more economic
responsibility to make that unnecessary. However, let me—

Representative Stark. How about making it illegal?

Dr. Calomiris. Let memakeit very clear, that if you makeit illegal
for them to work, but do not simultaneously do other things that enable
them to continue to survive, you are behaving immorally, sir.

Representative Stark. Bingo. What have you donein thisla-di-da
group that you belong to to help any of the poor children in China, for
example?

Dr. Calomiris. We have proposed, sir, substantial increases in
poverty alleviation programs by the development banks, for example.

Representative Saxton. Mr. Levinson.
Representative Stark. That islaughable on its face.

Mr. Levinson. Itisdifficult to know where to begin, but to begin
with, Mr. Stark, | would not put my name to this Majority Report under
any circumstances because it is so partia, it is so incomplete and
one-sided and so biased that under no circumstances would | sign it. |
was sorely tempted to vote with three members of the Commission who
wanted to abolish theingtitutions altogether, becauseit is so difficult to get
them to move off of it. The culture of the institution is so wedded to this
neoclassical economic vision which seesany government intervention as
undesirable, including labor standards.

What are we talking about with respect to labor standards? We are
talking about the most basic rights, freedom of association and collective
bargaining so that workers can engage in free trade unions and then
negotiate what is appropriate in their own circumstances in terms of
wages, benefits. Itisthelabor unionsin placeslike Brazil that have been
in the forefront of agrarian reform and addressing the child labor issues.
I know of nobody that has been addressing the child labor abuses who
doesn't couple measures to address those issues with complementary
measures to provide financing for education and for the families so that
the children can be withdrawn from the labor force without economic
detriment.

It is a false dichotomy to say you are for one or the other. The
Majority smply refuseto address and object to theincorporation of these
core worker rights as they were defined by the AFL-CIO people in
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testimony. Freedom of association and collective bargaining, the Mgjority
want no part of that as part of the international economic system.

Representative Saxton. Thank you very much, Mr. Levinson.

Dr. Meltzer. | would like to take up the issue with Mr. Stark. |
first would like to ask you aquestion, sir. Have you read the Report?

Representative Stark. No, | haven't read the Report, Dr. Meltzer

Dr. Méltzer. You can't possibly make some of your statements if
you had read the Report—

Representative Stark. Oh, yes, | could. But al you havetodois
listen to the palaver you have brought here this morning, and that isbasis
enough. | have never heard such arrogant, insufferable nonsense.

Dr. Metzer. May | respond to your statement? That issue came
up at the very beginning. | had ameeting with Mr. Levinson. Asaresult
of that meeting, or as partly as a result of that meeting and other
discussions| had, | met with amember of the Democratic Minority. He
told me at the time, as Mr. Levinson had told me, that members of the
Democratic Minority, or certainly large parts of the Democratic Minority,
would not read the Report, accept the Report, have anything to do with
the Report if it didn't have core labor standards. | pointed out to them—

Representative Stark. How about environmental protection?
Representative Saxton. Let him finish, please.

Dr. Méeltzer. Let mejust say at that time | told them what | will
now say to you. Itisnot an arrogant statement, it is a statement of fact.
| told them asfar asthis Commission was concerned, first, it didn't seem
to be within our jurisdiction, but even if we extended our jurisdiction, it
was not true that even if | favored core labor standards, it would not be
true of either the Mgority or the Democratic Minority appointed to the
Commission that we would approve corelabor standards. There was no
chance in that Commission at all.

| explained that at the time to a member of the Minority Party — |
would be happy to tell you hisname, but | don't want to quote him without
his being here — that that really isthe sum and substance of theissue. If
it had been brought to the Commission, it would have been voted down.
TheMgjority wasnot in favor of it, neither the Mg ority appointed by the
Republicans nor the Minority appointed by the Democrats.

So to say that wedidn't consider it, we did discussit. Mr. Levinson
himsalf talks about theissue. We didn't put it in the Report because it did
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not seem to me useful to say that we were against it. It was not within
our jurisdiction, and so we simply avoided theissue. That isthe sum and
substance of theissue. You may not like that result, but as | explained
earlier when | discussed thisissue with other members of your party, that
you are not going to take our Report and enact it into law verbatim. Y ou
aregoing to look at it.

If the Congress wants to discuss core labor standards, certainly that
iswithin their prerogatives. That has very little to do with the financial
reforms. There are pressing financial reforms that need to be done. We
need to improve the poverty programs of the world. The World Bank has
wonderful rhetoric, but very poor performance.

Representative Stark. No performance and lots of rhetoric.
Representative Saxton. The gentleman's time has expired.
We are going to move on to Mr. Sanford.

Representative Sanford. | wouldjust say that thisisgetting alittle
spicy for my taste. It feels more like a Judiciary Committee rather than
something as analytical as a Joint Economic Committee.

| would want to disassociate myself from the line of questioning or
reasoning of my colleague from California because | think that
legitimately we can have strong policy disagreements on all kinds of
different things, but to pull in awitnessskids and how many kids he has,
to me, isvery irrelevant.

First question, Dr. Méltzer, rate of return for World Bank. Arethere
any estimates as to the overall rate of return for the World Bank?

Dr. Mdtzer. Onitsloans? Onitsloans, it charges—it receives a
rate equal to the rate at which it borrows, plus usually a half of percent
premium that it charges for administrative fees. Soitsrate of return —if
it borrows at 6 percent, its rate of return on theloan is 6-1/2 percent and
SO on.

Representative Sanford. But that could include the default rate;
in other words, probably anegative rate of return if you include default or
restructuring, et cetera?

Dr. Meltzer. | don't know the answer to that question. | would
guess that the answer is not a negative rate of return overall.

Dr. Lerrick. Mr. Sanford, when the World Bank lends money, it
just takes its pure borrowing costs. In Dr. Méeltzer'sexample, it issues a
bond at 6 percent, and it then adds on asmall margin of between .25 and
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.5 percent to cover its administrative expenses, which are just
out-of-pocket expenses. That is the lending rate.

Now, it does provision for loan losses, but that does not come from
itslending activities. It comesfrom its net income, and its net incomeis
unrelated to itslending activities. For instance, the World Bank has $29
billion of equity capital on which it paysno interest or dividends. Just the
investment of these funds at 6 or 7 percent generates close to $2 billion
ayear in net income. That is how they provision for loan losses. They
do havereserveson their balance sheet of anumber of billionsof dollars.

Representative Sanford. So, the blended rate —in other words, if
you include the cost of capital from the taxpayer to the World Bank in the
initial setup, the blended, in essence, rate would be negative?

Dr. Lerrick. Wél, if you include the taxpayers cost of funds, then
it would be negative, yes.

Representative Sanford. So | guess what | am getting at is
oftentimes | hear with these types of organizations that, quote, we cost the
taxpayer nothing. | hear that as amost a consistent refrain. That is
probably not really trueif you look at cost of capital in atotal sense.

Dr. Lerrick. Mr. Sanford, that is absolutely not true. 1f you look
at the Commission Report, there is an estimate of the cost of the
development banks to the membership each year. It isapproximately $22
billion per year.

Dr. Meltzer. About $5 billion to the United States.

Representative Sanford. But it isgenerally thrown out?

Dr. Lerrick. All of thelFIs (International Financial Institutions)
claim that their costs to the donor country taxpayers are zero. For
instance, inthe Commission's Report thereisan analysis of what the cost
of themultilateral development banksis, and thetotal cost to membersis
approximately $22 hillion per annum. The share of the cost of the United
Statesis approximately $5 billion per annum.

Mr. Levinson. That islike comparing applesand oranges, frankly,
Mr. Sanford.

Representative Sanford. Why do you say that?

Mr. Levinson. Of course, you can get a high rate of return if you
alternatively use some money by looking for commercial—

Representative Sanford. Let's come back to that. | want to go
down aparticular line of thought with that.
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The second is tied to subsidized rates, which isif you consider the
risk profile of whether an IMF or World Bank —if you consider the risk
premium that a norma commercial enterprise would charge in that
environment we do have a subsidized rate; is that not correct?

Dr. Méeltzer. That iscorrect, yes.
Dr. Lerrick. Of approximately 7 percent per annum.
Representative Sanford. Where | am going to with thisis—

Dr.Lerrick. Oninterest-bearing loans. On the loans that are going
through IDA which have zero interest in essence the subsidy is 15 to 20
percent per annum.

Representative Sanford. So we have something that costs the
American taxpayer about $5 billion. We have something where a
taxpayer in Americais subsidizing, in essence, development in other parts
of theworld to the exclusion of development maybe in their own county
or their own home State; is that not correct? In other words, if you
subsidize — in other words, you would encourage one to build aplant in
Turkey, for instance, as opposed to building the same plant in Memphis,
Tennesseg, given the fact that the rate may different viaa World Bank
loan; isthat correct?

Dr. Méltzer. That iscorrect, they are subsidizing.

Representative Sanford. Then my question iswhy couldn't alot
of thisactivity ssimply be handled through commercial banks as opposed
to World Bank and as opposed to the IMF?

Dr. Mdtzer. That isthe Mgority recommendation, that the IMF
—that is one that has drawn many of the sparks — that the World Bank
and other lending be taken out of Chinaand other countries where they
can borrow in the capital markets and that this aid and assistance be given
principally —in fact, exclusively to countries which are poor and cannot
borrow on the capital markets. So we do take up that issue. Infact, we
have been severely criticized, | think incorrectly, becauseit isthe number
of poor people in the world without resources that we want to help.

Dr. Lerrick. Mr. Sanford, the development banks portray
themselves aslending to countriesthat don't have accessto private sector
capital and to projects that are of no interest to the private sector, in
essence saying that the private sector lends 80 percent of what it provides
to 12 countries, whereas the devel opment banks lend to the world. The
fact isthat 11 countries account for 70 percent of World Bank lending,
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and those countriesinclude— China, Argentina, Mexico, Indonesia, Korea,
Brazil, the Philippines, Turkey; the list of usual suspects and the same
countries you are talking about in private sector lending.

Representative Sanford. Mr. Levinson, | cut you off. | wanted
to go down—

Representative Saxton. Your time has actually expired. Could
you wrap up in the next minute or so, please.

Representative Sanford. | will let you do so, the last minute, yes,
Sir.

Mr. Levinson. | think that the testimony, if you will pardon me, is
misleading. They continually refer to World Bank. First they propose
that theWorld Bank divest itself of any operationsin Asiaand Africa, so
what you have done then isturn the World Bank into a super devel opment
agency for Africa, then only until the African devel opment bank can take
over, inwhich case it then becomes something that deals with what they
call public goods, solving the problem of malariaand HIV in Africa— |
don't know why anyone could believe that the World Bank isgoing to do
any better than the World Health Organization — or that it becomes the
coordinating agency for other NGOs, so you really don't have the World
Bank as an alternative.

Representative Sanford. Your counterpoint to that would be
what, sir?

Dr. Lerrick. That is a different issue. There are two distinct
issues. Oneiswhat should each institution have asitsresponsibility, and
the second issue is where should these ingtitutions as a group be lending
their money. They are totally separate questions. The Commission has
assigned global public goodsand transnationa projectsto the World Bank.
That has nothing to do with whether you want the devel opment banks, as
agroup, to be sending resources to China and Argentina or not.

Dr. Méltzer. Mr. Chairman, may | interrupt just one moment to say
that the staff has just handed me acopy. | would like to respond to Mr.
Stark's question of my integrity.

Representative Sanford. Let'sdo that on somebody else's time.
I have 30 seconds, and coming back to you—

Dr. Calomiris. | just wanted to clarify, because Mr. Levinson
asked why the World Bank should be involved in this rather than the
WHO (World Health Organization). In our deliberations we identified
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financial aspectsof promoting the public goods of globa health wherethe
World Bank would play arole. Sowe do believethat it doeshave arole
to play here.

Representative Saxton. We are going to proceed to go to Mrs.
Maloney now.

Before we do that, Dr. Métzer, would you like to take 30 seconds?

Dr. Méltzer. Yes. | have here — Mr. Frenze just gave me a copy
of the Report by Mr. Levinson which was downloaded from the website.
| believe that the location on the Web siteis as part of the Commission
Report; that is, that it isthere as part of the whole Commission Report.
We have been sent — I must say we sent out something like 3,000 copies
of thisReport. So we have not been negligent about trying to produceit.
| am really sorry that you question my integrity about this because—

Representative Stark. | merely questioned my ability to find it,
Doctor, and | am —

Representative Saxton. It must be your computer skills.

Dr. Meltzer. If you download the Report and read the Majority
Report, you will find the Minority Report.

[A printed copy of the dissenting view from the IFIAC’ swebsite appears
in the Submissions for the Record on page 279.]

Representative Saxton. Mrs. Maloney, proceed, please.

OPENING STATEMENT OF

REPRESENTATIVE CAROLYN B. MALONEY

Representative M aloney. Thank you, Mr. Chairman, for focusing
ontheimportant issue of internationa financia ingtitution reform. | would
like to begin by saying that | do believe there should be some reformsto
the IMF. | agree with my colleagues who said earlier that we can have
honest policy debates and disagreements, but really the bottom lineis
when thereisafinancial crisis, it ispeoplethat suffer, particularly in the
world's poorest countries.

Asamember of the Banking Committee, earlier in abipartisan way
Chairman Leach and Ranking Member LaFal ce voted to provide a debt
relief for the world's poorest countries at the end of last year. Chairman
Leach gave astrong statement, and | quote, "Relieving the debt burdens
of the world's poorest countries is one of the foremost economic,
humanitarian, and moral challenges of our time," end quote.
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| look forward to the debate asit goes forward on the reform of the
IMF, but onethingthat | urgeall of my colleaguesin abipartisan spiritis
not to use HIPC (Heavily Indebted Poor Countries) relief legidation asa
vehicle for IMF reform. | believe that, as one of the principles of the
Meltzer Commission Report, that additional debt relief for desperately
poor countries must not be delayed, tied up, or hindered in any way by
efforts to move forward reforms of the IMF and World Bank. Asthe
world's wealthiest and most influential Nation, our actions will set the
standard for additional HIPC reform and relief in the country.

Secondly, under the debatefor international financial institutions, in
some areas there is broad agreement. And al sides, | believe, agree that
private capital is the preferred way to address international financial
problems, and when situations require the relief or assistance of IFIs, their
operation should be transparent and accountable. And the arrival of the
IFI Commission Report, | want to note, does not mark the beginning of
efforts to really reform these entities. The administration is already
leading the world in its efforts to modernize IFls. Treasury is aready
working to refocus the IMF to lend on shorter maturities, and Secretary
Summers has already stated before the Banking Committee and publicly
that the World Bank should focus on lending to projects that would
otherwise go unfunded by the private sector. So | welcome this
Commission Report and its debate.

| would like to begin by asking Mr. Levinson and then anyone who
would liketo comment, can you discuss the dangersthat the spreading of
the Asianfinancia crisis, the so-called Asian contagion, presented to the
United States, especially to small investors and mutual fund investors? |
liketo ask —and | remember it did not turn into a great problem, but there
was tremendous fear in our financial markets during the Asian crisis. |
would liketo ask if the recommendations of the |FI Commission had been
enacted in 1998, would the countries that received IMF aid have been
eligible? And what would theimpact have been on the ability of the IFIs
and leaders like Larry Summers and others to react to and find the
contagion?

Mr. Levinson. | think the impact would have been mgjor, that most
of the countries who were helped as part of the East Asian rescue would
not have been eligible for IMF financing if the Commission
recommendations had been in place. And with respect to contagion, |
think Mr. Fischer testified to that and said that the reason that he felt that
the IMF intervention was necessary was that otherwise there would have
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been significant ripple effects which would have meant an even deeper
declinein the economic devel opment activities of these countries; it would
then have impacted on our own economy and have continued for alonger
period of time.

That, of course, gets to the heart of the issue. South Korea was
organized on acompletely different set of principles. They followed the
Japanese model of directed credit. If Korea had not made the complete
transformation to the kind of criteria that they outline as the necessary
preconditions, they wouldn't have been €eligible for IMF financing.
Remember, on page 44 of their Report they say the IMF is prohibited
from negotiating a program with a country in difficulty. If you don't
prequalify —Brazil, for example, now hasimposed some limits on foreign
banking because they are concerned, about foreign domination of their
banking sector. They have astrong domestic banking system. Under the
Majority criteria, Brazil would not be eligible. But Brazil has sufficient
weight in the economy that it may have magjor ripple effects throughout
Latin America. Th criteriaare too rigid.

The other thing Fischer noted — an admittedly extreme example —he
said that Nazi Germany would not be digible for financing on political
grounds. Under their criteria, if you qualify under the purely financial
criteria, you are eligible. No other considerations can be taken into
account.

Soitismuchtoorigid. Itisrisky interms of the effects upon our
own domestic economy becauseit is such astraightjacket, and | frankly
think it would be disastrous.

Dr. Méeltzer. May | respond to that briefly?

Representative Saxton. The gentlelady'stime hasexpired, but Dr.
Calomiris has been coming out of hisseat trying to respond to something
that Mr. Levinson said.

Representative Maloney. Also, could Dr. Meltzer respond, too,
if he wishes?

Representative Saxton. The problem iswe have 20 minutesto go
before we have to vacate the room, and so | am trying to move through
as much subject matter here as quickly as possible.

Dr. Calomiris. | will redly try to befast. Let metry to respond to
your question. The answer hasthree parts. First of all, keepinmind that
weenvision aphase-in of fiveyears. Theright way to ask your question,
if I may, isif these recommendations had been passed in 1992, then how
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would that have affected the Asian countriesin 1997? May | answer that
question that way? Because the point isthat if these recommendations
areto be phased in, then if we had passed these recommendations even
in 1997, they wouldn't have been phased in for five years, so thingswould
have just proceeded more or less as they did.

Now, if the policies had been put in placein 1992 and phased in by
1997, supposethat Koreahad qualified. And they might have because of
the powerful incentivesthat Dr. Meltzer talked about for trying to qualify.
Will, then, | think that theliquidity available would have been dlowed, and
the problemsin the banking system would have been much less. Suppose
they didn't quaify? Wedtill thenwould alow at the discretion of the IMF,
then waiving of the prequalification requirement, but lending at a
superpenalty rate, which they could have done.

Now, hereis something that Mr. Levinson missed. If you actually
look at the flows of funds that went to the Asian countries by the IMF, not
the flowsthat were promised, but the flowsthat actually went, they were
quite small relative to what was promised. There was very little actual
liquidity assistance provided by the IMF to those countries, but there were
rigid fiscal requirements which Mr. Stiglitz and others have criticized
which did affect those economies.

Under our standards, which would not have required the fiscal
melt-down in those countries that the IMF imposed, and which would
have made funds available on amuch larger basisimmediately asliquidity
protection, that those countries would have fared much better, even if
they hadn't prequalified, than they did under the IMF's programs.

Finaly, just to note we never said that every country in the world
should be an IMF member. We were attaching prequalifications
requirements and lending rules to IMF members. | think Mr. Levinson
raises an interesting question of who should be allowed to join the IMF.
We never dealt with that question. He never made a recommendation
that we deal with that question that | can remember, and if hedid, | think
it isareasonable question, and | support hisview that the IMF shouldn't
be available to Nazi Germany.

Dr. Meltzer. | will be very brief. | want to thank you, Mrs.
Maloney, for your interest in theseissues. They are very important issues
from the standpoint of the United States.

Three major reasons why crises have been deep and severe: One
is pegged exchange rates collapse; the second is financial systems



40

collapse; and the third one isit takes along time to negotiate the 40, 50,
60 terms that the IMF imposes on these countries. Our Report says get
rid of pegged exchange rates, strengthen the financial systems, make the
rate of lending automatic so that it would come quickly. Then the crisis
would not have occurred if these things had beenin place. Dr. Calomiris
has spoken to that, so | won't repedt it.

Let me say also, bear in mind that countries that did not get IMF
assistance, that rejected IMF assistance — Maaysia— they recovered as
fast and as well as many of the countries that received that assistance.
So the assistance came, the big assistance came, because the U.S.
became the sink for exports from those countries. That was the proper
policy for the United States to follow at the time, but it isn't a good
long-run strategy for the U.S. to follow. If we don't deal with the crisis,
we are going to bein aposition of absorbing those exportsall thetimeto
bail them out. Our Report triesto say, let's get rid of the problem, and
then we won't be the sink for exports that no one else iswilling to take.

Representative Saxton. Thank you very much.

Let me get back to my line of questioning. | indicated that | thought,
first of al, I, asthe Chairman and now the Vice Chairman of this Joint
Committee, have worked with our staff hard and, | might say, tirelessly
trying to bring about certain reforms to the IMF which | think are
necessary, and | am delighted that it appears there are four our five
measures that we have been working for that both the Treasury and your
Commission and | tend to agree on.

We talked about the length of terms of loans during the first round
of questioning. During this seriesof questions | would like to talk about
theissuethat Mr. Sanford brought up, subsidized |oans, and then the need
for transparency, and then the role, and the important role, the United
States plays in bringing about these decisions at the IMF.

First of all, what is the average rate that the IMF charges on its
loans? Dr. Meltzer, what is the current—

Dr. Meltzer. | will let him answer that.

Dr. Lerrick. Very simply, Mr. Chairman, for the vast mgjority of
IMF loans, leaving aside the specia emergency facility which isrdatively
new, the IMF takes as its base what they call the SDR interest rate,
which is an arithmetic average weighted according to size in the world
economy, of the 3-month Treasury bill ratesin the United States, France
and the U.K. and 3-month interbank and CD ratesin Germany and Japan.
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Representative Saxton. Doesn'tit turn out to be about 4.7 percent
currently?

Dr. Meltzer. That is correct. And now they are charging
somewhat of a penalty.

Representative Saxton. Soif my old clientswhen | usedto bein
thereal estate business went down to the bank today to borrow money for
30 years to buy a house, how much would they pay here in the United
States?

Dr. Méeltzer. Now, over 7 percent.

Representative Saxton. So 4.7 percent is a good rate of interest,
isn'tit?
Dr. Meltzer. Yes, itis.

Representative Saxton. There are two subsidies that | can
identify here. Mr. Sanford talked about a subsidized rate. Isthere a
subsidy which the United States taxpayer pays in order to enable these
4.7 percent loansto be paid? And isthere asubsidy which weabsorb in
a different way because the market rate of interest on loans to other
countries would be significantly higher than 4.7 percent? So if our
Treasury rateis, say, 6 percent, and we are loaning at 4.7 percent, isthat
not asubsidy? And isit also not asubsidy if the market would charge,
say, 15 percent in somerisky venture at someplace in the world, and we
areloaning at 4.7 percent, are those not two subsidies which areinherent
and current IMF practices?

Dr. Métzer. Yesandyes. We treat the loan as a short-term loan,
whereas many of these loansroll over and over again. So we give them
the short-term rate, but the loan goes on for many years. Second — and
we have some documentation in our Report about how many years, but
| won't trouble you with that.

Second, of course, there is the risk premium. That is the second
subsidy. We absorb the risk premium.

Dr. Lerrick. Mr. Chairman, also two other sources of costs,
subsidies that you are providing. Oneis the significant portion of the
reserve position of the United States on which thereis no interest paid at
all. Onmost of it you receive the SDR rate after adjustments, but there
isaportion, which is approximately $2.5 billion, on which no interest is
paid at all. Inaddition, there is a subsidy because the IMF reduces the



42

rate that it pays on the funds that the U.S. provides by an amount to
generate provisions for loan losses.

Unlike aprivate sector ingtitution or most other financial ingtitutions,
the IMF shares the cost of providing provisions for loan losses between
the borrowers and thelenders. So they are effectively reducing your rate
below the 4.7 percent base. The SDR rate may be 4.7, but the IMF isnot
going to pay you 4.7 percent. It isgoing to reduce it to less than 4.7
percent in order to build the provisions for loan losses.

Representative Saxton. Thank you.

Let metalk about the American taxpayers right — or at least their
Representatives' rights to understand how the IMF operates and what
happens to American taxpayers dollars. | remember hearing a5-minute
Saturday address by President Clinton, and he started by saying, “1 would
liketo talk about the IMF. It isnot abowling machine,” an exact quote.
He was saying that because the American people not only don't have
access to information about the IMF, but unfortunately because of the
arcane way or secret way in which the IMF operates, the American
people, the taxpayers and their Representatives, | might add, have a
terrible time figuring out what the IMF is doing.

This speaks to the issue of transparency. You have made
recommendations in your Report about transparency. | believe that
Secretary Summers has also made statements about transparency.
Would you comment briefly on this subject?

Dr. Méltzer. Yes. You and your Committee deserve agreat deal
of credit for bringing thisissue to the attention of the American public and
staying with it long enough to figure out what some of those balance
sheets and income statements really look like. Dr. Lerrick has also
worked on that for the Bretton Woods Commission and in cooperation
with your Committee. | think that it is absolutely inexcusable that we
can't pick up the balance sheet and income statement of the IMF and say,
thisis how much money they have, thisis how much money the United
States providesfor them, thisis our share; that they hide behind numbers
like 18 percent when you know we are actually paying 26 percent. And
all of those things should be transparent, observable, and open to the
American public and to the Congress so that peopl e can make reasonable
judgments about what is going on.

Mr. Levinson. Mr. Chairman, just to introduce some minimum
balance, it istrue that there has been a great deal of criticism of the IMF
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with respect to transparency, but also let's recognize they are putting
much more out with respect to article 4 consultations, summaries. But it
isaso aninternationa ingtitution, so they have to in many instances get
the consents of the governments who are providing confidential
information with respect to the economy and finances of the country. But
certainly anyone, | think, who knows anything about thiswould say there
isagreat deal more information now available.

Secondly, it isn't as if we don't have a representative in these
institutions. We have an executive director, atreasury. The Congress
can call that representative up and does call her up to testify on the
subject matter. The IMF, it seemsto me, isnot amystery. It isacredit
union. The difference between anormal credit union and the IMF isthat
instead of taking the members money and loaning it to the other
members, they have what they call an exchange of assets. They
purchase the currencies. That creates the element of confusion and
difficulty, and it is very difficult to explain, | agree.

Representative Saxton. Thank you. | am going to move onto my
next question. We are going to run out of time here shortly.

| would just like to comment that we had the U.S. representative to
the IMF before us, and there were several important questions that she
could not answer. Y ou may have read her testimony. Beyond that it has
taken us three years to get to some answers.

Webelieve, in our society —whether it isin loca government where
in New Jersey we have sunshine laws to open the doors, or whether it is
in public hearings like this one where we talk about the American
taxpayers money, or whether it is American taxpayers money being used
and decisions being made by an international organization known asthe
IMF, that the doors ought to be open. That isa pretty simple concept that
we havein this country, and one that we are and | am going to continue
to work for.

Let mejust talk about now the role of the United States Government
at the IMF. Thisisavery interesting topic. When Karin Lissakers was
before us, we asked her how decisions were made at the IMF. There
had been some large number, 2,000 decisions made at the IMF. We
asked her how many votes had been held, and she said 12 to 14. We
were curious and went one step forward and asked, how do you make
decisions? Shesaid, well, by consensus. | don't know what that means.
| guessthey get everybody in the room, and they al just kind of nod their
heads, and off they go with the decision.
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Now, it isinteresting to note that the IMF says that the United States
has 17 percent, contributed 17 percent of the money to the IMF. But if
you define usable money, the United States — that is, money that is
actually usable at the IMF, the United States contributes 26 percent. As
a full partner contributing 26 percent, it seems to me that the United
States ought to have significant say, more than a consensus, about what
decisions are made at the IMF.

Would you like to comment on that, Dr. Meltzer?

Dr. Méeltzer. | think in many waysit hasavery large say about the
decisions that are being made, not through the process that you just
described, but through adifferent process through which the Secretary of
the Treasury or his aidestak to the Managing Director of the IMF and
tell them what it is that the United States wants the IMF to do, and then
most of the peoplein the room nod their head and agree with that. That
iswhy there is not much voting process that goes on.

The U.S. hasalot of influencein the IMF, but it usesit to carry out
what | believe is a very poor and unacceptable policy as far as the
American people are concerned. That is, they allocate money to
programs that the American people don't get achanceto voteon. It uses
thisasaway of going through the back door and not asking Congress to
appropriate money for projects that it wants to have, whether in Russia
or Mexico or some other country. That, | think, is the heart of the
guestion and abig part of the differences between those people who like
our Report and those who don't.

Representative Saxton. So if the United States Government
contributes al of this money and decided that we wanted — either through
legislation or through administrative policy — that we wanted to have
shorter-term loans issued to the IMF, that we wanted to restructure the
subsidization of interest rates, that wewanted the IMF to open their doors,
and that we wanted to exert the U.S. influence in amore dramatic way,
we could do that, couldn't we?

Dr. Meltzer. We would go a long way toward getting those
reforms, yes, sir. That ismy opinion.

Dr. Lerrick. Mr. Chairman, | would like to make one comment.
It isimportant to understand that there is not a single decision in any of
the international financial institutions that is not made without the
agreement and accord of the U.S. Treasury because the U.S. Treasury
can stop any other decision from being made. The U.S. Treasury has
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veto power over all major decisions. What the U.S. Treasury does, if
thereis anissue that isimportant to the U.S. Treasury whereitisnot in
agreement with the rest of the membership, is stop al other programs
from going forward in the institution.

So your statement that the U.S. should have significant influence?
The U.S. Treasury has more than significant influence in all of the
international financid ingtitutions far beyond its percentage ownership,
whether it be 26 percent or 17 percent or 13 percent.

Representative Saxton. That is exercised, isit not, through the
Department of Treasury, that influence?

Dr.Lerrick. Yes.
Dr. Meltzer. Yes.

Representative Saxton. Now, Secretary Summers has indicated
that he thinksit would be a good ideato have shorter-term loans, and less
subsidization of rates, and he thought it was a good idea to bring about
policy inthe IMF that brings about more transparency. So do you expect
that those things will happen?

Dr. Meltzer. | light acandle.

Mr. Levinson. | think Dr. Lerrick's statement is really excellent
with respect to the fact that the United States has influence. | just want
to add one thing. Any director in any one of these institutions has the
right to demand an up or down record vote in the board. So if there are
decisions by consensus, it is because no director, including our own, has
demanded an up or down record vote in which everyoneisrecorded. But
that right exists, and any director can exercise it.

Representative Saxton. The point that | wastrying to makeisthe
United States can make — and the point that Dr. Meltzer and Dr. Lerrick
were trying to make, and | guess Dr. Caomiriswould aswell, isthat the
United States has more than significant influence on decisions that are
made, and therefore, if it becomes the policy of this country to make
changes at the IMF, it is eminently doable.

Mr. Levinson. They still have to convince the other members.
They certainly have influence, but the Europeans and the Japanese also
have asignificant voicein theseingtitutions. The developing countriesare
also more assertive. So 26 percentisnot 51 percent. Thereare quaified
majorities for recommending new articles or quorums and that kind of
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thing, that is true, and the United States can use that to block, as Dr.
Lerrick has pointed out.

Representative Saxton. Dr. Calomiris.

Dr. Calomiris. | just wanted to emphasize, too, that the ability to
veto or stop something is not necessarily the same as the ability to
completely transform the ingtitution. So | agree with Mr. Levinson.

Mr. Chairman, if | can have 10 seconds for the record to make a
couple of brief clarifications, | want to point out that contrary to what |
think the impression was that Mr. Levinson gave early on, the Majority
did not support and does not support the idea of allowing the IMF to
impose labor market flexibility on other countries. | just want to
emphasize that, that we were not —as | think he suggested — arguing that
point.

If you look on page 39 of the Report, we actually say this. | just
want to be clear that it is not a one-sided discussion in that respect.

Mr. Levinson. | never implied — the Commission Majority.

Dr. Calomiris. | just want to be clear that we were not in favor of
the continuing practice of the IMF telling countries how to run their [abor
markets.

| also want to agree with him largely on the discussion of the Asian
crisis, but | want to disagree alittle bit. Here |l will use my status as an
economist and his as a lawyer to tell him that he doesn't, | think,
completely understand the subtleties of the substantial agreement that
existsamong the people he mentioned, Joe Stiglitz, Jeff Sachs, and myself,
for example.

| haven't been able to detect in the analysis of the causes of the
Asian crisis much disagreement. All of us agree that there are a
combination of factorsthat led to the Asian crisis. All of us havewritten
about it extensively. The bottom line and the most important point isthat
the Mgjority’ s recommendations take care of al of the eements, that is,
strengthening domestic financia systems so that the domestic banks don't
have perverse incentives, which Mr. Stiglitz has emphasized, Mr. Sachs
has emphasized and | would emphasize. That is part of our proposal;
providing greater liquidity through the IMF to prevent unnecessary
melt-downs, all three people would be in favor of.

So our proposals do not stand or fall depending on what weightsyou

attach to the different explanations of the Asian crisis. | just want to
make that clear.
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Representative Saxton. Thank you.

So far my questions have al centered around points of agreement
between the administration, your Commission, and even the Mgjority of
this Committee. Let me ask aquestion that | am not sure there has been
agreement on.

| went to Russiain November, and one of the primary reasons |
went wasto try to get the members' of the Russian Duma perspective on
what happened to IMF funds that were loaned to Russia. It became very
clear to me before, during and after that trip that the IMF does not have
effective procedures or safeguards in place to verify information and
monitor funds after they are disbursed. And | repeatedly talked about this
back in 1998 and 1999 and, of course, again this year because of the
Russian experience that we had.

It ssemsto meto be quiteincrediblethat an ingtitution entrusted with
public fundsfor over half a century would not have effective accounting
controls and safeguards in place to monitor funds that flow through it to
other countries. Would you comment on your perspective on that?

Dr. Méeltzer. Yes. Itisadeplorable fact that when the money
goes to the Central Bank of Russia, that the IMF has no knowledge or
ability to constrain where that money goes. That is one of the reasons
why, in thinking through our World Bank proposals, wetried to come up
with ascheme which the money would not go through the central banks,
but would be paid to the vendors. | think no one who knows about that
system can say that it is anything but a deplorable system, that we have
no real mechanisms in place to control corruption.

Mr. Levinson. | think that there is a basic conceptual issue here,
Mr. Chairman. ThelMF makesthe money availableto the central bank.
It has a negative list, usually, for which the central bank certifies the
money will not beused. The central bank can use the money to put it into
itsreserves. It can pay for imports. It can make the money available for
capital investment or borrowing by domestic banks. There is not an
indelibleink that is put on IMF dollars that you can then trace through.
That isimpossibleto do. Y ou are dependent upon the—

Representative Saxton. Are you defending the status quo?

Mr. Levinson. No. What | am saying is you have a situation
where unless you are going to specify that the money can only be used
for imports of a certain nature or some such thing like that, thereis no
way that you can provide liquidity or balance of payments financing for



48

acountry and then follow the money through to its ultimate uses. That
defeats the whole purpose of making the money available to meet
immediate needs of the country in crisis.

Dr. Méeltzer. If welimit the IMF to short-term loans and do the
development aid through the system of grants that we propose, then a
great part of that problem goes away, Mr. Chairman.

Mr. Levinson. Even the short-term money can't befollowed. The
money that goes into the central bank can go into the reserves. It never
leaves.

Dr. Meltzer. If wegiveacountry that isin extremis— and that
realy isthe Commission's proposal; that is, it can only borrow from the
IMF when no one eseiswilling to lend, when the markets are closed —
then under those circumstances we can be pretty sure that the money is
going to be used — short-term money is going to be used for the
designated purpose.

Itistruewhat Mr. Levinson says. We can't tag the dollarsto know
that they went there, but if they have a balance of payments crisis, they
are unable to pay their debt, under those circumstances we give them
liquidity aid because no other bank in the world iswilling to lend to them,
then we can be pretty sure that they are going to use that — that that
makes a marginal difference to them in their ability to pay their debt.
That redly is the purpose of making them alender of last resort.

Mr. Levinson. You still are not going to be following the individua
dollars as to whether it was used for debt repayment or for imports or
stayed in the reserves.

Representative Saxton. What Dr. Meltzer is saying is that there
will be less propensity to misuse funds if loans are made over a short
term, unlike last summer when the IMF disclosed that it had been lied to
by the Russian Central Bank in previous loans and at the same time
announced approval of a new series of loans for Russia, which | then
went to follow, and it was kind of interesting. Members of the Duma
decided it was all American bankers greed that provided for the outflow
or missing funds. So it was very interesting.

Well, we are essentially out of time. Dr. Meltzer, | wanted to ask
you onefinal question about legidation that | have introduced relative to
IMF reform. | won't go into all of the aspects of it, but it is very similar
to the subjects that we have been discussing here, the role of the United
States, the length of terms, subsidization of rates, and the need for
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transparency. Do you generally agree — have you looked at the bill, and
do you think it is generally moving in the right direction?

[The bill H.R. 3750, the IMF Reform Act of 2000, appears in the
Submissions for the Record on page 51.]

Dr. Médtzer. | haveread the bill and the press release on the bill,
and | think it generally movesin theright direction, sir. | think the idea
that you have come up with of using our ability to withdraw our funds,
that is, to withdraw our tranches from the Fund, as away of disciplining
the Fund and encouraging them to do thingsis astep that wewould want
to take hesitantly, but we should not be unwilling to take.

Representative Saxton. Thank you very much. | want to thank
all four panelists for being with ustoday. Mr. Levinson, Dr. Calomiris,
Dr. Lerrick, Chairman Mdtzer. Y ou folks have toiled together with some
difference of opinion for along and arduous task that you undertook. We
appreciate all of your points of view, and we appreciate very much that
you have come out with a work product that we think — that | think
personally moves this process forward very smartly. Thank you very
much.

Dr. Méltzer. Thank you, Mr. Chairman.
Representative Saxton. The hearing is adjourned.
[Whereupon, at 11:40 a.m., the hearing was adjourned.]



50

SUBMISSIONS FOR THE RECORD

PREPARED STATEMENT OF
REPRESENTATIVE JIM SAXTON, VICE CHAIRMAN

It is a pleasure to welcome Dr. Meltzer and our other witnesses
before the Committee this morning. Dr. Meltzer served as Chairman of
theInternational Financia Institution Advisory Commission, and the other
members of the panel were aso associated with thisCommission. | would
like to compliment you for taking thetime and effort to grapple with some
of the most complex and challenging issues in economic policy, and
producing such an excellent report. Today we plan to focus on the
substantive economic and financia issues related to the International
Monetary Fund (IMF) and World Bank, and how they relateto proposals
for reform.

As one who has been involved in issues related to reform of the
IMF for severd years, | am encouraged by the emerging consensus that
has developed on basic principles. The principles stating that the IMF
should provide more transparency, focus on short-term crisis lending,
scale-back IMF development lending, and end deep IMF interest
subsidies, now enjoy broad support. Thereis significant agreement on a
range of other issues aswell.

The main question remaining is how to consistently apply these
concepts of IMF reform. Tactical differencesin the application of these
principles should not be permitted to distract attention from how much
consensus has been achieved on basic principles of IMF reform.

For example, recently Secretary Summers has called on the IMF to
focus on crisislending, de-emphasize development lending, and raise at
least some IMF interest rates. Thisis very encouraging to those of usin
Congress who have supported these objectives for quite sometime, and
thus welcomed Summers embrace of IMF reform. As news reports
noted at the time, Summersseemed to borrow heavily from Congressional
critics of the IMF and from the expected recommendations of the Meltzer
Commission.

Our perspective here at the JEC has focused on transparency and
the finances of the IMF. These two issues are closely related, and have
important implications for Congress. Asaformer IMF research director
recently said, "the Fund'sjerry-built structure of financia provisions has
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meant that almost nobody outside, and indeed, few inside, the Fund
understand how the organization works..."

However, theIMFisapublicly financed ingtitution inwhichthe U.S.
has a prominent financial and policy making role. Congress has an
important responsibility to monitor how effectively taxpayer funds are
being used and ensure that adequate safeguards are in place. Obviously,
thislack of IMF transparency undermines Congress ability to carry out
this oversight responsibility. We have finally managed to decipher and
decode the IMF's accounts, but IMF finances really are not
understandable and do not comply with the transparency standards the
IMF imposes on others.

Our Committee findings show that the base of IMF financia support
ismuch narrower than officially portrayed, with the U.S. contributing 26
percent of usable resources, and the G-10 contributing 77 percent. Over
half the IMF membership contributes virtually no usable funds.
Furthermore, in one recent period, 70 percent of IMF credit was owed by
just five borrowers. Russia and Indonesia together accounted for
one-third of outstanding credit. IMF interest rates are currently about 4.7
percent, far below the market rates available to IMF borrowers, and
below the rates avail able to the most creditworthy nations such as the
U.S.

Two years ago the JEC also found that there were no effective
safeguards or accounting controls in place to monitor IMF loan
disbursements. Billions of dollars would be disbursed by the IMF with no
effective accounting controls in place to enable the IMF to verify
information and ensure that funds were properly used. Given the rather
low public integrity standardsin place among many IMF borrowers, this
cavalier approach failsto takeinto account thefiduciary responsibility of
the Fund to member countries and their taxpayers. After repeated public
embarrassments, and my introduction of legislation mandating IMF
accounting controls, itisgood to seethe IMF finally taking long overdue
steps to address some of these issues.

Although most of our research at the Committee has focused on the
IMF, reform of the World Bank is also needed. The overlap of IMF and
World Bank devel opment activitiesisacknowledged by each agency, but
is apparently not viewed as a problem. Not only isthe IMF involved in
many development activities, but the World Bank has participated in
bailouts during economic crises.
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A clear distinction between the different missions of the IMF and
World Bank isurgently needed, and this problem a so isaddressed in the
Meltzer Commission Report. The World Bank should focusits effortson
helping the poorest in nations that have no alternative sources of funds,
and should do so mostly through grants, not loans, as the Commission
recommends. We should reduce the burden of debt on the poorest
nations, not perpetuate this problem with morelending from theIMF and
World Bank.

The Congressional agenda for reform of the IMF and the World
Bank isasambitiousasit is compelling. However, in the case of the IMF,
the Congress has provided over one-quarter of the usable resources, more
than the three next largest contributorscombined. Over time, acontinual
assertion of Congressional pressure can make a tremendous difference,
and this is the intent of the IMF Reform Act of 2000, which | have
recently introduced. Congress is in debt to Chairman Meltzer and the
Commission for providing an excellent blueprint for reform of the IMF
and World Bank.



