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IMF REFORM: PROPOSALSTO STABILIZE

THE INTERNATIONAL FINANCIAL SYSTEM
October 7, 1998

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

The Committee met, pursuant to notice, at 10 am., in Room 311,
Cannon House Office Building, the Honorable Jim Saxton, Chairman of
the Committee, presiding.

Present: Representatives Saxton, Sanford, Thornberry, Ewing, and
Hinchey; Senators Bingaman and Robb.

Saff Present: Christopher Frenze, Robert Keleher, Juanita Morgan,
Darryl Evans, Andrew Quinlan, Daniel Guido, Joseph Cwiklinski, Howard
Rosen, and Tami Ohler.

OPENING STATEMENT OF

REPRESENTATIVE JIM SAXTON, CHAIRMAN

Representative Saxton. Inasmuch as there are many things going on
in and around the Capitol—there is a party conference down the hall which
Members from the Democratic side are attending on urgent business, and
I know that there are other Members from the Republican Mgjority side
who will be joining us shortly—but inasmuch as Dr. Frenkel, | know, has
a schedule to keep, and Dr. Calomiris, we appreciate you being here, we
are going to start on time. Here comes my friend, Mr. Ewing, so we will
begin.

I will begin with my opening statement, and then ask others who may
be here if they have an opening statement as well.

| am pleased to welcome the witnesses before the Joint Economic
Committee (JEC) this morning. We are fortunate to have two experts on
international finance testifying on reform of the International Monetary
Fund, which we will, of course, refer to as the IMF.

We look forward to a serious analysis and provocative exchange of
views on this criticaly important topic regarding the international financial
system.

In recent months, cdlsfor IMF reform have come from the American,
British, French, and Italian Governments, as well as from many others.
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Much of the discussion of IMF reform and the new internationa financia
architecture is very genera and abstract, and sometimes it is difficult to
know exactly what is actually being proposed when we talk about the
definition of reform. Thismorning, in contrast, we will be discussing some
very specific comprehensive proposals for reform of the International
Monetary Fund.

Thisisthe fourth in a series of Joint Economic Committee hearings
on IMF and international economic policy held this year. The issues related
to IMF reform are difficult and ones upon which reasonable people can,
and will and do, disagree. Asfundamental reform of the IMF has emerged
as a major issue, it is important for policymakers to explore aternative
proposals.

Last week, the Shadow Financiad Regulatory Committee, a
nonpartisan group of financial experts, released a set of IMF reform
proposals designed to contain moral hazard, restrict subsidized lending,
improve IMF transparency and accountability, and improve the evaluation
of IMF performance. This general approach is consistent with my much
more limited near-term reform proposals for the IMF, and resemblesin
many respects a proposal before us that we will hear about today.

In brief, one of the proposals presented today by Professor Charles
Cdomirisfirg establishes capita sandards to protect the soundness of the
domestic banking system. His reform of the IMF would, among other
things, do the following:

One, require adoption of capital standards in the domestic banking
system as a requirement of IMF membership.

Two, end the IMFs current standard practice of lending at
subsidized, that is, below market, interest rates and, instead, require
interest rates that would be set somewhat above market levels to
discourage abuse.

Three, require that IMF loans be collateralized by borrowers offering
securities as backing for loans.

Four, require that IMF loans provide for liquidity assistance and,
therefore, be limited in maturity to several months rather than several
years.

Fifth and findly, dispense with the often counterproductive loan
conditions, since borrowers are essentially pre-qualified under the
Caomiris approach.

These reform ideas are al designed to restructure the IMF as an
ingtitution focused on providing liquidity to illiquid governments. |
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welcome the proposal by Dr. Charles Calomiris and equally welcome the
testimony offered by Governor Jacob Frenkel, who is aso with us today.

[The prepared statement of Representative Saxton appears in the
Submission for the Record.]

Mr. Ewing, do you have an opening statement at this point?

OPENING STATEMENT OF

REPRESENTATIVE THOMASEWING
Representative Ewing. Mr. Chairman, | do not and will not take
time to make one, except to thank the witnesses for their time in being here
today and congratulate you on moving ahead with the discussion of maybe
the mogt important economic decision that we will make herein Congress
before we go home, and | look forward to today's testimony.

Representative Saxton. Thank you very much.

Dr. Caomiris and Dr. Frenkel, we are under only mild time
congtraints. | understand that Dr. Frenkel hasto leave shortly before the
noontime arrives. So, Dr. Calomiris, if you would start with your
testimony, | understand that you will consume some 20 or 25 minutes and
then we will go to Dr. Frenkel.

OPENING STATEMENT OF CHARLES CALOMIRIS,

CoOLUMBIA UNIVERSITY
Mr. Calomiris. Thank you.

Mr. Chairman, it is an honor to speak to you today. | will present a
summary of a more detailed presentation and | request that it also be
entered into the record.

I would like to describe for you a concrete proposal for reforming the
so-called global financial architecture, and the IMF in particular, which
considers current problems and solutions to those problems.

First, | review a comprehensive list of problems. The point of that
discussion is not to determine the relative importance of each one, but
rather to see how hard it would be to address all of them together.

Economics normally provides rather disma news, emphasizing
necessary trade-offs among objectives. 1n the case of redesigning financia
architecture, however, such is not the case.

It isnot difficult to construct a set of mechanisms that resolve, at the
sametime, problems of illiquidity, by providing a responsive international
lender of last resort facility dongsde a domestic deposit insurance system,
while avoiding the governance and incentive problems attendant to
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counterproductive bailouts of risk-takers by ensuring credible market
discipline of financia ingtitutions.

The hurdles that must be overcome in designing an appropriate
financid architecture then, are not those posed by economics, but rather by
politics. The chalengeisto get those with vested interests in the current
allocation of politicd power over the globa financia
architecture-including bankers, developing country oligarchs, and the U.S.
Treasury—to relinquish some of the power they currently wield in order to
make the globa financia system more efficient, competitive, and
democratic.

The detalls of the plan are summarized in Table 1 of the main paper
and are also attached to my statement. | emphasize that the success of
each component of the proposal depends on all the other components.

Without a reliable means of bringing credible market discipline to
bear on banks, to provide strong incentives for prudent risk management,
government deposit insurance and IMF lending will spur excessive risk
taking with its attendant costs. But in the presence of credible market
discipline, deposit insurance and IMF lending, if structured properly, can
strengthen the financial system by helping to avoid liquidity crises, which
result either from problems of asymmetric information or self-fulfilling
expectations.

In implementing such rules, the devil is in the details;, hence, my
emphasis on "blueprints,” specific concrete proposals, rather than smple
organizing principles. Slight differences in details can make the difference
between areform agenda that achieves both liquidity and proper incentives
toward risk, and one that achieves neither.

This proposal is offered at an opportune time. Contrary to some
statements by IMF officids and by officials of the U.S. Treasury, the IMF
isfacing along-term funding squeeze but not an immediate budget crisis,
as the GAO testimony presented before this committee on July 23
convincingly showed.

IMF funds are till substantia, certainly more than enough to deal
with any liquidity crisesthat are likely to arise in the next few months. So
there is no need to rush passage of congressiona appropriations for the
IMF. On the contrary, the longer-term need to increase the IMF's
resources offers member country governments, including the U.S.
Congress, a unique window of opportunity to consider meaningful reform
of the way the IMF operates.
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Last week, as you noted in your opening remarks, the Shadow
Financial Regulatory Committee—a nonpartisan, independent group of
experts on financia regulation, of which | am a member—issued a
statement on the IMF unanimoudly calling on Congress not to release new
funds for the IMF until it had achieved substantive reforms that will
prevent the abuse of IMF assistance, clarify IMF objectives, and make the
IMF amore accountable institution. My statement today offers details on
how to achieve those objectives.

Let me turn now to a brief discussion of the challenges facing the
global financid system and my proposals for addressing those challenges.

Over the last 20 years, 90 banking crises have occurred that are equal
or greater in magnitude, in terms of banking system losses, to the U.S.
banking experience during the Great Depression. In at least 10 cases,
banking system losses will exceed 20 percent of GDP, a staggering and
unprecedented set  of losses, which are occurring during a time of
relatively stable and rapid globa growth.

Banking system collapse due to excessive risk taking by banks has
been a common feature of all the recent financia collapses. Bank losses
precede and cause exchange rate collapses.

Banking systems worldwide have become the key source of financial
instability. Economists have pointed to severa core problems that feed
that instability. First and foremost are incentive problems that encourage
risk taking, particularly in response to adverse macroeconomic shocks.
Before banks were protected by government safety nets, economic
downturns produced contractions of bank credit supply and reductions in
bank dividends, as banks scrambled to reassure depositors that bank loan
losses would not result in losses for depositors.

But safety net protection through domestic deposit insurance and IMF
lending has removed that important disciplinary check on bank behavior.
Safety net protection, ultimately taxpayer protection of banks and their
claimants, relaxes market discipline on bank risk taking and subsidizes
higher risk in banks. This effect is especialy pronounced after banks
experience initial losses to the value of their assets. In the wake of such
losses, safety net protection encourages banks to conscioudly increase their
ast risk. Thoseincreases in risk often take the form of increased default
risk on their loans and exchange risk, after banks have already seen severe
depletion of their capital.

Bailouts of developing economies banks and international bank
lenders to those banks, orchestrated by domestic governments in
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cooperation with the IMF and the U.S. Treasury, must stop. Not only do
they produce inefficient risk taking, fiscal disasters for domestic
governments, and enormous distortionary taxes for their taxpayers; by
supporting crony capitalismboth within developed and developing
economies—they also undermine the core competitive and democratic
processes on which successful financial systems depend.

The IMF didn't invent bank bailouts and IMF involvement in bailouts
ismainly indirect but nonethelessit is quite destructive. The IMF provides
only a small wedlth transfer to its borrowers in the form of loan subsidy,
and so does not directly pay for much of the cost of the bailout, but the
IMF pressures borrowers to bail out foreign bank lenders and lends
support and legitimacy to domestic bailouts, too, by requiring government
taxation to finance the repayment of IMF loans.

The destruction wrought by these bailouts have led many, including
George Shultz and Anna Schwartz, to cal for abolition of the IMF. Others
however, including mysdlf, argue that liquidity assistance by the IMF could
be useful if properly designed. Indeed, IMF liquidity assistance has
sometimes been helpful. The most obvious case may be the March 1995
IMF loan to Argentina. Here the IMF lent to a government that had
pursued significant tangible fisca and banking regulatory reforms, and did
so with the express goal of financing a defense of the Argentine currency
board, not financing a bailout of banks or other government expenditures.

To summarize the discussion in the paper of liquidity problems, the
two most important types of problems are (1) banking panics that result
from temporary confusion on the part of bank debt holders about the
insurance within the banking sector of losses attendant to an observable
shock and (2) self-fulfilling collapses of currencies that result from
government illiquidity.

To solve thefirst problem, | propose a set of banking regulations that
together would remove the threat of banking panics. These include (1)
capital standards founded on market discipline, achieved through a
requirement that banks maintain a minimal proportion of uninsured,
junior—that is, subordinated—debt; (2) credible deposit insurance for other
bank debt claims, (3) a 20 percent "cash", or equivalents, reserve
requirement for banks; (4) a 20 percent global securities requirement for
banks; (5) free entry by domestic and foreign competitors into banking;
and (6) limitations on other government assistance to banks.

In the paper, | discuss in detail how to design effective, credible
market discipline. Here, my plan islargely based on the Chicago Federa
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Reserve's 1989 subordinated debt proposal, athough there are some
differences.

It isimportant to emphasize that a broad consensus has emerged on
the need to add some form of subordinated debt requirement to the Bade
capital standards. Advocates of some form of such a requirement now
include the Bankers Roundtable, an organization of the largest 150
American banks in the United States; the U.S. Treasury; severa Federal
Reserve Banks; at least one Fed Governor; some Members of Congress,
and the Shadow Financial Regulatory Committee. Recently, the Federa
Reserve Board has assembled a task force which is now exploring the
question of how best to design and implement such a subordinated debt
requirement.

The combination of domestic depogt insurance and market discipline,
which prevents the abuse of deposit insurance, can resolve the threat of
banking panics that result either from confusion about the incidence of
shocks to bank loan portfolios or self-fulfilling concerns about the
insufficiency of bank reserves.

The IMF's roles would be mainly to address the other liquidity
problem, liquidity crises that face member governments as the result of
unwarranted speculative pressure on exchange rates. This was the original
intent of the IMF's founder and it remains a legitimate objective of IMF
policy.

Recent studies that emphasize the value of IMF liquidity protection
argue that the current form of IMF assistance is inadequate; it istoo little
too late, and with too many conditions and delays to be effective in
short-circuiting self-fulfilling runs on currencies or government debt.

But how does one provide effective liquidity protection without
encouraging counterproductive bailouts of banks and/or governments?

My plan is to replace the current IMF and Exchange Stabilization
Fund with a new IMF, which would offer a discount window lending
facility. That facility would only be available to IMF members, and
membership would require adherence to the aforementioned banking
regulations, as well as some additional rules regarding government debt
management, and—f a country maintains a fixed exchange rate-a 25
percent minimum reserve requirement for the central bank as well as a
requirement that banks offer accounts denominated in both domestic and
foreign currency within that country.

By redtricting access to the IMF window to members in good standing
who conform to afew, smple, and easily verified rules, the IMF avoids
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free-riding on liquidity protection and the hazard of unwittingly financing
bank bailouts in the guise of liquidity protection.

The rules governing the discount window follow Walter Bagehot's
classic principles for ensuring liquidity while avoiding free-riding: lend
freely on good collateral at a pendty rate.

The specifics of membership rules, limits on collateral, and penalty
lending rates—described in Table 1 of the paper—encourage member
governments and central banks, like their commercial banks, to diversify
their securities portfolios and maintain adequate liquid reserves.

If a member isin good standing, loans are made available on good
collateral using week-old pricesto value the collateral. The loan interest
rate is set at 2 percent above the value-weighted yield to maturity on the
collaterd offered. That provides afast and effective means to short-circuit
aself-fulfilling "bad equilibrium."

Why are there no additiona conditions in my proposal for those
loans? For liquidity assstance to be effective, it must be delivered quickly
and supplied elastically.

Why no more rules for members? Well, there are lots of basic rules
countries should meet to build effective domestic financial systems. These
include accounting standards, procedures for registering collatera
interests, court enforcement of creditors and stockholders rights, a
transparent and efficient bankruptcy code, and many, many more. But
these rules are sometimes more controversial. For example, | would argue
that the Swedish bankruptcy code is far superior to the American one, and
these rules are sometimes hard to specify in asimple way. | have not tried
to congtruct alist of dl the desirablerules, but rather a set of minimal rules
that are important, smple, and easily verifiable.

Furthermore, additional rules-accounting, bankruptcy and
commercial laws-will arise endogenoudy if there is credible market
discipline within the financial system, which the subordinated debt
requirement and the other rules would ensure. Market discipline provides
a strong constituency of banks and their debt holders who will seek ways
to improve transparency, contract enforceability, and sensible workout
procedures. And | think the evidence that we have from countries that
have pursued such increases in market discipline clearly bears that out.

How will the IMF actually operate the "window?' IMF lenders
would contribute-that is, lend—bonds to the IMF, which aong with the
borrower’s collateral would be used to access the discount window of the
hard currency central banks, who would lend cash to the IMF
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collateralized 100 percent by the government securities of that centra
bank's government. The hard currency central banks, thus, would lend
risklessly. They would aso be free to serilize the effects of IMF
borrowers on the aggregate supply of hard currency. So thisin no way
would affect U.S. monetary policy.

To avoid the potential for costly bailouts, other redundant
mechanisms would be abolished, especialy the Exchange Stabilization
Fund, and emergency assstance to banks via the World Bank, the IDB, or
others.

Having argued that this plan would achieve proper incentives in
private banking and in government finance, and would a so protect against
liquidity crises, | now turn to the more difficult question: whether it is
politically feasible.

Clearly, vested interests will oppose this approach, precisely because
it might work, and thereby deprive them of a valuable, though socially
codly, subsidy. It may be possible and worthwhile, therefore, to "buy off"
some of those vested interests—particularly those within the banking
syslems of these countries—by offering a one-time injection of public funds
to recapitdize banks, and thereby make the pill of market discipline easier
to swallow. That is, of course, exactly what the Shadow Financial
Regulatory Committee of Japan is currently suggesting, as | understand,
to resolve the Japanese crisis.

It is aso worth considering how domestic governments interested in
implementing true reform might be helped by the World Bank and other
deve opment banks to achieve membership in the newly constituted IMF.
Too often the World Bank has crowded out private lending and removed
incentives for countries to adopt credible market discipline. World Bank
loans to China are the clearest example of this problem. But in some
cases, again notably in Argentina recently, the World Bank has provided
subsidies to make privatization and market discipline more achievable.
More of World Bank ass stance should be directed toward that end, and it
would make it a lot easier for countries to qualify for these new IMF
membership criteria.

A centrd principle of my proposal isto clearly separate the functions
of the IMF and the World Bank. The IMF would focus on liquidity
protection for member countries that have achieved sound financia
liberdization. The efficacy of that protection would be much enhanced by
focusing on achieving that narrowly defined economic objective.
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The World Bank would facilitate liberalization and, hence, help to
expand the IMF membership list. Encouraging bonafide liberdization is
along-term process. The form and pace of assistance by the World Bank
that isrequired is different from that of emergency liquidity assistance, and
it isvery counterproductive to confuse the two missions and the two kinds
of assistance.

Possibly, the greatest obstacle to my proposal will be the likely
opposition of the U.S. Treasury to repealing the Exchange Stabilization
Fund and focusing the IMF on providing bona fide liquidity assistance.
The Treasury has regrettably used the Exchange Stabilization Fund and the
IMF as slush funds to provide foreign aid, without the inconvenience of
seeking congressiona approva, in the guise of liquidity assistance.
Getting the U.S. Treasury to forswear such activities is a formidable
challenge, one that may require veto-proof support in Congress.

If al of these challenges to reform the IMF could be overcome and
something like this proposal were enacted, would the IMF abide by the new
rules? Obvioudy the goal of my plan has been to design rules that are
transparent to outsiders, which would make it harder for the IMF to
"forebear" in enforcing those rules. The more we all talk about ways to
further limit the forbearance, the better.

In summary, | think it iseconomically feasible to restructure the way
the IMF does business to promote a more efficient and democratic
financial system, one that ensures market discipline while avoiding market
chaos.

If the G7 chose such a path, other countries would follow. The
rewards to participating in an open, market-oriented, and stable global
financial system would be irresistible. The transition process could be
facilitated, as | have argued, if the funds currently channeled through the
World Bank and other development banks could be redirected toward
helping countriesto qudify for membership in the newly constituted IMF.

The approach to reform | am advocating has many supporters.
Y esterday's Wall Sreet Journal featured op-ed pieces by Martin Feldstein
and by the British Chancellor of the Exchequer, Gordon Brown. Let me
read a couple of quotes. Mr. Feldstein wrote:

The IMF can help prevent future crises by creating a
collateralized credit facility that lends foreign exchange to
governments that are illiquid but internationally solvent. . . A
rapid payout facility can reduce the risk of speculative attacks
and induce countries to maintain open capital markets and free
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trade. . . An international credit facility can only work if it
provides credit rapidly, at an above-market interest rate that
discourages unnecessary use and in exchange for good
collateral. . .

Mr. Brown wrote:

Our task is not to wesken support for the IMF and World
Bank, but to strengthen them by building the operational rules
by which we monitor and discipline ourselves. . . The way to do
thisis to agree to abide by well-understood and international ly
endorsed codes of conduct for fiscal policy, monetary and
financial policy, corporate standards and social palicy. . .

Also in today's Financial Times, Sebastian Edwards writes:

Thelong higtory of currency crisesin Latin America has
shown that, more often than not, the problem is lack of bank
supervision, and not excessive capital mohility. Thiswas also
the casein South Korea. . . By focusing on capital controls, the
multilateral institutions have been barking up the wrong tree.
There is area danger that by doing this, they will not focus
sufficiently on what is truly important: achieving transparency,
strengthening bank regulation, avoiding corruption, furthering
the reforms and, in many cases, pursuing major corporate
restructuring.

These voices and many others are calling for a new approach to
managing the IMF and the World Bank, one that emphasizes adherence to
economic principles that ensure market discipline, liquidity, and
competition, and that avoids allowing the IMF and World Bank to be the
instruments for the political power plays of vested interests. Thank you.

[The prepared statement of Mr. Calomiris appears in the Submissions for
the Record.]

Representative Saxton. Dr. Calomiris, thank you very much. Before
we move ahead, let me just note that Dr. Calomiris has prepared for
today's presentation to our committee a full scholarly paper, which his
remarks reflected quite accurately, | believe. | just wanted to point that
out. Itis, or soon will appear on-t is out on the table and will soon be
available on the Internet as well.

Dr. Frenkd, if you will just permit me, | would like to introduce those
M embers who have come in during Dr. Cdomiris testimony. Mr. Hinchey
of New York is now with us, asis Mr. Sanford from Georgia and Mr.
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Thornberry—South Carolina, excuse me; neighboring States, close
enough—and Mr. Thornberry from Texas. Thank you al for being here.

Let me now introduce Dr. Jacob Frenkel. This Committee is
especially pleased to have Dr. Frankel here. He currently serves as
Governor of the Bank of Isradl, and has served in that capacity since 1991,
after being appointed during the prime ministership of Yitzhak Shamir.
Prior to that, he served as Director of Research at the IMF. And so from
apractica experience point of view and from a scholarly point of view, we
arevery, very pleased to welcome Dr. Frenkel thismorning. Dr. Frenkel,
you may proceed.

OPENING STATEMENT OF JACOB FRENKEL, GOVERNOR,
BANK OF |SRAEL, AND FORMER RESEARCH DIRECTOR,
INTERNATIONAL M ONETARY FUND

Mr. Frenke. Thank you very much. Mr. Chairman and Members
of the Committee, | truly appreciate the opportunity to be here this morning
with you and share my experience in this matter.

Let mebegin with adisclaimer. | am not here as a representative of
my government. Nor am | hereto involve mysdlf in the U.S. policymaking
process with regard to a specific issue. Instead, | would like to share my
experience by providing a global perspective and speak about the role of
the IMF in this regard.

In order to provide some background, alow me to just say two
sentences about where | come from personally. | spent about 15 years on
the faculty of the Department of Economics at the University of Chicago,
and was the David Rockefeller Professor of International Economics for
closeto adecade. | then moved to the International Monetary Fund during
the period 1987 to 1991, where | served as the Economic Counselor and
Head of Research. Then, as you indicated, Mr. Chairman, | returned in
1991 to Israel to become the Governor of the Bank of Isragl. In this
capacity, | have had the privilege of serving under four Prime Ministers,
starting from Mr. Shamir through the late Mr. Rabin, Mr. Peres, and
presently Mr. Netanyahu.

The present state of the world economy must be in the background of
all discussions that concern multilateral organizations like the IMF. 1tis
clear that the globa economy is currently in a precarious state. During the
past few days, an international consensus has emerged from the meetings
of the interim committee of the International Monetary Fund, the various
subgroupings, like the G-7, and the G-22, and now the annual meetings
itself. It has become clear that we are in a fragile situation which
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specifically emanates from and reflects difficulties within the financial
markets.

The problem is not a problem of a single country. The problem is
global. As a global problem, it must be addressed within a globa
framework.

Let me give you an indication about the extent of changesin the state
of theworld over the past two years. 1n 1997 the world economy grew at
therate of 4.1 percent. Thisyear theworld is expected to grow at less than
half thisrate, 2 percent.

The United States grew at 3.9 percent in 1997 and the forecast for
1999 is almost half that rate, 2 percent.

The G-7 asagroup grew at therate of 2.7 percent in 1997 and output
isforecasted to grow this year by 2.1 percent, with a further deceleration
in 1999.

The developing countries have grown by close to 6 percent in 1997
and this year by amost a third of this rate, 2.3 percent. Russia grew in
1997 a arate of closeto 4 percent. Thisyear its output will likely shrink
by 10 percent. And | do not need to tell this Committee what are the
implications of such achangein acountry that is going through a complete
disarray politically and economically.

The Asan Group of Four, which were known as “the Tigers,” grew
at avery meager rate of 1 percent in 1997, and are expected to decline by
6 percent this year and next. The world is shrinking.

When the world shrinks, needless to say, the standard of living of
individuals al over the world, those who are poor or those who are less
poor, deteriorate. Capital markets in the world have dried up and thisis
the major problem which currently confronts the world economy.

It makes no sense that countries that have behaved extremely
irresponsibly and countries that have behaved extremely responsibly face
the same dryness of world capital markets which have now gone into an
extraordinary overshooting of reluctance to take risks, after excessive risk
taking in the previous year.

| think that Dr. Calomiris has pointed out the key elements of sound
banking systems, sound financial systems, and moral hazard. | will
address them in amoment. | want to make sure that first we understand
the background against which we are discussing these issues today.

Where does the IMF stand in this regard? To begin with, since the
problems of the world are global and since the world is interconnected, we
must have a globa framework to address these globa issues. For
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example, the problem of contagion in the current stuation is key.
Therefore, if we restrict membership in agloba organization only to those
who qualify under avery drict set of standards—standards that we like-we
may still have the difficulty that the criteria are so tight that they outside
the membership those countries that in turn will affect the entire
membership. In that case there will be no consistent mechanism by which
the entire membership can exerciseits voice, because the “villains,” so to
speak, would be outsiders.

We must find a ddlicate baance by which everyone isinside, in order
to hear the voice of reason and sense.

Now is not the time to argue about criteria for amembership fee. |
return to my origina principle-we arein anew era, and the problems we
face are systemic. We must have mechanisms by which membership is
broad and, yes, we need to put al our efforts toward improving the
behavior and conduct of the members. Y ou will not have the mechanisms
if there are more than very few nonmembers.

Reform—who can argue against reform? | think it is essentid; it is
trivia to argue about it. Thereisa danger, however. It islike Paradise.
Everyone wants to be there, but not yet. So, therefore, we must find a
mechanism by which reform is done on an ongoing basis rather than
suddenly, standing il a a point in time and saying: “Let's not do anything
else until reform is complete.”

Mr. Chairman, if this principle prevails, you will have along linein
front of the emergency room. We want to develop mechanisms by which
all of uscan befit enough to run five miles per day. | think that’s a good
objective. But are you going to indst that everyone who comes to the entry
of the emergency room should first run five milesin order to prove that he
has the capacity to do so? He arrives at the emergency room by virtue of
not being ableto runin the first place.

We want to educate, we want to improve, we want to reform, and we
want to be practica. The problem of contagion means that we cannot
afford misbehavior without having the instruments necessary to deal with
it.

Theworld financid system s currently highly integrated. Thereisno
guestion that moral hazard has been a very important issue. We have
found asituation in which countries and firms have undertaken excessive
risks, from a socid perspective, bdieving that they will not have to pay the
costs; and that big daddy will bail them out at the end of the day. These
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excessve risks have materialized and al of the public have now ended up
in the same boat.

The current Stuation must be addressed. | think the issues presented
in Dr. Calomiris testimony are very important. But | want to draw your
attention to two elements of moral hazard. The first aspect is, mora
hazard within an individua economy. Time and again we have seenin a
country where the government providesimplicit or explicit assurances, and
that the private sector behaves as if it had an insurance policy without
having to pay any premium, the private sector will start behaving
recklessly.

The problem becomes apublic policy concern when— metaphorically
spesking—a driver drives recklesdy, and incurs accidents that involve other
cars as well.

Thisis an area of legidation, of supervision, of regulation that each
country must exercise and that the international community must have a
way to impose on every country. That isone eement of mora hazard, that
| strongly believe we need to deal with.

There is a second element of moral hazard which relates to the
international community. It isthe notion that the very fact that thereisan
IMF induces governments to “drive recklessly,” knowing that they will be
bailed out. | believe that even though this point may be theoretically
correct, the hardship on any country which actualy getsin a* car accident”
is so high that it is inconceivable that the leaders would say: “If we get
some IMF assistance in the future, the risk was worth it”; neither
politically, or socialy or humanly.

Currently stock markets are declining, firms are losing profits,
employment is shrinking, and lenders in many countries are finding that
their net-worth deteriorated. Lenders have paid and are paying a
significant price. Moral hazard is not an absolute term. Y ou must show
that despite the Sgnificant capital osses that have occurred, countries till
have the incentive to behave recklesdy.

The case for the IMF, like in many aress, for example democracy, is
the case against the alternative. The IMF has made mistakes; it is not
perfect. Yet we cannot dispense with it, and nobody proposes to do so.
But let's be sure, unless there is strong and explicit support for the IMF
through a decisve public statement today—and | mean today—the financial
system may face greater danger.

Thereis anexus between the private sector and public sectors. Public
money is insufficient to deal with world financial needs. Y ou must also
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have contributions from the private sector. But the private sector will not
step in unlessthey see that governments are willing and ready to create the
environment of stability and to exercise their capacity to enforce such an
environment.

This cannot be achieved without an organization like the IMF. The
IMF certainly requires improvement. What worries me is that this
improvement cannot parayze us for even one more week. By then, | don't
know what situation Brazil will bein, and | don't know what often crises
will emerge. Thisisareal concern.

| strongly believe that a new economic order or, for that matter,
reform should not be introduced as an emergency measure. Reform may
be necessary, but it should not be introduced as an emergency measure,
but rather as along-term Strategy. For example, if you have a mechanism
that focuses on only short-term loans and short maturities, you force
“gdhort-termism.”  There is nothing more dangerous than “ short-termism.”

As far as the dispensation of conditionality is concerned, there is
considerable logic in saying that once you have pre-qualified, you get an
entry ticket and thereafter rules apply. But we are not operating in a
political vacuum. Each country has a political system, executives, a
legidature, and leaders. And the incentives are dways there. | believe that
if loans are granted without any conditiondity, even if countries are
pre-quaified in advance, you might provide or plant the seeds for an
additional element of moral hazard. This hazard reflects the effort to get
an entry ticket and forget the rules of the game oncein.

| believe that conditionality is part and parcel of the monitoring
mechanisms by which the international community ensures the value of
their funds. Thusit is appropriate to discuss what kind of conditionality
should beimposed. Thisvery discussion, by the way, is part of improving
the system. | fully agree with the notion that given the new redlity of world
capital markets, the new reality, we must have transparency. The lack of
trangparency is counterproductive, as it suggest that the public sector can
doit al. If wewant to draw in the private sector, we must project to the
private sector where the public sector wants to be: What is the agenda?
What is the commitment? Where is the Fund? Therefore publication of
information is essential.

| believe that we should encourage countries, not just through pep
talks, to publish reports on their economic situations. Those countries
which chose not to publish reports should have to explain their decision
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to the capital markets. The current crisis suggests that this form of
transparency is necessary.

On the other hand, let us ds0 be aware of the fact that some countries
have what they believe is privileged information and that negotiations
cannot be done over e-mail or in public. There are tremendous interest
groups that would be delighted to jump in to use and abuse this
information. Once again, the only advice is common sense.

Let me conclude, Mr. Chairman, with one key remark which ties back
to my opening statement. The world is facing a genuine financia crisis,
which requires decisive leadership. That decisive leadership requires a
vote of confidence in the multilateral approach.

Given the current world conditions, a vote of confidence means
capacity to immediately execute aplan. Thisisnot thetime, | believe, to
worry about the grand design of the system, when literdly there is a
potentid that the system will not be able to wait for the grand design to be
complete. Thisiswhy | believe we should discuss reform on a paralel
track, enabling the existing system to remain operational. The system
requires strengthening. A stronger IMF isrequired in order to involve the
private sector. And the time-table for the reform should be, on a mutualy
agreed upon basis, a gradual one.

I think it would be wrong to suggest that the IMF has not made some
mistakes. It has made them and individua countries have made them. It
would be arrogant to argue that no one who has made mistakesin a system
that is so fluid.

There is a story about a child who was called in by his grammar
school teacher after he submitted atest. The teacher said, "I read your test
and | can not understand how a single pupil can make so many mistakes
on one page!” The student replied, "I did not do it myself. My father
helped me."

Well to make so many mistakes, you may need more than one. In
fact, there is a partnership of mistake-makers— not just the IMF, but also
te clients, the countries. We need political leadership, economic leadership,
and intellectua leadership. But we must dso have the platform to exercise
thisleadership. That platform isthe IMF! And that iswhere | would like
to close my opening remarks. Thank you, Mr. Chairman.

Representative Saxton. Dr. Frenkel, thank you very much for a
most articul ate statement.

Let me begin the questioning by exploring some of the thoughts that
have been expressed today, particularly by Dr. Calomiris.
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Dr. Calomiris, you indicated that it is your view that the IMF does
not currently have a short-term budget crisis. This is, | think, a very
important point, one to which there has been some disagreement on Capitol
Hill aready. The IMF, obviously, in requesting that we appropriate an
additiona $18 billion, says asitsrationde that there is a short-term budget
criss, and yet others, such as the General Accounting Office, would agree
with your position.

Would you e aborate on why you think these inconsistent claims are
occurring and what, in your view, isthe real situation?

Mr. Calomiris. Well, | think that the answer is that they are not
facing a current budget crigs. But probably the easiest way to explain the
disagreement isto define exactly what | mean by that, because maybe part
of the disagreement is just over definition.

| haven't really been able to understand the opposing point of view.
So let's go into the most immediate concern that many people are raising,
Brazil. | think it is avery appropriate concern. Brazil is a country that
has made very podtive steps over the last few years. They are concerned
about the potential of not being able to maintain their exchange rate, and
there has been discussion of possibly putting together as much as $60
billion in assistance to Brazil.

It isimportant to say, first of all, that | think if that assistance were
provided to defend the Brazilian exchange rate, under the current IMF
system, | would probably bein favor of it. Obvioudly, it would depend on
the way it was done under the current rules, but | think it isagood idea.
I know that we are aready in a position to be able to provide it.

The IMF does not only have its quota reserves, but it aso has other
lending arrangements. Now, those lending arrangements require
supernumerary majorities of IMF members to agree, but presumably if
there really were an important intervention that needed to be made, those
supernumerary majorities of votes could be gotten.

Furthermore, the IMF can cobble together a plan with other
governments' lending programs, which they have done in the past. So |
think it is scaremongering, really, to claim that the current potential
problem in Brazil, which is realy the one that | think people are most
concerned about, somehow couldn't be dealt with using current IMF
resources. And | think that what we really want to ask is what we could
do over the next 9x monthsto ayear to work out a compromise where we
would resolve the long-term funding needs of the IMF aongside real
reform proposals?
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Let me also say that | am not suggesting, which was part of Dr.
Frenkel's statement, that we tell people coming into the emergency room
with a heart attack that they should undertake a vigorous exercise program
immediately. Obvioudy, what doctors do is tell you that if you don't want
to come back here, you had better start an exercise program gradualy,
and as soon as you get home let's phase onein. So that iswhat | have in
mind.

Let's get the reforms agreed to, though, immediately. We can phase
them in gradually over acouple of yearsand, as| pointed out, development
banks can be a good form of assistance.

It isnot the same to say that you want to have the reforms agreed to
now asto say that you want them to be implemented immediately. No sane
person would make that claim, and | certainly wouldn't. So | am not sure
that we really disagree.

So my point is, we certainly have enough resources to deal with the
next six monthsto ayear. That is, we are not in a crisis and we have a
window of opportunity. As a parent, | have learned that windows of
opportunity are things that should be taken advantage of; | sometimes
require discipline before | give away the candy.

Representative Saxton. Dr. Calomiris, let me just pursue this point
one step forward. When the GAO issued their report some time ago-|
guess it was probably in the neighborhood of two months ago now-they
indicated that there was over $40 billion in quota, there was at the time
something in the neighborhood of $23 billion in the arrangements to
borrow account, that there was aless-than-liquid gold reserve of about $32
billion, and that there were other mechanisms through which the IMF could
raise money, which conservatively they estimated at about $60 billion.

Do you agree or disagree with the premise that that is in the ballpark?

Mr. Calomiris. Again, asyou move to those larger anounts, you
have a progressively more onerous supermajority rule for actually being
able to access them. But, as| said, | don't view that as a problem. Of
course, you left one thing out, which is that there have been alot of loan
programs that are going to be generating inflows of revenues and
repayments to the IMF over the next year.

Representative Saxton. That was not part of the GAO report, |
don't believe.

Mr. Calomiris. Right.
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Representative Saxton. That number, we believe, in the foreseeable
months ahead could be in the neighborhood of $13 billion, or numbers to
that effect.

Dr. Cdomiris, one of the points that you emphasize is the difference
between liquidity and solvency. On one level, this appears to make such
a clear and important distinction, but the two concepts don't seem to be
adequately distinguished by IMF policy and its lending activities.

Would you discuss this issue and define for us what you mean by
liquidity or illiquidity, and solvency or insolvency, and how you think the
IMF approaches the difference-these two concepts-and how they ought to,
in your opinion, approach these two concepts?

Mr. Calomiris. Certainly. We will have to start with alittle bit of
basic economics. Anilliquid but solvent institution that is troubled during
a crisisisan ingtitution that if its depositors did not come in and ask for
their money back, on a market value basis then the bank isjust fine. But
if everyone decided, all of a sudden, to come in and ask for their money
back, the bank would have to try to sl off its assets, would have to do so
at fire sde prices, and therefore would become insolvent as the result of its
illiquidity. That would be abank which ex ante, at the time we are looking
at it, isactually solvent but potentialy faces aliquidity crisis.

Representative Saxton. May | just ask—
Mr. Calomiris. Please.

Representative Saxton. Could you equate the term "liquidity” with
atermthat | refer to as "cash flow" problem?

Mr. Calomiris. It can be, but | haven't gotten to all of the possible
meanings. That is certainly one of them. If the bank has low cash flow,
or if anyone has low cash flow that it can become illiquid, which could
generate an unwillingness on its creditors-in the case of banks,
depositors—to continue, because they are worried about being able to get
access to funds. They might be unwilling to continue to lend and,
therefore, withdraw their funds, which creates an unnecessary loss.

Representative Saxton. Now, the more serious condition would be
solvency or insolvency, would it not?

Mr. Calomiris. That is correct.

Representative Saxton. You could eguate solvency or insolvency
with bankruptcy?

Mr. Calomiris. Well, bankruptcy is a lega term, but solvency
means that the market value of your assets is less than the face value of
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your debt obligations. And what we havein al of the countries that we
have been talking about is that situation, in advance of the exchange rate
collapses. And that situation created enormous fiscal problems for those
governments. We are now finding out that in some of these countries, the
fiscal burdens on their governments, due to that insolvency in the banking
system, may be 30 percent of GDP. That is not an illiquidity problem.

Representative Saxton. Your proposal then would suggest that the
IMF dedl with liquidity problems, but not necessarily solvency problems?

Mr. Calomiris. It couldnt. If my proposal were enacted, it couldn't
ded with solvency problems. 1t would be almost impossible. But | didn't
get to the liquidity problem that | would have them deal with. They would
not be dealing with liquidity problems in the banking system. A
combination of credible market discipling, a new capital standard
requirement, and domestic deposit insurance would take care of that
problem.

The new ideas about liquidity that are concerning many economists
right now have to do with speculative attacks on exchange rates, even when
governments could maintain their exchange rate credibility in the long
run—that is, the long-run fiscal and monetary policy of the government is
sound. But suppose the central bank gets down to a very low amount of
reserves and suppose that speculators start to become concerned that other
speculators may run to get those reserves. Then you have the problem of
a saf-fulfilling run on the central bank of the country.

So that is adifferent kind of problem. Itisan illiquidity problem of
the central bank, and that isthe sort of thing that my plan would take care
of-that the IMF would take care of.

Representative Saxton. Thank you.

Dr. Calomiris, in your plan you make a number of points that your
plan does, as | was able to identify in reading your testimony, six things.
Oneg, it establishes capital standards to protect the soundness of domestic
banking systems. Two, you reform the IMF and you would make these
standards required for IMF membership. Three, you would end
subsidization through the IMF of interest rates. Four, you would require
the use of collatera for loans. Five, you would limit loan maturity to afew
months rather than the current longer term loans. And, six, you would
dispense with the intrusion of conditions attached to the loans.

Isthat afair summary of the points that you made?
Mr. Calomiris. Couldn't have done better myself.
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Representative Saxton. Let me ask you about the standards. Point
number one goes to the standards that you advocate to protect the
soundness of the domedtic banking systems. What types of standards, and
| don't know whether you want to be specific or whether you have a more
general answer, but what do you have in mind here?

Mr. Calomiris. | have been working both in the United States and
other countries, and one of the things that is common in the banking
systems of many countriesisthat they often have on their books things that
sound very good, banking laws that seem to require banks to have alot of
capita, that seem to limit bank risk-taking, and that seem to limit the abuse
of the taxpayers by the bank.

But the problem is, what al of those laws, ailmost all of them, require
is that supervisors, who themselves are government employees, make
judgments about the value of bank loans, to measure the capita that isin
the banks, and to decide whether the capitdl isthere. The most extreme
example, of course, isin Japan right now.

The Japanese have sgned the Bade capital standards so that thereis
aclaim, which no one believes, that the Japanese banks have positive net
worth. Well, we know that is not true but no oneis going to stand up, no
government is going to stand up, and say that all of these banks are
insolvent and are in violation of the Basle capital standards.

So the point of my proposals, and what | would say commends them
to you, is their unoriginality-they are proposals that have a very broad
base of support—isthat we have to have bank regulations that don't require
supervisory discretion to measure the value of bank capital. So the things
| am advocating would be requiring that banks be on a very small margin
of credible market financing.

In other words, banks wouldn't be able to fund themselves 100
percent by debtsthat are insured by the government. They would have to
finance themsalves 2 percent using market debt that would not be credibly
insured. | don't view that as a draconian or unachievable requirement.
Saying that thisis a draconian or unachievable requirement is tantamount
to saying that the marketplace is truly pathetic. And we know for periods
prior to the safety net system that banks did fund themselves, and did find
it easy to fund themselves using market sources of funds.

The other main requirement is to require that banks hold a certain
amount of liquid assets, that is, not just loans. Again, that is something that
can be easly seen from the outside. It is something that is very
transparent, and so when Dr. Frenkel was saying that he agreed with
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trangparency, | think he was also in agreement that what we want— hope
he was in agreement—in our bank regulations are rules that are credible and
can be easily verified by outsiders.

Sowhat | am trying to do is suggest that capital standards and other
regulations have to be sort of supervisor-proof, and that is why Argentina
decided to add to the Badle capital standards, a subordinated debt
requirement which began in January of thisyear. | should also mention
that this requirement, as | said before, is being considered by the Federal
Resarve. 1t has been supported by some Members of your Committee, by
the U.S. Treasury, and by the Bankers Roundtable. So the logic that |
have just explained to you is widely understood and agreed upon.

Representative Saxton. Thank you. Let me just ask one further
guestion, and then | will yield to other Members.

One of your recommendationsisto end subsidized IMF interest rates.
Now, it appears that there are two schools of thought on this, and | am
interested in your perspective. There are those who say, well, if a country
isin trouble or if a banking institution, the central bank happensto bein
trouble, that we don't want to impose a further burden on them. And on
the other hand, | believe you have a position that would take some issue
with that position. Isthat correct? If so, would you explain it?

Mr. Calomiris. Let me explain how the interest rate requirement
interacts with the other two. By itsdlf | don't think it would have much
force.

The point of the interest rate requirement is to discourage frivolous
use of the discount window. That is, if a country didn't really need it, if it
weren't really undergoing a crisis, it wouldn't use the wisdom. That was
Bagehot's argument. He wanted to discourage frivolous use. But the
interest rate by itself would not discourage abuse of a discount window
because if a country got into rea trouble, paying another 2 percent
wouldn’t keep it from abusing the discount window.

That is why the membership criteria and the collateralization
requirements are central to preventing the abuse of the discount window for
countries that are looking for bailouts. The interest rate requirement
prevents frivolous use of the discount window but doesn't really prevent,
by itself, an abuse of the discount window as a bailout mechanism.

Representative Saxton. Thank you.

Mr. Hinchey.
OPENING STATEMENT OF
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REPRESENTATIVE MAURICE D. HINCHEY
Representative Hinchey. Thank you very much, Mr. Chairman, and
thank you, Mr. Calomiris and Dr. Frenkel-Dr. Calomiris—for two very
interesting and thoughtful presentationswhich | think are very, very helpful
in our deliberations as to what to do in this particular circumstance.

| have a sense of urgency about this problem. | believe that we are
inavery, very difficult circumstance indeed and it has been growing now
for anumber of years, and it has gotten to the point where the impact of it
isabout to fall on our country asit is about to fall on others. It hasfallen
on many other countries.

So | listen particularly to Dr. Calomiris presentation with grest
interest but the sense that what you are proposing, while | can support it,
much of it at least, issues of transparency, improved banking regulations,
things of that nature | think are very, very critical. To suggest that
members of the IMF ought to adopt those standards | think is a very
sengblethingto do, and | think that we should move expeditioudy in that
direction.

However, | am aware, a least | believe that it would be very difficult
for my own country to meet the requirements that you have set forth. 1 am
thinking now of Long-Term Capital Management. | am thinking now of
the lack of transparency in hedge funds and derivatives of transactions. |
am thinking of the fact that we do not have enough banking regulation to
control the amount of money that is flowing out of our own banks into
those highly speculative aress.

So | am not convinced that even the United States at this moment
would be able to meet the standards that you have set forth, athough |
think we should and | think every country should. But my senseisa sense
of urgency. So whilel can agree that we ought to move in the direction
that you are proposing, | am very uncomfortable with the idea - don't
know if you are suggesting this, you probably are not—that we ought to
adopt these reforms before we do anything else with regard to the IMF.

We have a very important question hanging over the heads of this
particular Congress. Are we going to provide another $18 billion to the
International Monetary Fund or not? And the clock is ticking on us and the
timeis running out. We have avery short time to make that decision. It
ismy sense that if we leave town and adjourn the 105th Congress without
adopting aresolution to provide that additional capital to the International
Monetary Fund, that we are going to be participants in the exacerbation of
this problem. That is my sense at this particular moment.



25

And I an wondering, how long do you think it would take for enough
countries to adopt the plan that you are proposing so that it could make it
prectical in any way for usin the context of the present situation? We are
having steel dumped on our markets right now at low production prices.
Goods and commodities and manufactured goods are a glut on the
economy all over the world, everything from oil to wheat to computers to
automobiles. Thisisan urgent problem.

Mr. Calomiris. | agree with you, but | want to point out that many
areworried right now that we are going to take a distinctly wrong turn, and
we are seeing it not just on the IMF issue but in the Long-Term Capital
issue and other things.

The way | would define the last five or six years of experience in
emerging market countries is that many of these countries went through a
guasi privatization where the incentive structures weren't set up properly,
the basic rule of law wasn't even in place, and all of a sudden we set up
these securities markets on the foundations of very weak financia and legal
institutions that are currently having alot of trouble.

What | am most worried about is that the backlash is going to take
the form of ever-expanding bailouts that are very counterproductive,
combined with new limits on markets or retreat from markets. | think itis
very important, although difficult right now, to say that the right path is
toward true liberalization and fixing incentive problems.

| would point out that the Fed thought that by intervening in
Long-Term Capital that it was stabilizing markets, and of course in the
couple of days following its intervention it went quite the other way
because people started to worry about what that intervention meant. So
voting for IMF assistance, if it is taken to imply ever-expanding bailouts,
could have avery adverse effect.

Representative Hinchey. The intervention without accompanying
reforms was a mistake from the point of view of the Fed, from the point of
view of our economy. | think that that is absolutely true. So what you are
suggesting is that we need to move ahead with reforms, but | do not believe
that you are suggesting that we ought not to ensure that the IMF is
adequately capitalized itself.

Mr. Calomiris. | agree with you. And when the Shadow Financial
Regulatory Committee advocated unanimously not to release funds to the
IMF currently without clear conditions being met, none of us had in mind,
and certainly | don't today, that we would want to say that all countries
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must immediately adopt these very new capital standards or these new
ideas of how the government's central bank is going to do business.

But the point again is that you can phase it in. To answer your
specific question, how long would it take, | think that it would be
unrealistic to think that the capital standards | am arguing for could be
phasad in, even if they were passed today, in less than ayear. In Argentina
when they devel oped this program, they gave the banks one year advance
warning from the time the legidation was passed, and | think that
Argentina is an interesting example. It is not the United States. Itisa
much less developed financial system.

Countries could phase them in. What | have in mind is not that we
makeit an immediate requirement or that these other membership criteria
be immediate requirements but that they be phased in, and that we
encourage the World Bank and other intitutions to provide the assistance
to recapitalize these banking systems.

Recapitdization would make it possible to move in that direction the
way the U.S. did. We had a Recongtruction Finance Corporation assisting
in recapitalizing banks in the 1930s. We had an FDIC examining banks
to decide whether they qudified for membership. We didn't mix the two.
If you didn't quaify for the RFC's recapitdization program, which it made
its own decisions on, that was your problem. The FDIC wasn't going to
let you through the door.

It is that sort of mix that | have in mind, and the timing is not to
require that it happen all right now but to require agreement now.

Representative Hinchey. | very much agree with you, and | think
that kind of framework is absolutely necessary. But what you are telling
us, | believe, isthat it is going to take several yearsin order to put that
kind of framework into place.

Dr. Frenkel, | would be interested in your response to that question
and specifically with regard to the Bank of Israel. Would the Bank of
Israel be able—does the Bank of Israel meet the Badle requirements now,
say, for example? Would the Bank of Israel be able to meet the
requirements that were set forth in Dr. Calomiris' testimony?

Mr. Frenkel. To begin with, | wish to share the sense of urgency
which you raised in your opening remarks. There is not only a sense of
urgency, there is a genuine urgency.

Itis clear to anyone participating this week in the World Bank/IMF
discussions, which included a wide array of participants—bankers,
policymakers, and politicians from al over the world that the clock is
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ticking. Whether we want it or not, the time frame that was mentioned
ealier, the disparity between aweek or 10 days on the one hand and a year
or several years on the other, requires reconciliation.

In order to reconcile this difference one must ask what risks are we
willing to take? Do we want to take al the time needed for reform, hope
that the risks will not materialize but realize that in that way one takes the
risk of potential meltdown; or alternatively, should we insist that we are
serious about the financia system that we are willing to go ahead now in
support of the IMF and go on subsequently on the track that will take a
little bit more than that in order to go there. | would recommend the later
option.

| want to add one more point. The desire for reform cannot be just
matched and measured on the scale of how much time it takes. It requires
the political will from a wide array of countries. Therefore | would be
very, very nervous to basicaly stand still until everyone fully agrees on the
entire range of reform notwithstanding the fact, that currently we are not
discussing implementation, but rather agreeing to the design, which in and
of itself will take time.

Mr. Chairman, you drew the distinction between illiquidity and
insolvency and the cash flow problem. This indeed is the issue, but the
greatest danger is ensuring that the liquidity problem does not deteriorate
into an insolvency problem.

The only way to prevent that occurrence is to have the capacity to
provideliquidity on atimely bass. Otherwise, you provide an incentive to
those who are experiencing stretched liquidity to undertake policiesthat are
not caled for from the medium-term perspective. Instead, they are pushed
to the wall which might bring them to insolvency.

Soinaway, theseissues are not unrelated. A liquidity problem that
is not handled in atimely fashion could deteriorate into the much more
serious problem of insolvency. Therefore, | would repeat the sense of
urgency must be on top of everything. Thereisalot of gloom in the air.

May | tell you another little story Mr. Chairman?

Representative Saxton. Please.

Mr. Frenke. The Prime Minister of France, Mr. Mendes France,
many years ago, wanted to convince his people to stop drinking acohol
and drink more milk. He put signs al over the Paris Metro stations

stating, "Don't drink acohoal, it will kill you dowly." Finally somebody
wrote underneath it saying "That's OK, | am not in a hurry."
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The point of the story is that we must move quickly in dealing with
IMF funding. One cannot say tread dowly, we havetime. Thereisasense
of urgency and, how many times one can cry wolf. The question hereis
the IMF s liquidity.

If two years ago somebody would have come to you and said:
“Members of the Committee, we must consider the serious possibility, of
simultaneoudy experiencing a collapse of Russia, the detroning of the
tigers, the deepest recession in Japan’ s history, serious concerns in some
Latin America’ countries and that the IMF would actually need to be
involved in each case providing the resources, you would have said, “come
on, you are crying wolf.” That is not a way to compute the needs of the
institution. But in designing the Ingtitution we always love to ask the
guestion of "what if!" As public policymakers when we design a system
we should not assume the best-case scenario; rather we should alow for
the worst-case scenario!  The worst case scenario is the only responsible
guideline to decide on the appropriate amount of resources. Then, one
must make sure that the resources are used properly so that they are not
wasted.

Mr. Calomiris. May | comment quickly? Asl said before, | think
the resources that the IMF currently has or could cobble together, let's say
they are about $100 hillion, and then we have other countries that could be
pulled into it. Now we are talking about $18 billion which would alow a
total of an additional $100 hillion of IMF resources.

But if we really want to be chicken little, $100 billion is nothing. If
you redlly want to take the worst case scenario into account, what is $100
billion of new resources? Long-Term Capital had notional principal on its
swaps, we aretold, of $1 trillion, and its assets were more than the amount
of money we are talking about coming from the whole world to go to the
IMF. So let's not, | think, be disingenuous. A hundred billion dollarsis
not really very much to solve the global meltdown that some people are
talking abouit.

What isredly at stake hereis not the money, which isn't needed right
now for any globa emergency and wouldn't be enough if there really were
an emergency. What isredlly at stake is what signal does Congress want
to send about its views about the IMF and what is it going to do to push
for reform at the IMF. And you are free to send many different ones.

You could say we have no trouble with increased funding and that
will come, but we want to have some agreement over the next 6 months on
reform, not to be implemented immediately but to be phased in. That
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would be avery podtive sgnd. Why, sncewe are not really talking about
the money itself and we are talking about the signal, are we focusing so
much on today as opposed to six months from now?

Representative Hinchey. | would just say, Mr. Chairman, | think
it is possible for the Congress to walk and chew gum at the sametime. |
think that we can hold two ideas in our heads and | think we can do two
things. | think that it is possible to move ahead on reform at the sametime
we recognize that thisis a serious problem.

And | disagree with you when you say that it is not necessary to
recapitdize the IMF, that there is plenty of money there. | think that there
isinherent in this particular situation, asthereisin any similar economic
situation, astrong psychological component. And if we fail to demonstrate
that we are prepared to act responsibly, that is, the United States
Government demongrates to the rest of the world that we are not prepared
to act respongibly, that will indicate to alot of other people that they have
to take a similar course themselves.

And the danger there is that you are going to see arapid crash of the
ability of the IMF to intervene in this Situation because, as you point out,
$100 billion isadrop in the bucket. Y ou have Japanese banks sitting on
$1 trillion of bad loans, perhaps capitalized at—reserve is about 4 percent
of the money that they have got loaned out. Very serious situation. And
if we give the- think we should make it clear that we are for reform, but
| dsothink it is very important for us to act and to act responsibly and to
act directly, and to do it in away that makes it clear that we are committed
to this.

| dso would argue or disagree with your choice of words with regard
to the way you describe the use of the Exchange Stabilization Fund in the
IMF asadushfund. | am thinking specifically with regard to the way the
Exchange Stabilization Fund was used in the context of Mexico.

Mr. Calomiris. Soam|.

Representative Hinchey. If you have reactionary forces in the
legidative branch as you did in the 1930s, for example, when it was
imperative for the executive to take action in order to save not just a
national economy but the world economy, if you have those kind of
reactionary forces abroad in the legidative branch, as | might argue you do
to a certain extent today in the legidative branch of this country have
reactionary forces abroad, it becomes essential for the executive to act
directly because it was quite clear that this Congress was not going to
authorize the use of those funds.
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And if the Exchange Stabilization Fund wasn't used in that case, |
think very appropriately in retrospect, although | wasn't so certain of it at
thetime, but in retrogpect | think it was used very appropriately, we would
have seen the total collapse of the Mexican economy. And the
consequences of that, in the context of what we now see in the world
economy, would have been profound indeed. And of course al of that
money has been paid back and it has been paid back with interest.

So | don't think that it is accurate to suggest that the Secretary of the
Treasury or the President were using that Exchange Stabilization Fund as
a dush fund in that particular case, nor did they intend to use the IMF in
that way either.

Mr. Calomiris. May |, because | worked in the Mexican bailout as
pat of aWorld Bank team, so let metell you what | think. First of al, we
got our money back, but the Mexican taxpayers have a very large liability
asaresult, and nothing has been resolved in Mexico. They are till sitting
on amountain of bad debt to cronies, and | don't think that the bailout was
very well advised. Infact, | think it was a perfect example of the use of the
IMF as a dlush fund.

Let me dso say that having worked during the crisisin Mexico, | can
tell you that both the IMF and the World Bank were told, by the U.S.
Treasury, as| understand it, to lay off on trying to enforce any conditions
because those weren't convenient to the administration's plan, which was
to jud give the money away because of the political fallout resulting from
the NAFTA agreement.

So my view from Mexico was that this was not a serious program.
This was a politically driven program. | was told during presentations
about structuring the banking system that this was not going to happen
politically and that it was all ashow. That was my experience.

Representative Saxton. Thank you very much.
Mr. Ewing.

Representative Ewing. Thank you, Mr. Chairman, and again my
thanks to the witnesses for their patience and for their input.

I think you came very close to answering the question that rattles
around in my brain every time | think about the IMF and $18 billion. |
really can't fathom how $18 billion or $100 hillion on top of what they
already have can keep us from having a mgor problem economically
around the world if it is really out there. | mean, it is such a small
percentage of what the liabilities are in the world economy.
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And | just thought maybe you would focus or comment on how the
IMF could or should or does, either of you, meet that need? Wetalk like
if we put the $18 billion into the IMF, and | support that, then we won't
have aproblem. And | guess| am not sure of that.

Mr. Calomiris. Just to repest, the whole point of my plan isto make
the IMF's liquidity assistance much bigger than what we are currently
talking about, to make it able to be a much larger and more elastic source
of liquidity assistance but with good incentives. | propose this precisely
because dribbling out a few billion dollars at a time after you have had
lengthy negotiations and conditions attached has nothing to do with
providing liquidity assistance.

In fact, you might ask why isit that the money is dribbled out in such
adow way. And the reason is that the money is part of a political deal,
not liquidity assistance. Let me read, since the question of whether the
IMF is being used that way has come under some question, from a paper
by Sebastian Edwardsin the autumn 1989 Carnegie Rochester Conference
series.

He says, heistaking about the mistakes the IMF made in facilitating
therollover of debt during the 1980s, that the Fund has not participated in
this delusion willingly. “In many cases its participation was a result of
political decisons made by the largest members, in particular by the United
States.  For political reasons dictated by geopolitical or other
condderations, and many times against the judgment of the staff, the U.S.
and other industrialized countries saw fit to request, force the Fund to
approve unredlistic programsfor Egypt, the Sudan, Nicaragua, Argentina,
and Brazil. What has happened is that concessionary devel opment funds
have been given through the IMF. Of course there is nothing, per se,
wrong with providing aid.”

Why are we talking about $100 billion, even though this really isn't
a sufficient liquidity fund? It isan end-round foreign aid fund, basically
controlled by the large member country governments, particularly the
United States. So my problem with it is that when we are giving additional
money, it will be asignificant boost to the Treasury Department's ability
to circumvent due process when setting up foreign aid programs. It will
have no effect on liquidity.

Representative Saxton. If | may just take the prerogative to ask
you, Sebastian Edwards was associated with the IMF at one point, was he
not?
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Mr. Frenkd. | have known Sebastian Edwards for many, many
years. Infact, | chaired his Ph.D. dissertation. Heisabrilliant man. He
was at the University of California at Los Angeles, and then came to the
World Bank. There he performed, like many analysts do, a postmortem of
a variety of experiences. It is very important to note that thisis not the
time, to go into areal pogtmortem of the last 50 years of the IMF. | know
of many, many examples of how IMF involvement has saved countries.
The worst enemy of the very good is the excellent, but now is the time to
be practical.

As one talks about and enters into a discussion with a sense  of
urgency which is not manipulated but isredl, it isimportant at the same
timeto look at alonger-term reform strategy. |1 would give the advice that
one should attempt to walk and chew the gum at the same time. There are
really two issues that are not mutually exclusive, and if one does not
address the two at the same time, then one may not have the opportunity
to address the two when the time comes.

| want to say one more word about the amount of money being
requested. | did not plan this morning to talk about nickels and dimes.
Y es, relaiveto the size of volume of the capital markets, $18 billion is not
much. Thereforethe real issue is not whether these funds can meet all the
financial needs of the world. Clearly, they cannot.

As a matter of fact, we should not design any international
multilateral organization that is going to be built on the assumption that it
will be the provider of funds. The major provider of funds for the future
must come from the private sector. The real question is how to encourage
the private sector to participate.

You can have an advisory catalyst. You can give the best advice
without providing a penny. In reality, thisisnot enough. There must be
a baance of somefinancia assstance, which is small relative to the needs
but large relatively to the signal needed.

Onthetopic of Sgnals, | must take issue with the notion of promising
funds in the future as a signal. We do not have the luxury of playing
chess with ourselves. A signal has atransmitter and areceiver. It isnot
enough for the transmitter to say "Thisis my signal."The signal must be
received and interpreted in a similar way. The financial community is
looking for a different signal beyond just words and promises. They are
looking for a signa of a financial commitment which might be small
relative to the market, but large enough to show some leadership. Inthe
international financial community, leadership is required for the financia



33

sector and the private sector to decide to go forward and take some new
risks.

Two years ago the problem in the financial markets was excessive
chasing after yields, forgetting about risks. This brought us to a disaster.
The chase after yields brought about by excessive risk-taking, and
investors are currently overshooting in the opposite direction. The
financia sector is paralyzed. Nobody wants to take risks. No loans are
being made. Capital markets are dry.

And those emerging markets that have taken the right policies do not
have the capacity to tell the market, * We are different from those who
have not taken the right policies” Markets are now color-blind. For
emerging markets, thisisastigma. Therefore the public sector must step
in. Speeches are cheap and not enough when it comesto the signal. The
question is; What is the minimum number of dollars necessary for the
signal.

Representative Saxton. Thank you very much.

Senator Bingaman.

OPENING STATEMENT OF SENATOR JEFF BINGAMAN,
RANKING MINORITY MEMBER
Senator Bingaman. Thank you very much, Mr. Chairman. This
discussion has been very interesting. | appreciate the very insightful words
we just heard.

I would like to make a brief comment concerning Congressman
Hinchey's point that the government is refusing to provide the $18 billion
for theIMF. Actually, it isthe House of Representatives which isrefusing
to provide the funds. The Senate has already approved the funds and the
Presdent isclearly insisting that Congress will passit. | hope very much
the House will approve the $18 billion very soon.

Let metry to put thisdiscussion in some context. My layman's view
of what led Korea into financial crisisis that international banks loaned
substantial amounts to Korean banks and that the Korean banks were not
liquid enough to repay those loans on time. And alot of these |loans were
short term. Accordingly, therewas acrisis, and Korea—an economy which
people thought was very robust—dl of a sudden was thrown into recession
and depression. In responseto thiscrigs, theIMF stepped in. In addition,
and probably more significantly, representatives of these internationa
banks-from Europe, Japan and the United States-came together and were
persuaded that it was in their self-interest to restructure the outstanding
debt. AsDr. Frenke just said in his comments, the economic health of
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these countries depends much more on private investment than it does on
publicinvestment. The agreement between the banks, worked out in order
to restructure that debt, is what dlowed the situation to stabilize somewhat
in Korea

| would like each of you to comment first on whether my analysis of
the Korean caseisaccurate.  Second, | would be interested in hearing your
views on how important the involvement of the industrialized country
bankswas in addressing the Stuation. How do the proposed reforms being
discussed this morning deal with that issue? |s there something in your
proposed reforms that will ensure that we don't have European and
American and Japanese banks providing all sorts of capital which cannot
be repaid in the time frame that has been agreed upon?

Mr. Calomiris. Wellthe proposa—by placing banks in al countries
that are members on a binding market discipline margin would prevent you
from getting into the trouble that the K orean banks had gotten into in the
first place.

Senator Bingaman. So that margin would apply to our banks as
well as any other bank?

Mr. Calomiris. Any member of the IMF. Of course, wein the U.S.
have aready been taking about this in a different context: We are
probably going to do it or we should do it, and have been discussing it in
the U.S. anyway.

In the handout that | gave you there is an article by Sebastian
Edwards. Thereareacouple of paragraphs in there on Korea that will be
consistent with what | am about to say. The Korean banks, prior to the
crisis, for years prior to the crisis, were known to be in solvent financia
ingtitutions and that as they got deeper and deeper into trouble, they
increased their loan-to-deposit ratio so that prior to the crisis they were
literdly lending out, usudly to the chaebols, 99 cents on the dollar of their
deposits. This is not prudent banking. This is not market-oriented
banking.

Senator Bingaman. That is about the percentage we were lending
to Long-Term Capital, right?

Mr. Calomiris. Well, that is an unrelated hedge fund, not a bank.
That is adistinction that is worth drawing.

Senator Bingaman. But there were bank funds going into that hedge
fund.

Mr. Calomiris. Oh, yes. And there are banks who lent to Korea. It
is important to note that the Korean Government assumed the debts of
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those banks, which everyone expected in advance. These banks weren't
borrowing based on their own accounts, based on their own asset capital
vaues. Itwasdl wel known. These banks werein all senses nationalized
ingitutions when it came to borrowing, as are many banks throughout the
world.

And so when those banks got into worse and worse trouble, that
meant the fiscal obligations of the Korean Government became worse too.
Of course the main problem with IMF assistance in Korea is that, as we
know from dl of the reports, the money that was channeled from the IMF
went directly through the government to the banks, and directly from the
banks to the chaebals, the big conglomerates whose problems got the banks
into troublein thefirg place. Koreais a perfect example of what iswrong
with the way the IMF structures these bailouts.

Senator Bingaman. As | understand it, the Korean economy has
stabilized somewhat. Koreais one of those countries that people point to
as an example of possible success by the IMF, even though the success
may be very preliminary.

Mr. Calomiris. People aso point to Mexico as a success, and |
pointed out al the reasons why if you were a Mexican taxpayer it was a
disaster. Thesameistruefor Korea. Despite the objectives of the Korean
leadership which are laudable, it doesn't ook like they are going to have
the political muscle to actually wrest the control of the financial system
away from the conglomerates. Itisapolitica problem, and the IMF has
unfortunately become a—don't want to say that they've been doing it on
purpose-but they really have become part of the problem there, just asthey
were in Mexico.

Senator Bingaman. Dr. Frenkel, did you have any thoughts on my
guestion?

Representative Saxton. Before Dr. Frenkel answers, let me just
announce that Dr. Frenkel has requested that he be excused approximately
10 minutes from now, so we will honor your request if you still wish.
Obvioudy you are welcome to stay with us longer if you also wish.

Thank you. Go ahead.

Mr. Frenkd. Thank you. | think the description of the origin of the
Korean situation was just right. There was a combination of corruption,
theimplicit insurance which led people to think that things were safe and
that Big Daddy would be there, and a very convoluted system of
conglomerates. The banks and the corporate sector were so much
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intertwined that first the decision of to whom to lend and second, under
what conditions, were not always guided by business banking practices.

Secondly, it was very difficult to determine the true value of their
balance sheets. Thiswas due to the fact that good and not so good firms
were part of the same conglomerate. This is why the eement of
transparency in the proposals being discussed is so important.

Furthermore, in Koreatheratio of debt to equity has been so high that
the practices of the corporate sector in financing their operations have
created alot of vulnerability. However, in my own judgment, the markets
at least have recognized and identified the situation in Korea as one of the
most successful experiments, compared to what has happened in some
other neighboring countries.

By the same token, frankly, | believe the markets think that the
Mexican program was a success. Could it have been improved?
Definitely. But this really brings me back to the generd principle of how
to assess the performance of a program. With the benefit of hindsight and
with the realization of many other things, undoubtedly, everyone would
have done things differently. The question is, with the information that one
had at the time, should there have been a different approach? In the end,
| believe that the programs would of have been very different and, by and
large, the issue was not the role of the IMF.

It is also my judgment, that unless confidence is enhanced, in other
words-unless the IMF emerges from the current situation with enhanced
financia resources-then we will have a de facto system without the IMF.
You can come and argue until tomorrow that we are designing or even
better system for better days. But in order to ensure that those better days
are more than a dream, you must have the IMF.

Eighteen billion dollarsis as good as any other number. Since we are
in the business of signals, once it has been mentioned, then a nickel less
means a less than full commitment and a nickel more may be redundant.
You know, numbers are created by man but once they have been
mentioned, they create a signal and take on alife of their own.

Representative Saxton. Thank you very much, Dr. Frenkel and
Senator Bingaman.

Mr. Sanford.

OPENING STATEMENT OF

REPRESENTATIVE MARK SANFORD
Representative Sanford. | would pick up where Dr. Frenkel just
was, and he was talking about the Mexico City bailout and defining it as
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asuccess. | guessit would depend on one's perspective. In other words,
if youwere a New Y ork money center bank you would say it was a great
success. But if you were a Mexican middle class worker who basically
had a generation worth of wealth wiped out, you would say it wasn't such
agreat success.

Soinadl of this| think it comes down to perspective, and with that in
mind, | aways think about issues like this, because we have been
continually talking about—in essence, the code word in this conversation
has been acting responsibly. What is acting responsibly?

I always think of area middle classworking guy back home in my
district. Thereisafelow by the name of Steele who is an older fellow.
Herunsa BP gas station in Moncks Corner, South Caroling, and | think,
what is acting responsibly to Steele there in Moncks Corner?

And it seems to me, inasmuch as we are charged with watching out
for each one of his dimes that he sends up here in taxes, that we ought to
look at the big picture. The big picture hereis, how do we find stability?
What is acting responsibly?

If you look at the Japan situation, for instance, it seems to me we
have got Japan with in essence $1 trillion worth of debt that has got to be
written off in some form or another, and the question is how did Japan ever
get into that picture? Part of the reason Japan got into that picture is they
had totally unrealistic balance sheets. The, quote, worth of property in
downtown Tokyo was equa to the market value of all California red
estate. | mean, how redlistic is that?

And so what we are really dealing with, it seems to me, is a
contraction in balance sheets, which is never a pleasant experience but it
seems to be not an experience tied to capital flows. So what we are
reacting to as politicians up hereis, what are we going to do? We have got
to do something.

We have got to do something, and dl | think a number of us are
saying is, in arush to, quote, do something—and in some cases we can't do
anything as you begin to mark downtown Tokyo rea estate to its red
worth. That we don't go out and build castles on shifting sand because if
we do, again, we will have done something but we wouldn't have done
anything that islasting. And so | would say that we want to do something
that will last.

And | couldn't find the article. There was a great article that
appeared in the New York Times about six months ago talking about the
last tranche-it was either before or, again, in the six month time frame—
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but talking about the last tranche of IMF funding to Russia and how
basicdly Rubin, Summers and others had admitted as much to the fact that
it was pretty much awaste of money. It had been money washed down the
hole without any significant effect. | couldn't find that article, but it had
great examples of where money had just bled through the system without
any lasting effect.

And s0 | go back to, currency, which is a meeting of exchange. Itis
a dore of vaue, but we always have to look at the underlying balance sheet
that creates, whether in a family or a business or a government, that
creates its store of value. Much of this cannot be solved by the IMF. |
would make that point.

Two, | would ask for a little help with definitions. And again, |
would put mysdf on the far end of the Richter scale, if you want to call it
that. 1 think we could very well go into agloba depression but, asit has
been stated here earlier, $100 billion is not going to solve that problem.
Ultimately markets, it is arough process. We will walk it through that
process. But, one, | would go into definitions- need alittle help, in other
words.

Rubin has continually said IMF doesn't cost the taxpayer one dime.
And yet what | learned in Finance 101 back in business school was the
present value of money, and if you had a higher interest rate, it was
possibly a greater or smaller present value based on essentially assumed
interest rates.

If a student loan back home in my district, if a student is paying 8
percent for his student loan but an IMF loan is at 4-1/2 or 5 percent, or if
Russian bonds are actually at 30 or 40 percent, that interest rate spread,
as| understand it, is basically an interest rate subsidy paid by the United
States taxpayer. |s that correct or not correct? | would just be curious.
Either one of you could respond to that.

Mr. Calomiris. Absolutely correct.

Mr. Frenkd. | will not refer necessarily to what Mr. Rubin has said,
because | am not aware of it. Instead, | would like to respond to your
overal comments.

Representative Sanford. Let's come back to that. In other words,
| just have afew minutes.

Mr. Frenke. O.K., fine.

Representative Saxton. For point of clarification, this is very
unfortunate, we have two votes which have been called and we are going
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to have to be on the floor in approximately 10 minutes from now to catch
the first vote, and then there is a second vote.

Representative Sanford. Could | do this, Mr. Chairman?
Representative Saxton. Sure. And then we will have to conclude.

Representative Sanford. Could | throw out my two questions, and
then you all answer for the record as you like?

One question would be, what does it really cost the taxpayer in terms
of interest rate subsidy?

Two, there has been the suggestion that there has never been a default
on IMF. 1 have things that suggest otherwise in terms of a variety of
different countries around the world, in terms of technica default.

And then, three, | would ask for, when we talk about reform right
now when we fund the IMF, it does not count as an expense to the Federal
Government. And yet each of us, finance people or bankers or whatever
we might be, if the same Federal Government, our Federal Government,
appropriates money that goes to buy 100,000 acres of rea property in
South Carolina or Nevada or who knows where, that does count as an
expense. Doesthat seem logical to you al? And, two, which collatera
seems better to you, the IMF drawing right or the real property in one of
our States within our country?

Those would be my questions.

Mr. Frenkd. | will just take one second to explain the calculus.
This morning | watched a program on CNN which described the amount
of the dowdown in exports from the United States to countries in Asia,
which has resulted from the decline in Asian economic activity. This
declinein U.S. exports, in turn, is causing a decline in economic activity
in regions throughout the United States.

| would only urge you that when you do the calculus about the cost
to taxpayers of the IMF, you must also take into account the impact on
growth in the region, which directly trandates into the ability to generate
demand for U.S. products. Increased U.S. exports to the region can
mitigate adowdown in the U.S. economy, thereby reducing unemployment
and expenditures on unemployment benefits. A complete calculus must
take all of thisinto account. | am only concentrating on the nickels and
dimes and not on the human side of the calculation.

| agree with you 100 percent that IMF programs should be designed
to restore sustainable growth in some of these countries. This should be
the primary criterion. We do not want just to send money as emergency
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aid. | donot likethat and | don't think anyone from the IMF would like to
be described as providing aid, but rather as catalysts for policies that are
designed to restore growth. In thisregard, then, | would say that a much
longer-term calculation would be necessary.

| agree with you, and here | must confessthat thisis my own personal
bias. Inlsrael | am regarded asthe arch conservative. | identify myself by
the idea that "don't just stand there, do something,” is something which
should be defended. We must do the right things. That is the point.

Representative Sanford. On that very point, in other words, do you
think greater stability would come from capital flows, which in essenceis
what the IMF is about, or the basic underlying foundation, again getting
away from the rule, the shifting sands of rule of law, of transparency in
terms of financial policy, predictable regulatory policies. In other words,
those foundations, which one do you think creates greater stability?

Mr. Frenkel. They are complementary. You must have the
infrastructure, transparency, and legal system, among other things, right.
But you must also have the right economic policiesin place. In order to
generate the right economic palicies, you must have the time frame and the
political support for them. When your back is to the wall and you are
basically kicked out from the capital markets, there is no appetite or
sympathy on the part of any policymaker to think about the morning after.
All they want is to survive this day. The role of bridging the private
sector, with encouragement by the public sector, isto be judged in terms
of how well it leads to the right, sound economic policies and the
soundness of the public sector.

Representative Sanford. But you would agree, though, that there
is no bridge that is going to somehow recreate Tokyo land values being
worth—equal al the State of California, right?

Mr. Frenkd. Wdl, | think that any battles, if they can be identified
early on, should be taken care of, whether it is the New York or in the
Japanese real estate market—which has been a serious problem. By the
way, many of the problems al over the world in this regard are
concentrated in aress like real estate, including in this country, for that
matter.

Representative Saxton. Dr. Calomiris, Dr. Frenkel, | want to thank
you both for being with us. This has been a very interesting and
enlightening two hours.

I would just like to conclude by saying it sounds like there is some
degree of agreement between you, as very knowledgeable people in the
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field of international finance, as to the need to continue funding for the
IMF. Thereis some agreement that there are changes that ought to be
madeto the IMF. There are different ideas, and there should be different
ideas, about what those changes ought to be and the timing through which
they areimplemented. | would liketo thank you for expressing your views
on those issues.

Let me just say that today our leaders are searching for answers,
global leaders are searching for answers to the disarray in the international
financid markets. The current IMF/World Bank meetings indicate that to
date, in my opinion at least, no easy consensus about how to reform the
international financial architecture has emerged. Hopefully, this hearing
has contributed ideas that may serve as building blocks to constructing
such a consensus.

Thank you very much for being with us. We appreciateit.
[Whereupon, at 12:02 p.m., the hearing was adjourned.]
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SUBMISSIONS FOR THE RECORD

PREPARED STATEMENT OF JIM SAXTON, CHAIRMAN

| am pleased to welcome the witnesses before the Joint Economic
Committee (JEC) this morning. We are fortunate to have two experts on
international finance testifying on reform of the International Monetary
Fund (IMF) today. We look forward to a serious analysis and provocative
exchange of views on this criticaly important topic regarding the
international financial system.

In recent months cals for IMF reform have come from the American,
British, French, and Italian governments, as well as from many others.
Much of the discussion of IMF reform and the new international financial
architecture is very genera and abstract, and sometimes it is difficult to
know exactly what is actualy being proposed. This morning, in contrast,
we will be discussng some very specific and comprehensive proposals for
reform of the IMF.

This is the fourth in a series of JEC hearings on the IMF and
international economic policy held thisyear. The issues related to IMF
reform are difficult, and ones upon which reasonable people can disagree.
As fundamental reform of the IMF has emerged as a magjor issue, it is
important for policy makersto begin to explore aternative proposals.

Last week, the Shadow Financiad Regulatory Committee, a
nonpartisan group of financial experts, released a set of IMF reform
proposals designed to contain moral hazard, restrict subsidized lending,
improve IMF transparency and accountability, and improve the evaluation
of IMF performance. This general approach is consistent with my much
more limited near-term reform proposal for the IMF, and resembles in
many respects a proposal before us today.

In brief, one of the proposals presented today by Professor Charles
Cdomirisfirg establishes capitd sandards to protect the soundness of the
domestic banking system. His reform of the IMF would, among other
things:

I Require adoption of capital standards in the domestic banking
systems as a requirement for IMF membership.
End the IMF's current standard practice of lending at subsidized,

below market interest rates. Instead, interest rates would be set
somewhat above market levels to discourage abuse.
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Require that IMF loans be collateralized by borrowers offering
securities as backing for loans.

Require that IMF loans provide for liquidity assistance, and therefore
be limited in maturity to several months.

Dispense with the often counterproductive loan conditions since
borrowers are essentially pre-qualified.

These reform ideas are al designed to restructure the IMF as an
ingtitution focused on providing liquidity to illiquid governments. |
welcome this proposal by Professor Charles Calomiris, and equally the
testimony offered today by Governor Jacob Frenkel.



