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INTRODUCTION

RG: I'd like to extend a very warm welcome to oy visitors from afar. It's a great pleasuredweh
you with us at the Australia National Universiffjo share with us your thoughts on a set of isshatsare
on the minds of all of us at the end of the 199s:reconciliation of international capital mohjlivith
domestic economic stability. We were very pleastedNU to be working with the Reinventing Bretton
Woods committee with sponsorship from Bankers Tamst the World Bank in addition to the ANU.

We at the ANU have been deeply involved in theuismon on the east Asian financial crisis and shat'
the foundations of decades of work on the econouofiéise rapidly growing economies of east Asia and
some of my colleagues will be presenting some eif tivork in the next couple of days on that. df's
special interest and pleasure of ours at this mgeti have presentations on other parts of thedwehich
have been experiencing financial crisis and we ook lot of value from that comparative analyeisl

so we look forward to deep discussion of importasties over the next few days. The formal pathef
meeting will end tomorrow afternoon with our summimp and we'll have an informal meeting on Friday
morning for people interested in the continuing kvior this area.

Without further adieu I'd like to introduce Geohgejta, not a newcomer either to the western Pacific
region or Australia. Vice Chairman of Bankers Trasstrong supporter of the academic as well @as th
official business discussions of the implicatiofignternational financial mobility.

GV: Thank you very much Ross. Good morning ladied gentlemen, | will be extremely brief. |
would like Marc to do the preponderance of theddtrction from our point of view. Let me just sagrh
delighted to be here and glad to see all of yoe hed thanks to our hosts again. As you all krthere
are many bodies, many people thinking about thection of the international monetary system and |
think that's very good what this project is aiminglo is in particular look at some of these issues
including the capital movement issue, as we aregytm focus on at this meeting, but particularbnirthe
point of view from the non-G7 countries and pafcly with reference to the linkage of the privatctor
to the institutional arrangements relative to thabgl financial system. | personally think tha¢ 167
leadership move thus far has been commendableeaindis but it is geared to the establishment obaflo
standards in many areas as you well know, butliteae genuine progress it seems to me that wittieut
buy-in or internalization of these reforms by thilev community beyond the G7 and at least the
understanding, and where appropriate, supporteeliiange that is forthcoming from the private secto
we haven't achieved the true reform that seemsat@raense given the nature of where we are and the
types of financial crises we are experiencing.l Bok forward very much to this step in the paijeas
you know there are other steps contemplated, whiechope to discuss with some of you before we break
up and | thank you for your participation and ypapers and | think we'll be off to a great stad &athink
this group and its successors can make a worthgignificant contribution to this very importanttdge

to the world community. Thank you and let me tiito Marc.

MU:  Thank you. Thank you first ANU for sponsorittte event with the World Bank and Bankers
Trust Foundation. We are very happy to be in Cemalfer the next few days. | just wanted to gioely
some background on the Reinventing Bretton Woodsi@ittee. | met a couple of people in Washington
and at previous conferences and since 1994 theo&BWC was to try to build a dialogue between the
Bretton Woods institutions the private sector acald@mics on the change needed for the world ecanomi
institutions. Our goal was: what is the curremhétecture and what is missing from this architeetu
before thinking about building a new one. So sih@84 we have been building this dialogue and ngld
a network among policy makers and market partidgpand we have found that after the Asian crist an
the Russian default that there have been a lotajégts around the world among think tanks and
universities and our view was that we need to gik laad look at what happened to countries. That is
why we decided to commission a set of papers tk &a@ountry-specific issues and after to try tbtge
input of emerging economies and policy makers dtet t0 try to provide the view of the private sact
without coming with a new ambitious proposal, beinly very pragmatic about the change that would be
needed. So that was the idea behind the firstepbbthe project and we hope we will be able toticare

the other phases in the next few months. Thank you



DD: Thanks and good morning. | guess | will jumfo some of the issues if | may and then ticktbé&
issues we are interested in hearing. Events itedtéwo-and-a-half years or more or indeed sthee
Mexican crisis in December 1194 essentially forsg¢auface up to certain questions regarding whatilsh
the stance of national policies be with respedhternational private capital flows. | think these
guestions, especially in the context of how to nganide implied volatility and risks of private cegbi
flows that we have now discovered. Now within tbantext | would like to highlight seven issuesttha
think are central to the conclusions of this coefiee to be able to learn how the individual country
lessons answer any of these seven questions.

The first question is: is it true, and if it is &rwhy, that volatility in international capital fAs, whether at
the aggregate level or at the national level artti boterms of volumes of flows as well as in spigds
much higher than mature industrial countries? SHand of the first aspect of the proposition tiat
need to ask ourselves. | think this question romaore in the realm of established fact, much rsore
than question, that the degree of volatility thatlvave been seeing, the reversals, are unusualgaie in
developing countries and in individual countriazgmstances the volatility is about 5-7 times ggeat
than the volatility that is present at the aggredatel. So investment in developing countriea gsoup
seems to belong to an asset class that is not tipgiteame as other asset classes in the world egono
That's the first question | would like to throw thre floor: is it true that developing countries pegceived
to have the characteristics of junk bond marketd,@opose in my paper. And if it is perceived#junk
bond markets and some of the credit ratings fragrinternational bond markets suggest that thisdsed
the case, with far and few exceptions then thetipress: what can one do, either how did we ged iiat
and what can one do to get out of that?

The second question is that, more than just vdlatit is the pro-cyclical nature of many of the
components of private capital flows that seemsetinbreasing in recent times. The normal theacaktic
account of why access to global capital flows makést of sense, one of them anyway, is that even
though anticipated adverse shocks, whether homergpolicy ones or whether from international fastor
that one could be able to borrow and finance thaly through in times of such adverse shocks. This
thing seems to be turned on its head, now whategdsspro-cyclical volatility in capital flows, sbat if
there are adverse shocks what we get is a flighapital from countries. Now there are different
definitions and tests of how strongly one definas-gyclicality and that's a second issue, by broadg
the question is it true that international capilavs are counter-cyclical as in the normal cases @ pro-
cyclical? So that's the second question and aeswbshis question is that there are certain kiofdfows
that seem to be worse culprits in this regard titaers and one of the clearest ones that has ecthge
the kind of experience in the last two-and-a-haking is the short term flows. Short term flowss¢e
have especially these characteristics of huge sal&rsudden reversals and these reversals tate pla
when adverse shocks, externally or internallychitntries. And the question there is why shormter
flows have such characteristics, are there cenairal hazard issues in the international financial
architecture that makes inter-bank short term ehfitws much more volatile and much more abldee f
countries in great trouble. So that's what | wardt a subset of the second issue.

The third issue is when countries run into troudoie there is capital flying out of the country imedform
or another, they force policy responses of a aettgie, and the forced policy responses are esdignti
tightening of fiscal policy, a high interest ratedsessentially the deflationary measures to retstathe
paradigm approach that if you have to reestablisHibility in the international capital markets tlyau
have to undertake deflationary measures and thiger $he consequences of that. This is the digdipd
role of international capital markets, how largéhiis disciplining role? How effective and effinigs this
disciplining role? And is it at all appropriatetime context of the countries we are talking abo8t?that
is the third set of issues that we hope we willayjeunderstanding of within this couple days. Bgbes
beyond that, we also need to understand a littlembre clearly what are the critical transmission
mechanisms for these shocks from the capital acdoure transmitted to the current account and tinéo
real economies of these countries and | would pepbat we are still skirting at some level of
understanding that is not deep enough yet in dadanderstand how financial markets affect real
economic variables in these countries. So thatish&r huge research agenda but it seems to e fair
central.



So these are the kinds of settings on which naltjpolicy needs to work against, but before | tuwrthis, |
had the fortune to read some of the national pageilsvhat was striking is that some countries lubree
OK in the past two-and-a-half years, they havesd to face many of the turmoils we saw. Thesefare,
example, Mexico since 1994 seems to be doing wdnlitiewell, Poland is a striking case where Nancy's
paper talks about Poland has remained receivinigatdlows, Hungary to some extent and Turkey
avoiding a crisis which has been widely predictadaf fairly long time. So there seems to be a gaiu
countries which either based on fundamentals d¢ $&ems to be doing fine. The tone of the paperad
talk about how it's not luck it's because somehuway'te got fundamentals right in these places tatie

to attract the right kind of private capital flowdito be able to manage the volatility relativelliw
therefore. And then the obverse is countries Rkssia, Brazil and, of course, east Asia beforeviéch
are castigated because they had poor fundameeithler the exchange rate overvaluation, in Brazil a
Russia, leading up to inevitable crises, so theesns to be this kind of tension in the nationalgospon
the one hand: only if we had the fundamentals rilgbh we wouldn't have this kind of problem we're
talking about, so somehow national policy seenmaatter a great deal. Now | would propose to yai th
underlying it are two essential different viewshofv international capital markets react with nation
policies. One is the efficient market hypotheskgalh we've fairly grown up with, which is that fineial
flows are the function of strong macroeconomic faméntals and good institutions. And another which
is the market failure hypothesis, which is no tinaricial markets are rife with information asymrestr
with great problems in contract enforcement achwsslers and no bankruptcy mechanisms, things which
are essential underpinnings of financial marketsr@asonably efficient financial market behavior in
domestic settings, actually have a lot of problémsross border dealings and therefore we have this
tension: is it that we have to fix the fundamentahd we won't have these problems or is it thaheesl

to worry about the sources of market failure inbgllocapital markets that leads to these swings dxstw
euphoria and panic? | would submit to you thatamhe point we would have to understand the diffegen
between Mexico today and Brazil today. Is it bessaMlexico runs such wonderful fundamentals relative
to Brazil or is there a deeper underlying problem.

The fourth one | guess is coming down to the palégponse more narrowly. The clear question is the
question of exchange rate policy and | think theeeare heading into fairly familiar territory thae are
basically junking what was in the earlier partloé 1990 was the received wisdom that nominal arschor
make a lot of sense, we didn't hear the theory wetyearlier about what the nominal anchor was
supposed to be about. Now it seems to be faidgrdhat one of the lessons of this crisis is fitat
exchange rates, pegged exchange rates are praggrdas and that flexible exchange rates are tlygava
go. Now a little prior to Argentina's recent preisls we were also given to understand, or the redeiv
wisdom was, that there is a choice: you either haveve a currency board, very fixed exchangesrate
you have to be fully flexible, but even the notfrcurrency boards is coming under greater scruthmt
where it works is a very limited set of cases otuwinstances. Again | pose these not as conclubiginas
questions to go over. So exchange rates | thieketfs a lot of momentum that one of the ways isesr
like these is to have more flexible exchange ratep.

Then there are issues on fiscal policy. What lveséearned in regard to how fiscal policy shoul@icpe.
One thing is clear that if you are running vergkabudget deficits and you are borrowing to finatiee: |
think that's clear you can't afford to run huge dpetdieficits and still be able to ride this wave of
capricious global capital flows fairly effectivelgr fairly long periods of time. But then you stilave the
question of what are we asking fiscal policy toashdl is it the appropriate role in the kind of stiabig
sense.

Monetary policy, of course, is tied closely to eanbe rate policy and there is some issues therertdbe
sterilization of short term capital flows and withe way out and | think essentially the stomréhis
flexible exchange rates gives a lot more room.

Transparency, corporate governance, standard geffinere is a lot of talk about is it really tlzgntral or

is it much more peripheral. Will ever very transgd systems solve the problems we have talkedtabou
the risks and managing the crisis.

10



Finally, the fifth question | want to pose hergigen that we have failures both in internationalrkets
and assumptions of perfect domestic policies tkediept policies cannot be expected to operatel at al
times. The big question | would like to pose fouys on the openness of capital accounts. Whaeis
degree, what is the sequencing, what is the rightaach to opening of the capital account? And tha
includes the prudential regulation of banks andkeit@iace incentives and | would propose that wedry
understand this question in the historical conteéMtstralia, of course, we are lucky to have large
experience of capital controls in this country, @hl understand Ross was part of the process of
dismantling, but the entire experience of Austtal@apital controls might shed some light on indak
countries and generally.

I'll just briefly mention in closing two last pomt What's the role of private sector debt? Thestan |
pose is really that if it is that private sectopeagaches the question from the point of individe@lintry
credit-worthiness issues and how much money shiquid in that country, | think it loses somethirtngt
is more important when you aggregate the whole/stbwhat's the right role of the private sector in
setting up mechanisms to deal with managing thes ia$ volatility because in its absence, if ithat the
taxpayer will in one form or another be asked ttkpip the pieces through multilaterals or throuugh t
bilateral countries themselves, then | guess wefarite some of the rules onto the setting anywsayit's
worth the private sector watches what these rihlasare now coming up are. And last but not |essd, |
guess again I'm looking to hear about this, ispihigical economy of booms and busts, the naturinef
political process in most countries seems to belthams are great, busts, even if they are impendin
seem to take a long time for the politicians tothete act together to prevent these and | wollth
understand what it is, if anything, that we carntalprevent that long-standing problem. Thanks.

RG: Thanks Dipak. Quickly, Dominic Wilson.

DW: I'll add just a few words to Dipak's commentghink one of the positive things that has come o
of recent episodes is a greater focus on the bsreefd risks of greater capital mobility. As Difsak
background paper elaborated, we are now more awdniek than we were, that the benefits and ristes
finely balanced, particularly for developing couesrand for countries to exploit the potential gaof
access to foreign capital requires a more comg@éepfspreconditions than has usually been acknoyded
in the past. Dipak's already highlighted a lomst) ¢if common themes and | would just like to edimse

by raising four questions that | hope we can coamkho in each of the discussions.

First, what appear to be the major risks involvedaintaining an open capital account, particultoty
developing economies and how do they vary accortdiram economy's stage of development.

Second, what are the conditions, particularly feveloping economies, to open the capital account
successfully. In particular what kind of institutis, what kind of macroeconomic policies and whiad k
of exchange rate settings are best suited suppdrs@stain an open capital account at differemfest@f
the process.

Third, what policies are available to help courgtnieconcile the scale and volatility of private italp
movements with their domestic economic goals. #whdt evidence do we have about how well those
policies work. And in particular, given what Dipedkised, if you go for a strategy of using a norhina
anchor, do you need an exit strategy and do yod teethink more clearly at the beginning of theqass
about how you're going to move on after stabilmatias been completed.

And finally, | guess a slightly different issue vmonuch control can countries really exercise otier t
degree of capital mobility? Is a move towards tgeeapital mobility an inevitable fact for all qumies at
all stages of development; that they've simplytgdearn to live with or is something where thegrass
can be more tightly controlled.

Without anticipating the discussion, | suspect hgviead some of the papers, the answers to these
questions is often a good deal broader than im@t&nowledged. Despite some of the common elesment
that seem to run through many of the crises thaewging to be looking at over the next couplel@ys,

it's also clear that there are substantial diffeesrin experiences. In some cases, crises agpbhave
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arisen from exchange rate-based stabilizationthiers they were more directly associated with the
process of financial liberalization, in some catbese were public sector imbalances, in other cases
private decisions seemed to be more central tstthrg, in some cases the crises were widely artieih
in other cases they weren't, so I'm looking foduar everyone's views and once again it's a gleaspre
for us to have you all here.

RG: Thanks Dominic. Some big questions from Dipakl Dominic, they're questions that | hope that
at least some of the presentations can start twearend then in our discussion and the wind upudision
we can come back to them.. The aim of this stddleeoproject is to come out with a book that the
conclusions of which will embody the wisdom that@s out on these and related issues. So to get int
the substantive part of the program and to begprawide us with the material that will answer some
questions, I'd like to introduce Grzegorz Kolodkon the School of Economics in Warsaw, former
deputy premier and finance minister of Poland. eGazz.
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EASTERN EUROPE

GK: Thank you very much. Good morning everybothis my privilege to chair the first panel. We
have six panels, five regional and the concludiisgussions confirming the observations from these
panels. As for the first panel, we have eastemojiiand Russia, with three different papers. firseis
on Russia by Professor Vladimir Popov, currentlihviRussian Academy on National Economy, but
traveling widely recently with United Nations Woievelopment Institute in Helsinki, Finland andrthe
lecturing in USA and Canada. Then we have the mpaypéstvan Abel, jointly with Zsolt Darvas fromeh
National Bank of Hungary. That is somehow a ddférpaper because it is somewhat shorter than the
other papers, but therefore | can assume thastlian paper has been read ahead of some othespaper
which are nicely written but very long. Then werdgaper on the famous case of Poland by Nancy
Wagner who is a senior economist at the IMF. Bywlay, | am listed in the program at the IMF, whidh
course | am not. | have the privilege until vezgently to be visiting scholar with the fiscal &f§a
department and when we were starting to prepasectiiiference | was invited in my previous capacity,
but | am here as professor of economics at thedysity of Rochester for this forthcoming semest&s.
you will see from the papers there are common featand very significant differences. From an ioets
perspective often we are seeing that researchivisess and experts are putting the countries stieea-
central Europe and the former Soviet Union togethet actually, maybe contrary to expectation,ittare
we are going into this process of post-Communésidition and integration into the global econongy th
more we do different in this part of the world. nfygears ago, countries like the Czech Republioohér
Czechoslovakia and Tajikistan of the former Soldeton both belonged to the same Comecon grouping,
but now I think the Czech is much closer to, sagstern Europe than to a country like Turkmenistan
which is still lagging behind in this process. El@re have the leading countries of the transitidrich
not only refers to Hungary and Poland, but alsoGhech Republic to which Mr. Abel refers in his pap
but also Russia. Because as we will see, | belfesm the discussion the case of Russia is vergimu
different from the case of Poland and if this pamiéll bring us a little more insight into the stegies in
Poland and, to an extent, Hungary and why it didoitk in Russia then | think we will meet our
expectations. Therefore, let me turn to Vladinmd ask him to present his paper. | believe we ratick
to the schedule so we must make coffee break 46100 each panelist contain your presentati@dto
minutes. Vladimir, the floor is yours.

VP: Thank you so much Grzegorz. The purpose opragentation is to tell the Russian story, the
story of the Russian financial crisis and probaldiiould warn you from the beginning that my
explanation, the explanation you will see in thpgrais not a conventional one in the sense that it
contradicts the conventional explanations thatyay find in the Russian and western literatureer&h
are at least three conventional explanations. fifbieone is of course the Asian contagion andAkian
financial virus. The explanation is that everythimas perfect in Russia but the external shocksdeide
collapse of the Russian ruble. The second exptamagtrobably more popular than the first onehistt
there was a debt pyramid, that the government wesuphg a bad macroeconomic policy, that the céntra
bank was pursuing a pretty good monetary policwéwer the central bank is not powerful and was not
able to do much because the government was rutmigg budget deficits. Well, to be fair there were
budget deficits, on the magnitude of 5-7% of GD&ywonsiderable, in recent years. They were mostl
financed by issuing short term debt and this stasrh debt contributed to the accumulation of thietde
pyramid and finally the pyramid collapsed. Wek tpovernment says we knew about the problem when
the government faces the criticism from the forimesds of the central bank, we were doing everything
we could to cut the budget deficits, we knew thiag was going to explode, however, there was saly
much we were able to do. Because the parliamestseanti-reform minded and the parliament was not
passing the legislation we were suggesting whichldvallow us to increase the tax revenues and since
parliament didn't pass the legislation, the arftime minded parliament is the scapegoat and itstort
that the major reason was the debt pyramid. Tind &xplanation is even less sophisticated. Tlve th
explanation is that of crony capitalism that stessthe governance problem, that make referendeto t
corruption, collusion and nepotism, and basicakyes that Russian oligarchs were so short-sigihtztd
they were not able to agree on simple mattersaease the revenues of the government budget and to
ensure some kind of macroeconomic stability theeehints, at least, that funds were embezzled issRy
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including the IMF credits, and even hints that tiveye directly stolen by the oligarchs and sinds th
happened and the credits were not put to work, thielicollapse occurred.

Now | would disagree with all these explanationd awould put forward another explanation which may
seem very trivial and simple and | would argue thatexplanation of the Russian crisis is a vamypdg

one and | will try to consider the alternative expdtions to show that they are wrong and at thd arildi

try to draw some conclusions.

Now first the Russian story. [I'll just try to tslbme basic stylized facts about Russia. Macraaoon
stabilization in Russia started in 1995 and if )awe a chance to look at page 17, figure 6, thimis the
macro stabilization in Russia was carried out. fiQare 6, you may see that in the middle of 199, t
exchange rate of the ruble was pegged and so #esaw exchange rate based stabilization, a pretty
classical program of exchange rate stabilizatiBafore that inflation was running at 100s and ei/00s
percent. On July 1, 1995, the central bank pegigeduble and committed itself to maintaining the
exchange rate of the ruble. There was a corrasliding corridor, so this was a crawling peg tral
limits of the fluctuation of the ruble were incredsup to 15% after the Asian crisis. This happesred
December 1997, so from the first of January 198& new limits of the corridor were actually estabéd,
however this was a minor change. Basically, thionzhange was that after the 3 or 4 years of lide s
of the ruble and after the 4 years of very highaitidn, the government pegged the ruble and suftdbss
as it seemed, for three years the government eeddtis macroeconomic stabilization. If you gpéme
16 you may see the annual and monthly rates ddtioft in Russia. Inflation was brought down from
about several 100 and 1000 percent in the perid®®1-1994 to six percent a year, July to July. So
inflation was only six percent a year right beftdre currency crisis in August 1998, which was, loy t
way, a better record than in most economies irsttimm, for instance in Poland, for most countries
inflation was higher than 6% per year so for ecoiesnn transition this was a pretty good resulhe T
success was based, if you turn the page to pagml9nay see in figure 7 the success was basedmn t
successful policy measures. The first one, fiaoal budgetary policy was pretty successful sinee th
government, facing falling revenues, yes revenua®alling by themselves chaotically, this was aot
prearranged government decision, the governmenstmaggling with the falling revenues, however, the
government was not able to stop the decline of¢lienues, but the government was able to cut
expenditures in line with the falling revenues. tBat, at least, there was no major increase im#fieit.
The deficit was contained to 5% of GDP and this wasiccess of the government. This was pretty
difficult for the government to do because the Gid3 falling so when the revenues fell as a share of
GDP, from about 50% before transition to about 30%997 and the GDP fell itself. This involved
tremendous cuts in real government expenditurdég deficit itself was financed in a non-inflatiopar
way because the central bank created the markshfot-term, ruble denominated securities, called
GKOs, and these short term securities were themwajacle of financing the government deficit ahditt
is why the government was able to bring down iidlat Now it seemed that for three years, from 1995
1998, the government and central bank were pratigessful and inflation was going down and it seme
the growth rates of the Russian economy were aoa@sume. If you go to page 17, there was a
transformational recession in Russia for the wipaleod of the 1990s and it's only in 1997 that the
economy reaches some kind of growth, 0.6%, so kit was equal to the statistical discrepangéyter
macro stabilization of the second half of 1995 Hrelwhole year of 1996, it seemed like the economy
about to start to grow and then there was the oayrerisis of 1998 and the output fell again. Nibw
weak point of macroeconomic stabilization in Rusg#s that this was a stabilization based on
straightforward pegging of the exchange rate aedél exchange rate appreciated dramaticallytand i
reached over 70% of the PPP rate, as a matteciftfeere are tables in the paper, but if you campa
Russia to the other transition economies this Wastghest indicator. Slovenia (is the only ratam
Russia’s), which is by far the most successfulsiteom economy which enjoys GDP per capita of about
$13,000 which grew from 1993 for several yearsSkwenia can afford it. However, for Russia, this
by far an overvalued exchange rate and if you caepaissia, not only to transition economies, but to
other economies, to economies of the same levd¢wélopment and GDP per capita, as a rule of thumb,
the actual exchange rate is sort of 50% of the RRPso 70+ percent was obviously a Dutch disease f
Russia and there is a very trivial story how thergalued exchange rate undermined the Russian trade
surplus and Russian balance of payments and Riasgd the trivial balance of payments crisis. dfiy
look at page 20 you will see that on figures 8 @rbw the balance of payments deteriorated. Egport
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were about the only thing that was growing in teequs of transition. All the real indicators wey@ng
down. The export sector was the only growing seatal this sector stopped growing in 1997. When th
exchange rate appreciated exports stopped groeiusg, before the collapse of oil prices. And if yook
at the real indicators, these are dollar figures,story is pretty much the same. There was actixhuof
exports so the government killed the goose thatlayasg the golden egg and there were huge imports
going into the country, absolutely unsustainalfieré were no Russian goods on the shelves abaltl, s
looked like Russia was only consuming foreign pridubecause Russia exported mostly oil and gas and
non-ferrous metals and this is not visible in thes anyway, so all the goods were foreign madegoo
so it looks like the country is consuming becausthe cost of imports. So the current account was
positive all the time for Russia, unlike for othensition economies and unlike southeast Asiamicaas,
so the Russian pattern was the net capital outflbevcapital flight from Russia was so high that th
current account surplus was barely enough to cheecapital flight, debt service payments plus &dpi
flight. So during the year's of reform the currantount was always positive and the reserves mare
increasing so the capital flight was eating upélhe trade and current account surplus that wareed
during this period ... the Russian ruble is ovaredlit is necessary to devalue the ruble. Nowithibe
story of the crisis; it may seem very primitive pbat | would argue this is the story that reflasality.

What are the alternative explanations? The fingt oWell Asian contagion, no one really takes it
seriously because other countries faced with tbblpm of the Asian virus managed to handle it. In
several European countries stock markets fell lbeietxchange rates were actually supported by the
government and central banks.

Debt pyramid. The debt indicators. If you looklzd table showing the debt levels for differentitvies
and Russia and the table (page 11) suggests akbaiars for Russia were pretty low by internationa
standards. The debt/GDP ratio, the debt servigd lgere pretty low by international standards awen
the short term debt to GDP ratio was pretty lowrtgrnational standards and obviously there was no
reason for the government to default on the déhtas possible to continue the accumulation ofdébt
and there was no major problem with the debt serpayments. Now when | am saying that | am sort of
overexagerating, maybe | don't have the chart toertel, can show you the chart showing international
reserves and the part of the Russian short termidth by residents and as you will see, sometime i
February 1998, half a year before the crisis, Hwtgerm debt held by non-residents exceeded the
outstanding the level of foreign exchange resewldsh was the obvious mismatch, so when | am saying
the debt problem was not really the reason forctikapse of the ruble, | am a little bit pullingydeg,

but not without reason. As a matter of fact, thme thing happened in Mexico exactly half a yedoree
the Mexican crisis, sometime in the middle of 199 outstanding value of the Tesebonos exceeded the
foreign exchange reserves and of course foreigesitavs don't like it and they started to pull oud #his

is a very bad policy. If the outstanding valuahaf short term debt exceeds the level of the exjstalue

of foreign exchange reserves of course this imagmismatch. However, the Russian case waseitfer
from the Mexican case. Why? Tesebonos were deraisd in dollars and the Russian GKOs were
denominated in rubles; the Russian short term @webktdenominated in rubles. So in Russia, once the
government devalued the ruble, say in summer U98fre the crisis. The outstanding value of that,de
the dollar value of the debt, but the debt was denated in rubles, so if the government would degal
the ruble before the crisis, when the governmenalded the ruble in August, the outstanding valighe
debt immediately shrank. If the government dewalbhe ruble by two times, the outstanding valuthef
debt would shrink from $15 billion to about $7 bl and this would restore the reasonable ratithef
short term debt held by non-residents to the forexchange reserves. So, as a matter of factltiefas
absolutely unnecessary. Default on the debt dematedl in national currency is something very steang
There should be very strong arguments to provethiggie was supposed to be a default on the péneof
debt that was denominated in national currencyer&@imay be a soft landing, there is no reason do it
through a hard landing. You can always print thaney if you don't have the other options and that i
why the debt explanation is not really reason.

Now there another explanation and the other otteeigxplanation about the crony nature of Russian
capitalism. There was an article in the Econoaigt maybe some of you remember the article, at the
very end of the year, in the December issue, aadtticle basically said that the root of all Rassi
problems is the misunderstanding by Russians oh#bere of money and | sort of call it the Dostasley
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argument because there were exclusive referend@gdimyevsky. Dostoyevsky has a novel called The
Gambler, where he talks about the Russian soultatemonetized (?) Russian soul and this and ticht a
the article was actually explicitly using this nefece to Dostoyevsky and they also made referencé t
years of Bolshevik policies which were intendeeliminate money completely. This is a very popular
argument. If you have 70 years of communism, gagywell what do you want? Of course you have
currency crisis. Right. It's like you come toactbr and the doctor asks you your age and thesaye
‘well what do you want? At this age you're supplasehave all these kinds of diseases.' Now this
argument is dead wrong, because it is based owribreg facts. From 1947 to 1987 inflation in thenfier
Soviet Union, open inflation and suppressed irdlatiwhich had increased the monetary overhangethes
had been just 3% per year. A better record thanast western countries, only countries like Gennan
and Switzerland can be proud of having such a gecdrd. So the macroeconomic policy of the Soviet
planners was much more prudent than the macroedommticy of the new Russian leaders and even
more prudent than the macroeconomic policy of teetern countries. There was monetary reform in
1947, confiscatory monetary reform was a robbeoyweéver this reform was a very efficient robbery,
prices were decreased two times and since thea th&s macroeconomic stability until Gorbachev, so
even the Soviet planners, they knew how to mainteasroeconomic stability. So references to 70s/ear
of Bolshevism, when they're made by the currentsRunsleaders, is absolutely unpersuasive becaase th
Soviet macroeconomic policy was by far better apfab more prudent than the macroeconomic policy in
the 1990s. Also, and it may be strange, but thel lef monetization of the Soviet economy, M2 to 5D
ratio, or the level of creditization as they céllbank credits outstanding to GDP ratio, in th&i&oUnion
was much higher than it is in Russia. It was ala®9b, in Russia it's about 10-15%. Even though in
centrally planned economy the role of money anddbe of credit, of course, was very limited, buer
with this limited role the Soviet economy was muabre monetized and the payments were made like
clockwork, on time, not like they made today in Basand there are the arguments to support the view
The bottom line is that if you believe the oligasahere shortsighted, well of course they were
shortsighted you cannot call them long sighted,ifoyiu say this was the major reason of the crigisn
the explanation is basically the debt explanatidfhy? Because if the funds were embezzled, the
government was supposed to borrow more and morerecelthe government borrows more and more
then we come to the debt theory. Well this wasthetcase. First, there was no major change with
respect to corruption and bribery and crime inRlussian economy in recent years, except for some
stabilization, since 1995 there was some stabitinatSo there wasn't major change in embezzlewient
funds and so on. There wasn't a major increasebinery, except for some stabilization. And secttrisl
explanation cannot really be the dominant one sifnite2 money was stolen, it turns out that thiswdd
have led to increased level of the debt. This m@ghe case. The international debt as you e fr
figure 11, this international debt was not reallpstantial and it was possible to accumulate tli, de
continue to build up the debt pyramid for abouttaeotwo or three years at least.

So | come to the conclusion and probably if | cameha couple of more minutes. So if you look gife
13, you may see how industrial output, how the gowveent manufactured the crisis. Actually, thetfirs
conclusion is a very disappointing one. The Russtary is an extremely frustrating one. It lotike the
government just decided to test whether text b@o&gight or wrong and the government decideddgest
an experiment on its own. This was a trivial andepKeynesian type crisis because there were two
effects. First over-appreciated ruble and thet shilemand from domestic goods to internationaldyo
Second, there was a very tight monetary policy. iBlation is a very low inflation for Russia andtiv
monetary policy, this situation with the Russiavggmment and the central bank were more cathddin th
the Pope in a sense. This led to the crisis. Nolike southeast Asia, after the crisis, one matfitér the
crisis, when the payment system was sort of redttirere was a sharp recovery and output started to
grow. This is how the market corrected the mistalkihe government. This is the story of the
government failure, not the market. The marketiaty worked and the economy started to grow and is
growing up until now. Of course it's a short-livgabwth, it won't be sustainable without major
investment, however, it was the restoration ofgttaduction levels to the same point. So the fassson
from the Russian currency crisis is you should dagipreciation of the real exchange rate. Theveeis
that there may be a prolonged period of appreciatiell it turns out there cannot be a period of
prolonged appreciation. The second conclusidrjust name it. There are lessons to be learned by
Russia from the Asian crisis about the stabilityief banking system: twin liberalizations and so 6m
sorry for overusing my time.
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GK: That is perfectly well. We will be back withis policy to be more catholic than the Pope, we
have had the Polish Pope recently in Poland wedvdiudiare to be more monetarist than the IMF and
maybe that is the root of the Polish success.s listen to Abel.

IA: Thank you very much. Well | know my paper &af brief, but | was the last one who sent it in so
| can't assume you've had the time to look aSi.first | will try to summarize. If you look ate broad
picture, what we learned fro the Asian crisis, vasibally can assume there were four componentseof t
problem. Main causes probably, we can mentiontdbam foreign debt, then fiscal deficit as a seton
type of problem, then exchange rate system antlyfittee banking system was also part of the problém
we try to characterize the situation in transforgné@ctonomies, calling these four typical problenentive
can see that in Russia as Dr. Popov has just gesbprobably can find all four of these componemtd
there is only one other country where we can fini@ast two of the four. Namely the Czech Republic
where we can blame the banking system as beingdéindderdeveloped and loaded with bad loans and
bad banking practices and also the exchange githtyiin the Czech Republic was quite evidentydti
look at Poland and Hungary in contrast to thesedther countries. We may find positive factoranety
we can, if we want, we may assume that the excheatgesystem in Poland was not as rigid as in other
countries and we also may assume that Hungary Inaach stronger banking system than any other
transforming economy when the crisis started. H&dotase of these rough characterizations, it is no
surprise that the currency crisis hit the CzechuRép. Actually the crisis started earlier thae thsian
crisis. It was in May 1997. If you look at thestary of the Czech crisis it was surprising ththaugh

the crisis was quite serious, there was no contagithere was a following crisis in the Slovak Relpw

but there was major impact on Hungary or Polarttipalgh we would have assumed more serious impact
on these two countries. Of course the Russiaisdrisiugust 1998 was more dramatic, but still Hairyg
survived this crisis with minor changes comparedtt@r countries. Mainly the Hungarian exchange ra
system survived and the currency remained withénnidwrrow band. If you look at the figures 1, 2 8nd
and also figure 4, they give you a kind of impressif the exchange rate system we have. It igcdiffto
compare these countries because what you seeuire fig the Czech currency was first fixed and tine

a narrow band and when the crisis hit they abarditime band and there was a free float, while in
Hungary since 1995 there was a narrow band, a ergwbnd. The currency was pegged to a basket and
the band was +/-2.25% and in the center there wahange in 1995. While in Poland the exchange rat
was similar, but with a wider band, you can sedigure 3 the changes in the band, first from +/{t%
10% then later 12.5 then 15%. So on the basiBisftharacterization, basically | thought the Rolis
exchange rate system was not as rigid as in othertdes. Like in Hungary we can say this narramd

is quite a rigid exchange rate system. But dtilé compare the exchange rate movements in figure
would say there are many differences but therestaildng similarities too, in the sense that the
movements are pretty much correlated. Why théhdscontagion not evident in this history of thisis.

If you look at macroeconomic parameters, if you pane several indicators we can again see many
differences and many similarities between thesetms. Let me refer to figure 5, 6, 7 and 8ydti look
at the interest rate and interest rate premia,amesee that in all of these countries there wamegps
response to the shock, so all of these countrieg pslicies and | would assume the proper polities
respond to the crisis: changing interest ratesd éficourse these policies had an impact on theaugy,
but | want to stress there are striking similagtéd correlations when you look at the indicators.
Probably the only indicator where we can see méfifgrdnces is the stock prices, figure 9. Theee ar
analysts that concluded that Hungary's narrow lectiange rate system, although it was able to aiaint
relative stability of the exchange rate, but thstad this stability was much higher volatility ihe capital
markets and mainly in stock exchange prices. Comgahe performance of the Budapest, Warsaw and
Prague exchanges, we can see that that's rigltameee higher volatility in Budapest, but sti# th
directional movements were very much correlatedifipou look at figure 13, which compares Budapest
stock exchange with the Dax index, the German stackange index, then again we can see the
similarities in the direction of these movemen{ghat can explain these similarities? First of tilkse
countries, all of them, very much depend on foremyestments, foreign capital and of course thengba
in the German stock market or any European stockehavill have an effect on these regional markets
pretty soon. Another important macro factor isfiseal situation, but even in that sense we deget
major differences, especially one aspect, nameitital deficit is...the importance of foreign
participation in financing the fiscal deficit is partant in all of these countries and of coursestherp
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change in funds coming to finance these deficitbdaery remarkable impact on the economic sitaatio
Let me refer to figure 11 where we tried to show trrelation between the Hungarian exchange rate
movements and the difference between short termaagdterm treasury bill rate. Let me explain,
foreigners are not allowed to invest in short tgawernment papers in Hungary, they normally inwest
longer papers like 5 year bonds and another thimigiwis also important, during the stabilizatidmerte
was an almost steady decline in inflation and amoat steady decline in interest rates, so long tates
are normally lower than short term rates. Whenmetliean increasing demand for long term papershvhi
is basically a reduction in the yield in the loegmh means that the difference in the short terrd yaed
long term yield is reduced and we can see that winere is this type of movement in the difference
between the yields it is indicated there is a edjitflow, financing budget deficit.

DD: Could you clarify something. What is the défion of the position of the exchange rate?

IA: That is a capital inflow which normally comes lbuy long term papers and then the difference
between the three month...

DD: | understand that one, but the position ofékehange rate is it...

IA: Yeabh, this is within the band.

DD: Oh, the position within the band. The deviatfoom the center of the band.
GK: You can get it from figure 11.

IA: It may be complicated but it is meant to sathiére is a capital inflow then we have apprecratio
and of course if there are volatility, figure 1Glzally gives you the picture of the capital inflowhich
was of course quite volatile. Figure 12 gives tloeisame thing as figure 11. So the conclusidhasthe
fiscal system and the financing of this fiscal di¢gfand the loose exchange rate system makes these
countries extremely vulnerable to capital infloAll of these countries. But still there are major
differences and to identify the causes or explanatif these major differences, | have a few conchss
Namely macro fundamentals are very important inarmg the movements and though they are
necessary conditions for a stable situation, tlieynat sufficient. Certainly not sufficient to agto
contagion type impact. To reduce the risk of cgiaia, countries may want to diversify exports and
financing as well. But even if they are successfidoing this diversification, they are exposed to
contagion because history shows that regionalcase much more frequent than single currencyscrisi
So if there is a regional problem then most ofdbentries in the region are hard hit. Two key éssare
in making the system less vulnerable. One is definthe banking system and the second one ifishal
system, not just the size of the deficit but prdp&yen more important is how it is financed anchtvs
the function of short term capital, short term dehthat financing. Of course the exchange rastesy is
important, but the importance of the exchange sgs¢em in that sense is secondary because itgflstts
those movements which are developing.

So basically my main conclusion is that the differe between Hungary and the other countries is the
banking system. This is the only systemic diffeethat we could find. The Hungarian banking sysat
the time of these crises, 1997-1998 was domindotgign owned. All of the commercial banks are
privatized except for one bank which basically wieakrupt and then the state had to move in so we
again have a state-owned bank. The banks welj@stqtrivatized, but sold to strategic partnersstiyo
AAA global banks. Thank you, I think | have usdidof my time.

GK: Thank you Istvan. So now we are turning to &8§awagner of the International Monetary Fund.
She will present the paper on Poland's experieritecapital flows in the 1990s. So | am even miaen
to listen than anybody else to learn another exgtian of how have | succeeded over 1994-1997 when |
was in charge of these policies. Nancy pleaseaitell

NW: | was going to say that | am in a rather unlipaaition, in that I'm sitting next to someonettha
probably knows more about Poland than | do and'tyethe one who's talking about it.
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So I'm going to give a brief overview of Polandperience of capital flows in the 1990s. You can
essentially characterize Poland's experience astihat periods with respect to capital flows.ytfu take

a look at figure 4, | characterized it as earlysition during 1991-1992, debt rescheduling peviddtch
ended in 1994, maturing transition of 1995-1996 Bhidprospects from 1997 on. The early years of
transition were characterized by the fact that Rélaad very high level of external debt so offidlaivs
and what's called exceptional financing, namelyhnimg arrears and debt rescheduling played the damhin
role in Poland's external financing. At this tiprévate capital flows were actually negative oret lpasis
because there were huge payments for amortizafibere was a Paris Club debt reduction agreement
which occurred in April of 1991 which did sharpbwer Poland's debt, but they still had a major [mab
with their private sector debt as well. At thisé during the earlier transition Poland also bdtman
structural reforms to attempt to attract capitai$, so they liberalized foreign direct and porda@quity
investment in 1991 and they liberalized portfolebtinvestment in government securities by 199Gt iB
really wasn't until the so-called debt reschedupegod, namely by October 1994 there was a turning
point in Poland's situation with the conclusiortleg London Club debt reduction agreement, also know
as the Brady plan and at this time Poland shiftethfoeing a heavily indebted country to a modeyatel
indebted country and its international creditwardgs was also being enhanced by growing politicdl a
social stability.

So this led into what | refer to as maturing tréinsi, that basically the London Club agreement was
catalyst for a major acceleration in capital inflomnd portfolio investment picked up sharply in4.9&d
FDI inflows surged. This was not all a positiveuation from the viewpoint of the central bank hesain
1995 there was a growing current account surplutevalh the same time there was a major reverstilen
capital account and this led the national bankda $o conduct very large scale sterilization gpiens.
Official reserves skyrocketed but at the same 8méid the quasi-fiscal costs that the central haak
incurring from these sterilization operations. ghurge in inflows also led to concerns about exgha
rate appreciation, potential loss of export conmjpetness and in fact, in the event by 1996 theerurr
account surplus had disappeared and turned inéficitcand of course the worries were the inflaion
impact. So in 1995 one of the actions taken byctrgral bank was to replace the crawling peg with
crawling band with fluctuation margins of +/-7% athis induced some exchange rate risk and the like.
And at the same time they also lowered their basdihg rates in an attempt to reduce the inteegst r
differential which had become so attractive topbefolio investors.

Now moving into the next period, the so-called Bdgpects period, beginning around 1997 there seemed
to be signs of overheating in the Polish econo®g.the NBP (National Bank of Poland) ended up
reversing course and raising the interest ratenagyad they also boosted reserve requirements te Qigh
levels. In fact the reserve requirements, evenf &sday, stand at 20% for local currency demarubdits
which is very high when you think about their mayitoward EU convergence. The raising of the irgiere
rates, of course, also led to a pickup in capitibivs again and a return to heavy sterilizationolhof
course, created the additional, sort of viciousleiof high interest rates from the sterilizatidtvacting

even more capital inflows. The inflows came in just because of the interest rate differentiat, bu
Poland had very strong macro fundamentals atitiis.t Growth rates from 1995-1997 were in the range
of 6-7% per year, which for the transition econasnias pretty phenomenal and they were also having a
strong drop in inflation also. So by early 1998 thflows had pushed the zloty close to the upipeit bf

the band and the newly created monetary policy cibwhich was going to make the monetary policy
decisions for the NBP started in February of 199@ their first action was to widen the band to 824l

With respect to how Poland dealt with the Czech Asidn crises. It weathered those crises very; ver
well. You might say there was almost a momentaop dn the stock and the currency markets, butether
was a quick rebound, again investors took a loaksaid the fundamentals in Poland were quite setd,
there's no reason to pull out on a longer termshaBut when the Russian crisis hit Poland didhgough

a much bumpier ride. Part of it certainly was pisgchological effect of the geographic proximitcaaese
in terms of the primary transmission mechanismsootagion Poland was on fairly firm ground. Imter
of trade exposure, Poland had very successfullyeneted the vast majority of its trade towards Ete

and other more developed countries and at thedfrttge crisis trade with Russia was only about 8%ao
formal basis, but if you include their informaldieg they have a large amount of what | think inKeyris
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called suitcase trade and in Poland is called ssiflad transactions or unregistered trade. Ifiymlude
that plus trade with the rest of the CIS, it mighte been as high as 20%, but still it means tbe va
majority of their exports were unaffected diredilythis crisis. And also in terms of banking and
corporate sector exposure that was very low. Tihemks had followed very prudent lending policied a
in fact banking sector exposure was estimatedsattlean one percent of assets in the banking system
Nevertheless there was a massive withdrawal frotars financial markets and at this time the zloty
which had been right before the crisis been hogemnigar the upper edge of the its +/-10% bandtdell
bellow parity. The first time really during theter year that it weakened that much. Foreign stoes
pulled out approximately 20-25% of their holdingggovernment securities and the main index in the
Warsaw stock exchange plummeted by more than 38&4t did experience quite a hit from the Russian
crisis. At the same time though, the recovery gute rapid and this quick rebound suggests aflte
sell off was primarily liquidity driven. Namelypat Polish markets are among the most liquid of the
transition economies. There was also a very higinesof Poland in most emerging market investors
portfolios, so Poland was the ideal market to fajpu needed to cover your positions and | felt ohthe
most interesting aspects of the crisis was theaaitiths' reaction at this time. They sent, you misgy,
several signals to the market which emphasizedthiegtbelieved Poland should be judged on its
fundamentals and not as just a transition econontipé with Russia and the like. So one of thaghsi
was that when the zloty fell as far as it did, tdéyn't intervene in the markets. Which reallytqui
surprised a lot of market participants at the tilng,they held true to their belief that they wahte allow
for exchange rate risk and for people to not exfmrcthe central bank to come in and rescue th&hey
also, in early September, right at the peak ofctirgs, cut their benchmark rate which they hachbee
planning earlier and this even further surprisedrtfarkets and was taken as a very good sign afiadtin
the zloty actually strengthened after they cutrthegies, precisely because it was seen as sugnal sif
confidence. In November the government also whaad with the largest IPO that had ever been seen i
central and eastern Europe, namely an IPO with teeEicommunications company and, despite the very
rough market conditions, it was 2.5 times overstibed so again that was a strong signal in théih fa
the economy. The subsequent crisis had evenrgsact on Poland's markets than the Russian ciigis d
With Brazil the markets basically shuddered adijtbut the zloty quickly recovered to trading oa tery
strong side of the band. And in fact, as a resfulhe continued strong zloty and signs of weakgnin
economic activity, the NBP again cut their key iest rates, you might say during the peak of the
Brazilian crisis as well and this did finally letm@sharp weakening of the zloty to close to parithe
Kosovo was had relatively little impact on Polasdwgell. | think even less so than perhaps even see
Hungary to some extent since Hungary, because Hyihging a neighbor of Yugoslavia had more of an
impact towards trade and the like. And since Jgnlidhe Warsaw stock market has now been up by
more than 30% so that's another reflection of gfrmntinuing interest in the Polish economy.

So then the question is, how vulnerable is Polaralfinancial crisis of its own or through contatffo
First of all, Poland had a very small proportioritefdebt in terms of short term debt. By way of
comparison with Mr. Popov's discussion of Russ@afd's short term debt right now stands at less th
13% of its reserves and this is in large part dutaé fact Poland still maintains restrictions dors term
capital flows and the national bank of Poland hexry wigh reserve cover. Part of this is becausg'th
had such strong flows which led to very high ressrvTheir banking sector is also among the hessthin
transition economies, perhaps not quite as strerdumgary's since Hungary has largely foreign owned
with very strong bank backing, but most of Polafdisking sector is privatized as well. They haggyv
good supervisory regulation system, they still hesme areas which they could improve, such as
consolidated supervision and the like, but it stilhks among the very best in the transition ecoesmin
fact Standard and Poor just upgraded Poland timk itis BBB, and they have it on positive outlofmk
another potential upgrade in the near future. Kbetess, some hazards that Poland is facing ifdbal
situation this current year has been a bit morgcdif than expected and part of this is they dithe
massive fiscal reforms at the beginning of 1998@me of this may be one-off structural problemdwit
the fiscal situation. But at the same time thairent account deficit is also quite wide relativevhat it
has been during the rest of this period, nowrntthe range of probably 5-6% and usually when gou'r
getting close to 6% that rings some alarm bells douthe plus side, the bulk of Poland's finanahgs
current account deficit has been and continueg tmdstly FDI and this is very promising for Poland.
fact during 1998, FDI inflows actually increasedrbgre than 50% over 1997 despite the Russian crisis
and in fact inflows reached their peak in Novendoest December of 1998, so even in the face of tisescr
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they were getting very strong FDI inflows. And #mer aspect that makes Poland somewhat unique
relative to other eastern and central Europeantdesris that privatization has played a relativatyall

role in these FDI inflows. This is because Polhad taken a rather gradual approach to privatizatio
which as we've seen with countries like the CzeepuRlic has probably been a very appropriate aghroa
to privatization. And many enterprises still remai state hands and right now they're planningrg v
ambitious..

...and other forms of capital inflows and that hasn the case with Poland as well, but one otheyatd
think that is worth mentioning is that the FDI miis into Poland have been increasingly in the fofm
what are called intra-company loans so that in 18®&5example, less than 20% of the FDI were loafhs
this sort, but as of last year it rose to almo$b5ff the FDI. The reason | mention that is thig th a
potentially more volatile form of FDI than just etpinvestment and indeed we have seen some example
of that in the Asian crisis and | believe Indondgiparticular had a rather large outflow of soledlFDI
which was actually the reversal of these loansctviesontributed very much to the capital outflowsigi

So that's just something to sort of keep an eyloRoland.

| just wanted to mention a few of the recent anthfmming changes in monetary and exchange rate
policy which could have some impact on Poland'sierdbility or not. In late 1998, the NBP switctied
inflation targeting very explicitly which means thheir previous semi-exchange rate targeting &g n
been replaced with another approach to monetaigyahd also at the beginning of this year we have
new foreign exchange law which took effect whicla iirther step towards liberalizing the capitai@amt
and now formally makes the zloty an externally @mntible currency, but they have, for this yeareaisk,
still retained the restrictions on short term calpfitows. At the same time the exchange rate e
been widened further and again the NBP chose temiidfurther during a period of strong inflowsiso
doesn't appear to be a sign of weakness or fedosiafj it on the down side, but they've wideneaoitv

to +/-15% and they've also made it very clear thay're intending in the not so distant future tovento a
full float. Another thing which is going to havenhaps a bit of a sharp impact on how they're gtiing
handle monetary policy later in the year is thegls® intending to lower their reserve requireméfore
the end of the year and as | pointed out resery@nements are quite high right now and if theyngri
them down to a reasonable range to be competitithethe EU banking system that's going to be a
pumping of a lot of additional liquidity into thgstem at this point, but it's also a very necestang for
them to do to allow their banking system to remakmd finally they had been planning as of Jandary
2000 to fully liberalize their capital account iocardance with their OECD agreement and that makns
the restrictions gone on short term capital flowd the like. Now in view of what we've all learned
regarding the recent crises, | think there maydmeesroom for them to negotiate this with the OEG@D t
determine whether they think this is the best metvihis time. On the plus side though, one ofa$gects
when they do this full liberalization is presumatiigy're going to be allowed to keep one aspetiieof
current foreign exchange law, which is that thay icapose restrictions very quickly in what theyerefo
as emergency situations. Emergency situationseg@@ded as any very sharp decrease in resersbarg
deterioration in the balance of payments, any esteesncrease in the money supply that they deem as
owing to capital inflows and any threat to the digband integrity of the financial system. Sadslis sort
of a safeguard that even if they go to full liberation they hope to be able to keep them out vbse
troubles if they start to see some signs of diffies. But it's also quite interesting to notetttigese
emergency restrictions also have another limitatibay may not be in place for more than 6 montBs.
it's recognizing that capital controls usually cencircumvented by the markets over time, so thioit
of what | regard as a success case among thetioansconomies in handling the capital flow sitoati

GK: OK. Thank you very much all the three conttidms. | think they were extremely interesting
papers and comments and this is a good beginnirthéadebate. We will resume in half-an-hour foz t
discussion.

GK: ...the debate of how the post-communist coestim transition of eastern Europe and the former
Soviet Union are being integrated into the worldremmy. My understanding of the globalization iatth
wouldn't make that much sense if not these postrzonist transition countries because what sort of
global economy would it be if not such a vast pdthe world was not integrated into the global
economy. But also from the presentations so fagrider for some time are we talking the same laggu
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and using the same criteria when there is a nommaipproach: that something is good or somethsing i
bad? That something works or something fails. qinestion is good for whom? Works from what sort
of perspective? For instance when we listen tdPiésh story, it was pointed out a couple of tintest
was managed in a good way or that has brought d gesult or Polish capital market served as aafort
caution against offsetting or balancing the posgiof the portfolio investors in the emerging mésk&o
therefore from the perspective of the institutiopaitfolio investors, that is the good case, but ike
good case from the Polish economic developmentpaéwt or the well being of the society involved;.et
As for Prof. Popov's paper | do remember and wegeaback to this discussion who was saying what and
what was the advice of the policy prior to theistibut for instance, the insistence for sustainaajually
fixed exchange rate, 6.1 or so rubles against Beltllar, at whatever the cost on the side of thrainal,
that is after the inflation also the real intenege was very much the policy advice of the IMFluthie
August 17 crisis which is actually not the begirgnof the Russian crisis because Russia is in crisis
permanently over the 1990s. So the question isrevivere all these good advisers and policy makeas
where were also the investors prior to August 1@mactually it was supposed to be clear that Rwgasa
facing towards another face of crisis which willdygen financial crisis and an explanation thatdtsbig
to fail somehow must be referred to, but I'm natstiwas that simple. When | asked recently &bgn
that's one of the major European banks playincheremerging markets how things are doing in Russia.
He said not that good, we lost $300 million after trisis. | then ask him how much money did h&ena
before you lost this $300? He said, well wait ame Greg, slightly over $1 billion, so I'm stilaching
my students that they made $700 million. They didse $300 million. So therefore the question of
when is it good and when is it bad and from whaspective. So there are many issues, let's tey tef
them. Unless anybody has what's not an argumesdraoment and just a question or clarification tobae
little bit more knowledge from what's been saidagke don't hesitate to raise the question. OK. Mr.
Dasgupta please.

DD: | had a question on the nature of the restition short term capital flows in Poland. Whaswa
their design, a little bit of the details, whattimsnents have they been applying?

NW:  The national bank requires that you get a fymeixchange permit to be able to either lend or get
credits abroad for less than one-year maturity.

DD: And the permit process is kind of given on Hasis of what? |s there some kind of criteria that
they'll be given depending on?

NW:  That I would have to say | assume so, but I'"darow the specifics of what the criteria would be
for giving a forex permit.

VP: Thank you so much. Just to follow up on thad &st night's conversation with Eliana Cardoso.
Do you think these restrictions were efficient? Wbyou say they contributed to the low dependearice
Poland on short term capital flows? Are they iatiiens that capital control actually works?

NW: It does appear in Poland's case that they vedatively effective. At the same time one
interesting development was that there was a liaigease in what are called non-deliverable forwand
the zloty which was a way of circumventing to sceméent some of the controls on the zloty. But it
doesn't appear that it got out of hand at any pemit certainly | do think these particular restoios have
been relatively effective.

EC: Related question. Effective in achieving whidfjective?

NW:  In terms of the composition of the flows: tlitatvas oriented toward longer maturity.
EC: Good. No contradiction.
DV: Before | go on, could | just flag, | would like hear this argument develop because | thirk it i

going to be a very significant one over the nextaad-a-half and Eliana was putting a very strong
position at dinner last night that this is usel@sdo this. It would be very interesting...
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GK: Yes Eliana, would you bring your argumentsttis table because not everyone had the privilege
to listen to hear arguments last night. | triedterhear, but | couldn't. But that is discusstbis is still
Q&A.

DV: On a different topic. Vladimir two question§&irst of all your argument is crucially dependent
on the claim about overvaluation, the data for Whappears in one of your tables, on page 20, but
Chandra and | have been trying to decode this tfdewe haven't completely succeeded and | worider i
you could help us. Mr. Chairman since this tablegntral to the paper. (Page 20, Table 3)

VP: So you want me to comment on the table?

DV: Could you first of all explain how it's constited and then explain the meaning of those numbers
for Russia? Starting in a range of 30 and 10®&l1land ending up at 1.5 in 1998.

VP: Basically it's the same thing as the rationdéinational, or depending how you compute the
exchange rate, it's the ratio, in this case, of Ata@ prices to Russian prices. The other wayutatgs
this is the ratio of the actual exchange rate &oRRP rate and in this case that's the rate afdlar in
Russian rubles. So, for instance, in 1992 the &xgé rate, roughly, the actual exchange rate was 20
rubles per one dollar, the PPP rate, this was &bt prices were deregulated and the convettijoli the
ruble on current account was introduced so it v rRbles per$l. The PPP rate was 20 rubles peso$l
everything was incredibly cheap in Russia. Thedat you see here for 1992, between 10 and 45,
means that 200 rubles divided by 20 rubles is etua0, if the ratio is 10. So Russian priceshi time
were only 10% of American prices. As there wasppreciation of the real exchange rate, there was t
rates: PPP rate which remained pretty much the sami¢he actual exchange rate which were getting
closer together, right? By 1998, the ratio of Rarsprices to US prices was something like 70%her t
inverse ratio, the ratio of American prices to Rasgrices, was 1.41 this is what you see for 1998w

it may be slightly confusing because in anotheletéiioe inverse ratio is reported, which is the es
table, which is not only for transition economibst for all the countries. There is a ratio ofuadt
exchange rate in national currencies in US dotlaBPP. So the indicator is the same, but foonati
currencies. So in table 2 on page 12, the inviedieator is reported as compared to table 3 ore 24y
So it depends how you measure the exchange ratextthange rate of national currencies in dollath®
exchange rate of dollar in national currenciesatBhithe only difference. So basically think ahibas the
ratio of international prices to domestic priced #nis makes it much easier.

PW: Consumer prices, wholesale prices or what, lwpiices?

VP: These are for consumer prices. This is takem fPlanecon and they follow consumer prices.
They compute, for Russia I'm pretty sure this isstoner prices. For some countries this may be the
deflator for GDP. This is how they do it at Plaoecthey take the ratio for a particular year dmehtthey
extrapolate it using the deflators for GDP, butRurssia I'm pretty sure this is consumer prices.

DV: Do you're telling us that disregarding the vergraordinary years beginning in 1991 and 1992,
there was an adverse trend from 1993 of, say 5eatm@re between 2.5 and 8, the number goes from 5
down to 1.5 so you're saying there was an appreniaf the real exchange rate of the order of 30000
percent.

VP: Exactly. Actually it was more than that, 700%.

DV: From the starting year.

VP: Yes from the starting year it was 700%. Regiraciation occurred in all of the transition
economies and this is the highest ratio of natipmiales to international prices, except for justtRer

countries: Ukraine which was pretty much in the sgrosition and Slovenia. Only Slovenia has a highe
ratio.
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DV: Can | ask my second question. That's been lelpful to have that clarified. Now the overall
argument. | have a Russian student that's beekivgoon the crisis that has a different interprietathan
you and | just wondered if you could comment ort theerpretation. That at the center of the public
finance problem in Russia has been how to raisesteenues and the difficulty in doing so of whitle t
virtual economy is a symptom. Avery large propumtof those revenues have come from the oil sector.
and at the time of the crisis there was a catasicomllapse of oil prices, which led to fiscal taising
capabilities plummeting and required for the pulilances to be remotely balanced that there bauree
to other sources of tax increase. Her argumesgsentially that these other sources were unal@itab
too politically unpopular and that the required faegluction in government expenditure to accomnmdat
to the falling revenues because of the fall indhgrice wasn't available. So the only alternativas to
allow the exchange rate to fall so as to raisathée value of tax receipts that could be raisedifthe oil
sector.

VP: OK. Well, if you would have a look at page 1ifure 7 there is a figure which shows the
dynamics of government revenues and governmentneliqoees and this is true, government revenues
were falling rapidly, however the major fall ocoedlrbefore 1996. Since 1996, government revenes ar
pretty stable at the level of 30% of GDP so theas wo major change in government revenue as a
percentage of GDP at that time and actually in geakernment revenues, because in 1996 GDP virtually
stopped falling, previously it was falling by soieig like 15%, but in 1996 it was -4% and in 199Was
+0.6%, so the real value, if something happene®B6 and 1997 that was some stabilization in
government revenues, in real terms and as a pageiof GDP. True the government expenditure was
greater, there was a government deficit on the madgm of 5-7% of GDP, however, this deficit was not
increasing. Now what really matters is if thisidiéfcontributed to...well first the deficit was iho
monetized, so this is excluded. The deficit waaificed by foreign borrowing partly and by domestic
borrowing. So partly these were the borrowinggdrnational financial institutions and partly siee
were the borrowings in the form of short term s#img sold mostly to the Russian banks, somethkey |
two-thirds of the securities were sold to the Rarisdianks, if not more than that and only one-third
maybe less, the exact data is not available beazugmy schemes, one-third was sold to the forsign
Now with respect to the debt. You can explaindfisis if the debt was really mounting up to thénpo
that investors questioned the ability of the gowegnt to service the debt. Now usually the counigly,
the risk whether the country is credible or nobatrowing the funds from international or domestic
market, this risk is given by the difference in thierest rates on borrowings in foreign currengsoad
and inside the country. Now this difference washigher than in Malaysia or Mexico, well slightly
higher. The country risk would be given by therbaings of the government...I think I...l got it
wrong...by the borrowings of the government inititernational markets and by the interest rate twisc
paid by the prime borrowers. So this difference wetually negligible. It was 6% for the prime
borrowers, it was something like 10-15% for Rusgisiarious points of time, so it was not considirab
higher than for the other emerging market econotnédsre the crisis. So no one questioned thetploifi
the Russian government to service its debt, intemnal debt or domestic debt. What was questionasl
the ability of the government to maintain the examrate of the ruble. Why? Because the diffedenc
between the real domestic interest rates in ridsleg and dollar rates was huge and getting graater
greater up to the point it exceeded 100%. Doméstizest rates in dollar terms if they are corsetd
the dollar terms. Then they are over 100%. Thesgunent was borrowing at 150%. At one point the
returns on the short term government bonds was 1G@%ér the condition that dollar was stable. %o th
dollar returns of the foreign investors that weugibg ruble denominated short term government
securities were over 100% because inflation waringnat only 6% and the dollar was stable so tHdo
returns were as high as that. Now this is theerway risk. Currency risk is given by investmerbithe
ruble denominated securities and by investmenumBonds. The government was selling Eurobonds for
foreign exchange and the returns on the Euroborae ©5% and the returns on the GKOs in ruble
denominated interest were 150%. Which tells youetting about the currency risk. So there was no
country risk and no one could have imagined thetetlwould a default. There was absolutely no reaso
whatsoever to proceed with the default. Theyitelsbking for the person that first pronouncedstivord
in Russia. It's known who's making the decisiait,they're still looking for the person who first
suggested this kind of a decision.

24



GK: Of course they won't find the person becausesdonebody who is familiar with the Russian
language, the Russians they use for the Englisk Wefault' the world ‘default' only written in the
Russian Cyrillics and they believe it is an old &aa word. Rogelio Ramirez De La O, the flooradsiss.

RR: Vladimir | am sorry to bring you back to thélig, but just help me understand and make a
comment. Argentina is supposed to have, accorirlgis table, the same real exchange rate rel&ive
PPP than Russia. How do you interpret this? Bleske a comment on that.

VP: It seems like Argentina is not doing greatlyitsie@ something that in this respect is quite
consistent. Now there is one group of countriethéntable 2 that actually has the exchange raypr
close to PPP and these are oil exporters of thellidast and this is obviously the Dutch diseddew
another exception is Argentina and I'm not knowésade enough. Actually | would like to hear wiet i
going on in Argentina, but it seems to be an exoeptather than the rule. Now the only other ihsign
the issue is that the Argentinean economy is smtdén the Russian economy and for the small
economies it is easier to have flexible priceshim $ense that prices respond to the fluctuatigheofvorld
price. So Argentinean economy is more connectedeavorld market. | don't know the exact indicato
for the share of exports as a percent of GDP, sara they are much higher than in Russia. Onceay®u
connected to the world market, say you are Honggkaimyou are a Baltic state or Bulgaria where the
population is only 9 million people, you basicatgn have a currency board because your prices are
already flexible in a sense that they respond tddvmarket prices. If you are the size of Argeatand
even more so Russia, then part of your prices aregnnected to world market prices so the currency
board which transfers all of the external shocks the fluctuation of the money supply through the
fluctuation of foreign exchange reserves may bectigily in the sense that it may be repressivenaly
actually depress the national economy. Once tisear outflow of capital and a reduction of inteioaal
reserves and money supply, it may have a greaabefiect than for an economy the size of Hong Kong
Now Argentina is in between Hong Kong and Russithigs respect and | think is the only insight | bav
on the issue, I'm just not knowledgeable enougtidouss this case in detail.

GK: Mr. Ross McLeod please.

RM: Thank you. Also a question for Vladimir. | wid just find it helpful if you would run us quigkl
by the monetary history of what went on in Rusdidon't have a feeling for what was happening to
money supply during this period. You said thathheget deficit was not being monetized. I'm
wondering if money was growing rapidly and if soatkvas the source of its growth if it was not the
budget deficit.

VP: It was the government budget deficit for theigak 1992-1995. As a matter of fact, even earlier,
since Gorbachev times. In 1987 the monetary pddegame very loose and monetary policy contributed,
there was a government budget deficit, so in aest#rescentral bank, at that time of the Soviet Wpigas
issuing credits to the government. At that timeréhwere no government bonds so these were direct
credits of the central bank to the government am@should say that the central bank was more
responsible than the government because the céatnéltried in the old Soviet times since 1987 when
the government deficit ballooned the central baigdt and the central bank was forced to issuenédiy

it was independent even in the days of the fornoeie® Union, but of course it was controlled by the
government and by the party, and it was forcedsae credits to the government, but it tried totlat
credits to the private sector. So for 1987, thiicgavas still sort of reasonable, monetary pokicys
reasonable, but then the government deficit wawigip so fast that it was not possible to cut thedis

to the private sector so the money supply stadeéddrease. So this contributed first to the iaseein
monetary overhang because prices were still cdattddefore 1992 prices were controlled so thereavas
gap that increased between the demand and supgboadf at fixed prices and this gap was increaainy
increasing, until 1992 and then in 1992 when prigese deregulated they jumped immediately 3.5 times
in January 1992 it was 250% and it happened b#&gizalone day, January 2, 1992, January 1 was Sunda
so from January 2 prices were deregulated. Aftarinflation and monetary policy was very loosd an
inflation was very high. | can go deeply into, ail wouldn't do now, but | just want you to knowdn

tell you how monetary policy interacted with nonpeants, because the problem of 1992-1995 in Russia
the tightening of monetary policy produced all timee the huge increase in nonpayments, trade atrear
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For instance, prices increased in the first hatt@¥2 10 times, though money supply increasedéerfitht
half of 1992 only 2.5 times. What accounts for difeerence? The difference is the increase iras.

At that time there was a saying that in Russiagttaee three ways to pay. One is in rubles, anashier
dollars and the third one is not to pay at all,shhivas the accumulation of trade arrears and tassmore
important since summer of 1992 than payments ifesubr dollars. So the amount of trade arrears was
comparable to the size of money supply. So | gacglate about it and describe the situation. Hewe

let me just say that before 1995 the monetary polias very loose and the fluctuations in the money
supply were reflected in the fluctuation of prizeith a lag of three to four months. Since 199%aitbn

was brought down and this was because of the tngimtetary policy, because when the exchange rate was
pegged the central bank had to proceed with a tigittetary policy and since that time, | think the
increases in the money supply was something ligke26a&% in 1996 and even lower than that in 1997 and
this reflected, this contributed to the decreaggrices. Money supply in 1998, from January to éatg
before the crisis, it did not increase at all immiieal terms, not to speak about the real termsuseca
inflation was increasing, so in real terms it alijushrank. There was a demonetization of the eoon
going on in 1998.

GK: Mr. Narendra Jadhav, please.

NJ: I have a question and a comment on the Polapdrp First the comment. Figure 13 on page 33,
which gives the FDI developments to selected emgrgiarkets. | find that the picture given is sorhatv
misleading for two reasons. One is that Chinaisspicuous by absence. If you look at the numbers,
Brazil, which has the highest FDI during 1999,beat 19 billion while China during the same periati
more than 32 billion. So probably inclusion of G&iwould give a more representative picture. Sgécon
given the choice of years here, from 1996 to 1898pmewhat unusual because two out of three skthe
years are abnormal years because of the Asiais,cti897 and 1998. If you look at these same ciatr
for a larger period during the 1990s one will filht Poland is not among the top 10 performersmi@g

to the question , it was mentioned that the intarygany lending has imparted a sense of greatetilitgla
to the capital flows to Poland. | would like todwm how this happens and what is the mechanism Hehin
it and to what extent has it adversely affectedRbéflows to Poland. Thank you.

GK: Eliana is that the same issue?

EC: Yes, it's a comment on the fact that introdgedhina would give a better view of what's
happening to FDI. | think it's well known thatlasst one-third of FDI to China is round-trippirsg, you
are about to distort the message that Nancy's sgidire rather than clarifying it.

NW:  Also, regarding the exclusion of China, | attyido have a footnote, footnote 32, which
explicitly says | have excluded China from thistfardar graph because originally | had it in, butiga's
flows were so overwhelming it basically put theasthright down along the margin and you couldrét se
any distinction. So it is really just more of &pentation issue that it would have been possibdéed any
differences.

EC: Presentation saved you.
NW:  Exactly, for precisely your reason as well. uvttad another question.
NJ: The years 1997-1998, why have you not takertiiee 1990s, rather than focus on 1996-1998?

NW: Largely it was because, as | pointed out, Pbllaad a very different experience with capital flow
over the course of transition and, in a sense sl eaphasizing where they stood in the more reczansy
so it was actually a choice of emphasis on my &tause if you use the entire period, Poland lead n
been attracting much interest in the early yeatsasisition. In your other question on inter-compa
loans, it has not, so far as | can see, induceatgreolatility right now, it's more an issue tltdtas the
potential to because generally such loans can bevefy short term nature and there are no reiginigtin
Poland on short term loans of this type, only @ thpe. As | pointed out, in some of the Asianities,
Indonesia in particular, it did turn out to be arexpected source of volatility. So it's more ctjan issue
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of keep an eye on the developments on this, rafiaer just looking at FDI as carte blanche, as doger
the current account and there are no risks to Nityatecause we had so much FDI. It's more anégbat
| think needs to be kept in mind when we discust&a source of low volatility.

GK: OK. So now we are moving to the discussionof FPyo please.

HP: Actually in case of Poland, | don't know whethe can legitimately exclude Chinese statistics.
don't know whether the debt or FDI statistics ismg, but exclusion by itself is not going give uy &ull
picture of FDI inflow. So one way or the othethink the consideration of China explicitly is alsto
inevitable, for the discussion of this kind. Tty first comment. The second comment is related
policy issues that Dr. Wagner implied toward thd ehher paper. In her paper there is no explieitd

in trade account or current account in the cageotdnd. There is a mention that macroeconomidligtab
has been quite sustainable and therefore leanimartbOECD prescription of opening up even shornter
capital account beginning in the first quarter e&y2000 and so forth. I'm not sure if that policy
prescription or recommendation is valid at thisnpdiecause | cannot see the trend in external atsou
other than FDI movements and | think that in theecaf South Korea's experience and any other ogsintr
experience relying on positive elements of FDI i&ey dangerous prescription for opening up thetabp
account and | think at really trade account stasstnd whether or not trade surplus has beenisabta
over a reasonable period of time. Therefore thharaent of opening up short term accounts startiog f
year 2000 does not seem to be well justified @& thdment in the case of Poland. So | would likksten
to your comments on that.

GK: Mr. Chairman please.

RG: Thanks Greg. | said in my opening remarkolutiht we'd get a lot out of the comparison
between eastern Europe and the former Soviet Uamoneast Asia and the presentation we've alreadly ha
have already raised some important hypotheses vibared from the experience of this region. I'celio
put down a couple of hypotheses that emerge frasetipapers and the experience of the countries we
work on here that we should keep in mind over t&e gouple of days. There's a story in the Poland
paper about the importance of the steadiness afypdohe story that the cut in interest rates whimver
the coffee break Nancy said to me was associatddanbit of a monetary easing, but not a substhantia
monetary easing and the associated increase intiiedo invest capital inflow and some appreciatid
the exchange rate and the story we can gathertfatris clearly one of steadiness of policy andaiely
not a tightening in response to anxiety about eeleconditions being helpful to maintaining capftalvs
and maintaining financial stability. In the Russase that Vladimir's has described to us, oneflilie
story that came out more strongly in the exchafjggsnow than before is a story of a pretty strong
tightening of monetary policy in the lead up thisist If nominal money is held constant right tingb
1998 and you've got a continuing inflation, albeit as virulent as earlier, but a contraction af rmoney
supply. Put that sort of contraction of real mosegply on any economy and you get recession. 'S hat
unsteady macroeconomic policy. Just putting adéthe western Pacific stories beside that to roaund
a hypothesis. | don't want to draw conclusionsnftbem now, but it's something | want to come kack
tomorrow afternoon. In Indonesia and, at leastsimgally, there are some similarities between the
Indonesian story and the Russian story. Big wesdemin institutional fundamentals: weak banking
system, non-transparency, poor regulation anddrp#riod leading up to the crisis, some, but ngehin
either case in the several years prior to thes;rigit a huge appreciation of the real exchange batt
some; part of the cause in a slowdown in exporfoperance, but macro conditions yet not pointing
inevitably to imminent crisis from the normal wag\Wwok at these things and yet in both cases ybu ge
suddenly a great plunge in financial asset valmelsraal economic activity and | think there's astbere
about unsteadiness in policy, partly in responsedoies about vulnerability to financial crisis
precipitating crisis. Just take a few other coiestfrom the western Pacific that can be drawn fhé&o
same sort of comparison, if you look at AustraNew Zealand and Canada and...

CA: ...work in changing the maturity structure efbds as to make the economy resilient to the

contagion coming from the Asian crisis. Againyést's point on Hungary supported the point, altfmoug
he did not directly mention it, he emphasized thensiness of the banking system, at the same time he
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highlighted that Hungary had short term capitaltowis. Maybe helped them maintain the currencydban
and achieve stability and Eliana objected to teads

EC: That | don't remember.

CA: No. You said that capital controls don't worikght?
EC: Not today.

CA: Somebody quoted you earlier...

EC: Right. I'll come back to that.

CA: All right. Now, there is plenty of evidenceraong from various other studies, Chile, Colombia
suggesting that capital controls as a macroecontoolovork in the short run. Now my general
impression is this: when people look at hard dgata,find evidence in support of the view, when you
simply speculate and think about...

EC: You're killing yourself.

CA: Please wait. When we simply speculate theipdig of manipulating transactions you tend to
become skeptical of this issue. My evidence | digicuss to day also supports the general viewdbase
hard empirical evidence. Now, | think the confushere connects to this fundamental factor. Pedple
not make a distinction between shifting money duhe country by manipulating trade transactiond an
investing overseas using domestic savings. Theseva entirely different things. When it comes to
trade transaction manipulation, yes, there areuarivays of shifting money out of the country, bete
we are talking about controlling institutional sags. Even George Soros in his new book has clearly
mentioned that his activities in the global capitelrket are significantly affected by national coht
Simply because it takes many months for a speaulifitoe wants, to forge a link with the trade to
manipulate the thing. They make money through geligk decisions, those quick decisions are aftkcte
by Tobin taxes and other controls. They cannahgough an export and manipulate transactions.
Therefore, there is a clear need for separatimtgtralated money shifting and controlling institunl
investment. When it comes to institutional invesiin The available evidence everywhere suppoes th
view that in the short run, capital controls areefive as a macro management tool. I'm not sujppr
the view that we should continue with capital cotgty but in a crisis situation, they have a rolglay and
Barry Eichengreen in his survey of world monetastdry Globalizing Capital, 1999, he clearly makies
point that as a macro management tool capital otsntrave worked everywhere in the short run. Thank
you.

GK: Thank you, Mrs. Cardoso, please.

EC: | want to make two comments. One is on intai@es, the other is, of course, on capital
controls. On interest rates, | believe it hasddre that the response of policy to an externatls will
have to be different depending on the country cdrdaed its currency regime. To believe that Brazil
could have responded to the currency attack inJaitlsary this year by lowering interest rates wdndd
insane. What you would have seen would be thewgtircle of devaluation and inflation. So evkimi
some circumstances, Australia or Poland, the pghity is to keep to your monetary policy and e t
exchange rate move, you are not suffering a majoeocy attack, as Brazil was suffering where iswa
forced to change the regime and that it has tallergdibility in a completely different way. Saevbuldn't
advocate cutting interest rates under any circumestand in any country, at any point of time.

DD: Is the key difference between Brazil and, gaystralia is that because of the difference in
exchange rate policy or is it deeper than that?

EC: No, | think it's deeper than that. | thinkvafiat you had in Brazil was a currency attack arleth
was nothing like that in Australia. Australia waesving an external shock and it was adjusting ¢o th
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external shock, taking advantage that it had aifigeexchange rate and could let the exchange rate
accommodate part of the shock and thus didn't teesspond to these external shock by increasing
interest rates, in the case of Brazil you had aeny attack. Nobody trusted this economy anymswe,
you had an overshooting of the exchange rate andhgd to respond to this overshooting by creatieg t
impression that monetary policy was not going tdHe inflation rate explode and thus you would sex
the vicious circle of another devaluation and fartimflation going on and on. | will come backthat
issue when | discuss the Brazilian case this afit@mn

On capital controls, | would like to spend 5 mirsutather than making a very brief comment. On
Chandra's point, | think you have to distinguishw@en capital controls on inflows and outflows and
when you talk about emergency response, you ataeighrtalking about an exception to most of the
discussion that takes place nowadays. Nowadays ih@ complete distrust of controls on outflows
because people find ways, as you mentioned, thrtragle manipulation to avoid the control. Yetin a
emergency you may make use of them and it mayfeetife in the very short run. So | am not dispgti
your views. On Nancy's case of Poland. Yes,rnkhihe evidence for Poland is consistent with the
evidence for Chile, Colombia and Brazil that hasedicapital controls during all the 1990s and the
evidence in those countries, as much as in Polaridat, temporarily, the controls can change the
composition of capital. Yet, | find the evidenagt fully convincing and one of the reasons isttigde
you have on FDI in the 1990s. You have 28 coustrieor 14 of those countries the ratio of FDI iDR5
was. by the end of the 1990s, above 3 percent &?.GI2 those same countries, at the end of thes,980
early 1990 those ratios were below half a percé@@P, very close to zero. So you have seen aedse
of more than a hundred percent in those flows esélcountries, independently of capital controiadpe
in place or not. | suspect that privatizationhe 1990s had more of an impact on attracting Fbx gny
controls used in any of those countries. Let leaadit more about the empirical evidence for €hil
Colombia and Brazil because | have followed thesaes very close and | have read everything ttsat ha
ever been written on the issue on those countriesapital controls. | have looked at the evidence
carefully and | have done work on Brazil myself.h&Vdoes the evidence show? Most of it, using VARs
vector autoregressions, most of them show that ¢eaniby there is a change in composition, but they
don't control, in none of those studies, for piization and some of the other things that were bapy

at the same time. The evidence for those courdaitggsshow that controls did not slow down totaiv

of capital, that it did not create independencerionetary policy, even though you can observe some
interest rate differentials between those counaiebs foreign countries, it isn't clear that it theen useful
in achieving its major goal which was to slow dotlunse capital inflows and thus allow a reductiothie
costs of monetary sterilization that all of thoseimtries were forced to take in the 1990s. Shim t
context, | think it is important to ask two quesiso What is the objective of controls and havetrcis
achieved these objectives? | would believe thatrnwie talk about when we say we need capital ctantro
is because we think that capital can go from vagyifflows to very big outflows, causing crisiso &hen
we talk about putting on controls, we are actutaifing to achieve a slowdown or to put some sanithén
wheels of flows and thus avoid crisis. So the tjords, have capital controls reduced those massiv
flows? Have they actually been there to avoidigiisthe countries that have used them? And tisaver
is no, they have not. In the case of Brazil yod bantrols during all the 1990s and you ended up wi
major currency crisis in the mid-1990s. In Chitiyhad controls and you are undergoing now a lisgscr
The economy has stopped growing since late 1998hfee quarters in a row. A reason why it stopped
growing is because capital inflows during the 1988ge financed fantastic current account defidits o
more than 6% of GDP, for years and years in a rofie moment capital stops, independently of its
nature, independently of the maturity of the cdghat's already in the country, you have to redihee
current account deficit because there's no finaooging in. Even if the maturity of the capital tltame
in before is 50 years, if no new capital is comim@nd you cannot finance a current account defifc8%
of GDP, you are going to go through a contractidhat's what I call a crisis and capital contrasédnot
been an answer to that problem. If | look at Cd@nthe other country that is always used as amejle
of effective capital controls, look what happenast week. We are exactly at the border of the oesis
in Latin America. The exchange rate has been tbtode devalued by more than 10%, you have seen a
major contraction in the economy. Unemploymer#td%o, the highest level ever seen in Colombia.
Capital controls didn't work. You may say, ahidrtt work because other things were done wrongre S
But if other things were done right you wouldn'eaneeded capital controls. So that's why | argue
capital controls are not the answer for the crisidon't say that in an emergency you may not liauvese
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them. Maybe. Temporarily, they may be effectiBat they exactly are not the answer for massiyétah
flows because they don't stop them. They did tag them in the 1990s and thus I'm not convincey th
will in the future. Why not? Because they're ubgaountries separately. It's not a universalgyoliAnd
that means capital can avoid those controls by ngpgperations offshore. Even in Chile, where caatr
were more perfect than any other country becausewiere across the board, every type of capitgl, an
money coming into the country would have to hagbare of it in reserve. Even in Chile, there is a
striking evidence of operations offshore to avdie tapital controls in Chile. Right? So theomticwe
can build a very strong argument for a Tobin tavoss all countries. Empirically it's not goingvork
because the US and Germany are opposed to itf tis®tiwo biggest countries say no, as much asame c
make a theoretical case in favor of a Tobin taxefaery country, we may not be able to implemeftrit
every country, we cannot have effective capitatis.

GK: OK. Now I will take the floor and restart frowhere you have brought this argument. This is the
point. You are talking a lot about the conflicttb€ interests. Yes? You are from the Fund aad-tind
is run by the USA, G7, Germany, etc. and you daad &s long as USA and Germany will not accept this
sort of policy, it's not going to work. | would allenge you. | would challenge it and | don't ldéthis
way of reasoning because the policies of the caminvolved, whether it's Russia or Poland, Braril
Chile, is not to be subordinated to the interefth® United States or Germany or G7, but to therasts
of long term development of these countries antefbee, one must see all this debate within the
framework of the means and ends of the policiesithgr the capital control not the capital flowslaw
outflow, are the ends of the policies and | doexyect, as you do not expect, and here we ardlin fu
agreement that the IMF or US Treasury will chanti¢uales towards these swings in short term capital
the capital control, not because we differ fromriz&ummers, we'll differ until the end of our ls/e
because he is American Treasury and | was Dep@tyier and Finance Minister of Poland and yet we
don't differ that much because we are from diffeggoups. We differ because we have different
interests. So what's my interest and why Polastshaceeded? Because we did what we wanted to do,
aiming for the end of the policy, which is sustdileadevelopment, not at the means of the policyclwh
is, for instance, short term capital liberalizatiohlways (others) insisted to do so, to do fasieido
more, etc., etc. and one had to prove a strongiqgaliwill: no. Because it's not going to work behalf of
the long term development of our economy. Andafrse there is this strong lobby, using influential
professors, using corrupted media, using corruptéidy makers, using international organizatiorsing
all the means just to convince that the financeistén is crazy, that he should give to the total
liberalization because this is the music to the efieverybody. So all of the workers are gointh®
streets to strike in favor of short term capitbklialization, despite they don't have an idea atwbat we
are talking about. So one must be able to figli wie insistence of the IMF, with the editorialshe
New York Times, with the lobbying of portfolio ingtors, that is the big investment banks, which of
course not are the bank from Czech Republic, onfrtungary or even from Russia, they are the banks
from G7 basically. Not even from Australia, thé&se little bit, but Australia is more in the PaciRim,
not in eastern Europe. Therefore, the politicahponent of the debate is always missing from this
analysis and of course this is not the subjectuofconference, but being on both sides, in the Famdin
the Polish government, at the universities, atstheets and in the parliament, the political ecopofithe
process of liberalization is some times much momnedrtant to understand what's going on than these
technicalities, which of course are necessary tlogieal and literate in all these issues. Whaidikin
Poland, | think, has worked to the extent becaussimply didn't allow our economy to be exposed to
much for the change of the mood of these short tgreculative investors, so we didn't allow too math
an inflow and, of course, we don't try to resttia outflow of the capital because it is corruptihg
economic system, people and investors are tryiriigptba way out, how to get the capital outsidd, bu
since there were some restrictions or regulatidespite the insistence of this neo-liberal orthgdidrat
we shouldn't go along this line, there was notnyath of an inflow of short term capital, therefadeges it
change the structure of the inflow of total capithl a sense yes, | agree with you that it doesift the
capital that would inflow otherwise as short temtoithe long term, no it doesn't work this way.t Bu
simply if the short term capital is not coming, tieéative weight of the long term capital or direct
investment in the statistics is stronger. Ourtegin Poland was very favorable or friendly te th
encouragement of an inflow of long term capitapezsally direct investment. Now you are saying tisi
also a risky game, yes it is a risky game, butal@much less risk than short term capital. Yawi'tc
change the inflow of the FDI by the strike of tlearputer key, as you can do if there is no contfol o
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portfolio capital. So you can look in the deal@oms in the investment banks, | have been to venyym
of them, JP. Morgan, Morgan Stanley, etc. Thethesmonitor with the young fellow who has just
graduated from Yale School of Management or Hararsiness School, just playing the game. Itis
completely irrelevant for him if it is Poland or ikey, is it Argentina or the Philippines, this is{
emerging market, that means the place to make @ ige of return and he is unfortunately he is very
poorly educated in development economics and Hiy i@esn't understand where from is this markét.
there is a rate of return of 20% in real terms, 50%eal terms, in dollars, as opposed in Russithea
same time the economy is shrinking, the outpuhig&ing, competitiveness is falling, etc. Thigust
redistribution. We do not have nothing of thisitabecause if it is not contributing to the grovaf the
economy it is just simply sucking the blood of #mnomy and from this perspective, this foreigtoinf
of the capital did play a part in the Russian srighlike in Poland where we were very favorablsflow
of FDI, long term capital and not that favorable#émds short term capital. Now you were saying, tuad
is a very good point, | overheard it last night nd repeated it last night. That actually thisngawith
the inflow of FDI is not that good because whestdps the crisis is there, as for instance, ine€Chilmay
understand it, but this is not the crisis, whath'tlunderstand with your argument is that whatrgou
saying that if there is 6% current account defistijch is matched to the extent in Poland in 93% by
inflow in FDI and the FDI for whatever reason stojbere is the crisis. No there is no current aoto
deficit. The inflow of the FDI is creating and déincing this deficit so if there is no inflow of Fibere is
simply no deficit. We have this current accourfiaiein Poland now, 4,5,6%, that is financed by an
inflow of FDI and if in 2000 there is no inflow &DI, you do not have simply this 4,5,6% currentcact
deficit, but in the long run...

EC: This is not the general rule, it may be theecgigh Poland.

GK: Well, OK, but if it is not the general rule thelo not make a generalization from your
observations, because again it depends on thefispmamditions and the policies being applied witkie
framework of these specific conditions. Last combteere is that the long term, sustainable devetpgm
strategy for development how | manage it in my ¢oyrhat actually attracting the inflow of FDI agly
supplement to the domestic savings. All of theaentries, Hungary, the Czech Republic, Poland, the
most successful post-Communist countries, as vsefisdan countries which are being affected by this
syndrome much more, and maybe China, must learm#ssage from the crisis which has not happened
yet. That they cannot rely on the inflow contirgiforever of FDI. There maybe the same problem and
maybe that is the beginning of the crisis afterGhédean recent developments. But if this stratisgyot
contributing to growing the marginal propensitystive domestically and to invest, if there is npblcy
favorable to domestic capital formation, thesetsgi@s are going to fail and that is only the bagig of
the Poland story. You said there are 4 periods) brepared to say there are three basic periods in
Poland. The beginning transition strategy withgheck without therapy, then there was the therapy
without shocks 1994-1997 and now a necessary a@pdbuvn period to the economy, but there may be a
fourth period when this inflow of FDI recedes atdust be offset

by higher domestic savings and if this strategy wirk, therefore the shrinking inflow of long term
foreign capital can be matched by growing domesdidngs and growing domestic capital formation and
that is the only way to avoid the crisis which has yet occurred in countries like Poland or Hugpgzr
Czech Republic without claiming who is doing bettet's not the competition, to say we are doing
relatively better than anybody else and if onaldrig a look at Poland from Russia it looks liketpd the
west. There is the very good that one economigier is flying from London to Moscow and another i
flying from Moscow to London and both for technicahsons land in Warsaw and they were convinced
they came to the final destination.

EC: Just on the savings. If the current accoufititiés growing, the savings are declining. Right

GK: Right. If the current account deficit is grawj it means that we are investing foreign savings.
That is current account deficit.

EC: Current account deficit is the difference betwgour income and your expenditure.

GK: Fine.
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EC: So if you spend more than you earn, you hasgri@nt account deficit. If you're current account
deficit is growing, your savings are shrinking, gobwing.

GK: You mean...Anyhow, the challenge is to raisedstic savings and that is the only long term
answer for all these policy challenges. Prof. @jatono.

SD: We should listen to Nancy's comment and | leshort reply. | intended to join the discussion,
but | just want to make a short comment. | guelsatwe have been learning from the crises is saking
there is some kind of similarity, some typologyt they are distinctly different from one case totuer.

In the case of capital control, if | can offer sokied of comment on how it works or how it didn'ori,
etc. First on the story. Actually on the stotywas disheartening for central bankers in Aset.tprior to
the crisis...

GK: Please keep to these countries.

SD: But on the capital control itself, if thereaisy claim to be working, it seems to me lately with
respect to Malaysia it's partly there is no contfmetiwith the others. In the past we had this alted
competitive devaluations.

GK: I'm sorry, but we must stick to these countries

SD: But on the capital control itself may commeself, if it working, it is because the other didn’
follow up there, so you are benefiting from theeliéll environment, but you make your control for
yourself.

GK: Thank you, speakers now and each be as brieéesssary. Nancy first:

NW:  OK just briefly about something you had saidesl regarding the FDI flows and the current
account developments, as a matter of fact, a rouighof thumb that had been given for Poland i$ tha
each dollar of FDI was related to 80 cents wortimgdorts. So as FDI inflows dry up, presumablywsib
the current account deficit problem be sharply cedu | do believe that Poland has followed a ssafcé
strategy with the degree of capital account libeagtion they have taken so far. My own personaiwis |
am hopeful that they will not necessarily go fostith full capital account liberalization as of Jamny 1,
2000 because although, as | pointed out there bgrddctors is one of the strongest in the tramsitio
economies, it is still at relatively early stagéslevelopment compared to the developed economigs a
for this reason | am not sure it is quite readgttnd up to US and EU standards for capital flow
liberalization.

GK: Istvan.

IA: Yes. The question of what we can do with shertn flows and why restrictive policies might be
counterproductive. Of course, if we create digdort, increase the rates, then we increase theegtte
premium we generate for the flows. Actually thelgem, what you really have to cope with is not
directly the short term flows, you have to prevensustainable projects to get financing. What type
problem is this? Of course if the budget is rugrtigh deficit and finance unsustainable projelatnt

just to be able to finance the budget you will hevéncrease interest rates and you will be corédn

with the problem of inflows. But if you fix the t@rnal environment. If you fix the banking systestjch
basically intermediates these funds to the projétiie projects are sustainable then short terhormg

term capital is welcome. That's why | would comldithe Hungarian experience by saying, of counse fo
short term periods you might have to rely on cdstrbut this is not something that solves anythimbis
might give you some relief to concentrate on ano#ispect of the problem. Of course, making the
exchange rate volatile again may help you redueeéritentive of the capital to inflow, but it wilbkre

cost implications to other sectors, so all of thtbéegs boil down to the basic issue of what type o
institutional set up, what type of regulations, wtype of banking system and behavior is that whidh
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ensure that the projects that get financed wikbstainable. Thank you and the last word to Fofiov
but that doesn't mean the last word belongs toiRuss

VP: It looks like that. If | can shortly commem the topic that was raised by Ross Garnaut asd thi
is the appropriate policies under the particulardittons and of course policies are supposed temidpn
the diagnoses, the prescriptions and | think thraljgds between Australia on the one hand and New
Zealand and Canada on the other that tighteneshtimetary policy and Russia, New Zealand, Canada and
Russia was absolutely justified. In those cousttiee problem was either macroeconomic imbalatkee li
Russia, Russia created without any reason, witeeem external shock. Created its own shock, not an
external shock and tightened monetary policy anthtamed the overvalued exchange rate. And in
Canada and New Zealand, there was a shock andteemgnent responded with a poor macroeconomic
policy, however the other comparison would be betwindonesia and Russia and this would be not so
much justified since the reasons for the crisisenadysolutely different. In Indonesia this was meit
macroeconomic imbalance nor the external shoclsicBHy this was the over extension of private dred
and the collapse of this over extension. So, énpgéipers, all the currency crises and this is Whatjust

for myself, are divided into three types. Thetfoae is macroeconomic crisis which is caused by th
inconsistency of macroeconomic policy objectivé@fie second one is the government debt crisis,
macroeconomic fundamentals are perfect, but therpowent debt accumulates, there is a debt crisis,
which as a side effect hits the currency. Theneti®a private debt crisis and this is what ocadiin
Indonesia. The over extension of credit by the BZH finally the collapse of credit. As it turnedt, the
private sector does not know how to internalizk.ri¥he government fundamentals were perfect bt th
private sector still over borrowed and overlendbldw in this case, no macroeconomic policy chasge i
appropriate. If macroeconomic policy was reasamablwas supposed to stay the same. The exchange
rate is supposed to stay the same and the tightmesssiness of monetary and fiscal policy is sspddo
stay the same if they are OK. What is supposédmttdone is to cure the banking system. Now sinise i
not possible to do it immediately, the macroecoropalicy has to absorb part of the shock. Sois th
case some easing may be advised. However, thatedase like that, but there could have been@ioas
east Asia when the credits would be issued to dhetry in advance and these credits would be used t
restructure the banking problem.

GK: Thank you very much. Definitely the major camgibn from this session is that what really
matters the most is the policy. But the good potian only be based on good theory and if we aletab
push forward with this debate that will be fines #or Russia | think it is definitely the case ttia policy
has failed and let me end with the story of hohai$ failed. The professor is asking his student ilsat
possible that just one person has committed so mmastakes on one page of paper and the studerd look
at the professor and says that was not done bpers®n, my father has helped me. Thank you.
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LATIN AMERICA

DD: We have two cases today. The first one oniBeeml Eliana is going to talk about starting with

the causes of the crisis and then extending to sittee forward looking issues and messages thede a
then we have Rogelio who'll be talking about Mexaeal | guess also starting with causes of thes;Hiit
then | hope drawing some parallels and maybe ifwould draw some questions about what we heard this
morning and take us through a little bit some @f ¢hapital control issues. Why Latin America for

example is as a region very strongly against chpitatrols. | have some views about why that ds,. but

| guess its more political at the end of the d8g. without further ado.

EC: Everything is politics.
DD: Everything is politics.

EC: Let me fist thank you Ross, Marc, and Dipaktfe invitation | am truly delighted by the opparity
to visit Australia. Let me pick up on Dipak's segtjon that | should draw some comparisons anihk th
see some common macroeconomic themes between BnazRussia. | think before the currency crisis in
Brazil we also had overvaluation that was compéddty a very quick debt build-up, and | am going to
look at this issue more carefully during the exponriof the Brazilian case. | also find it intetieg to

call attention to differences in the size of coiggtrand the kind of issues countries are goingde.f
These can either be complicated or facilitatedngjrtsize. And again there is a parallel betwerzB
and Russia. They are more or less of comparabéessid that means that the absolute values of flows
those countries are very big and they are bigivelab other smaller countries. And that certaipbges
guestions when it comes to the slowdown of caflibals. How much the countries are going to suiffier
relative terms, but it also opens opportunitiesrémponding to crisis more quickly. The econonaies
more diversified and then they tend to be mordieggito shocks. Finally | would like to say itvery
difficult to discuss what are the policy optionsago a country without taking into consideratiolnene
they come from. What is the economic history @t countries and what is the context where the
choices are going to be made. And this is pawityklear in the case of Brazil, so we can noklab
what has happened and Brazil in the 1990s withsking where was Brazil coming from. And Brazil was
coming from the debt crisis in the 1980s. A deigis that left not only Brazil but all of Latin Aenica to
be stagnant during the 1980s. And the outleténctse of Brazil to the debt crisis was accommodati
and it was accommodation through inflation. Sdlur®94 we had extremely high inflation rates in
Brazil. Actually on the month before the Real planly 1994, the monthly inflation in annualizedns
was up to 4000% per year. And inflation had seteedisguise Brazilian problems in different ways.
First of all we have had long discussions abouiract of inflation on deficits and most of the
discussion has centered around the "Tanzi effethie idea that when inflation increases real tax
collection goes down and the deficit tends to iaseg but what we have observed in very high imfiati
economies is exactly the opposite effect. Thanisncrease in the inflation rate reduces the cizbe
deficit in relation to GDP. And the reason whysths so is because inflation has a very importapigict
on expenditures. | mention here a few of thoseatéfand what happens is that in economies where
inflation is very high you tend to underestimate #mount of fiscal adjustment that has to takeeplac
when you stabilize the economy because the defipipear smaller than they actually are. The siratt
deficit or what | call the virtual deficit, the deit that would exist if inflation wasn't there @sto be
bigger than the one you observe when you have inélgion. And the reasons are the following: SEir
the effect on real interest rates - when inflai®wery high real interest rates are lower thary tead to
be when you stabilize. When you stabilize inflatitisappears, real interest rates become higherthiey
were before and that means that expenditure widtést payments tend to increase when inflation
disappears. Second, we have the fact that if ywe kery high inflation and government delayed
payments of wages and salaries as it used to Beaiil you get a big cut in your real expendituréfs.
inflation rate is 1000% per year as it was in tB80ds in Brazil until 1994 a delay in 15 days of you
payment reduces real payments in a significant viayhird place what you observe is that countties
have suffered from inflation for many, many yeaasélearned to deal with delay in tax payment. dllgu
you reduce the lag in tax collections and you ingpfises on delayed payments. So your real tax
collections tend to stop declining when inflatiocieases. Still you keep the same kind of budget
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arrangements when it comes to expenditures. Ydweragpenditure allocations in nominal terms when
inflation increases your real expenditure increasabthat's one of the reasons why the budgetitjefie
real budget deficit, tends to decline when inflatiocreases. Finally, in countries that have irtgoar
public banks as was the case in Brazil inflatiohigh the banks enjoy a very high inflationary newe.
And this inflationary revenue is used to financbsdies given on credits to different activitiese
economy. When inflation disappears if the subsidien't cut and inflationary revenue is not there
anymore to finance those subsidies it means thatgeficit is going to appear higher than it usedé.

So what happened in Brazil is that in 1994 by thetyou had these very high inflation rates theaitsf
tend to look as those they were very small andex@n had the illusion that you had a surplus ratttem

a deficit. So, by 1994 the year when you startstiabilization programs you had a primary surpha t
was about 5% of GDP. Interest payments were adguof GDP. So, the economy despite the very high
inflation rate had a budget surplus of around Wfier the inflation disappeared the deficit becamech
more transparent than they were before and notdidlyhe deficit become more transparent you didn't
have any kind of the promised adjustments that weade in 1994. Your primary surplus disappeared;
you had managed to stabilize the economy by thefigery tight monetary policy and the use of the
exchange rate as an anchor and that means thainyerest rates will increase dramatically to 8% of
GDP. So a surplus had turned into a deficit by8Ll9%0 what you saw in Brazil then was a respooise
persistent inflation that was also a responsestafideficits that were structural, that were ifi yoere
measuring those fiscal deficits at zero inflatioerevto be significant. But that inflation turnexdad
nonexistent during most of this period or into vemyall deficits consistent to the seingorage the
government could collect at the government coultecbat that very high inflation rate. In 1994 evh
you had the Real plan you had a monetary reform haa the exchange rate used as an anchor, and the
seingorage of the commercial banks disappeareddiuhe seignorage of the central bank. That reethi
at 2% more or less the level of the previous fgegrs. That meant that once the banks didn't eanjoy
inflationary revenue anymore that many of themigta trouble. And the fiscal deficit deteriorateotn
only because of the reasons | pointed to beforealso because the government had to raise fiscal
revenues to finance the recapitalization of thekbarSo, in summary we're looking at the situatiothe
mid-90s up to 1999 were you have a stabilizatimgmm based mostly on very tight monetary poliey, o
an exchange rate anchor, and no adjustment ornstted &rea. No real significant fiscal effort waken.
And real interest rates during the second halhef1990s were on average 22% per year. So, ihgwa
an economy that's growing at 3% per year and ndéaiest rates that are 22% per year you can imagine
how quickly the debt/GDP ratio is going to growhaf's exactly what happened in Brazil. In 1996 d?0
showed a table the debt/GDP ratio in Russia andiBsere the same around 25-26% of GDP. And in a
few years the debt/GDP ratio climbed up to 44%4988.and 50% in January 1999 after the devaluation.
So, the increase in the debt/GDP ratio was verymtiue result of the extremely high real interet¢san
this economy. And in 1999 also the effect of tegaduation on debt that had been in good meassueds
in dollars. So, behind the growing fiscal problem8razil there were not only structural issues there
was this type of monetary policy - very high inwtreates building up interest payments and buildipg
the need to issue new debt because the primarjusugasn't there to finance the interest paymeais.

it would be impossible to generate a growth in @iyrsurplus to finance interest payments when the
interest is of that kind of magnitude. The missétigitegy of course was the exchange rate as nsuich a
the case of Russia you see a big overvaluation 3%@4. Most of the overvalutation occurred atehd

of 1994 beginning of 1995. Since then there wemny gmall devaluations taking place, a very slosndr
So, if you look at the real exchange rate betwé&®6lnd 1998 its more or less 30% above the average
for the whole period. The real exchange rates nfiada deterioration in the trade balance, detation

in the current account that was financed by grovaiagital inflows that were attracted by the vergthi
interest rates. So, you have this kind of pervpdizy where to stabilize you use tight monetanliqy,
real interest rates attract capital, the capitat igart contributing to finance the current acdodeficit that
is there because the exchange rate is overvaluktharcapital inflow thus allowed to sustain the
overvalutation until a moment where the debt buitdereates tremendous insecurity, a run on the
currency, and a collapse in the exchange rateenj slassical story as opposed to the Asian ctiigit
some people have a hard time understanding andataell where it came from. In the case of Brakil
think there are very few doubts. Everybody cahtked story back and forth, it looks very much lke
classic run on a currency where the governmentimadinsustainable deficits and tried to support an
overvalued currency by capital inflows. What happis that until early 1998 the debt had been
diversified but by mid-1998 the fixed rate debt paactically disappeared with the loss of confideno
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one wanted to lend to Brazil except short-term xededebt or dollar linked debt. So, what you sethat
by mid-1998 by October 1998 a few months beforectims the debt had turned completely short-term
and whatever was not linked to the dollar was lthteethe daily interest rate, fully indexed. Sden the
crisis come and you have a devaluation that i©hlpm because the debt was now denominated inrdolla
and its value automatically increased with the teation. The question was then what to do, how to
control the speed, how to prevent the free-fallatmias the relationship between interest ratehange
rates, and inflation. How would you avoid completdlapse of the economy? How to get away from the
precipice? You'll have to forgive me I'm goingu®e five minutes to show you a very simple modat th
puts all the variables in relationship and triegxplain why the answer to the Brazilian problems i
January of 1999 was an increase in the interest rahd also to understand why the policy worked so
well remember that the interest rate was incre&sd®% in mid-January and since then it has been
declining systematically. Last week it was at 2@y a few months after the initial increase ie th
interest rate. And | think what the model I'm gptoe show you allows one to understand is whattivas
combination of policies that were chosen and hahitdivork. The model has two equations, one equati
describes the budget finance and the other desditilgeinflation dynamics. Let me start with thelget.
My initial hypothesis is that the government desitie finance part of the deficit by printing monednd
the part of the deficit that is going to be monedizs a function of the interest rate for the falilog
reasons: imagine you have two groups of invesiotise economy, one that is very much risk aversk a
thus when interest rates start to go up it becaafragd that government is going to default on thbtdand
will refuse to hold the government debt. That nsetanconvince the other group to hold the debt the
government would have to increase the interestenag@ more because its now only a smaller group of
investors that would be willing to hold the goveemhdebt. Now increasing interest rates has clests
not only in terms of recession but also for thalib#ity of the government policy. And that meahst as
interest rates increase the government may chodserease the part of the deficit that is monetiz8o
the first equation which is shown here shows thdgetideficit as a function of the interest rate adding
the inflation rate to be consistent with the prergiaiscussion | had at the beginning that the bridge
function of the inflation rate but | am going todgethis out of the discussion to keep it clear.tt&oshare
of the budget that is monetized increases withrtterest rate. Delta M is the required increasmamey
to finance the share of the budget deficit tham@etized as a function of the interest rate. fedfirst
equation is just a modification of these relatidpsh All | have done is divide both sides of tlgriation
by income and divide and multiply this side by mpaed by assuming a steady state relationship where
money growth is equal to inflation | get my firgfumtion that gives me the required inflation rate t
finance the budget deficit and the budget defisiaahare of GDP. Of course, when | have M over Y
have the share of money demand in income | put the other side | have velocity. So that's mstfir
relationship and I'm going to draw it in a diagrkater on, but basically what this relationshipablihg me
is that given money demand that is an inverse fanaf the interest rate and given the share obtiget
deficit that | decide to monetize there is an itifla rate that holds for this to be true. The seco
equation is just inflation dynamics and what is&ys it that there is inertia so inflation todayeats
inflation yesterday and if the observed real irderate, which is the nominal interest rate mimikation,
exceeds the steady state real interest then Idameession and inflation tends to decline. Thgosjte is
true if the nominal...if the real interest ratd$ddelow the real interest rate. Hold it the opfosmean.
Anyway, if in steady state inflation today is egtminflation yesterday and that means that theinam
interest rate would be equal to the steady statlemterest rate plus the inflation rate or infbatiis equal
nominal minus real. This is the diagram that reprgs the two equations. The dotted line is mygbtd
equation. It shows me the inflation rate thatésessary to finance a budget deficit given moneyaotel.
The other equation, the straight line, gives mesteady state relationship for the interest ralesthe
right of this schedule | have a recession, inflaigoing down. To the left | have a boom, infatis
going up. And | have two equilibriums, a low irtftan equilibrium and a high inflation equilibriunThis
one is stable this one is a saddle path. ThisBiades my saddle path. And the question is whedgens
if | have a devaluation or an inflation shock thmamediately pushes my inflation rate up. If thecks

are small and the inflation rate increases up thek | would have some increase in inflation rates
increase in the interest rate and the economy woydt® around the stable equilibrium. But if theek

is very big and my devaluation makes for an inflaéiry shock that puts me on a point like C above my
saddle path monetary policy has to respond by asing interest rates. If | increase interest rates
exactly the right amount | will go to point B' afrdm then | would observe falling inflation andlifag
interest rates. The problem is if | have an indlia&ary shock, a devaluation | cannot give peoplaeydo
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buy dollars and induce further devaluation andhirtinflation. | have to increases the interett ta
discourage them from doing so. The question iedwy much should | increase the interest rate. If |
increase it by too little so I'm to the left of mhove my saddle point, to the left where | shgddhat
means that inflation is going to be rising aboveriest rates | will never converge to equilibriumuill
have more inflation and more devaluation in thefeit If | increase interest rate to much createigoa
recession inflation is going to fall ahead of ietgrrate real interest rates would be increasing ey
situation would further deteriorate and | would notiverge to equilibrium. In the case of Brazéyh
seem to have done just right. They increaseddsateates, they convinced markets that they were
committed to not let inflation and devaluation an. Confidence was restored and they could st
reducing interest rates, inflation rate came donah lay now we realize inflation rate is much belotvatv
was predicted. | don't have time to continue hurtrdy discussion we can talk about why it was so
difficult to predict inflation in Brazil and how @gstments have taken place that you didn't have an
explosion of inflation that the IMF predicted wrdyg Actually inflation is predicted to be around
(depending on the index your looking at) not mdwent 10% at the end of this year. Recession mugsh le
than was predicted, instead of 3.5% negative pemmgeow talking about minus 1%. There are stithe
questions ahead of us some of them related toizbeo§the current account deficit that still hase
financed. Those are numbers for 97-98. Net chibitas to Brazil per year have been around more or
less around 30 billion dollars. If you look at wligagoing to happen this year we had a trade defiZ
billion last year. They started by projecting akillion surplus given the devaluation, this is going to
materialize recent projections are talking abobtldon in trade surplus and that means that ouremt
account deficit given interest payments and divitlpayments that have to take place in response to
previous capital inflows still going to be close30 billion dollars and where are those huge anmaht
resources coming in if you also consider that ainatibn will also have to take place that's alsuselto
15-20 billion dollars and only money from multi4als is not going to be enough. What is the peiva
sector going to do in response to policies in Bram extremely important. Since | started witbtoiy let
me finish with history. These numbers are the amdated net liabilities of Brazil since 1950 andath
you see are very clearly four periods. A pericat joes from 1950 to 1970 where you have closelto z
current account deficit, very small one. It's @q@dwhere capital flows are extremely constraisedhe
country cannot run current account deficits becaligee is no way it can finance those current astou
deficits so debt that is being accumulated is ctossero. 1970 things change. You have oil psiveck
contributing to an increase in our current accalgficit that are then going to be financed by the
petrodollars that banks were pushing to Latin Aceednd all other emerging markets. There is a very
quick build-up of debt that ends in the debt crifid 982 followed by a period in the 1980s where diebt
accumulation is almost not there. There are psrajcturrent account deficits, current account lsisgs
until 1993 and from then on you have the huge 12@@étal inflows. And then a very quick accumubati
of net liabilities abroad. The question now is &weegoing to have a sudden stop of those capaailsf|
and then again the 1980s crisis or whether the dimmn is not going to be so dramatic, so you cguasad
slowly to the slow down in capital flows. Do theaessary reforms and rather than having another los
decade you have a period where adjustments take glaa more reasonable way. Let me stop heriak th
| spoke too long.

DD: No, no | think we'll get a lot more questiorSo, perhaps will go to Mexico. You may want ticls
to the really strong conclusions you want to reach.

RR: Yes, yes, right. Thank you very much to thersors and to Marc Uzan. Its been very pleasalet
here. | want to raise four issues. One is thepasletting in Mexico and | want emphasize thellatgual
element in this policy setting. Then | want tdtabout very basic flows in the policy setting. efh

want to issue some lessons over the adjustmenthanaast and present policy regime and whetherane ¢
differentiate them and to what degree. And thesamt to address three key issues one of whicHasew:

to these future foreign financing needs of Mexico.

The basic policy setting to start with the firsirgds very much borrow thought by Mexican cabimethe
Salinas administration from Mr. Nigel Lawson whosa@hancellor of the Exchequer. | notice that
Vladimir also raises the same parallel, which wasitally what | call a naive view of the currentagnt
deficit because it sets the current account deficit rather static fashion. And that is Mexico is
undertaking reforms, the reforms attract foreigpited, and the foreign capital becomes imports.dAn
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therefore by definition the current account becoordg a reflection of the capital inflows. But ghi
reasoning taken one step ahead by the Salinasetab@ant we don't have to worry about the current
account deficit because as it is reflecting foraigpital inflows when the capital inflows stop theficit

will be corrected automatically. One step aheathaf reasoning is since the fiscal deficit is Zeecause
the government of Salinas was undertaking a veogldizcal program then its also a current account
deficit that is privatized. And the government hasbusiness worrying about the current accouritidef
Built on this very basic argumentation we have xzhange rate policy that considers the exchangeast
exogenous, the capital inflows become endogenothgeteystem. Very much the same story we heasd thi
morning and also in the case of Brazil. We unéersiof course that Mexico was trying to stabilize t
macro economy and it was a very fashionable thirtgatve an exchange rate anchor. And Mexico was one
of the first countries that copied the exchange aatchor for these purposes.

Well, the basic flow is this argumentation woulddugrent account deficit. | would propose thawvé
take into account the exchange rates appreciatrsaovery short period of time but at the same tinee
government signals that it has an exchange rateslexogenous and therefore the government isggoin
target the nominal exchange rate. Then the sifpadlinvestors get is to invest and lend for doimest
consumption and the production of non-tradablesd that's where the argumentation that the current
account deficit automatically adjusts for the reshrtof capital inflows breaks down completely.
Because the economy goes on auto-pilot producinetraalables and consuming independent of the fact
that the capital inflows have been reduced. Ard'shwhere you have a serious problem far from the
automatic adjustment that would be predicated,iafidct requiring an adjustment in the rate of agsi
of two or three percentage points, which is nohgdb come about smoothly. It would probably éatla
crisis.

The causality that | would suggest is that we hasgabilization program producing an exchange rate
appreciation. The exchange rate automaticallyelmasffect on the allocation of resources. Thigcation
produces a current account deficit and current@ucdeficit compels policy makers to adjust monetar
and fiscal policy in order to keep the inflows cogni You can see from my tables that the probleatiyre
was that from 1992 and 1994 and its precisely 4988n you get all of the warning signals that apedsl
of these situations. Where you get a current aucoeficit that is exploding when the rate of GDwgth
is reducing. Then you get that most of the cureexxbunt deficit is being financed by 'hot monéihere
I have made distinction in this table of the diffiet categories of portfolio investment and | car b
arbitrarily set a figure for hot money inflows, whiin the year 1993 were in excess of the currecdunt
deficit.

Policy becomes perverted also partly because dreceduntry is in the boom situation. And | recall
Dipak this morning raised the question this morrofggoom and bust. When the country is in the boom
situation policy makers in the country become \v@mnfortable. Its very possible, and this was theedn
Mexico, where they delegate exchange rate managemenrcess to central bankers. What the central
bankers did in Mexico was to follow a band excharaje system, but you will notice that the exchange
rate did not move along the upper line of the baRtecisely because when they are comfortable tivigh
exchange rate appreciation they send a signalrtéofio investors that within that band the currgie
going to remain on the strong side of the bander&lyou get the capital inflows playing not for the
currency to move along the band, but for the cuayea remain on the stronger side of the band fostm
of the time. In the case of Mexico the centralkeas did come with a little gimmick. Exactly theay
1993, which was to impose a micro-band within tahady By doing this micro-band what they were
saying was we will intervene anytime the excharage any day will deviate more than 1%. By doinatth
what they did was keep the peso far, far from thgeu line of the band. When the upper line oftihed
was well below what would have been a PPP adjudtinghe currency.

OK so the crisis is very much the outcome of creptin excessive exposure to short-term capitadw]
Any trigger would have done the job that was donthe year 1994. In the case of Mexico it wasraese
of political events that sent or put the writingtbie wall for portfolio investors. And you can see
another table of mine how the peso instruments Ihglithe private sector absolutely collapsed. Wtkike
dollar indexed instruments called tesobonos exmlddeEm 1 billion to 18 billion in a year. Precigéh a
parallel way the peso instruments fell. We'reitadkabout the year 1994 when there were no more net
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inflows. So, what happened in 1994 was the govenirwas one step ahead in running a very riskycpoli
of converting government peso securities into dalidexed securities, which is one of the charé th
think it was Vladimir showed on a point in whicketkevel of dollar debt exceeds the level of intéoral
reserves. One very important consideration to naikbis juncture is that anything these countrliest
this point to manage short-term obligations is gdim have tremendous impact on fiscal policy in the
years ahead.

I'm going to just raise this point in relation teetcost of the bank rescue. The lessons and éseuir
regime. The first lesson | would draw from thighat even though Mexico was undertaking structural
reforms and some of these were impressive partigulde NAFTA. Structural reforms are not enough t
prevent a currency crisis. Not particularly whbayt are out of synchronization with what happerthé
build up of foreign obligations. The second lesbamuld draw from this is that the key to the iand
key to post crisis relative success of Mexico &sfibating exchange rate that Mexico has had. The
floating exchange rate came very much as a mdtieeaessity because the level of reserves wadi6éril
and Mexico had borrowed from the US Treasury amdetbing very humiliating for the Mexican
economic team that Guillmor Mortiz keeps repeatig to have US Treasury officials visit him and ask
him for the monthly data and sit with him and disewhat was Mexico doing in relation to the targets
So that there was no option but to take a floatinchange rate and what we have seen in the workings
the floating exchange rate is that its possiblgt@rted as the necessity) but | think its posdiidybest
regime Mexico has ever had and particularly intthekground of the Asian crisis in 1997 - 1998, Russ
and Brazil. If we take a look today at Latin Angem countries we see that Mexico is the best pedor
in terms of growth and external balance in Latinekioa.

The present regime has some problems and | am gwingt mention three. One is that of course we
have volatility [TAPE BREAK] We know is not sustaible over the medium term. The second element is
that the monetary policy we have is a little rudirtaey and it has not solved the problem of higleriest
rates and in that degree it has not really helpedécovery of Mexican commercial banks. The third
problem is that being a regime that is so if y&e Ibf such a fragile background. Since Mexico iats
had a floating exchange rate regime before of @aklsays invites speculation as to whether themegi
should go into a fixed exchange rate or go intdadidation following the suggestion of the Argemtin

Or like ?Japan the right wing party is now propgdimat the floating regime become the regime by law
Probably not knowing what they are talking aboutause when we talk about a floating exchange rate
regime that functions it means that the Bank of iekas been intervening in a very modest and ahref
way, but it intervenes. What central banker woumétht to intervene even if knows this going to proslu
the desired result when there is a law that absiyltlls that it has to be floating. So you cae that the
discussion of the exchange rate regime is notyet. cAnd we will continue to have if you like flations
with other regimes despite the fact the floatinghenge rate regime has performed quite well.

Three issues about challenges and problems. Qhe lsanking system was very much also influenged b
the boom environment and the strong peso policybdoed with very bad supervision and very bad
bankers. | think the cost of rescue will reach b0ldon dollars. A year ago the estimate was ildm
dollars, but you know in the past few weeks wewevin of some banks that have been rescued in
addition to those resources. One of them is tird tArgest bank Serfin and we have two or threeenio
the pipeline. Relating to this problem Mexico Ipassidential elections and every presidential eador
the past five elections we have had big devaluatan crisis. So, the present government has dakked
IMF to please stand-by or to grant us a stand-by knd to maintain the supervision over MexicortlPa

to instill confidence that this time we want to geight and that we want to have a smooth tramsit
through 2000. But you see the letter of intenhwfite Mexican authorities sent to Camdesseushgtrrat
candid and it tells you to what degree we must dathl transparency. In one paragraph of the ldtier
authorities say the public debt of Mexico is 27%@P, brackets excluding the costs of the bankuessc
obligations. From the Mexican congress we know the last calculation of the bank's rescue obiligat
would raise the public from 20% of GDP to 49% of &DSo, I'm now finding out that we are catching up
with Brazil in terms of public debt relative to GDP

Another beautiful paragraph of this letter of irttemthat in the budget we are only reflecting tost of
interest on these obligations for the real compbpéthe interest. So, that in real terms the pudébt
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arising from the bank’s rescue does not increasetove. So, that if you have a 22% interest @séh
obligations and the rate of inflation is 18% youtyorecording 4 percentage points instead of 22abse
the other 18 are being capitalized to the debhabthe debt never falls as a percentage of G rather
astonishing that the IMF will let this go withouying to induce greater transparency in the Mexican
budget. What thing that may happen is that theibéexfiscal accounts year 2000 will lose any criitijb
whatsoever because its not possible to hide a@mobk big as that under the carpet. With accogntin
gimmicks that | understand ...[Dipak interruptsp¥ eating into coffee"]. Let me just call youteattion
to the last table that we have and that is Mexifin&ncing needs are even with a current accoufititie
very modest, 15 billion dollars per year maybengsio 20 billion. Very modest current account difi
leaves a very large residual component to be fiadiy portfolio flows. And | think that with the
projections that Eliana has done on Brazil is alnteesding me automatically to discount the Braailia
current account financing as impossible becaus&décan current account financing at half the eatr
account deficit Brazil has in my opinion has proh¢eover the medium term. Thank you very much.

GK: It's a question to both panelists. They're txcellent papers, but since some of you are tioere
discuss the case of China or Malayasia ... | wdale to touch upon Argentina another major econiomy
Latin American region. How much do you believegtssible in the real world, and we are in the real
world, to talk up the exchange rate because thatamgery bizarre move and it seems to be successful
far just to make a statement that the Argentinegjaing to institute the dollar as the legal tend&nd
instead of directing the discussion on the natieeahe as to how big the devaluation will be ajfteing
up the currency board the debate should they givhe national heroes and replace them with the
American presidents on the bank notes that areggoibe introduced. Actually this trick has worked
despite | don't think there are convincing macroneenic fundamentals that we may consider this
proposal to be a serious one or should and theréfdris possible or feasible and seems to be
manageable. Is it good advice for other countaesllow? How do you see this whole exercise?t Is
only just talking-up say psychological politicaick, which has worked in the case of Argentina? wilat
possible to introduce such a solution without thpraval and legal act of the US monetary authatie

EC: | started my presentation saying that ity etfficult to consider options without looking tte
country history, and Argentina is a good illustoatiof the point. Argentina has a history of hyjpéiation
until early 1990s and the only way Argentina fouridringing credibility to the country, to priceasility
was by moving to a currency board and having alfiwechange rate. Of course the fixed exchange in a
country as big as Argentina with very big capitalxfs and very volatile capital flows has a series o
problems because it has to give up monetary paliclall the shocks since the Asian crisis, the Ross
crisis, the Brazilian depreciation had to be angddyy an increase in interest rates with a fargast$t to
the activity level of the economy to the debt build of the government and so on and so forth. ifetu
look at the Argentinean case and you ask is ttsea ioption, could Argentina devalue and get othef
problems in the same way as Brazil did | would #agan not do that. And it can not do that beeaus
certain measure it does not have a national cuyrangmore. More than 60% of deposits are dollar
denominated, all the contracts are in dollarsréms are in dollars. Everybody contracts priceddllars,
so if you devalue its hard to believe you would gehange in relative prices because all pricesatiea
not in dollars would immediately adjust. So, yooul fail to achieve your objectives because inag w
the economy doesn't have a currency prices woylgstdutomatically you would end up with out a real
depreciation and you would have fantastic bankiaptdoth the corporate sector and everybody slse i
very much exposed in dollars. In that way Argeatias a very special problem it can not get otlhef
trouble it is in by devaluing the currency. Thdyomay it can adjust relative prices is by cuttiwgges,
salaries, and domestic prices. That as you kn@npislitical problem it is not an easy thing to iavke.
The way they have tried to get around the probkethat they promise they would dollarize rathentha
devalue. Suddenly the talk of dollarization stappaving the same kind of impact Argentina wouke li
to see because Wall Street started to ask whiaeisate at which you are going to make the coneersi
And that's a killer right because that's exacthatvirgentina is trying to avoid is the speculattbat there
could be a devaluation. So, if Wall Street stadking what is the rate of conversion its bringimgpugh
the back door exactly the threat that Argentin@yisig to avoid, and suddenly the solution doeewk as
good as they thought it could look. Can they daawithout the US support? They could, it wouldre
advantageous but they could. The minor issue aepeople have paid more attention to is the lbss o
seignorage and that's something the US is willingegotiate, to give Argentina some compensation fo
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the loss of seignorarge if Argentina were to mavéhe dollar. The big problems are the ones tatliS
does not agree to move along to support Argentiriee three big no's: no access to the Fed discount
window, no supervision of Argentinean banks, nonggain monetary policy to accommodate Argentinean
needs. So with these three big no's dollarizirgpbrees much more of an issue than a remedy. Edlgecia
because if Brazil is floating and Argentina is aatd most of Argentina's trade is with Brazil aneythre
too close every time Brazil moves around its gamgeflect in Argentina and the monetary policythie

US is not going to respond to accommodate the sti@mtkArgentina just had. So in a way Argentina is
between a rock and a hard place but being therasn&aentina will not be able to have the same way
out that has been open to other countries, whitheigloat. The situation is getting difficultf ylou read
the newspapers today the stock market in Argeriélhéy 9%. | don't know if it was Tuesday or Mand
I'm always confused by the time difference...Thet &0 months before the elections are going to be
difficult. No good news on that front. Its noti¢rthat Argentina has not done a lot of reformy theve.
They actually have made tremendous progress ih9B8s. It's a pity that the history they had before
condemned them to very, very tough political opsion

DV: They are squeezed by a 600 to 800 basis gpi@ad. Is there anyway out of that squeeze in the
medium term?

EC: If the market thinks the exchange rate is @atued the only way to convince the market thatetis
no overvaluation is by cutting domestic pricesgchiting costs. Right? Either you do it by a chaimg
nominal wages, which is not something your goingdbieve. Or you do it slowly by increasing
productivity, which is what Argentina has been piging and you did see big increases in productivity
Argentina in the last 5 years. Not enough to cetra@lance real appreciation, right? The fact ybat
exchange rate can move and can turn-around relatizes quickly it's a trick that's difficult topeoduce
by productivity growth.

DV: Is there no way you can convince the market there isn't going to be a parity change? Thmsaou
in Wall Street does seem to be a savage repaymesixfyears of painful work on the currency board.

EC: Well you can try. | don't know how you cameimce them if everyone can measure relative prices
and see that its very much out of place, right ¥an promise whatever you want and in the end they
may have to dollarize. They may have to conveerghing to dollars because they may not have an
option. In the same way that Brazil didn't floechuse it wanted to float it was really forced oazi.
Brazil had no way it could dollarize and no wagauld move into a currency board with the kindie€al
problems the country faced. So the only optiomnadpeBrazil was to devalue. It may well be tha tnly
option open to Argentina will be to dollarize. Whgou come to a crisis it's a crisis because themg't
options. If there were options then it wouldn'teberisis.

DD: Can | ask you a related question? Why wouldiné be able to tamper with the tax system toesehi
the relative price objectives that a floating exajgrate regime would have? For example ...

EC: Why would taxes move relative prices? Youtbay you raise taxes, you cause these fantastic
recessions and wage earners agree to have a nafetiale in wages is that what you have in mind? O
you subsidize trade, WTO let you do that?

DD: What it could do is to raise the differentiate of the VAT tax on general consumption muchenor
than it is currently now. I'd say your introducisignilar tax on tradeables and non-tradeablespsodt
sure I'd by the argument that they've run out bthed options.

EC: But | don't see why increasing VAT would beagmion. It would increase prices of tradeabled an
non-tradeables obviously VAT has to fall on allges including imported goods. It may help solving
Argentina's fiscal problem, which has not beenaalyet. This may be part of the problem. The IhB
made a speech where it believes that the solubidirgentina is labor flexibility.

DD: What does that mean?

41



EC: You could change labor market rules, andwmatld increase, maybe make labor wages more
flexible, maybe bring them down. Itisn't cleant the speech coming out of the IMF is very much a
speech where the problems are labor rigiditiesthats where you should be making progress. Blut if
translate it into a language that | understand'teédpasically saying you have to cut wages, yolehavcut
costs. And you can not say it openly politicatlgdesn't look so good.

MY: | missed this morning... My question is vemymitive a comparison between a Russian and
Brazilian crisis in the following sense. That @iy countries had high inflation in the beginninglahen
monetization didn't work, so that national bond fgobe say absorbed in the markets. Then domestic
markets are not big enough to absorb national bloac:fore non-residents are introduced to buy soime
the national bonds. Such kind of combination, Hgrfieancing national bond by both residents and-no
residents is not necessarily classic case of tk&sdn the past. That is a combination of sortafrent
account crisis due to large fiscal deficit at hdoog at the same time the capital account convétyithd
finance the domestic fiscal deficit. So that comalbion appears to be new [inaudible] but you called
sort of classical crisis and when | worked for bk in the 1970 - 1974 classical crisis is justedyr
current account crisis. Due to very poor macroeoun performances, but in the 1990s appears tbde t
combination of both.

EC: You made so many assertions that | have tovema few of them before we get to agreement. The
first one is that domestic/public debt in Brazikistirely domestic. The external debt of Brazifriestly
private debt. If you look at the public debt itsnaestic instruments issued domestically, if thely&kl by
domestic residents or by foreigners | don't thimk is important. They're mostly held by nationahks by
domestic banks most of the domestic debt in BiaZil the hands of domestic banks and that's omnleeof
reasons banks responded so strongly to the deiaiuatthat the moment you had a devaluation assets
and liabilities changed. Since they were exposeapositive way because they were holding doitdeld
domestic debt with the devaluation they were lefyacomfortable and you didn't see a crisis thailar

to the Asian crisis. On what | called a classa#is | was referring to Paul Krugman's classiagton a
run on domestic currency. If you remember Krugmamdel it's a model where a government has a
deficit and people are waiting for reserves tolbevky depleted to run on the currency. What makes
Brazil different from the classical story is thatuhave an active monetary policy. Instead of josing
reserves slowly and having no intervention in tagecof Brazil they kept raising interest ratesh&y kept
intervening in the monetary market to avoid thaency collapse. So in that way its not classiealduse
monetary policy was not fully passive, but it wasponding. But its classical in the sense thathaue

an economy where part of the basic imbalance @mvargment that is running a fiscal deficit thatiway
is seen as unsustainable.

DD: In this context what | wanted to put on thkléafor you is a comment on the question of, "Is
Brazilian crisis and the way it has been handlesllatomparable to the Russian situation”, andafrtbe
strong points when | was listening to Brazil was ihsistence at every point in time that the Brazil
situation has nothing to do with the Russian crigtsimarily not on account of the transmission
mechanism or its fundamental causes but A) theytedaio make this distinction absolutely clear, fsat t
the markets don't misread whatever intent mightkee in misreading the two to be the same andh&}yt
was a lot of talk about how the Brazilian systemrmisch more transparent and how strong the ingtitati
settings are and | presume they meant by thatdhtcal process.

VP: Can | just comment briefly on the BraziliardaRussian crises? | think one of the major diffieiss,
and this was the earlier point | was making, i tha Russian crisis was a pure balance of payments
crisis. In a sense that the currency was oveegricThe Russian ruble was over priced. The Beawil
story is pretty much the same as | understand fmiait you said. However, it had been complicated by
two other considerations. The first one is theegnment debt, which increased dramatically in Brazi
This was not the case in Russia. Even with thetgkom debt this was not the case in Russia. The
second difference is that the Brazilian debt wéseeidollar denominated or indexed. This was not
exactly the Russian case. The Russian debt wasydeated in Rubles and it was possible to handie th
problem without any defaults. In Brazil this wag an option.
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EC: | believe everything you said is correct. Yetould find it difficult to believe that Russiadsn't

have a fiscal and quasi-fiscal problem. | thinkragch as in Brazil the problem is in the excharade r
based stabilization, over-valuation, very high iagt rates, making the debt increase. Even ifisical
deficit wasn't there to start with, you ended ughvane. You have loss in tax revenues, and litind
difficult to believe that Russia is so special thati don't have any fiscal problem at all. Ondeéult |
think you did have a default, even a more cleaaulethan Brazil had. And actually a default whigre
recall well, the story told by Deutche Bank thesss a discussion where the IMF was involved amdhi
discussed what was the size of the default thatgwasy to be imposed on private banks, so thabitld
come out of the crisis in a more fiscally sustalaadituation. Its exactly because there was tli@utteand

a big loss of private banks during the time oflne against Russia that you had such big contaagonss
the world. The fact that people perceived thatpanyts could be suspended made for crisis everywhere
else in emerging countries as opposed to what megopi@ Brazil, which | don't think what happened in
Brazil is something we could applaud. But whatgeyed is banks made a big profit. On the two weeks
following the devaluation banks made 10 billionldd in the futures market. They have placed
themselves well and Banco do Brazil who were ofrggdbr the Central Bank had intervened on the othe
side and made huge losses. The fact that banky didfer any losses with the currency crisis belp
understand why the repercussions in other courttiags been so small as opposed to what happened in
response to the Russian crisis. So as opposelabywu say | think the default in the Russianisngs
more obvious than in the case of Brazil. Perhaps$ easier for you to do it exactly because yetew
intelligent enough not to have linked your debatfreign currency. That's the mistake that sofraio
countries have made. Mexico in 1994, Brazil relgeand a few other Latin American countries have
seemed not to have learned. You shouldn't do tighat,? This is a killer to index your domestidtiéo a
foreign currency.

GK: The similarities between Brazil and Russiaa®y interesting to point to, but I'm afraid thene
only at the surface of the problem. If one isngyto compare Russia and Brazil I'm very much \with
or her there is a great deal of rationality to dotsa comparison. But | would compare the nexadedn
Russia with the previous decade in Brazil. Ruasi@e beginning of the 21st century is going taHze
Brazil of the 80s. Not of the 90s, we'll be badkwwhat | said 10 years from now. So you maytbee
future of Russia with the prism of the past of Bramt the other way around. Now, lets go back to
politics because as far as these technicalities@reerned its exciting but with all knowledge abehat
we don't know, what | don't know, | think that thheestions have already been answered on this Bide.
there are so many questions that aren't answeréueeguolitical side. You said that there was roeot
option for Brazil at the time but to float and tccapt a sort of ...

EC: In mid-January there was no other option.

GK: Yeah, OK. But the Fund was against. That d@se without the approval of the Fund and the Fund
was taken by surprise. | know it from behind tbherees who was calling whom, of the denials etc., et
Between Brasilia and the town of Washington. Aantlially the Fund was taken by the surprise. It was

not agreed up front between the IMF board or Mm@&desseus, Stan Fisher, on the one hand and another
important person with the same famous name CaretiesoHow it was?

DD: Is that a question?

GK: The question is, "Why was this being said hbet it was unavoidable?" Why are things thataare
must not accepted? This is the same as in Rugkiah is not now being discussed. In the sensktliea
exchange rate upon which the Bank has insistddrstiuly of 1997 and that was part of the IMF led
package bail-out for Russia, which was much diffito put on the table and much higher and twice
bigger bail out package for Brazil. The answerdsy simple because much more money has been
engaged in the Brazilian game than in the Russiamegas far as the investment banks is concerned. Y
just pointed that somebody has made 10 billionads]lso still without the proper political analysm not
sure we will understand what really is the cor¢hef problem. Because the problem is not with cuaye
the exchange rate mechanism, the problem is wittidtce of the capital between different playenehe
But anyhow the question is how it is possible thatnd where | suppose that the things are understood

43



much better than elsewhere is not accepting onigh¢time the policy which is the only option asuy
have said a couple of minutes ago.

DD: Its not clear to me that you could make thestestion that the Fund was not aware of whatis.was
a long played out thing.

EC: Itis true that the day they floated. Howlday? It happened in two stages first Chicola®)es@ade
a big mistake of inventing that diagonal band. tMaas a surprise to the IMF and to everybody who ca
think straight, right? So the diagonal band was$ fn unhappy invention that lasted 24 hours and
immediately after that Brazil was forced to devallieshould be said that much earlier the Bank had
insisted with Brazil to float and Brazil had reseidt Not only the Fund, the Treasury by the timéhef
Russian crisis there was pressure on the Brazijlimernment to float and Gustavo Franco, who was the
president of the central bank said no way, thawbeld resign if he was forced to float. In thatywthe
Brazilian government couldn't move and there wasmiiugh consensus in government to float the
exchange rate until January when the pressure leeeany, very strong, Gustavo Franco moved out ef th
central bank Chicolades(?) comes in makes two lisgakes, goes out, and they float. And it may have
happened that the decision to float was taken witkonsulting with the IMF or letting the IMF know
about it a few hours late. | guess the IMF migintehbeen displeased for not being consulted. INtt t
they disagreed with the policy that was takenon'lknow what your asking me, whether your askireg
for the facts or your asking me the question, "Hmwld the IMF disagree?" As far as | know the IMF
was not in disagreement. | think the IMF may hlagen displeased to learn about it a few hours later
rather than before hands.

GK: I'mjust trying to link something in my attetjo understand what's going around. Because again
your experience also has a political economic camept We must remember that in the meantime there
was the general election and the question is watdvhappened if the floating occurred prior to
reelection of President Cardoso. Would he be ctsteif there was floating? What means from the
electorate viewpoint? Bouncing inflation, at lefstsome time just you know at the peak of the
presidential election campaign. One may say tlatidvbe the good cause to lose this election and
therefore we would not be back discussing the ipslitf this process not its economics. That fetance
it could be insisted on the Fund by American politgkers, for another geo political reason, dorshpt

to this end don't support this policy because fmther reason they would like Mr. Cardoso to be
reelected. The same for instance as it was disglayRussia and now I'm going to Mr. de la O beeau
you mentioned that we had the presidential elestforthcoming in Mexico. Its much easier to relagl t
policies in the forthcoming future from the poldicanalysis than from all these charts and figatesut
exchange rate, interest rate, and tax rate becausk more important at this phase of debate iheeit
exchange rate or interest rate but electorate.

DD: Eliana you don't have to respond.

EC: Well, he's very provocative and | think hetaging up many different issues here. One was yes
inside Brazil the government had made a bet. T¥eayted to win the elections, politicians they bedie
first duty is to win elections. So, they were fiigig to win the election and the bet was they con&hage
through the election without a devaluation and withfloating. That was internal politics in Braazilght?
The other thing is that apparently the IMF doesh®ote the right to intervene in domestic politisd it
has to negotiate with elected governments. Whatiey are, so they negotiated with Cardoso bechese
was president. He's reelected, so they will nag@tivith him again. I'm not a supporter of the Ikd-
you've suggested this morning, at all. | thindaes good things and it does bad things. I'mnyotg to
defend the IMF, but there is one thing we can moagainst, which is both the IMF and World Bank are
multi-lateral institutions that have a board ofeditors where the decisions are voted. Of cous&t
has a heavy weight its going to dominate thosengsti | have no doubts about that, but if you labthe
IMF staff what can they do? They can only negetisith elected governments in the best way and to
their best knowledge and using the best undergtgrafithe situation. Whoever is government thatds
their business. They are just the counterpart.
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GK: | agree with you, but I'm trying to be an adate of the [inaudible] to act in favor of the INtFmy
way of understanding what supposed to be the positi the IMF. I'm afraid that you are right buty
may be wrong or we may be wrong, so lets leaveiBoaMexico. Also in Mexico the election is
forthcoming, but only yesterday | read for instakk® government is simply saying that if Pakistaesitt
withdraw from Kashmir that will not allow the IMI© tgo forward with the next tranche of the loan to
Pakistan. So, this is what | don't like and | kniovg simply not being decided by the IMF. IMFriet a
political organization, but the big powers ...

EC: Which countries? Very political.
DD: Very political!

GK: The governments are, the main shareholderssignog we are here the name of our conference is
saying something about reinventing the Bretton Véomdjanizations. And I'm saying I'm supporting the
IMF and its also my experience. | would like théH to be a more independent organization and ¢his i
my point. I'm afraid that sometimes the IMF, mucbre than the World Bank, is simply doing what is
expected from the G7. You know this is too muclirestrument of G7 geo political policies. Than
attacking the issues of sustainable developmengalmation of stabilization, and the stabilityfafhting
poverty, etc., etc., etc. We are talking whabi®é done but sometimes you know the politics istmu
much more important than the perfection in exchaage or interest rate management because thi is n
what the story is about. This is only what the IMFErying to say, and | would expect that as fapalicy

to work towards Mexico is concerned that they hemet the letter to the IMF. But what is the ansfeer
the letter? Its not to be decided by the IMF baadé&pendent by the other parties involved in grscess
of global economic, financial, and political gambigh are really in charge of what is ultimately bee
decided by the IMF on the grounds of politics nottiee grounds of economics. | simply don't ignthie
role of political economy analysis into all thisnmdderation because | think this is the missingneliet in
otherwise perfect analysis we have during this@her conferences. Thank you.

DD: Thanks Mr. Kolodko. David.

DV: | wasn't going to say this. | was going t& amother question, but Gregor has raised a debprra
fundamental issue.

DD: Which you'll be touching on tomorrow, right?

DV: It hadn't been the core of my ideas. Theaaleep issue that you raised about the extent ichwh
mistakes which are made by the multi-lateral ingtins are mistakes or whether they're malicious
intervention in the pursuit of hegemonic natiomaérest of the US. And its very easy to look backhe
1990s and look at the mistakes of the liberalizatica as not mistaken analysis of neo classical@os
really rather primitive and not understanding maféures and information problems well, but iresde
the manifestation of vested interests with multetals urging liberalization in order to allow U&pital
into areas were it previously had not been abletdure. Its very tempting to take the second
interpretation, but | think in most cases thera Isss sad interpretation of the motivation, pueparsd
effects of multi-lateral organizations that theg amainly (this is all just hunch) staffed by peopleo
attempt to do their best and make mistakes ancht#tideen a very difficult era to understand wioailg
policy consists of. Its clear that the world was sustainable in the way that it was run befoee th
Washington consensus. The Washington consensua maponse to very seriously changed
circumstances in global trade and monetary relatioe now look back at the Washington consensus of
the early 90s and think it was pretty naive, buylbeamore naive than malicious. | think its incumten
an analysis of the kind your wanting to draw toang ask very precise questions. Can | reallytiflen
occasions in which advice was given that flew ia filace of what analysis would have led well minded
people to recommend because of pressure from vegerdsts. Its much harder to substantiate those
latter claims.
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DD: We're going to have this discussion tomorrdwanted to get back to Latin America. | thinkthe
absence of ... does anyone want to ask any speciéistions on the Latin American comparison?
Otherwise I'd like to make some summing up comments

VP: This is not a question, this would be a cominasnit compares to the Russian crisis [Tape Break]
very large flow deficits. There was governmentdpetddeficit, however there was a difference withABIr
because these deficits were very reasoned. Theoreaonomic policy under the Soviet regime was very
prudent there were no government budget deficitsially at all. They started to accumulate onbynfir87
but then they were wiped out by high inflation., Boissia had a new macro economic stabilization
program in 95 with a very low accumulated governnhdabt. This government debt continued to be low,
short-term, long-term debt continued to be low tigh to the moment of the crisis. Edwin Dover (?),
once likened the process of fighting inflation tigb financing the deficit by issuing securities aetling
securities to the public to hunting the tiger wiitle non-rechargeable gun. He said if you missithe

time you may not have another chance. Meaningtkiesie is just so much time you have to allow the
government budget deficit to accumulate. My pd@rthat Russia had not yet reached the criticaitpafi
the accumulation of the government debt and imaes¢he government didn't see the tiger but shot
because it was frightened. It closed the oppotydor international financing just because it veasmuch
frightened it decided to fire the bullet. Now abthe default, the second point ...

EC: On the deficit what you just said makes yowsecaven more similar to the Brazilian one. Yoy sa
Russia has deficit since 1987. Well in 1991 Brazkhed out the debt problem with the Kolov (?hpla
If you remember the deposit freeze and brought dalhis to very low levels. Between 1991 and 1994
because of very high inflation the measured dafisiere extremely small and in 1994 | just showed 0
diagram we had a surplus. So, the deficits staridrease after 1996 when the debt/GDP ratio ariBr
was exactly the same as Russia and still everyomgssto a fiscal problem in Brazil. | suspect Biashas
a big fiscal problem. If Brazil has one Russia bas too. And its not smaller.

DD: | have two minutes left, so can continue Biiazil, Russia comparison as an aside. Anyone&else

IA: I'd like to challenge this statement that Ragdgas no deficit. Where is the pension fund? as&ime
that there is no deficit yet the pension fund digsgred from the system.

DD: Is there a deficit problem in Russia - yesi0?

VP: The pension fund is evaluated as the revefhtigecconsolidated government. Pension fund ikhén
consolidated government as a matter of fact. Barfsind doesn't have that large deficit. They gt
pay pensions, yeah, that's another story. If pok bt the amount of pension its very small. hHsagerage
only one month pension. Besides that they don'¢ llae deficit. Now if | can briefly comment oreth
default.

DD: Can we do it later? I'd rather not take ug tilme of the next session. What I'd like to dodsclude
with one minute of summing up and not allow Rogeli Eliana to come back, but maybe to come back
later. | think the panel discussion on Latin Amarieaves me with a lot more to be asked about what
happening in Latin America. | would have likedh@ave known more about why there are such deep
downturns in Latin America when capital flows dy. ul would like to have known, | don't think | got
answer, on whether fixed or floating exchange tia¢eissue of which one solves the problem hasyreall
been resolved. | think part of the reason is Atigensticks out as sore thumb with this whole thihg
think one of the classic thing that happened inLthign region is that conversion out of the kindeadt
strategy out has people convinced that they fimaliygle it to floating exchange rate and it appeafies. s
But it is Argentina, which is out on a limb becaitsieas some peculiarities of its own with a cuoen
board. But then I listen to Rogelio talk aboutttimaybe even that is not so sure. Then therewastipns
about the region as a whole is so much more depéndiés a low savings, basically a middle incose¢
of countries, and therefore borrowing much morenftbe rest of the world. Up to the 90s when the
euphoria was going on we were hearing how Latin Atachad done all the policy reforms right. Set it
banking in shape, got its macro fundamentals iriordts suddenly seems like there's a little njidters

in the house of cards. So, we look forward to imgamore and turn it over to Ross for the next ieess
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ASIA

SD: Well after listening since this morning aboutavhappens economically in Poland, Russia and
Hungary and then we moved to Latin America, moBtlyzil and Mexico and now this will be the first
panel on Asia. | think tomorrow will be anothemp&to continue on Asia. The first panel this aften
will be discussing three cases: Indonesia, ThailmtiKorea. These are the three hard hit couritritee
Asian crisis and it also happened that these ttweatries were the ones that went to IMF for halye

can see how they're differ and similar in termsesfponding to the crisis and the way in the ende
helped them and what kind of things can be leafraad what happened after the IMF came in the pe&tur
So we will have Ross Mcleod will be discussing lthdonesia case and after that Professor Warr on
Thailand and Professor Hak Pyo on the Korea cht@nk right now | would like to give the floor tBrof.
McLeod.

RM: Thank you Soedradjad. It's not Ross GarnatitRmss McLeod. Sorry to confuse you. My
approach in talking about the Indonesia case kttsrgoing to be rather different from most of the
presentations we’'ve heard already today. | wafdd¢as on the handling of the crisis in Indonesither
than poring over the entrails of the preconditionsgther words I'm not going to spend very muchdiat
all talking about what Indonesia looked like beftre crisis. But | want to focus on the handlifighe
initial disturbance, which was the floating of thieai baht in July of 1997. I’'m doing this becalise
believe it's very important to understand not onlyy some countries haven’t even faced the crisis bu
why some countries have done better than others wieeinitial disturbances hit or when the crises g
under way. My framework for analysis is the sdaxkecond generation speculative attack modekhwhi
as | understand it, the central feature or idetttiexe is a perception amongst the public thaélhiéncase
of some adverse disturbance, some adverse shdekgdvernment won't do the right the thing. The
government will respond in not a sensical manner tmbe specific, the government will respondhis t
crisis in a manner which causes a significant iaseen the money supply or specifically base mamealy
that being the case, a change in the exchangéeatemes virtually inevitable and so this is whavel
the speculative behavior. So it's not a questibmpeople panicking, people speculating without any
reason, it's a very rational response if peopleeithat perception about how government will reactr
initial disturbance. So that’s the kind of modeise and | argue in my paper that that modeltigs t
Indonesian experience, | think, extremely well.dlscussing how Indonesia has handled the crisis, |
distinguish three phases. In the first phase, wbidy lasted for 2 or 3 months, things seemederath
astonishing at the time in terms of movement ofakehange rate. But in the second phase, anythatg
happened in the first phase came to be seen astguial by comparison and then in the third ghas
which we are in now, some stabilization is occugrin

I've got a number of pictures | want to show ydhis is what that exchange rate movement has
looked like. The vertical lines | put on the grdphd of divide the thing into phases. Phase 1gamuisee
was really quite a substantial depreciation infitst few months, but it's really quite trivial cquared to
what happened in phase 2. So you've had a moveofighe exchange rate from about 2450 in June of
1997 rising up to something like 15,000 in Julytw# following year, an enormous movement of the
exchange rate in that second phase. Later on, raceatly, things have been improving from thanpoi
of view. Second picture I'll show you is what Irdder to be more important and that is what's been
happening to GDP. It seems to me | don't get sitest about changes in prices like the exchangeaat
share prices as most people seem to do. Whagétexcited about is this drastic decline in GDB as
you may know GDP fell by | think 15 or 16% last y@alndonesia. This graph shows a trend line Wwhic
projects GDP growth at about 7.5% which is what typgcal in Indonesia prior to the crisis and thke
heavy line shows what has actually happened to &iFf you want to think of it in this way, GDP is
now running about 27% below what it could have biéémdonesia’s growth had be maintained. This is
what matters to people. The people who lose jbbs, which is reflected in the fall in output. &fts
what's really important and one of the things I'mading attention to in this paper is | think peopk
much too excited about what’s happening to the amxgh rate and share prices and so on. Whereas what
really matters is what's happening to output attdrk policy in Indonesia is largely responsible ¥zhat
happened to output
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I mentioned the kin of model that | am using whichkes the assumption that governments are
likely to screw up on policy after some adversecghuts, well this is exactly what happened in Indsia.
This show base money growth. The dotted lineasattual figures. The heavy lines there are tigeta
trajectories for base money growth that was s#ténvarious IMF policy Letters of Intent and youncee
that the targets kept on getting missed so theplginaised the target line and shifted things up.
Specifically right through this phase 2, basichligse money targets kept on being missed and migsad
huge margin. It's not until the latter half of tagar that base money growth was brought underaion
The result of growth of base money was a huge dramthe inflation rate. | should tell you thaflation
was only running at about 5% when the crisis bégaamerge and you can see there that is has jutoped
about over 80% year on year in the middle of lasiry You can see a) the huge change in the grafwth
base money and you can see pretty direct relatipnsh

DV: That's CPI inflation?

RM: Itis CPl inflation, yes. The last bit oflitvill how to you is interest rates. The SBI ikdia
certificate of deposit issued by the central badqgk of Indonesia, so its certificate Indoneside dne-
month maturity is, this is just an indicator ratattl am showing you for example, you can see thae
quite a significant increase early on, but it'sliseavhen you get into phase 2 that you get an eooisn
increase in interest rates. |think | say in thpgr that this rate stayed above 30% for 14 maorthend

and above 50% for 8 months on end. | believeithpbsed a crushing burden on the corporate sector o
business in general and that is one of the masoreathe growth has fallen off so greatly.

Let me now, just to tell the story, | guess theist way to do it is to take a chronological aggtoso
let me just go through some of these points. Treeyl the paper if you can’t see this far. Theditan

of the economy prior to the crisis was pretty mtahific. It's always been somewhat of an
embarrassment for us, folks like me who focusratohesia because none of us saw the train coming
down the track and this is the reason why. Indeniead had very high growth for many years on é@nd,
had inflation well under control, only about 5%tjbgfore the crisis hit, the exchange rate was stalle
for about 11 years it depreciated at about 4 o§#nst the US dollar, but in a nice steady fashibne
international reserves, as far as | can understeamd, grew by about 38% in dollars in the 10 months
before the crisis hit, that’s just a huge incress¢he balance of payments was very strong. The
government ran a conservative fiscal policy for edhree decades. Sticking to what Indonesiansacall
balanced budget policy, it's not quite as undemtoanventionally, but generally the fiscal stan@sw
quite conservative. We had stable or decliningegoment debt prior to the crisis. The governmess w
in fact prepaying some of its foreign debt becadtsbudget surpluses permitted that to happerthén
share market, different from Thailand, for examgleare prices were very healthy, they were up &k pe
levels right up until the moment the crisis start@tereupon they began to fall very quickly. Ahdtt
shows the exchange rate at 2450 to the US dokabjefore the crisis started. So then things tbart
happen. The Thai baht is floated in July this irdiately starts speculate against the rupiah. HRydnk
couldn’t believe it at the time, because, as | saickign exchange reserves had been increasiagety
rapid rate prior to this and reserves were verydao why in God’s hame would anyone want to spgeul
against the rupiah. Well God knew and | didn’tettainly didn’t. The first response was simmly t
widen the intervention band to try to keep the @@riiank out of the market, but the rupiah quickigved
to the other side of the intervention band from rehiehad been. Then in August, August 14, our
colleague Soedradjad announced to an astonishes hrat the rupiah was going to be floated henttefor
| put floated in inverted commas there and | makiéecg lot of discussions in the paper along thedi
that this is not a float as | understand it. ¢dime back to that later on.

Now moving on from the decision to float, the ruplzegan to depreciate very quickly, straight-away,
think entirely unexpectedly from the governmentérnp of view, because, as | say, the rupiah hae bee
tending to appreciate, not depreciate prior to. tihiad immediately, the government seems to hakenta
the approach of sacrificing monetary stability mder to halt depreciation. This is why | don'trtkit's
what | understand is a genuine float. To me aifbggexchange rate policy is you hand the exchaatge
over to the market to determine and you have sangettke a constant growth rate of the money suggsly
your nominal anchor. Well allegedly the rupiahuelvas being determined in the foreign exchange
market without intervention from the central babig the intervention had simply shifted to the mpne
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market where interest rates were pushed up vety Hig fact the government went quite a long way to
push interest rates up by sucking base money dhieafystem as it had done on previous occasiahg an
did so in a really kind of gross fashion. Two-tlsrof the reserves of the banks, that is thereslepeith
the central bank, disappeared virtually overnigkiaw if you think about it, there's no way banka ca
adjust to a sudden decline in their reserves dfrtfegnitude in such a short time. So I've desdribat as
a policy blunder in the paper. Maybe Soedradjdtpuit me right, this is the first chance I've htadalk

to him since all of this has happened, but | didvirtk it was he that made that decision anyway, tsape
I'm off the hook there.

There are different figures here. UnfortunatelyBé&ndonesia reports are a little difficult to unstand,
so I've given a few different numbers here. Thigst evidence of what was going on at the tintevany
base money had shrunk so much and why interesgdwae up so much. Despite that there was still a
depreciation, quite significant at the time. Whenmove into September, the government decided had
had to sort of be seen doing something, so onkeofttings it did at that time was to cut back sroivn
spending in order, it said, to keep the budgetrizadd. It thought that as a result of the deprimiats
revenues were going to decline and therefore it w& must cut our expenditure. It occurs to me ais
line with some of the discussion we've had thatesoifrthis sort of thing is kind of cosmetics foeth
international financial community. In other wordlsere was a sense at the time that the interraltion
financial community wanted to see blood on therfloThis is a direct quote from Peter Drysdal@rsijt
down on the end. He said that to me at the timemlember it well. The financial community wanted
see that the government was getting really tougén ¢hough this particular policy, it seems to mas
the reverse of what was required. You had a faihgprivate confidence and therefore private speg
and so, if anything, the government should have lb@®sting its spending to offset that, but instéad
went in the other direction. In October, I've shéate that the government has abandoned its fipadite
policy, not that it ever announced any intentiomdoso, but if we look at international reservegifes,
we find international reserves began falling a$ tiihe. | just warn you that in the paper | havengly
written 3 billion rupiah, I think the correct figaiis $3 billion. Reserves fell by 11% or $3 bitliduring
the month of October alone and still the rupiahtl@pdeclining.

We move on to the next three months I've arguetthigacentral bank lost control over base money. |
rose by 66% in just 2 months and the reason wasian the IMF came in it had put a lot of pressame
the government to close banks and after two wethggotiation it was decided to close 16 privatetce
banks. It was hoped that that would send the sigrthe international investment community, ag#irat
Indonesia was serious about fixing things up, ggtiis house in order and that this would generate
confidence, but it had precisely the opposite efféinfortunately there were rumors going arounthat
time that really the IMF wanted to have 40 or 5@Kksaclosed and the final number was only 16. So
people were worried about which bank was goingamdéxt. The government at the time promised that
deposits of up to 20 million rupiah would be guaeaal, so small depositors didn't have to worryt tBat
was only on the order of 5 or 6 thousand US$ ahtthalbig guys that had millions of dollars on dsipo@r
really large sums, that guaranteed meant nothirigeim so they started rushing to withdraw theiradéts
and that's when the central bank had to step im hejtiidity support lending to keep the remainiranks
afloat.

This is basically the start of my second phase wherhandling of the crisis gets right out of cohtr
money supply goes crazy. I've given you some nusiiheere about how much Bank Indonesia had loaned
to the banks. I've noted that reserves have falyeds billion in those couple of months and noe th
exchange rate is fallen through the floor or gdmeugh the roof, depending on whether you are lugplit
numerators or denominators. It's up to about 1DrdPiah by the end of January. Basically what tha
meant is that the central bank was financing tleegiation it was trying to put a stop to. It wapglying
money to the system. The banks were largely oviayembnglomerates, the banks would make loans to
affiliated companies in the conglomerates, thosegamies or individuals would go to the central btmk
buy foreign exchange, then, because they had jitistimawn deposits from the banks, they could garaga
to the central bank and say 'sorry we've run otiiiofis again, can you give us more liquidity suppdso
Bank Indonesia would lend them some more monejtlisds just a cat chasing its tail. It could neve
there's no reason for it to stop, it fed on itskefuess you could say.
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DV: Half of that story is intervention. How mudadhtérvention was happening? You can't come
through that story unless the money disappearbygiving the people who want it foreign exchange a
the central bank.

RM: I'm not quite following you, but you might baying, well what | am saying was the central bank
was lending that amount to the banks, this amoast being used to buy foreign exchange that went out
of the system again, the remainder remained isyetem and generated inflation.

DV: But the central bank was the counterparty at thunning down of the reserves to give people
foreign exchange.

RM: Yes, the central bank was selling its foreigotenge. It was lending the banks money which
was then being used to buy foreign exchange reserve

In the first half of 1998 interest rates went wayand | think the probable explanation for this et
inflationary expectations had been ignited and gtayed up at high levels for a very long periodimke.
This is when GDP growth fell, well, turned negatinea very big way. There are some figures there.
Inflation surges, base money continues to incrédaseighout that six month period, inflation takéts o
Reserves are roughly constant at that time, butibeaind the IMF was lending Indonesia quite
considerable sums. The in the second half of &a& things begin to stabilize. As | showed yoorie of
the graphs, the government at last brought grofwtiase money under control. Inflation disappeared
extraordinarily quickly. By September, | thinknagative number was registered. It wasn't maiathin
but it's back now. Inflation has been slightly atge for the last 4 months from memory. Interasés
have fallen quite rapidly, nominal interest ratesttis. Again | assume that is because inflatipnar
expectations have now been knocked out of pedpéelds. By the end of the year, a dollar cost about
8,000 rupiah.

In the first half of this year, we've got a rettionslightly positive growth, inflation, as | justentioned, is
down to nothing, stock price index is up to levielsas at prior to the crisis and the rupiah hastioned
to recover, | think it's now worth about 6000 00620 the US dollar.

So that's very quickly the story of what has gonewnd I'm already over time, am 1?
DD: You forgot to mention current account deficit.

RM: Yes | didn't mention the current account defidt's an animal that doesn't excite me at hll.
have to say, so it's not important to me. [fiitiportant to you, the number was about 3 or 4 perce
GDP prior to the crisis.

Regarding exchange rate policy, | made a pointaging floating exchange rate, | put that in invdrte
commas, partly because the government didn't hfleating rate with a nominal anchor in terms of a
fixed rate of growth of the money supply or a fixatke of inflation. | also mentioned later on tisgrted
intervening directly in the foreign exchange markiétseems to me that, I'm just amazed, maybe I'm
simplistic, but | can't understand why people dageily think in terms of a simple policy, namebng
a genuinely floating exchange rate and simply adgpine variable as the nominal anchor. To me, my
choice of preference is controlling base money ginowndonesia has always tried to control aboof 5
those important variables. It has tried to cdrtre exchange rate, nominal, it has tried to caritre rate
of inflation, it's tried to control rates of growtti various categories of money and bank lendirdytan
some extent it's tried to control interest ratethink the most important lesson to be learneithat
governments cannot control all of those thingsceft it, live with it. Choose one of them and stk
with that. | think that is really important souroEbad handling of the crisis in Indonesia.

I'll just make one other comment because I'm canscof using up other people's time. And thahis i
relation to the run on the banks, I've already didlat that was somewhat artificial, but even iés a

genuine run on the banks, it seems to me the apptepvay to handle that is to realize that whatpte
are trying to do is to get out of assets they lraveonfidence in. In other words they're tryingyes out
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of bank deposits because they are afraid therebeill loss of value. Well there are two importants

of deposits. There are demand deposits, for wdlicgou have to do is replace them with cash amatigh
very easy to just by lending the cash to banks wttien allow deposits to be done. But if we'rkitey
about quasi-money deposits, that is time and sawlegosits yielding interest, the public are nahgdo
be happy with cash as a substitute when they losédence in the bank, they're not going to be lgapp
with cash as a substitute for that. So in my apinvhat should have been done is the central bamkid
have issued more of its own certificates, the S®Iseplace time and savings deposits in the parfmf
the public. It seems to me that would have beetets disruptive of the whole system, so you would
basically have the central bank imposing itseldasntermediary between the public and the barikee
public no longer trust the banks, but they do tthstcentral bank, so sell them certificates ard tend
money thus raised to the banking system. Thatdvbale allowed banks to maintain there portfolio of
loan assets, it would have allowed the public teeh@ore or less the same portfolio of assets @isl it
previously and it would have avoided the huge iasesin base money which generated the inflatiorchvhi
justified the speculators first guess about howgiheernment would respond. Thank you.

SD: Thank you, Ross. So now we have Peter Warhave 2 Peters and 2 Rosses actually.
RM: Excess supply.

PW: The Monty Python joke about Australians is thatall have the same names. We're all either
Peters or Rosses or Michaels. That's just to asmndusion. I'm going to talk about Thailand areddoe |
do that you need to know you've been given twoigassof my paper on Thailand. The first versiorswa
odd, in the sense that it only had the odd numbpaggs. The paper is already odd enough withait th
We discovered that mistake and gave you a secastbwewith all the pages.

Thailand was the first Asian country to succumithi® present crisis and it is held to have been the
initiator of a contagion that had a very large riegeeffect on other countries in Asian and othmurdries
in the rest of the world. So unlike the preseotathat my colleague Ross McLeod just gave on
Indonesia, | do want to talk about the causes atfdind the role played by capital mobility in tlaisation
of the Thai crisis.

Let's look first the measure of the importancehef ¢risis. This figure is in you copy of the pager
believe it's on page 24. We can divide the lasgeslrs of Thai economic history into three distinct
phases. 1950-1987 was a period of stable growgraging about three percent per capita per annum,
three percent per person or about 4.5% in realg@werall. Quite a respectable rate of growthasnstl
over a very long period. The second period wasarbfrom 1987 to 1996 during which GDP grew in
real terms at almost 10% per annum and well ovep8#person, an phenomenal period of economic
boom, unprecedented in Thailand and almost anywdlsesin the world. During that period of economic
boom, Thailand was the fastest growing economiaénworld. The third period, starting in 1997, wias
crisis. The point is the crisis was the collaptthe boom. It was not the collapse of the Thairemny,

as the journalists like to say, by which | meanftiwing. Suppose the boom had not occurred thai
the pre-boom rate of growth had been sustainedvaihad neither the boom nor the crisis. GDP per
capita in Thailand would be substantially belowriésent level today if that had occurred. Theicrsas
not the collapse of the economy, it was the cobagfshe period of super-growth. That's an impadrta
point, it helps us put the crisis into perspectilfethe pre-boom rate of growth, that is the péremding
1987 had been sustained until 1996, GDP per ceyitad be about there, about 30,000 baht per person
1987 prices, about there 1996, and its level todayld be well below the present level.

OK. I want to talk about what caused that. Noe distinction that is fundamental in understanding
crises like the Thai crisis, the new idea in the&ermaconomic analysis in these matters is the distin
between vulnerability to a crisis and the trigdettcauses the crisis. Unless we make that digimove
are not really getting at the heart of issues andrit to draw an analogy to help you to see wima¢én by
that distinction. It's an analogy that since wairdustralia, has a very Australian flavor. Owiatry day
like this you couldn't imagine that bushfires wobkdan important phenomenon, but in the summer in
Australia, it's hot and dry and bushfires are &ddeaager for people who live near forested arédse
greatest danger of the bush fire is that it willrbyour house down. That's the second greatesgfeddn
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suppose, the greatest danger is that you'll bearhbuse when it burns down. That's rare, housesy
down is not rare. OK the distinction is betweea tifigger, that is whatever causes a fire to bagihthe
winds that blow it in the direction of your housleat's the trigger. The vulnerability, whether yave a
lot of grass and shrubs and trees next to yourénotibe importance of the distinction is that fineppen
and they're largely uncontrollable. Not throwiighted cigarettes out of car windows, not throwingm
out of your house window: that's a good idea, resthappen anyway, they're a natural phenomeBain.
vulnerability is about when a fire occurs it bugmair house down. That's the thing to be avoidettién
case of bushfires, there's a limit to the extent gan stop fires happening. So the focus | wapltdoe is
on the concept of vulnerability. 1 think that tligncept of vulnerability has changed the way virekth
about macroeconomic fundamentals. It is chandin@écause we used to say that, we used to hbse a
of fundamentals that included current account dtsficates of inflation, government budget deficitst
any of which were closely related to the conceptwherability. We need to expand our set of ecoito
fundamentals to incorporate the concept of vulniétgb | think that work is in its infancy. | lik very
much, Dornbusch's way of putting this concept dhetability. He says, 'vulnerability does not mehat
things will go wrong, it means if they go wrongeytwill go very wrong.' If you're in a state of
vulnerability, you've got trees growing next to ydwuse, if things go wrong, that is if there ire, then
you're in big trouble. That's the concept of vudtdlity. The distinction between whether thingd @o
wrong and how bad it will be if they do.

Now in economic terms the important concept iswhg in which expectations of a devaluation will be
affected by random external shocks. Some of thelshwill be external, some may be internal, pcditi
shocks, changes in the weather, natural disastewrious kinds. External economic events. Thayld
all be triggers that could change expectationse dincept of vulnerability is about the degree kiclv
expectations of a large change in the exchangewiiteesult from that trigger. I'm assuming adik
exchange rate, I've already slipped in the wordhtigtion a moment ago. Let's assume a fixed exyghan
rate. Sachs, Tournell and Velasco have develogehveework which draws on their work from Mexico
in which they distinguish three measures of vulb#ity: the adequacy of reserves; the presencerefh
appreciation of the exchange rate in excess ofidligral rate of real appreciation; and the thiahk
exposure. So I'm going to talk about those corsciepthe light of Thailand and the role of capital
mobility in all that.

First a few facts about Thailand. Thailand hatked exchange rate from 1950 to 1997. The baht was
pegged to the US dollar. The closeness of thatypagd from time to time, but, except for 2 dewlans
in 1981 and 1984, the baht US dollar rate scanaigd. Thailand had capital controls from the 095
right through to the early 1990s and they were msgjvely dismantled from 1990 onwards. Thailand
experienced substantial capital inflows. They wadslerate prior to 1987, of the order of $500 rmili
FDI inflows for example, but from 1987 onwards, the&e of FDI inflow in particular accelerated
dramatically...

...a little bit of algebra that | think is helpfliere we have an identity, the change in the lefel
international reserves is a sum of the balanceuorest account and the balance on capital accdugtts
distinguish between 2 kinds of capital inflows, oapital flows. First, short term capital inflowswill
mean by that capital inflows that can be changeshatt notice into capital outflows. | mean suimgs
as portfolio investment by foreigners, short teaarls by the domestic banking system from abroad,
foreign ownership of domestic bank deposits, thatdcounts by non-residents in the domestic banking
system. That is short term or volatile capitaiWio That's what | mean by k*, by delta k* | meas t
change in the stock of volatile capital owned bngfgners, by delta kO, | mean that component on the
balance of capital account which is the changéénstock of non-volatile capital, in particular, IFD
inflows and long term loans from the banking systddo a little bit of rearranging, take this terathe
left hand side, on the left hand side we have Hamge in the level of reserves minus the changfeein
stock of volatile capital. On the right hand swde have the balance on the current account anchtérege
in the stock of long term capital. The purposéhid is | think the important thing to focus onterms of
reserve adequacy is not how many months of impotis reserves can purchase, for example, that's a
concept of reserve adequacy that was relevant dutés not relevant now. The important concept.
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EC: A clarifying question. Why do you put portilinvestment in the short run? If you try to sell
to take your money out, the price falls quicklyifagou try to sell your house to take your money.ou

PW: It's a debatable point whether it should béuithed in short term capital flows or not, which is
why when we talk about the composition of shonnteapital flows, | will talk about its components.
Including the distinction you just made. OK, theportant concept is the stock of international mess
compared with the stock of volatile capital whichuld be presented against those reserves at shtarén
if those expectations change in the direction gleexing a devaluation. Why is that relevant?st i
relevant because the owners of this short terntil®leapital fear a capital loss, the capital ldsst would
accrue to them if they kept their assets in thentguand there was a large depreciation of the @xgh
rate. That's what they fear. It's a componenheftotal volume of funds which could be preseragainst
reserves at short notice. It's not the entire stdaclolatile capital it's merely a component of it.
Nevertheless, making those distinctions that | jalited about is helpful in the Thai context. Pageof
the paper. It's helpful because take a look avttheme of reserves. That's that heavy line yautkere
on figure 2. Compared with the accumulated stdadhort term volatile capital, shown by this linkm
not going to talk for the moment about non-volatigpital. That's the line there. The importaimgts
the stock of reserves compared with the stock oftdlerm capital. I've created these stocks bpgdiack
to the balance of payments data and accumulatimgttitks over time. The data published by the Rdnk
Thailand for example don't tell you these stocksy gave to construct them yourself. OK from 1994
onwards, that accumulated stock of short term agpitincludes portfolio capital as Eliana justmted
out to us, it exceeded the total stock of Thailaimternational reserves and the gap between them
continued to rise over time. In other words, cdraek to the equation we just looked at, the adegabc
Thailand's reserves putting the change in the éwel$ of those stocks, that is expressing therioim f
terms, the adequacy of reserves was declining iteadt! the stock of volatile capital exceeded resg
from 1994 onwards. What was the composition ofhim figure three we have the breakdown of that
stock of short term capital. There's the stockragdo its components. Again the solid line isesves.
This set of triangles is portfolio investment, thie here is the stock of short term bank loaonsfr
abroad, this line down here is the stock of nomdess accounts in the domestic banking system. eResr
correctly identified volatile capital there and wiae the important components? Look what happémed
reserves from the time of the crisis onwards, latiat happened to the stock of volatile capitak rbt
too hard to see that what happened to reservesueat the behavior of this volatile capital. Nbw
guess the data support Eliana's intervention becaas a change to the stock of portfolio capital
responsible for that drain on reserves. No, ttatksscarcely changed. It was the outflow of ttreeotwo
components of the short term capital stock. Stevrh bank loans and nonresident accounts that
accounted for the drain on reserves.

GV: Are the reserves adjusted for futures obligaid
PW: No they're not.
GV: So that's even worse then.

PW: Yes. OK I've done this same calculation yaeilsere for Indonesia and Korea. There's no
chance that the chairman will allow me to preskat this afternoon, but if there's a demand foican
present that during the discussion.

The second dimension of vulnerability: real appagon. OK skip over to figure 5. Figure 5 has 4
measures of real exchange rates. The one | lkééBt in view of the fact that we are here at AMig.
home of the Australian model of the balance of payts, we love the distinction between traded and no
traded goods around here. In fact, | get carnealyawith this distinction even more than most of my
colleagues, | actually go out and measure themwl@xd | have done here is | have constructed isdiée
traded goods prices and non-traded goods prices Titwai data. The method by which those indicesswer
constructed is explained in the paper. | won'ehtime to discuss it. It's a direct measure of estin

prices of traded and non-traded goods, not a popasgd on exchange rates adjusted by CPls or wimlesa
price index or something like that. It shows apaubstantial rate of real appreciation over tleigqu. If
you...
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(Incomprehensible Question)

The issue is whether you use wholesale or conspnie indices to deflate the exchange rate, my
preferred index uses the domestic consume priexiadd the foreign wholesale price index do the
deflating because | think that gives a better prfoxyraded goods prices relative to non-tradeddgoo
prices. The reasoning is explained in the papat,s what | mean about the preferred index, budri't
have time to talk about the details of the otheedhindices. They're all imperfect, very imperfaixies
for the traded/non-traded goods price ratio, wlclvhat we want to know about in this context. éter
that same index I've just talked about, tradedhaaietd goods prices, over thirty years. The fiilsslmock
increased traded goods prices internationally hatiwas manifested in their prices in Thailande Th
second oil price shock in the late 1970s did theesthing again. 1980s onwards, a steady periodadf
appreciation in Thailand, far in excess of the diteeal appreciation that we might expect on Bsdas
Samuelson grounds.

OK. That's the real exchange rate. Bank exposkigure 6, has two measures of bank exposure. The
solid line is a measure of exchange rate risk.tHti ratio of foreign liabilities of the bankingsgem to its
loans to the private sector within Thailand, allasgred in domestic currency. The dashed lineds th
measure of exposure to a domestic contractios thi# ratio of total bank credit to the privatetseto
GDP. What we see is over the period of 1988 tactisds of 1997 a very substantial increase in ¢hog
measures of bank exposure.

Put those three things together: reserve adequealyappreciation, bank exposure. We see a Veay c
picture of why Thailand was so vulnerable to aisridVhy there was lots of grass and lots of trees
growing right next to the house and it didn't takech to burn the house down. What was the trigger?
The trigger, according to me, was a terminatiothefvery rapid growth of exports from Thailand.ioPr

to 1996 exports had been growing at about 20% mpeura. In 1996 growth was approximately zero or
slightly negative. There's a bit in the paper dltba reasons for that export slowdown, it's sorrawh
speculative, but there was a slowdown. But thiaggrigger. A slowdown in exports should not @as
crisis. Would not cause a crisis, you simply barto smooth over the balance of payments problérais t
are caused. But if you're highly vulnerable, aaileimd was by 1997, then a slowdown in exports tlile
can lead to the expectation of a devaluation. 'Shettat happened and all of that volatile shorter
capital headed to the exit. That was the criBieserves were entirely inadequate to cover that v
demand. Lack of transparency on the part of tinérakbank and of the domestic banking system dk we
led to mistrust on the part of the public of thatsiments being made by the leadership of the ddyank
and rightly so. The governor of the central bamswaying in early 1997 'yes we have a drain on our
reserves, yes there is a capital outflow, we camlesit no problem." That was false. The volurhe o
volatile short term was about double the volumeesErves. There was no way they could withstaat th
demand on reserves. Capital controls, do | hawe?i

SD: About one minute.

PW: Thailand dismantled their capital controldialve summarized in the paper what their capital
controls were. They were substantial: both costani capital inflows and capital outflows. Theyltan
effect during the period before 1990, as measuyeativergences between domestic and foreign interest
rates and the existence of those capital contaiéecred on the Bank of Thailand a degree of mageta
autonomy in spite of its fixed exchange rate. alpital mobility was very high, no such monetary
autonomy would have been possible. | wrote a lwaittk a Thai colleague in which we showed there was
a degree of monetary autonomy, but that autononsytermporary and small. The role of the capital
controls was to slow down rates of capital movemeot to stop them and that's basically my perspect
on the capital control story in the context of Taad. If Thailand had retained its capital corgrisbm

the early 1990s and not dismantled them once tfzeted to bite, they started to bite around 199%ards
when capital inflows became large, the capital matbecame very inconvenient from 1997 onward if
you wanted to bring large sums of money into ThailaBefore that they weren't biting very much.cén
they started to bite they were taken away. If thegen retained that would have slowed down tteeat,
capital inflow, would not have stopped it. So hethe question, the question | really don't haee th
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answer to, earlier today, Dr. Athukorala Elianadoeso were talking about capital controls: theieeffis
temporary, their effect is small. True, but istttaough in the context of a financial panic, is th
temporary small effect of capital controls suffitiéo dampen the rate of capital outflow sufficlgro
enable you to do something? Is that temporarceffefficient? Definitely capital controls are rastd
could never be a substitute for the prudential bapkegulation and a sensible exchange rate pthiayis
really needed to reduce vulnerability to a crisifiey could never be a substitute for that, cag tedp in
the context of a panic? | think the question remaaipen.

SD: Thank you Peter. |think the order seems tgdieg very well. We started with the worst and
then second worst and maybe among all these badluiass the best | guess. Let's have Prof. Pyo.

HP: Thank you. The Korean case is here and thaebeen well documented, so what | will do is
just characterize what | think is important factoesitributing to financial crisis. Then | wouldkédi to

move onto sort of post-crisis assessment of IMFéstue packages and World Bank-assisted corporate
restructuring process because the Thai crisispofse, the roots could be somewhat different pratigh
the same as the South Korean case except indudtiatural differences between the two countridy.
paper begins somewhat with a political-economisjpective, analysis of the financial crisis. The
mainstream or dominant proposition was that finanaiisis in South Korea was a kind of shocking
financial crisis. Fundamentals remained very gjrdralance of payments deficit was quite manageable
and for example fiscal deficit was non-existengregurplus was going on and so forth and exchaatge r
was reasonably flexible, plus savings rate, howarapconomy with savings rate over 30% can failgmd
bankrupt almost, national insolvency. How can yoagine in modern macroeconomic terms a country
which saves over 34-35% could go bankrupt? Wiaat kaying, the reading of these macroeconomic
fundamentals was somewhat misleading. | think ekl pay more attention to how to read this macro.
fundamentals. What went wrong, what was wrong whEven though | detected here some of the major
indicators which went wrong apparently before ttisis, | still believe the proposition that the kan
financial crisis could have been avoided if thesrewight macroeconomic policy combinations. Even
after Thai crisis and it was more of a politicaldee rather than an economic failure. Of coutseré

were some fundamental disparities, but still | é&adi it was more of a political crisis rather than a
economic crisis and that is the reason why it\évieg very fast, because from the political crigtse
country has been recovering very fast.

Well the fundamental setting of this crisis and vdiy overinvestment occur during the pre-crisisqur
even though the country's domestic savings rateowas35%. | would like to call your attentiontable

1, page 21. The third row indicates investmentsadngs ratio and over the period from 1991 to3199©
1992, still domestic investment ratio was high, ibut993 domestic gross savings ratio exceeded
investment ratio, but after that continued to hiavge domestic investment ratio, surpassing already
record high level of gross savings rate. So witleyplaining overinvestment drive, without explaigi
what caused this overinvestment drive, any kindtt#dmpt to explain financial crisis in Korea isadldre.
We have to explain why did they invest so much dker1990s? It takes a much more theoretical
framework rather than empirical framework and theoretical | relied on was that Korean case, aatish
the reason Korean case should be somewhat disstmgaiifrom Thai crisis or Indonesian crisis because
industrial development structure is somewhat défifér The pre-crisis equilibrium, which had beegréh
for over 20 or 30 years, was basically kind of tagrry equilibrium which we define with my colleagg
at the University of Tokyo, | used to refer to tasexcess competition model. Where governmemreit
explicitly or implicitly regulates entry or exit dirms in to certain industry. Ministry of Traded
Industry has a bunch of industries, Ministry ofd@mmunication has a bunch of industries, Minisfry
Transportation has industries and so forth. Sceeuttds regulatory equilibrium, once you are in theb,
then banks know that you are in the club. It'gpécl pattern of moral hazard. If you go out oklmess,
somehow bank will bail you out and bank expects$ éimal central bank expects that. So under this
regulatory equilibrium, what | am describing isiadkof typical pattern of moral hazard. What is
important is the distinction between Korean chagloolconglomerates and, for example, Japanese
zaibatsu. There are basically two fundamentakdiffices. One, just because of pure domestic edonom
size, which | estimate Korean economic size is hiy§-9% of Japanese domestic market size. Therefo
in Japan you could see two types of conglomeréikesSony, Toshiba, Matsushita type, very specéaliz
Toyota type international multinational enterpriség the same time you have a very much divemifie
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group such as Mitsubishi group, Mitsui group or &md of much more Korean-style, chaebol-style
zaibatsu. There could be a coexistence betwesriginly integrated, specialized multinational
conglomerate as well as more diversified zaibatge.s In Korea, specialized chaebol is much masieyr
than highly diversified chaebol because pure doimestrket size is much smaller than Japanese market
size and the industry equilibrium is regulated iy government. So therefore, If Hyundai as a gaup
Samsung as a group specialized in one industryalitemobiles or electronics, they might not have
survived this crisis. Therefore this differenceridustrial structure is very important. Therefareen

IMF and World Bank comes up with these policy prggions fro corporate restructuring, | think the
lesson we learn from it is that you really havéotnk at country-specific case and should not really
generalize to dissolve these zaibatsu or chaetrgilsg to let them specialize in one line of busise
because that might increase the risk of failurenduether. Under this regulatory equilibrium, what
happens is that the overinvestment drive could &demue to some economic fundamental changes. For
example there was a democratic transition, theduseuilitary government has been dissolved and Korea
entered into a very rapid period of democraticgithon, it has not yet been completed. So under th
democratic transition, there is no absolute powerother words, the very condition, the most intpot
pre-condition for this regulatory equilibrium toistxand to be stable is to have some kind of altsolu
power or replacement of orderly market mechanisiiigfabsolute power. But what happened was due to
this democratic transition, banking supervisiorerethe central bank was fighting against the mipist
finance over the issue of banking supervision. yiere on the streets. Central bank employees inere
the streets in the summer of 1997. So what | aserd&Eng in this paper is the total lack of, notyon
absolute power, but also lack of policy coordinatidt has been relatively well managed the economy

to that point, but during the crisis, before thisisrat least for one year the macroeconomic manage

and coordination massively failed to some extexdtthat contributed to the sort of impending crisis.

How could we have detected this crisis? What | dilke to show you is one of the macroeconomic
indicators. This is not foreign reserve, this isn@atary based concept. Monetary policy movemefuree
the crisis. Even though this is not really clsay have the crisis here in 1997 and this in theuah
growth rate of reserve money and even before 19&mBber crisis, reserve money is already drasticall
contracting, monetary base is. So that somehawihs not caught, not only by Korean authorities, b
also many sort of international institutions andestors. This drastic drop in reserve money, naget
base has already put the economy in a near cregitle situation and then financial crisis probéidg
worsened the situation. And why did this resenamay contraction occur? Because the contraction of
the economy had already occurred in the seconcbhd®96 and first half of 1997. Therefore thig no
being able to detect this macroeconomic indicatas also very unfortunate.

DD: Why were they contracting the monetary base?

HP: The monetary base, if you look for examplecatn@mic indicators in for example Table 1 and 2,
there were already a business slowdown in 1996186d, therefore reserve money was somewhat
contractionary in movement. Secondly, as | esth@ another paper, the rate of return, growtbsraf
return on physical capital in Japan started toideactery sharply in 1985 and in case of Korea faa$#80,
even below the average OECD level. So therefaettvas a kind of very drastic decline in capital
efficiency or drastic decline in real rates of ratin both countries, That's why | am arguing thepanese
stagnation at this moment is a real sector phenomén my judgment, rather than financial sector
problem and also financial crisis in Korea has aimdeeper root in real sector declining capital
productivity and this reserve money reduction igpog to that trend. If you look at, for exampfereign
investment movement, this is quite a similar storf¥hai case, and FDI has never been any sort of
disturbing factor. Most of the disturbing factoasvbond investment, portfolio investment and if gee
before the crisis and after the crisis, this whmdéern shows very turbulent exit and entry of bond
investment and what | argue, many Korean authsribereaucrats took a sort of comforting remarks,
saying that ‘we will open up bond market to onlyd &tock market to 20% and so on, so therefore we
should be safe from contagion." And what we ledmwas not this relative magnitude 10% or 20%, what
matters is not net flow or net stock of foreign teht the time of crisis, what matters is absolgtess
stock of debt and sort of gross figures rather thetrfigures because you cannot really liquidaty feest
your assets abroad. Overnight you cannot sell thiémSo what you have is our bond market was egen
up to only 10% evaluated volume, but when that Hd¥tost simultaneously made an exit, then when the
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foreign reserves could not take care of that exit when short-term maturity loans could not be reokéel,
it doesn't matter how much percentage you haveaxpap your bond market, it matters how much was
the total amount of bonds which were exposed teiforinvestment. So all these relative figurds li
reserve money divided by monetary base and alkthaative figures do not mean that much at the tirh
crisis in my judgment. What matters is absolut®@am, gross debt rather than net debt and directly
usable foreign reserves rather than net foreigerves.

Lastly we can take a look at foreign exchange matgement and foreign debt movement and | think
exchange rate policy is a very important policydhese most emerging market economies do not have a
built in stability or flexibility in the economicystem. Typically, price has been controlled indndsia

and Thailand and elsewhere in transition economsegu know, interest rate has been repressed or
controlled, stock market has been controlled anfbgh. With all the se rigidities, somehow we sltb
have allowed foreign exchange market to bear sanmedf internal or external shocks. So even in
retrospect, Korean authorities before 1997 shoalettallowed full flexible exchange rate marketythe
should have allowed depreciating Korean won ovenemonth or two month period, sharply, but keeping
their foreign reserves intact. If they had follaixtbat after Thai crisis as Taiwan did successfuiltizink
Korean won could have been saved. | think thenfire crisis could have avoided, but political ecoric
situation after Thai crisis, was as | describedetail. In October 1997 virtually all Japaneseksaid

not allow short term loans to be extended becaws&im Dae Jung government may be elected, Kim Dae
Jung government may nationalize everything: | deait to bet on this newly elected government and s
forth and Japanese banks knew the political sitndtiest in Korea. No other banks could know better
than Japanese banks because Japanese banks hgdtory of political connections. So all thetref
the foreign banks and investors followed Japanas&dsituation. If | were the Japanese banks lldvou
have done the same thing, because you want tooputsiprort term loans not extended. Look at the
political situation for another three months or signths and maybe will loan again, but you want to
protect your assets and it was unfortunately cdingi with Hokkaido Bank and all these Japanese $ank
failure to some extent, so Japanese banks didawat &ny option except to withdraw short term loans.
Typically that was the beginning of the crisis.

Lastly, foreign debt. Korean government is somekwyimg to advertise foreign debt is slowing dowrda
for example, the net debt figure is declining beeaforeign assets is mounting so net debt is dagliand
| tell them that net debt does not mean that medtabse these foreign assets are borrowed asseiguS
don't have to advertise what you are doing thétg living on foreign debt and you don't have tivertise
that outside the government. Now unfortunatelidhd spend that much time on IMF-led rescue
packages, but if you'll allow me additional 2 miesit would like to mention.

| in detail describe in this paper that Korean @son somehow managed to avoid national insolvendy an
that was very lucky and fortunate happening amehg well coordinated by international financial
institutions such as the IMF and World Bank ankiihk Korean people owe that to international
coordination of policy making. The national insaey could have devastating effect, it is not only
economically unacceptable, politically, securitysevialmost an unimaginable crisis. But somehow, the
handling of this crisis after December 1997 wasawhat errant and | think both international ingtans
and other developing countries should learn fromedyperience. The initial assessment, even thasgh
indicated reserve money was already contractirgfygpical prescription was high interest rate pglic
tight, super-tight monetary policy combined witlpstttight fiscal policy and that initial assessmand
policy prescription turned out to be wrong andihknMF admitted that, but IMF also argued thathisit
six months or so they tried to be flexible, allogifiscal deficit to some extent and at same tinh@aahg
interest rate to go down and so forth. So on tieeland, whatever policy authorities we blame, we
should admit that we made some initial assessmitakes but somewhat we were flexible to
accommodate and avoid that mistake somehow. Butglthat 6 month, 9 month period there has been
widening income inequality gap because the ricHdteave a lot of money by depositing their income t
banks at the interest rate, 20%, and then afteoiting stock market was doubled from 400 to 800xnde
but during this turbulent economic condition, otiig poor and the middle class did not have anyége
so that this widening income gap is potentiallygyating social disintegration, to some extent.
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The second thing is regarding corporate restrungueffort made by the Korean government. They
concentrated on top 5 chaebols for example in &meenof big deals and they tried to make some kirfids
big deals and then save the economy. This is feake they should have avoided and they are making
the same mistake as previous governments made.isTavernment intervention in basically market
failure case...that 5 companies will survive frdristfinancial crisis. They put all the money oedh 5
chaebols without relying the rest of the other tlwd® so that this is creating another round ofahor
hazard and curiously enough World Bank or | thiklEldid not really blame explicitly another round of
moral hazard or government created these big éealshis is causing what | call industrial dispariThe
typical, one of the great strengths and engineg@fith of the Korean economy was not only compamtiti
among top 5 chaebols, but also competition from&t@paebols to rest of about 25-50 chaebols. ®o-in
chaebol compassion was the main source of growtomean industrial development. For example
Samsung could never win game in liquor industripeyThave been knocking at liquor industry but liquo
industry was always dominated by another two acedhrighly specialized chaebols. Samsung couldrneve
win the game in the food product industry becabsaéwas specialized by smaller chaebols and sh.fort
So that this inter-chaebol competition, especibéifween top 5 and the rest of the chaebols, argypital
pattern of industrial competition and somehow dyitinis process it has been, not only neglectedalsat
sort of the competition was avoided. As a reqwdte is a much more polarization in industrial ctinoe
and competition schemes. So my conclusion isIM&tand World Bank should have advised Korean
authorities and almost should have pressed Koreaargment to rely on more market oriented
restructuring programs. Once we used these pfibiids for saving key banks, as | explained in this
paper, there shouldn't be any restrictions on éhessof banks to residents or non-residents, thlesaldn't
be any kind of restriction, if you want to put cales In addition, there shouldn't be any diregbliement
of the government. Why are government authoritiegotiating with foreign investors by exchanging
letters of intent or selling one bank? The redsdhat if government kept doing it there would be
responsibility taken by management taken by thdd&amion, no responsibility taken by banks
shareholders, if everything is done by the govemirtigere will be another moral hazard created so
therefore | was wishing that Korean governmentdaaly on much more market oriented method of
corporate and bank restructuring and should natlisfied at the present state of reform effoiit &s
Considering still large amount of absolute foreitgit and social disparity as well as industriapdigty.
Thank you.

SD: Thank you. So we have the three cases. kgtiesiot just the problems and that Asia is
different one from the others, but also the wayhwar the analysis. One is distinctly differentfirthe
others. The Indonesian case presented by Rossnicerttrated on the policy management. He sort of
didn't look at it on the origin and then we seeeP®&/arr saying that the origin is also somethingamntant
and we try to identify the origin and why were weénerable? | think both of them can be a guidantk
can discuss further on that. The last case waskwtea, looking at the characteristics as weB@we of
the policy. If | may say so | guess in both thddnesian and Thai case they look at the actuahgethe
fundamentals or domestic origins of crisis. WhameKorea there was some critics on how to handle it
We still have about 40 minutes so | will open tleof and you could either ask about some specific
technicality or comment directly. The floor is ysu

PW: Maybe | can give a better answer to the quedEiana asked me during the presentation if | may.

SD: Can you do it very fast, the others would likgaise some issues?
PW: I'll wait.
RG: I'd just like to draw out Prof. Pyo a littletloin the section of his paper, page 10 on monetdy

fiscal policy. A lot of the emphasis in the presgion was on the extra things that the IMF dido't
competition policy and so on, but if we just foarsthe macro things you made a very strong stateoren
the excessive contraction of money in the leadoupé crisis and the endorsement of Cordon's (iR po
about excessively tight fiscal policy. Forget tghéra things on the Christmas tree, just on fiscal
monetary policy, if Korea had run, what one migalt @ normal rather than a highly contractionary
monetary and fiscal policy through late 1997 andulgh 1998, how would the economy have behaved?
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SD: Is it related?

VP: Can you explain once more, the question wasdiskhat was the reason for such a contraction of
16%+ in the base money -12% in the time when foreixchange reserves seem to be growing and there
was an inflow, what was the reason for such a obang

HP: If you look at, for example table 2, it may@iyou a better picture because it is the samebées ta
1, but | compiled quarterly data, which does notehd996 figures, but if you look at reserve money,
which is basically monetary base, in the secondabtable it was very rapidly contracting consiaerthe
economic growth rate in 1996 and 1997. This wastdwa couple of factors. First as | said, theas w
already, there must have been pre-warning sigridsean companies knew, some of the big companies
knew that declining rates of return was almost andlgle, so they tried to reduce investment assfahey
could, even though up to the last minute, high dejtity ratio companies would have no other option,
except to rely on new loans or extending loanswBat | am saying reserve money contraction clearly
indicates at pre-crisis point, very rapid reductio investment and sort of economic conditionsever
already pointing downward and that's what | amrsgyi

Regarding Prof. Garnaut's question. It is a véificdlt question in the sense that what would have
happened if Korean government or IMF did not rec@nditight monetary and fiscal policy at the
beginning of the crisis. What would have happehétey had gone on reasonably moderate increase in
monetary growth as well as fiscal policy. | thistkl the economic stability could have been maimgd.
Monetary policy should have been much more shoskiing. It was basically foreign currency crisis.
was not sort of domestic banking crisis, so to kpeathe short run, in the long run it could hdeen

said that way. But basically it was mismatchinigist Short term loans could not be covered bgitpr
reserves, that was the simple short run trigggsimgnomenon. Therefore monetary policy could have
been much more shock absorbing because foreigiliigis not being provided therefore domestic
monetary policy could have been not overly exparesip policy, but could have been shock absorbing
policy. Especially if they caught the trend thegerve money over four quarters have been already
declining at unusual rate. Therefore we shouldiatirare should have been much more flexible mogeta
policy target. Fiscal policy again. Fiscal polityat should have allowed much more reasonabléflex
fiscal policy. Somehow IMF succeeded in correctimpugh a series of consultations over 2 or 3 tgugr
and they began to realize the recession is alni@stkpression, much steeper than they initially
anticipated, therefore, they corrected their potidyice to accommodate. It was very fortunate jtdbes
not necessarily mean their initial policy presddptwas right and we have to learn from the expede

SD: OK, thank you.

PD: | just wanted couple of quick points to my ealjues Peter and Ross, since they're in Canberra
and I'm in Canberra | needn't spend much time.o®ite point, Ross, | just struck by the absenaawth
political discussion. After all we were withessiagatastrophic political and social crisis. Th#apse

of one of the longest living regimes of the 20tmtey, Suharto had been in power for almost 33s/ear
and you mentioned policy confusion maybe you watritesh it out a bit. It does seem to be realligeu
important. There is the argument Lee Kuan Yew aded recently that if Indonesia had just had toecop
with the economic crisis or just had to cope witlitical crisis it might have been containable the two
combined made it so much more difficult and of seuthey interacted. Peter, it just strikes me withr
definition of mobile capital, isn't the best defian really if you've got an open capital accowmmething
like M2 to reserves, my understanding of capitighff in many countries is that it is in fact domest
capital which goes out first since they're the ooisn who know what's really happening more than
foreigners and so | wonder whether you might hanagteer theory which is simply M2 to reserves or
something like that. And a third point to both akers it's just striking when one thinks about thdioth
countries it's perhaps just a rather tragic accidgehistory, but in both countries you had a psscef
financial deregulation. Indonesia 1988, Thailaad anderstand it 1993, and shortly afterwards, the
technocrats in both countries were disenfranchiskerst by accident as it were, but it's perhagteer
unfortunate accident in history, or perhaps | stidad addressing that question to Soedradjad, ned Ro
and Peter.
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RM: Yes, | didn't really talk about politics thatueh in my paper, but clearly it is extremely imort
in Indonesia. For those of our guests who ardaratliar with that part of the world, President Suto
had been in power for 32 years before he fellyaat. He was the government, nothing moved in
Indonesia unless he said it was OK. So the impeneid of his regime was very important, very much
on people's minds and he was getting quite oldhendas also due for reelection in 1998, just a few
months after the crisis began. | do have a weméde in my paper, it's number 4 and | just notelicy
incoherence was in part a reflection of the pditiastability which was, as | said, inevitablethe end of
the Suharto era drew closer, because one of thgslhhe great man didn't do in power all thoses/aears
to prepare the way for a successor and so theralways very great confusion over who would follow
him and what kind of regime would come along. Hegened to get ill at the beginning of December
which is just about, or just a little after the @rfive identified as my phase 2 or where thingg staget

out of control and the sort of analytical modeldsausing fits that rather well too because | gliesss at
pains to say it really doesn't matter so much whmatrigger is, the initial disturbance, what mestis
people's about how the government will respond. t&ell if Suharto was suddenly ill and if he was
suddenly die, nobody had the slightest idea whotadsllow and therefore what kind of policies wadul
be brought in immediately thereafter. So moneyugetting out of control was one strong possiili
Neverthe less, although politics was undoubtedlydrtant in its interaction with economics duringsth
period, | would still argue very strongly that ewghat | regard as the good guys amongst the Indmmes
government had what | think were wrong ideas albwatroeconomic policy. One thing was the balanced
budget policy. The history of that is that Indoadsad hyperinflation during the 1960s and wasdzalyi
the result of very large budget deficits. Frontthas learned you don't have large budget defarits so
they always followed this balanced budget poliBut of course the hyperinflation wasn't causedhay t
budget deficits, it was caused by the monetizabiothose budget deficits. There's an important
distinction there because you can get money groweng rapidly for reasons other than large budget
deficits and so what we witnessed towards the é1®97 we had a government that was bending over
backwards to try to prevent itself from having alget deficit and yet at the same time its centaalkb
was literally pouring money into the economy. S sert of worry about the balanced budget so that i
doesn't create money but at the same time theatdratnk is creating huge amounts of money, doubling
the base money supply in the space of several month

Secondly, | am critical of the government, quitelagrom political issues, on this sort of predisition to
control everything. To try to control money ané #xchange rate and interest rates and inflatidrttzen
current account deficit and maybe a few other thiagwell. | think that mentality is still theredal think
it's one of the lessons Indonesia still needsamle | came across something very interestingrgestntly
in the form of a new law for Bank Indonesia, thatcal bank, and in that law there is an articlechhi
discusses exchange rate policy. Two things | egn ©ne is that the objective of the central biardaid
to be stability of the rupiah and that is interpteboth in terms of prices and foreign exchangeevahd
that, it seems to me, seems to rule out a floakudpange rate policy. You can't have a stableatupi
which is floating. In the elucidation of that aerpaps another article, the law actually talks aloee
different types of foreign exchange policy or systiat could be implemented. One of which is fixed
exchange rate, the second of which is a managatdiud the third is a floating exchange rate aed th
definition of a floating exchange rate is where avit basically amounts to that there is no tafgethe
exchange rate, but there is intervention by therakhank, so it seems to me that still in the mriank
there is an unwillingness to countenance a genyitedting exchange rate. That's a long answeoto
question. Although there's not very much discussiopolitics at all in the paper, | wanted emphasi
what | believe is policy changes and policy adjwstis that need to be made and that have been
responsible for things not going very well in thesp

MY: You keep on saying the substantial increadesaisis money generated inflation, but that base
money is due to the function of the lender of tasbrt, right? If so that is simply substitutiostiveen
deposits and base money so that money supply &slke way not be increasing. So lender of lastrteso
function doesn't necessary lead to high inflative¢onomics. But how do you think so?

RM: In my presentation | thought | had made thenpthiat the volume of lending by the central bank
was not consistent with the amount of depositsdeithdrawn from the banks. In fact the depositsav
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growing all the time, which is an indication reathat the central bank was being fooled into legdih of
this money without there being a general run orbtreks.

MY:  Then for different reasons the Bank of Indoési printing money, is that your point?
RM: I guess, | don't know what their motivation was

MY:  You said because of the bank run the base momgased. If that was the case that was simply
the substitution between deposits and base moaejnig to inflation. Lender of last resort doesgdd to
any inflation, usually.

RM:  What | am saying is that when the first grodijpanks were closed this created fears amongst
depositors and there was a run on the private hémkds were simply shifted from the private batiks
state banks and foreign banks, but beyond thattlgtadter that, the people who own banks saw is ¢h
wonderful opportunity, this is my interpretatiomhey saw a wonderful opportunity, ‘gosh, we cancgo
the central bank and tell them we've run out ofod@p or deposits are being withdrawn and the aéntr
bank will very kindly top the deposits up for udhd so they started making loans to themselves or
affiliated companies, those loans then created siepthe deposits were then used to purchase foreig
exchange from the central bank. That's the sastarfy I'm talking about.

MY: Currency run you are talking about.
RM: Well it's a combination of the two things beifegl by the central bank.

MY:  You've got to distinguish between domestic bamks that impact on money supply and then
currency runs. They are very different.

RM: Yeah, the two things going...I'm saying peopkre pretending basically that there was a bank
run.

MY: No I'm talking about your analysis not attieudf the people. Your analysis says that increased
base money due to function of lender of last restiith was in turn due to bank run in classicalssen

RM: No, no | put lender of last resort in invertg@mmmas, because it was really far in excess of the
amount that was needed to cover the bank rungstbeing used to finance currency speculation.

SD: | should say something. | have been tryingrtp disagreement with him is historical so that's
why | have kept quiet. Yes, that is really questiole on the analysis. | think is it very diffictd say that
the bank run is sort of a fake run. It was a raaland it's very difficult for me to see that tlua was a
fake one. The other part which makes things diffif you explain about inflation you also didmiake
any allocations of imported inflation. The impodntent of Indonesian consumption are so huge &nd o
course with the depreciation of 85%, | don't thit'&fair to put the increase in price just becaofsthe
high price of dollars to import these commoditi&ghen it was stabilized, was it because now we had
become disciplined? This is the problem of posgtieacing and everything happens so fast, sucthittisat
very difficult to say that when the inflation wasry high, it was because of the increase in moopply.
When the inflation was so low, what was the cadst?oThere are other elements which have to be
explained here so the thing wouldn't be too, Ikhiau use your own word, too simplistic. Because |
think that's very true that if we use the seconuegation analysis you've got everything like thiaike
whether the increase in the money supply actuslhot substituting the decrease in deposit maybe we
have to look into that area very carefully. Actyavhat happened these banks have problems in their
accounts with Bank Indonesia and so this is thddeof last resort action. Now about the genenati
that money, etc. maybe we have to look into thatenearefully, but later on if you continue by segin
that's the cause of inflation, | think we have ¢toaunt for the cost of inflation from other ared¥e can
go back into that later on otherwise we will justktabout this alone. Peter.
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PW: Everyone will have forgotten the question bwndNhy didn't | use M2 on reserves? Because
what | wanted was a measure of volatile capitdhennumerator relative to reserves. M2 would lme to
broad. M2 is not all highly volatile. | wantecharrow measure because my objective was to show an
increase in that stock relative to reserves. df ttarrow measure was sufficient to exceed reseagethe
data show, then I've made my point. If | took aoessively broad measure as you are inviting naotd
wouldn't be able to say that. That's a theorepoatt, that's why | did that. Now and empiricalimt. It
doesn't work. Let me the opportunity to adveréisecent working paper with Chandra sitting oppgosit
where that's one of the measures we explored. rilieize it on theoretical grounds and then we disio
it on empirical grounds. What we try to show iattmeasure, M2 on reserves, does not allow us to
distinguish between the 5 crisis countries in Asid the 6 non-crisis countries of Asia, which wenitify
in the paper. All the 3 measures | talked abouelation to Thailand do enable us to make that
distinction. They separate the crisis countriestithe non-crisis countries. Well the good newtha

the paper with Chandra whose title is Vulnerabiiiya Currency Crisis, it's being circulated to ¢gineup.
Your question is related to Eliana's question wiamted me to take an even narrower measure and leave
out portfolio capital. So my answer to Elianahattwhat volatile capital is is ultimately an enigéat
matter. | misled Eliana in one important respectaly have said that | was measuring the stocksufal
in domestic currency. That was wrong, as the &glrows on page 28 it's measured in US dollars, tha
was an important error on my part. The importanbhpfor Thailand is that including portfolio inviesent
stock in the short term capital stock doesn't meljch because it was not the source of the capitélbav,
the diagram shows that. But if you redo this asial§or Indonesia you find a very different stoiou

find that the outflow of portfolio capital was veimportant. Yes the price of those assets fell.
Nevertheless the volume of dollars which was resglfor the conversion of rupiah into dollars whiee t
outflow of that capital occurred was a very largetf the total capital outflow, which shows
conclusively that that was highly volatile capit&o in the Indonesian case, definitely the indnsf
portfolio investment stock is necessary in ordemgike the correct measure of volatile capital. tinei

for Thailand nor for Korea is that the case.

There was also a question about the technocrags.théat's right, the technocrats were disenfrapdhis
Most seriously, the officials in the Bank of Thaithwere being lent upon by the government of thetda
go easy on domestic bank regulation. There wasdpolitical interference with the operation oéth
central bank even though prior to the 1990s thexg gveat independence of the central bank andhidwy
an excellent record of monetary competence. Itpadisical interference with the Bank of Thailarttht
caused it to make such serious mistakes. Therewggort into the failure of the Bank of Thailand
recently, 100 page report that sells for $100,y@manbelieve, and it was a bestseller in Thailaftat's
how interesting the Bank of Thailand was.

MY:  When published? The blue covered one.
PW: Last year. Yes the blue covered one.

PD: Can | make a very brief point on this issuegsian important conclusion that Peter draws in his
paper is that really, and | agree with it fundaraéint at the official level anyway, is that it wagors of
macroeconomic policy, as he puts it, the outcomepafplacency over a period of a very long time that
were the origins of the crisis, but as soon asmgale the point that Peter made in respect to one
dimension of policy and the lack of independencthefcentral bank in dealing with the problems that
unfolded one has to ask, and if some Thai centrakérs who were responsible were here I'm suredtthey
want to ask, what was it that led them away froeirthest instincts with respect to the exchange, rat
because, as | understand it, there's a fair anwfustidence that there best instincts with respethe
exchange rate was to take early action and thit @etion was foreclosed in the political procesally. |
think it is worthwhile going beneath the superfi@aplanation of why things turned out the way thléay

in Thailand in respect to not only the formulatimfrpolicy with respect to the regulatory systent, &#igo
with the operation of macroeconomic policy.

SD: Can we go to Eliana.
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EC: I have two comments. One on capital volatity the other on interest rate policies after a
crisis. On capital mobility | have to say thanj@yed Peter's presentation much more than the
qualifications he gave us right now. | thoughthlael a very compelling story and | was buying ititeeiry
much so. His interpretation of what is mobile ¢alpis not convincing. All capital, as opposedabor,
has very fast legs and all capital is easily scafeldevaluation. You would say it is more oislesobile
by comparing the loss you would suffer by tryingstl it quickly to get out of the country with teeze of
the devaluation you're going to have to face. f3loe threat of the devaluation is big enoughgcalital is
easily mobile and it can run away very quickly. iBgou are threatened by a devaluation of 500%i&énd
you can, the day before, sell your capital by Igsi®@0% of its value, I'm sure it becomes easily ilvob
abroad. That's more or less the spirit of the tijoled was posing to you. | don't think it destsoyour
story, your story relies on other elements andséty convincing, but the separation of what's rfeoand
what's not, it's difficult to make because you veblbdve to compare relative losses.

On interest rate policy after the crisis. | cameé @ this session really confused. If | look atmetary
policies in Indonesia, Thailand and Korea and klabreal interest rates in these countries, measoy
using different deflators, | have 2 countries tieatlly increased interest rates, that have tightetery
policy and raised real interest rates consisteftsr the crisis: Korea and Thailand. In Koredatl the
desired results, it reestablished credibility aedl o a fast recovery. In Thailand it failed conteha
What is the difference? Korea had a relativelynsblbianking system. In Thailand the banking systes
bankrupt, so the moment you increase interest,rhtgsruptcies increased and you create a major
disaster. In Indonesia, the evidence is not theedl that you had seen a tight monetary polion the
contrary, monetary policy was completely erratieyés accommodating, inflation increased because yo
had a lot of devaluation, there was this huge sugipbck, monetary policy was accommodating, real
interest rates were, according many indices, eegiative. According to other indices, completehatc,
so you couldn't say Indonesia had a consistenbrespto the crisis, in the middle of the politicebis
what you had was a complete mess, rather thansistent response to the run on the currency.

SD: On the first part, maybe that's one area femptblicymakers sometimes we have difficulties, that
is in defining what is short term and what is Idagn and if we look more on like contract, you tell
whether the contract is less than a year, etc.léXm the policy management, when we have to manage
flows, the most important is the debt due. | thinis is something, | admit, you find out when ymave to
face it that the most important thing is the date.dIt doesn't really matter when you are talkdbgut 1

or 30 years, if it's due tomorrow it is short teamd sometimes that's confusing.

PW: Very quick answer to Eliana. Eliana arguesome kind of theoretical basis that all capital is
mobile. OK, but it's not all equally mobile. Whits more mobile than the others is an empiricatena

not a theoretical matter, so we look at the dathvem see which capital is mobile and which is rgs an
empirical matter, that's my answer.

MY: Peter, on that point may | say it's not jushaoretical. Peter said, the concepts of fundaatent
has to be changed. Why? Because the naturesig ctianges. Previously current account crisid/fo
quota is big enough to take care of current accousis. But this is because with capital accauritis,
the quota is not enough, that is why we need samrteo§international lender of least resort. Thalking
about whether reserves should be compared withilosnort term foreign capital or compared with
domestic money depends on the nature of crisisndny Latin American countries crisis is relate@to
real loss of confidence in their own currency, thigere will be a currency run. In that case reserv
should be compared with domestic money supplyth&ads not just theoretical question or empirichls
is a question of the analysis of the nature oigris

SD: If we can have more time from the chairman tvarcan accommodate all the questions.

RR: Peter Warr raised an interesting question, sdraeprovocative. That was whether capital
controls could make a crisis less acute. Let n@@se a tentative answer from a very narrow stantpo
which is Latin America, particularly Mexico. If ydmpose capital controls at the point of crisis are
provoking a bigger crisis, because precisely thatpaf crisis is that it has already the componaanic
and in a typical country where there are no capiatrols and we have a panic and then we impose
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capital controls we will get very perverse restiten capital controls. Mexico has had this expece
and | think Latin America has plenty of these eigraes and that is why we don't like capital coistino
Latin America. Itis not a question of ideologs inot a question of culture, it is just practieaperience.
Now if you like capital controls as a concept, inthyou have to think about imposing capital colgro
during the good times and that is where the difficlies. During the good times, almost all of the
emerging economies want to attract capital, sotabpbntrols become a nuisance, so that is whyiBraz
dismantled capital controls at some point and otbentries dismantled capital controls at othenfmi
So that Chile had capital controls and it has wdnkell, Chile is too small an economy to be used as
benchmark, | would suggest that when we talk abapital controls, we distinguish very small econesni
from medium sized economies because it is justhsame thing. Thank you.

DD: Can we hear a little about Australian capitahitols since we are in Australia?
SD: Tomorrow | think we will have that. Prof. Pgtease.
HP: I'd like to comment on Eliana's comment witgawl to interest rate reduction, why in case of

Korea interest rate reduction was made possibldewhcase of Thailand, it was not making prograsd
so forth. This raises important issue as addresgddr. Ramirez just before. Korea, just the opfs
policy of Malaysia short term capital control. drdt think it was forced agenda, Korea could haxeght
the recommendations given by IMF and World Bank,llwas also proposing complete elimination of
capital controls...by allowing for the capital caitis allowing more moral hazard, more rent segkin
almost uncontrollable political-economic elemergglsg in on purely economic decision-making, ke t
almost complete decontrol of capital control hastdbuted to lowering interest rates because theido
capital instead of being reversed kept flowingfterthe crisis and contributed to eliminating thiedit
crunch to some extent, of course with some time fage of the main reasons why we should not rely o
capital controls even in the short run is becadgbherent seeking and moral hazard behavior. many
developing countries cannot control that. Everyegnment comes up with political reform process and
so forth, and many of the Japanese colleaguesra mére suspicious and skeptical, why you are not
adopting any capital control? Why do you havelieralize everything? But | was saying that just
because we could not control our political refoout corporate reform, our rent-seeking behavior, ou
corruption, our corporate governance, becausesttie'only way, even for example exchange rate:
without really fully opening capital market you chardly manage full flexibility in terms of exchangate
operation. So therefore, right or wrong, Korea tmased just to the opposite direction and we vak she
long-term sustainability and it is too prematurestter the further liberalization program will suedeor
not. But for the time being at least, the short evidence is pointing in that direction and it elegs on
the industrial structure and development stagehétiwthe concerned economy has arrived. And | atn n
saying that Malaysia took the wrong policy, I'mtjsaying Korea took the opposite direction andnktit
did contribute to lowering rent-seeking and moradrd.

PW: | agree with all these points that have jestrbomade, by Dr. Yoshitomi, Dr. Rogelio, Dr. Pyo.
The important thing is capital controls cannot e answer. Avoiding vulnerability has to be theeco
macroeconomic answer.

DD: But | thought one of your measures of vulneligbivas excessive growth of short term credit?
How are you going to do that without capital cofgfo

PW: Good question.

SD: I guess we have run out of time. For thosé witmments, continue at the dinner table. | am not
going to make any conclusions now, because as av'seery difficult to make conclusions out oése
things. A lot of things have been answered, butenaoe questions that have to be answered. Ralitic
aspects can be explained by each at the tabléhéng are many others that need to be explained.

PW: Ross has told me the answer | could have givéipak: float the exchange rate.

SD: Thank you very much.
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DAY 2
MY: ...Malaysia, India, first on China. Dr. Yipinguang.

YH: Thanks very much. For China is of course aonfo crisis has affected the country, so far, but
people are getting more and more interested ilCtlirese economy after the east Asian financiaiscris
started in 1997. At least for two reasons, maagoes, but | would like to list 2 reasons. Thstfis
people all knew that China's economic growth foBaslosely the east Asian model, what we call a
number of characteristics such as the rapid expardfilabor intensive manufactured exports in early
stage; the overall outward oriented growth; hig¥irsgs rate accompanied by massive inflow of capital
and also in the domestic financial sector you fingery significant dominance by the banking seittor
financial intermediation. So look at the Chineseremy post-reform, you tend to think China was
perhaps one of the east Asian economies to soreatexthen a natural question is whether China doul
be the next in this crisis. So it would be verngnesting to watch China's change, changes in China
closely.

The second reason to look at China is becauseadawenths into the crisis in east Asia, China ppsha

was the last one remaining sustaining rapid gromidgor economy | mean, you have some small
economies. So it looks like, given that what wik @ampetitive devaluation in the region, the ecaono

trend continuously went down. To many people thin€se economy or its exchange rate regime were the
last hopes in the region for the economies to athesdownward trend and to restore an equilibrinrthe
original currency system. Certainly of course @hiook up the challenge and the government made a
number of statements that China would not devakuedirrency, the renminbi, from late 1997 until nibw

is still making similar statements or commitmenBit economists always had a concern about how long
China would be able to defend its, what we calleerevalued exchange rate or renminbi value. So it'

quite critical for us to look at Chinese econormyselly.

Now the general expectation early on was that gesrkacurrency crisis would not set on stage in £hin
for a number of reasons, but there would be algtesadverse effects through the real sector vasable
primarily foreign FDI and stagnation of exportdl discuss these a bit later in more detail, et t
government in early 1998 was quite optimistic aktbetprospects of the Chinese economy. Premier Zhu
Ronji when he took office in early 1998, he preeitt minimal impact of the crisis on China and he
actually announced a very ambitious package ofmefmolicies, including restructuring of substantial
SOEs, reform of the financial system and downsitireggovernment organizations in three years.ak w
very ambitious to most China observers. And alsonfade a commitment to a stable exchange rate and
finally he announced a huge stimulation prograndiftéhe real growth rate for China, including arye
large expansion program of about $750 billion dheee year period. Now there was some clarificgtio
but basically the scale remained the same depemdifgpw you define public expenditure infrastruetur
projects. The short term objective in that yeas teaachieve an 8% growth rate in 1998.

Now it's been 2 years since the crisis broke ih Aag. How has Chinese economy performed in Het p
2 years? Basically. | included a chart in the pabet basically what we found is, according to ¢ffigcial
statistics at least, the Chinese economy perforuéte strongly and we could say it is quite heakbyfar.
Growth rate, GDP growth was quite high in 1998%7 #nd maintained quite strong momentum in the
first half of this year. Now prices fell signifiotly 2.6% in 1998 and a bit more in the first hafithis

year, what people might call price deflation in @hi Now thirdly, current account surpluses stagted
levels of previous year, so the foreign exchangemes and exchange rate in the regulated market wa
quite stable. What we find was a bit discouragofg;ourse as expected, was the stagnation and then
decline of FDI inflow and exports. These are safthe issues people are concerned with.

Now looking at the risks of a crisis, when the isrisegan looking back what people expected attiimat.
People warned about the possibilities of, the riskkie economy and the possibilities for themetad to
great instabilities, there were 2 kinds of probleriie first is perhaps there was a possibilitg of
currency crisis caused by balance of payments enoblor heavy outflows of capital and then you heave
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problem with exchange rate. The second is peradg@king crisis mainly caused by bank runs due to
loss of confidence or just the accumulation of Habts and then the insolvency of the banks. In
retrospect, | think we could say that China wadegsiuiccessful in averting a currency crisis. New a
mentioned early on there are a number of simi&gitif Chinese economy and other east Asian ecospmie
but at the same time we may ask where China wéerelift. I'll list a number of factors. The fiist

China had always maintained, in the 1990s, a stcongent account surplus. The only exception was i
1993, but most years were quite healthy curremv@aticsurpluses. Second is 60%, well China wasobne
the largest capital importers in the world, nextydo the US, but 60% of capital inflows were iretform
of FDI and more than 80% of international borrov@ngere long term debt from international
organizations and foreign governments. China teagl karge foreign exchange reserves, about $140
billion at the end of 1997 and this increasedttelibit a year later. Which was roughly simildigstly
greater than total external debts. So that codttismme weight toward confidence in the curren&yd
finally there is this control of capital flow, irflv and outflow. Well this of course would help Gi
prevent some attacks on the renminbi in internaficapital markets by some speculators. Economists
some time disagree how important a role capitabaestcontrol played during this period. Our
assessment is that probably capital account cowtslvery important in helping China to avoid this
crisis. The main reason is, capital account coiiself was important, but it was also responsiblea
number of factors we mentioned early on. For imstaFDI as the major form of capital inflow, thst
partly because you have a very strict capital actoantrol and you cannot borrow freely as otheewisu
would in other countries. So that's just a vesliptinary assessment.

Now, more significant risks would be with the dotiefinancial sector. People are always mentioning
the high ratio of non-performing loans in the bawgksector and you may find that most of the SO, t
state-owned banks, are actually technically insalvé-inancial rigidity was produced not only by d@wn
institutional weakness but was also related to lgrob in the other sectors, for instance the moosing
SOEs and also the fiscal policies, the governmisveys would have a large volume of what we call
policy loans imposed on the SOBs. During the Bagtars the government made a significant effort to
improve the structure and performance of the banp&ector, but perhaps the efficiency or the finahci
performance worsened over the past 2 years. Thetma reasons you can look at are, the first is
substantial increase in public spending. Sometitteepust forced lending by the government forrmia
managers of banks to make loans. And the secahé ideclining profit margin for SOEs. Total loss
increased by more than 20% in 1998 and of courstevthat also contribute to the rapid accumulatibn o
non-performing loans. Now there were no officiatalavailable about the level of non-performinghkoa
after the number | just quoted in the middle of .98ut there are a number of estimates aroundmgngi
from 30% to 60%. My own judgment would be perhipthe 30% to 40%, 60% is rather extraordinary.
The problem with the domestic financial sector,|Ww#hink in the short term there will be no majoisis
with the banking sector. If you ask whether th&ilébe runs on the banks | think, yes if you aatking
about localities but perhaps not if you are talkatgut nationally. The deposits were strongly gotged
by the government and the government still, assif year, has the financial and fiscal resourceetibe
any local instability should it occur. Hypothetigave think of 2 possibly disastrous scenarios if
happened to the banking sector. The first is ih@lopened up the financial sector abruptly and
liberalized the capital account without a certaénigpd of preparation. What would happen, SOBsat t
current conditions will quickly lose depositors gmethaps also lose a lot of good customers. Thany
will find a quick deterioration in the balance shekthe banks and the SOBs could quickly run into
trouble. Of course given the interest rate dififéigd between the renminbi and the US$ at the manifen
you liberalize the capital account quickly you wabalso end up with immediate pressure for further
devaluation of the Chinese currency. The secosastlious scenario relates to accumulation of prable
in the banking sector itself. For instance, the-performing loans continue to accumulate at sagert
stage then there will be great difficulties for thenks to operate. One possible trigger couldde s
growth of the economy. We know that slow growthrafome means slow growth o deposits and slow
growth of the economy also means a reduction irptbéit margins, usually in the Chinese case, fier t
enterprises and then there will be a further irgeda the stock of non-performing loans. So tlatid be
another trigger and | think that gives one pasigdlanation why the government wanted to lift the
economic growth rate.
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Now talking about rapid growth or slow growth thé&eurrently a big debate in China about whether
there is a deflation. deflation depends on howdgeifine it. What we usually think is a deflatigust like
at the word itself, it is like price inflation ofige deflation, but in the Chinese context, thereki
translation somehow implicitly contain some mearohgrice deflation and recession. So there igla b
debate whether there is price deflation, whetheretlis a recession. Our assessment is that ifoguat
the price changes. We also included a figure énpidper showing very clearly price deflation upiluhe
first couple of months of this year, but there wasecession if you look at the growth rate of imeoof
industrial output of GDP and so on. In the shennt, people would say, for instance in Beijing, quée
happy when you find the price drops significanty food stamps and vegetables and a number ofghing
But in the long term the government was worriedw@osubstantial drop in the profit margin of
enterprises, which would perhaps damage the lang ¢apacity of production in society, also incluglin
investment. So that's why it was a big issue iicpmaking.

Now most important, | guess, after you observe diiation, is to find what were the causes ofghiee
deflation and what might be the effective meastoasverse that trend. A number of reasons arengiv
the Chinese literature, | think we can classifynthiato three types of factors. When you have eepri
deflation, if you have a simple diagram, the fgsdup of factors is insufficient demand or the diop
demand. The second is excess supply, possiblg tenthird is the change in value of money or the
numeraire. It could be money supply or exchange rllow the first group of factors is insufficient
demand. Mainly people talk about uncertaintiepeissed with various reform measures such as
pensions, housing, insurance, medical care ancagidag plus the layoff of the workers both with SOE
and the government organization. So the commdmfgehen you talk to ordinary people in Beijing, i
China, they don't know what might happen to themdoow. So itis a rather understandable thdteft
have increased their income they would put someemarto banks because the saw the hardship of their
neighbors who are laid off. And also they see atagrincrease in education fees for the childrérhey
have little kids at home, then perhaps they wastiee more and consume less. So it's kind of agehi
expectations, expected income and expected expeadiThat's why households usually are very likely
consume their income. Excess supply is relaten/éocapacity because of the traditional systemhim&
there were repeated constructions of factoriesa@ally, for instance in electronics and textildustries.
So there might be problems, well the numbers aogvsiy that even in 1995 the average capacity
utilization was between 60-70%. So that was caibég problem. And the last factor, the changth@é
value of money or the numeraire, people are talkingut 2 types of monetary policy from late 1997
associated with this soft landing program, so toatd be a reason why there is deflation. Our
interpretation of the problem, of the phenomenomewmelates to the exchange rate policy. When China
committed to maintaining, what we call, the ovenesl renminbi value, that means you have difficaltie
in the export sector, relative to the other easagconomies, you would have a shift in the demand
curve for Chinese exports. That means either fdoven your price or reduce your supply. That means
for domestic producers you would transform betwagpply to the domestic market and exports, because
the change in relative price you switch a littlg kiell you transfer some supply originally for exp
market to the domestic market, so there is a pressrerall for domestic prices, including exportsyou
want to keep export sector, then what you haveotis dorce down the factor prices and the prices fo
intermediates.

That's basically, | don't have time to go into dstdut that's basically what we interpret as¢hases of
deflation in China. This gives us the understagdifiwhat might be the most effective measurest tiu
run through them quickly. Basically people lookifgemier Zhu was very anxious working with his
advisers to find effective measures to stimulategbonomy. Basically three measures. The firsagng
money supply, the second is to stimulate privaemdmg, perhaps through housing reform and finally,
increase in public spending. Now e find at thismeat that easing monetary policy is not an effectiv
measure. Looking at the numerous cuts of theastemnte in the past which was ineffective in stating
spending. The main reason was that even thouglas@autting the nominal interest rate, the retdrast
rate had been increasing since early 1990s. Se ih@ question you should cut more or whethéhet
moment enterprises and households are just noteglpbnsive to changes in interest rates. Another
argument is of course when you want to maintairettehange rate, the overvalued renminbi valueeat th
moment, it would be incompatible, if you want t@$en money supply, generate further pressure on the
exchange rate. Private spending at the momeratrd lgiven the expectation change and given the
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problems in the housing system because a mortgatens is not yet in place and a number of other
factors need to be developed so it is very hattérshort run. The most effective factor we thimk
stimulate the Chinese economy is the private spgndihile it is the most effective factor to stilate

the economy, but we have to acknowledge a numbgrotflems, such as the, what is the capacity Heat t
Chinese economy and government can support in teftmsrrowing and spending. And there are a
number of other side effects such as inefficienwiigk the public finance sectors and the problerth w
future servicing of these debts. Also you woulsiéhampact on private spending, to some extent publi
spending may crowd out private investment. Thedastion of the paper | want to cover is basically
concluded by a very brief prospect for the Chinssenomy in the next couple of years.

MY: Is it quite bright?

YH: Yes the prospect is quite bright, but we alsgua that the next couple of years will be the most
critical and difficult years for China, especialdr its macroeconomic policy.

MY:  Thank you. The next is on Malaysia. Chandtaukorala.

CA: I'd like to start my presentation with an agptdor the many typos in my paper simply because it
completed it about 4 hours before the confereremtest yesterday. The simple reason is that imther

IMF program countries, once the countries decidegitalong the IMF path, the policy hasn't changed
that much, but in my case, Dr. Mahathir has maddifeylifficult because there has been a signiftcan
number of significant policy shifts along the walherefore, | had to monitor changes up til the las
minute. Now, this is my proposed structure. Ualilk other papers, | am going to cover the prescris
situation, the events leading up to the crisisyels as the role of capital controls in macroecorom
management. Then the focus is basically twoféluistly to examine the role of capital mobility in

making the country vulnerable to the financial isrsnd secondly, the use of controls as a crisis
management tool. The key theme running througtpragentation is the role of macroeconomic policy in
reaping developmental gains while maintaining ddioesability. | have structured my presentation i
seven parts, firstly the pre-crisis capital accaegime, then capital flows and signs of vulneiighithen
crisis and policy responses, then impact of the pelicies under two sections, firstly | look at tvay

new capital controls as an element of the econgadkage has enabled the government to go along with
domestic macroeconomic expansion, then capitallatqarocess in my presentation | will focus the ?
section.

Let me begin with the capital account regime. Kég points are, unlike many other developing cdestr
Malaysia throughout had a full commitment towardsgen trade regime and Malaysia achieved Article 8
status at the IMF as early as 1968. Becomingttind tountry in the region after Hong Kong and Jafia
achieve that status. Other crisis countries, llildonesia and Thailand achieved Article 8 statufién
1980s. Now this factor is very important becalmeRDI flows coming into Malaysia have been of high
quality compared to capital flows coming into otleeuntries simply because of theoretical reasoning
highlighted by (? authors) paper in the 1960s. MW@ put money into a controlled trade regimeait
mis? in terms of growth impact. Whereas in Malayshiey started liberalizing the capital accouteraf
liberalizing the trade account and their capitalcamt liberalization has been gradual, even thdygh
developing country standards, it remained veryrlibthroughout. However, there were 2 key elemants
the capital account regime which continued. Thst fivas close monitoring of bank borrowing by the
domestic companies and secondly, bank borrowingiedtic borrowing by foreign companies. These two
elements have been behind the domestic policy re¢imoughout. However, by the late 1980s, asqfart
the new reform package, there was a clear shdfapital account liberalization policy aimed at nmaki
Malaysia a financial center. The market in on¢hefislands, belonging to manager, called ?, as a
financial center they wanted to develop like aftee zone like ?. At tha same time there wereralyar

of changes in foreign investment related to investhtoming into share market activity. All thebings

set the stage for massive portfolio capital flowsing into the country. However, as we will setedan
Bank Nageramalia (?), the central bank, contingoosinitored foreign currency borrowing.

Now with this background, let us turn to the secsadtion, the nature of capital flows and signs of
vulnerability. Here | have become convinced ditgening to the Chinese case that one has to make
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clear distinction between FDI flows and portfoliapital in a realistic assessment. They are 2 rdiffie
animals, you can't put them together. Now in treddylsian case FDI flows have traditionally domidate
capital flows, however in recent years there hanlzesignificant new development which is massive
portfolio capital coming into the country under thewly liberalized regime. Again, interestinglgntral
bank control on commercial lending has been effedtiroughout. There has not been massive build up
of foreign currency denominated bank borrowing ial&dsia, but there was another door opened by the
government in a very, | think, there has been seuhgerability here. Firms which are not able torbw
overseas turn to the share market and ?, the ngitaceenter helped in doing that. Then capital
accumulated in terms of portfolio capital was sfigaint during this period. This diagram clearly
highlights the point. Again, | firmly believe thahalyzing vulnerabilities of a country to a finaicrisis
requires identifying mobile capital separately.rélmobile capital is accumulated portfolio capjials
other short term borrowings. Foreign reservesd@igiby total mobile capital. You can clearly see a
massive decline in the reserve coverage of mohipétal in Malaysia during that period. These areual
figures, if quarterly figures used these would hgeee up to here. By the time the crisis starésenve
coverage of mobile capital had declined well beld¥%. | was around .65 or 65% at that time. The
simple point | make here is that even though Bari pblicy of monitoring bank borrowing had worked
there was a back door opened by the new policymegvhich made Malaysia vulnerable to the crisis.
However, that is not the full story. This wouldti@ve caused the crisis if the macroeconomic
management policy regime remained sound. Now Wwappened in Malaysia was that in the early 1990s,
because of the growth euphoria and Mahathir's diatloieving ? status by the year 2020, there was a
massive investment boom in the country, even theughy people felt that the Malaysian macroeconomic
regime was sound, it is a wrong interpretationeyfsimply look at the budget deficit which was ba#ly

a perennial surplus in Malaysia...had been incnggisi an expanded economy and it gave a misleading
picture about the budget situation in the countriiere was massive money, financial flows shifiimg
non-payable sectors including a new capital ancvirdd's biggest airport and there were a lot of ?
coming along the way. Now this resulted in a sevaacroeconomic imbalance. Then to make matters
worse, the capital account had been liberalizetiauit achieving required conditions for sound coaper
governance. As you know, crony capitalism is afleeyure of the corporate sector in Malaysia. e
money was poured into this business sector whichdeaninated by family links, companies promoted
under party patronage and so on. There was ndewsiation to make sure market activities transpar
Then there are two key elements of policy mistakEsere was proper corporate governance to set the
stage for capital account opening and secondlyrheroeconomic house what not in order. In other
words there was a substantial deviation stanckeofbvernment from the long-standing prudential
macroeconomic management. Those were the keyréastiich set the stage for the crisis. On the one
hand, the capital account was open and massiveynilmves were coming into the country and on the
other hand there were policy slippages on the nemomomic front, both related to fiscal management a
related to corporate governance.

Now let me turn to the next section, crisis managreinn Malaysia. Now, as you know, at the initial
stage, crisis management in Malaysia was basioakyof denial. Mahathir repeatedly said that weoid
have macroeconomic problems. He was in fact pggrtto wrong indicators. GDP growth, high savings
and all these commonly quoted indicators are iviaiéin a crisis. Important factors are the sighs
vulnerability. In the policy debate, the emphag#s on these conventional macroeconomic indicators.
On the basis of these indicators Mahathir startetking speculators and made the situation worden
in December, after about 6 months of policy indiéfece, there was a significant policy package
announced by the then finance minister, Anwar lipnadind many news commentators called it IMF
policy without IMF. It was in fact an IMF packadsyt after about 3 weeks of the package, agairether
was a policy backslide, mainly because of politinfighting within the ruling party. Now, therefarthe
situation from about January 1998 until the newqgies were implemented ?. Now this policy uncertiai
and lack of transparency resulted in further dedim the value of the currency and a matchingapsh in
the share market. Now in this situation a newqyointervention unavoidable. There were three
alternatives open to the Malaysian policymakerke first one was to continue with the approach by
overseas borrowing and the government attemptsdiiitih a planned bond issue of $2 billion to begin
with, but they had to cancel the bond issue beceresit rating agencies had cut Malaysia's ratirttpat
time. It was natural in the given policy climat€he second alternative which was in fact hinte®bagpk
N. in its annual report was to enter into an IMffeement. And it clearly said that in order tongai
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confidence, you need IMF support, even though yoaat have a foreign currency problem. However,
the Malaysian authorities were reluctant to folldwat road mainly because of their consideratiomsiib
IMF objection to their new economic policy normBo elaborate on this point, Malaysia is uniquehia t
world in the sense that it is the only multi-raagialintry to achieve so much economic advancemeat in
short period of time. Chinese account for abodb 4 the population and Malays count for a littigher
than the percentage of Chinese. This ethnic coitipo$ias been the key factor governing Malaysia's
policy....it is true that the policy was unfairttte Chinese and the Tamil minority, but all the coumnities
benefited from this policy and the authorities wekeictant, naturally, to backtrack from that pglicOf
course, the other political story as well, whidhalve elaborated in a footnote, is the leadershiggte
within Mahathir and Anwar. | don't have time toigto that. Then it is true that there was crony
capitalism within the economy, but it was hard takera distinction between crony capitalism and ?
norms. Naturally, policymakers concern about IMFalvement at that point was a reasonable one in my
view. They wanted to recapitalize the ailing bawgksystem. In that process they didn't want tcereaw
compromise related to ? norms. That was the cébecarporate restructuring as well. Then theioick
was a dramatic policy u-turn which involved a ndvaege in policy package or, to use Krugman's new
terminology, return to depression economics, withtelp of capital controls.

Early in the discussion yesterday, there was sanéision about the use of capital controls in srisi
management. Nobody, no sensible economist wowldcade capital controls as the only policy tool.
What Malaysian authorities wanted to do was toazgstal controls as one element of a macroeconomic
expansion policy package. The purpose of capitatrols was to delink the domestic interest ravenfr
the foreign interest rate and then set the staga éivamatic macroeconomic expansion. In the polic
package, apart from that, there was an exchangeeaf at 3.8 Malaysian ringgit to the US$. Now it'
important to note these two elements can be edisityissed separately. Exchange rate fixing isanot
essential element in a capital control based pg@ankage. Floating exchange rate is quite comgistith
capital controls, as in Chile and some other céesmtrHowever, at this stage Malaysian authoritiese

of the view, that the currency had depreciated sohnwell below the level consistent with
macroeconomic fundamentals. Therefore they watutdict the currency. Now a fixed exchange rate is
supported currency controls, they're the other, lilght? But one can implement capital controldzhs
macroeconomic adjustment package with a flexibleharge rate.

Then let us come to the section combining these.two

DD: Chandra, can you spend a little time explairtimg nature of the capital controls, maybe a minute
or so before concluding.

CA: Yes. Now capital controls, originally there sva 12-month withholding period related to short
term capital, portfolio capital and then there weseious controls on foreign investment by domestic
firms and households and foreign bank borrowindte® months of the first announcement, this was
replaced with, capital controls were replaced wifhiobin tax, which | have summarized in Table 5.
Instead of the 12 month withholding period, now ymve a two-tiered tax on repatriation of capitad a
profits earned on portfolio investment. You caokat the table later. In my paper, | have mage th
remark that the new levy is much more market frigtigin the well-known Chilean levy. It's much more
flexible, we will come to that point later. Nowdtly about the impact of controls in regaining
macroeconomic autonomy, the data clearly suppbewiew that capital account controls have beea abl
to clearly separate domestic interest rates fraamabrld interest rate regime. Domestic real irgerates
have turned out to be severely negative comparddtive real interest rate. Then, again, the fixed
exchange rate element has done a very good jdie aitial stage in giving exporters more certaiatyg a
greater degree of currency stability. This is fegthree in the paper, here | measure the Morgan re
exchange rate index which is simply a comparisomasfing partners wholesale price index with the
domestic wholesale price index. It is a good iathc of competitiveness of exports of a given countt

is not a good indicator... But in this crisis caxttl think it is much more important than the athdce
ratio which becomes important later in the adjustnpeocess. Now the Malaysian real exchange rage h
been more stable and the degree of depreciatioa the depreciation means an increase in the egehan
rate, right, has been much greater than the situati Korea and Thailand. In Korea and Thailand in
recent years, real exchange rate has started ajimgdecause of massive capital inflow, but tiodih
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tax in Malaysia has been helping the exporterfiénshort term adjustment process by taming thesg sh
term capital inflow. In other words, against oengral expectation that the fixed exchange ratddvou
become a burden, in fact so far it has helped Ma@ayaintain stable incentives for export produgtio
now...

MY: ...So far it has helped Malaysia in maintainiriglde incentives for export production.
MY:  Would you conclude soon.

CA: Yes. Then the conclusion.. there are threéhgasints to highlight. Firstly, there are widely
made claims by some eminent economists like Stigihagwati and Sachs that Malaysian political
reform process was along ? line and there’s nolenolin the domestic policy ring saying its wrongy (?
It's true that in the early 1990s, Malaysian mgooticy regime was sound and the sequencing of mefor
was according to textbook rules but here were rit violations of these conditions as part @& th
growth euphoria in the 1980s. The second poindkaeris the capital control in Malaysia as a shenrnt
policy has worked. Now remember again that thegdagt is that capital control is only one elemignt
the policy package. Third point is that a numbfeganomists including business school economist
recently in a submission to the US ? have madeadird that other countries have also started retoge
and therefore Malaysian recovery is not joining and should not read too much meaning into itmin
view this is to quote the famous ? Henderson, gmiitrself economics, if you simply compare cross
countries in terms of one indicator, you have tosider initial condition, nature of the crisis asalirces
of vulnerability and the social political situatiarithin which decisions have been made before cgrton
a conclusion. The final concluding remark is timgtinference that capital controls in Malaysia et
have worked as a short term policy tool by no meanmies that Malaysia should follow this policytine
future. Itis only for the short run. Malaysidigure lies in regaining macroeconomic stabilitgan
correcting the policy mistakes the government faagedas part of the growth euphoria. Otherwise it
cannot achieve its goal of achieving developedistat the year 2020, in my view.

MY:  Thank you. Next on India, Mr. Narendra Jadhav.

NJ: Thank you chair, good morning friends. At theset let me thank the organizers not only for
giving me the opportunity to be in this beautifobiatry and organizing this conference so well, ddab
for choosing a theme which is so relevant in theent context of the debate on the new internationa
financial architecture.

| am going to talk about India’s experience in “ragimg” capital flows, maximizing potential gains ieh
minimizing the costs, including the contagion effemdia’s experience in this regard is quite idistive

if not unique. India has been a late starter éovtbrld of capital flows and yet it has been amthegtop
ten beneficiaries of net private capital inflowglie community of emerging markets nations. On the
other hand, recent experiences show that while &drbailand, Indonesia, Malaysia, Philippines were
singularly affected by the reversal of capital floim the after math of the Asian crisis, India caoué
relatively unscathed. Let me begin the discusbipa quick overview of various dimensions of capita
flows to keep the Indian experience in a broadetexd. As far as the magnitude is concerned onesea
quickly from table 1 that aggregate flows comprisihe net private flows as well as the officialito
have risen spectacularly from an average of $4ibbiper year in the 1980s to $161 billion per yeathe
1990s so far. Cumulatively in the 1980s, totaVate and official flows amounted to half a trillidollars
whereas in 1990s, the total is close to $1.5arilli Private capital flows of course has been ¢lasan for
the spectacular increase and now they have dighlaoe can see from the table, that they haveatiepl
in 1990s the official flows as a major source afficing balance of payments by a considerable margi
The ratios also work out that way. Even at theregate level, one can say that there was a lot of
volatility in the private capital flows, which isigent from the table. As for the composition, ggeon to
the second table, a lot of things that were sastieyday are shown in this table 2. We see thathabI
been the most important source of financing améd also been a remarkably, growth has been
remarkably steady in the 1980s and 1990s despitieeasimilar crises that occurred during these two
decades. Portfolio investment and other flows, élgrbank loans, trade credit and so on, they have
exhibited substantial volatility in these two flowslore interesting is the destination of thesavidrom
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which we go on to appendix table three. Ass casees form the table, during the 1990s, privatétalap
flows to all regions were uniformly were highercasnpared to that in 1980s. As expected the western
hemisphere recorded the largest absolute incrdagealso notable that the private capital flawghe
western hemisphere actually accelerated after ti@n/crisis in the years 1997 and 1998, relativia¢or
year period before the Asian crisis. Apparenthaalrect consequence of the slowdown in massive
capital flows to Asia. The capital flows boomimAsia can also be seen from this table, at one tim
average terms during 1990 and 1996, close to 39%teatiotal net private flows were directed to Asia.
What is even more interesting is that the distidoubf the private capital flows has been quitense
during the 1980s as well as 1990s and you canexeedme can see that the 10 largest recipientseof t
private capital flows received as much as 95% efttital flows in the 1980s, whereas the proportias
still remained very high in the 1990s, amountinghbout 63% in the first 9 years of the decade. In
contrast, if you take the 10 largest countries BPGnd, what | have done is that for 1990s, 199 wa
used as the reference year for taking the 10 la@B$® countries and average of 1990 to 1998 wag use
for zeroing in the 10 largest recipients of capitavs. You will see that the 10 largest emergimarket
countries received only 37% of the flows in the @®&nd the proportion has subsequently risen tatabo
53%, that gives you an idea about the skewnedseddistribution of private capital flows.

Coming to India proper, the experience can be gedmee distinct phases. The first phase rumsitile
of 1980s, the second phase from the middle of &894 to 1991 and the third phase is the post 1991
period. Initially India adopted a development &gy that has been variously termed as inward tapki
and interventionist, the basic philosophy or tHesafeature was accent on import substitutioheat
than export promotion, financing the investmentdseef the economy mainly through domestic sources
rather than foreign sources and confining the mekaon external financing to official flows espdigia
multilateral institutions and largely on commerdigdms. The result was the real GDP growth irfittsé
three decades from 1950 to 1980 was barely 3%lantdlance of payments came under serious strain on
occasion during these three decades. The requitasfishifting the economy to a higher growth
trajectory and also the need for enlarging the edpase meant larger investment requirements, which
unfortunately in 1980s for India coincided a deteating external environment which was characterize
by a significant decline in official concessionfiows. Under these e circumstances, recoursettored
debt on commercial terms became inevitable fordndis such , syndicated bank loans and financing
through bonds were resorted to on a large scaledimg recourse to deposits from non-resident Insliar
NRIs, but under those circumstances, the fiscahtiin deteriorated rather sharply. The turningnpo
came in 1991 when a combination of large fiscaioitsf political uncertainties, an outbreak of debses
raised serious questions about the sustainabflipplicy. Access to commercial borrowing totallsesti

up, as the credit rating agencies downgraded laidihat time, there was also a large withdrawadhef

NRI deposits. In addition, there were also sonfiécdities in rolling over the short term debt.
Consequently the foreign exchange reserves haddiidrio a level of less than $1 billion at whictméi

the possibility of default became very imminent @éngdas precipitating a major balance of payments
crisis. But that crisis of 1991 turned out to b@lessing in disguise because it served the purpbae
wake up call for India. Immediately after the @ia comprehensive framework of reform was put in
place, reviving and rather intensifying the libération effort that had begun in 1980s. The cépita
account liberalization in India is seen as an irdegart of this comprehensive package. It is ingd to
emphasize that in India capital account liberaitrats not seen as a single event, it is seen ratha
process to be embarked upon cautiously as a partomprehensive reform program, as well as ingerm
of our assessment of the emerging scenario rel&ingernational economic and financial architeetu

What was done after 1991 initially was the broagrepch to external reform, had the following featur
the move to a market determined exchange rate ediberalization of current account transactiortslev
continuing the current account deficit within pratdémits and ensuring that capital outflows do notur
under the guise of current account transactiorzoi®d, compositional shift in capital away from tieb
non-debt creating flows. Third, discouraging vidaelements of the NRI flows. Fourthly, strict
regulation of external commercial borrowing, esaieof short term debt. And fifth gradual
liberalization of capital outflows. It is importato note that this framework was complemented twyde
range of supporting reforms in the area of fordige, industrial and financial sectors. Indiacgqted

the Article 8 obligations of the IMF rather lata,August 1994, immediately thereafter, the specific
framework for capital account liberalization wasigbt to be achieved in a phased manner. The Tarapo
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Committee was appointed which submitted its reppMay 1997 which laid down certain sign posts or
preconditions for capital account convertibility isth included fiscal consolidation, a mandated itidla
rate and, above all, strengthening the financisiesy. It is interesting to note that this repoasw
submitted before the outbreak of crisis. Crisisklerout in July, July 2 when Thai baht was floaté@this
report was submitted in May 1997 which had allefements of the preconditions which are requiredfo
cautious approach to capital account liberalizatibna quick follow-up, another committee was
appointed to specifically look into the financiakcsor problems. ? committee which submitted ipore

in 1998. It is within this broad framework thaetprocess of capital account liberalization haena
place in the 1990s. Cautiously, but systematicalbywing out of the control regime. The processieen
gradual, but with a clear sense of direction.

Just two or three minutes on the nature of contf@s we have on the various categories of flos.far
as FDI is concerned, we have a dual route for direestment. We call it automatic and non-autamat
Which is differentiated on the basis of sector siad extent of ownership. In the former case, ithttie
automatic case, activities and extent of ownershéplisted and approval is given by the centraklzn
India, the Reserve Bank of India, and that appravaltomatic, whereas in the non-automatic case th
approval is accorded by a high-powered board amsa by case basis. Having introduced this system,
over the years, the approval criteria have beestanhally broadened, the process has been stmezanli
and the procedures have been made more transp&teffér as portfolio investments are concerned,
they're restricted to foreign institutional investpFlls, and the NRIs. There are no restrictiomgotal
inflows, but there are limits on both total holdéngf Flls and NRIs in a company and on the holdofgs
single FlI. Currently the limits are 30% and 10%ore recently, Flls have been permitted to inwest
debentures in the government-affiliated securied treasury bills. Indian companies have alsm bee
allowed to access funds abroad through global depgseceipts and Euro-convertibles. As for thieey
concern, take the case of NRI deposits. In thermath of the 1991 crisis. It was realized that NR
deposits is a very volatile and costly source ¢émal financing and therefore control of suchamf$ was
exercised in the early and mid 1990s through spatibn of interest rates as well as using varisllie
requirement, which have been recently de-emphasi&sdo the external commercial borrowings, there
are, these are subject to quantitative ceilingse dnnual ceiling is maintained for both short taswell
as medium to long-term debt flows. And a smathponent (?), both of commercial borrowing is subjec
to case by case approval based on size and sddtershort term debt, including trade related payse
beyond 180 days is subject to a strict case byapgeval of purpose, amount and terms.

To what extent has this strategy worked? To sael¢h us take a look at the capital flows to IndiEle go
on to table 1 in the text. As can be seen thereate capital flows to India have increased fram
average of $2.3 billion per year during the 19&0akiout $5.2 billion in the 1990s. The averagelf80s
might have been slightly higher but for the slum@d 991 and 1992 because of the balance of payments
crisis. But the difference between the performasfdadia and other countries becomes sharper if we
compare the average situation in the 1980s andgeesituation in the 1990s. During the 1980s, the
average private flows to India were of the sameoad China, they were one-half the average levahie

5 Asian crisis affected countries and slightly ldgthan one-third of the average flows to the 1Qdat
emerging market economies. This picture of theD$3hanged dramatically in the 1990s if you look at
the 4 year period immediately preceding the Asigi< | am purposely omitting 1991 and 1992 beeaus
those were the abnormal years for India. So iffgmus on 4 years immediately preceding the Asi&isc
and compare India with others, what we discovepisething very striking. The average level of talpi
flows to China was 12 times in these 4 years, fBskn crisis affected countries, it was 9 times,the

10 largest emerging market economies it was 18gtithe corresponding level of flows inn the 1980s.
contrast the capital flows to India during the sgadod were only 2.5 times the capital flows dgrihe
1980s. The composition of capital flows which igeq in table 3 will show that while in China tHews
were essentially FDI, for the 5 Asian crisis afegttountries they were more substantially by ptafo
flows. By contrast, FDI flows have recorded a v&gady growth in India, whereas portfolio flowvéa
emerged only in 1990s.

Let me attempt a preliminary assessment now. Aasasnent of any country’s approach to capital

account liberalization must address at least tbrigdeal questions. One is how the strategy haskeain
terms of its intended effect on volume and compmsiof capital flows. Secondly, what has been long
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term effect of this policy, the strategy on econogriowth and activity and third, most importanttie
present context, to what extent did the strategyapital controls add to the resilience of the econto
weather the international financial crisis. Lditst talk about the effectiveness of the strate§gveral
speakers emphasized yesterday, that the instialt@apacity of developing countries to implement
effective capital controls is generally deemedearuch weaker than in the industrial countries and
therefore capital control may or may not have ttiended effect. In the Indian case, the volume and
composition of capital flows seems to be broadlirie with expectations. To be sure, the econoidy d
have to contend with occasional surges of capiftdws, as well as some disruptions. The surges of
capital flows, in excess of what was deemed todsérdble occurred in India during the years between
1993 and 1997, but could be dealt with appropyate} appropriate short term policy responses, twhic
took a number of different forms including reviegithe restrictions, liberalization of capital ootfls,
raising the reserve requirements, partial stetiirathrough open market operations and so on. The
opposite thing happened in 1998 when a numberwftcies, including the US, imposed sanctions on
India. At that time a sudden disruption in capitalvs, especially the debt flows were anticipatéthder
that situation, rather than dipping into foreigrtleange reserves which would have affected market
sentiment or curtailing the current account deficibugh drastic import cuts, which would have etféel
the real economic activity, a conscious decisios ta&en to enhance debt creating flows at the least
possible cost and accordingly bonds of 5 year ntgitwere issues which fetched on very good termg $4
billion of foreign currency deposits with the ReseBank of India. It shows that a coordinated @oli
framework and careful calibration of policies torket pressure enable an effective management aatap
flows without any disruptive shocks to the economg far as the economic activity is concerned,rtfed
GDP growth, as | mentioned earlier, during the desaof 1950s-1980 was only 3% in the 1980s, first
half, it accelerated to 5.7%, in the second hatitelerated further to 6%. In the last six yedithe
1990s, the average GDP growth has been 6.7%. iScléar that the periods of high growth have been
associated in India with the period of capital astdiberalization. It may be noted however, ttie
economic growth picked up in India well before tapital account liberalization was initiated in ajar
way and therefore it may not be fair to concludst thdia’s economic growth was constrained on astou
of its gradual approach to capital account libeedlon. Finally, the most important part, the effef
these controls on the resilience of the economye Way to compare the resilience of the econony is
compare India to the 5 Asian crisis affected cdestand that has been done in table 4. As caprdrg i
terms of all the conventional indicators, currectaunt deficit as a % of GDP, external debt, exkedebt
service or foreign exchange reserves, on the etleechsian crisis India was consistently and comsitly
less vulnerable than the 5 Asian countries whi¢hrited out later were severely affected by theisri
India ‘s position is very clear compared to thesisraffected countries. The difference is everketan
terms of the short term debt. IN 1996, short tdeht, and there was more of this discussion yesyerd
about short term debt, short term debt as a % d? Gihged between 19% for Philippines to 50.2% in
Korea, in contrast, India’s short term debt hasdaeught down to only 5.3% of the total debt ie th
fiscal year 1997. As a % of foreign exchange reseshort term debt in 1996 was placed 80% for
Philippines, 100% for Thailand, 177% for Indoneail as much as 203% for Korea, in contrast it
constituted only 17% for India in the year 1997es¥rday we also talked about the value of shart te
debt vis a vis the level of foreign exchange reserThe short term debt of India today is aboubiion
and India has foreign exchange reserves of more$Ba billion. It is clear, therefore, that Indigiolicy
of limiting debt creating inflows and severely regding short term capital inflows did make hertdistly
less vulnerable than the 5 Asian crisis affectathtides. In sum, while India’s performance may not
appear to be spectacular in terms of attractingageicapital flows prior to the Asian crisis. lasvbroadly
consistent with what was deemed to be desirallis. also noteworthy that in the aftermath of treah
crisis, while the 5 Asian crisis countries and @hivitnessed sharp reversal of capital flows, Inda the
only country which remained unaffected. In fachoag the top 10 recipients of foreign capital flows
India was the only country that recorded largerinédw in 1998 than the average for the pre-crimsiod
from 1993 to 1996. In sum, the fact that India badcessfully out of the vortex of the Asian criséems
to reflect in no small measure a prudent managewoferdpital account, characterized by pragmatisth an
appropriate contextual response in the face ofltgghanging economic environment. This is of Geur
not to say that there is any room for complaceaaypore effective supervision of the financial secto
imperatively needed, besides greater market diseipbetter corporate governance and strengthened
accounting practices. These are the issues thauarently getting the attention of policymakardridia,
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under the second generation of reforms, whichielelwill result in further progress towards cabita
account liberalization in India. Thank you.

MY:  Thank you, Narendra. Floor is now open for sfien and comments.

RG: Chandra described a simple-minded negativesasssnt of Malaysia's exchange control
experience as 'do-it-yourself economics,' but tlénnsontext in which that sort of argument has been
applied is in response to simple-minded argumédrasdxchange controls have performed well simply
because the Malaysian financial markets and ecori@saylone better since September last year. The
argument is some times made that the rise in ek sharket, the stabilization of activity sincetlas
September is proof that the exchange controls hawked, but | think it is valid when those sorts of
arguments are used in defense of the exchangeototdrpoint out that in comparison with other east
Asian countries, the performance of Malaysia isdistinctively good since last September. Now'that
simple-minded way of making a comment on the eiffeciess of the exchange controls, but I think it's
valid as a response to the opposite assertionYifing's presentation, I'd like to draw attentianan
interesting and important question that he mentipnederline it really, and that is, and it's arpahat's
not well understood in the discussion of the Chénesse, both in China and internationally. If yourun
a fixed exchange rate and you suffer a huge rgakagation because of what's happening in youtinigad
partners, you've got a large problem unless yoe lad@arge domestic price adjustment and, what ive al
know from the classics, that domestic adjustmenhisway of restoring sense to the exchange ratd'én
just like to underline the importance of that pdimt Yiping made that others have been missirgat in
some circumstances, where you've got flexible ¢digtsible prices a fall in the domestic cost leisebne
way of moving towards restoration of equilibriumtire exchange rate. The same sort of things haee b
happening in Hong Kong and there are signs thabméis working in a way that will be effective in
Hong Kong.

CA: Maybe the way | put it ? but still | believe rmference. Indeed, comparison, what people say
that Malaysia did not have a foreign debt problew therefore it was better placed, now the other
explosive mix that had developed until the cris&pital market opening, share market bubble, rtate
bubble and the credit accumulation. When you amrshose things, the Malaysian situation was as
explosive, if not more, than the situation in otbesis countries. It wasn't market participaiite [Soros.
I'm not saying that he's a good economist, butdserhade the point. Then again, Dominic duringitea
made the point, given the worst case scenarioeeblia Malaysian policy, even if you find that a sias
collapse didn't happen in Malaysia following thepwsition of capital controls, still its supportieéthe
policy stance. | mean that's the worst case siteyan have to compare. But if you compare, bybii
compare across countries, say the only countryithsitdone better than Malaysia is Korea, but Kirea
different scale, with a massive industrial basdiversified economy and domestic firms with a 16t o
exports. Malaysia that's not how that is. Saye&sm after massive currency crisis recovered iea2sy
One-and-a-half years, with a flexible economy, lfthase factors have to be taken into account.

If the Chairman permits me may make 2 commentsipmy's paper. Now Yiping highlighted the role of
exchange control regime and the way it cushionedhinese economy, one footnote to that is that, as
you mentioned earlier, China expanded the econartiys crisis context, that expansion was made
possible by capital controls and it was much ie hvith the Malaysian experience. The second psint
that even though China has maintained the exchatget a given level, China has had a ? compared t
other countries, that is massive surplus labogolf calculate a proper real exchange rate usage
deflator, China's competitiveness is still veryagre

YH: | don't actually have anything to add, jusst@port what Ross said and Chandra on the labor,
that probably gives one reason was China was alddjtist the wage rate relatively more flexiblyrthiae
others.

MY: Dr. Cardoso.

EC: | have 2 questions. The first concerns a famlmers in Chandra's tables. Table 1, the second
line. | think there's a typo there. The numberlf®90-96, 13.9% of GDP is not the average of the
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numbers in the columns from 1990 to 1996, so tharst be a typo somewhere. If you add up 4.2, 1.7
plus the other numbers, you don't get an averad&.6f

CA: No, this is the weighted average, this is et $imple average. | had to put a footnote here...
EC: Weighted? What do you mean weighted average?

CA: In other wards, you take the total capital Ptfe period and then divide it by 13. In a way it
like...

EC: It's funny that you get a number that's nodagrage of the percentages, but anyway we can talk
about that later. The other problem is, if | laikhe bank credit flows. the last line of tablart then |
look at debt to foreign banks, the change in delivteign banks does not correspond to the barditcre

so | again find the two tables inconsistent.

CA: These are the flows...

EC: Yes but the change in stock should corresporthe flow. Right?
CA: You have to consider the denominators usetiéncalculation.
EC: Those are not percentages, they are absoluibers.

CA: The first table gives the percentage compasitidhis is simply the percentage based on thé, tota
| did not add the simple figures, but the totalitaldor the particular period and then for eacimponent
then the total for that period.

EC: But it's funny to look at those compositionsugh because you have negative flows, right? So
when is minus 6.80%.

CA: Yeah.
EC: OK, I thought it was difficult to make out treotables.
MY: 1994. In 1994 the outstanding debt declinenhfrl993, so it must be negative.

EC: The other comment is on capital controls argitabaccount liberalization and relating to the
discussion yesterday, | think it's important to makdistinction between countries that do not have
liberalized the capital account and thus have exgh&ontrols and capital controls and they stigietber
because there is a long tradition of a capital actthat had been kept closed and a country ttsat ha
liberalized the capital account and after thatlttieintroduce capital controls. And the reasamehtion
that is the comparison between India and Brazibtee1989. Until mid-1980s, Brazil had a closeditzdp
account and very effective exchange controls. Whercrisis increased at the end of 1980s, people
learned to bypass controls and use under-invoicfrexports to get rid of it, to a point where excba
controls became ineffective and the country wasenoodess forced to liberalize the capital accand
after liberalization tried to impose capital comgrand those were not effective. In the case dialh
think you have something like Brazil before mid-0898an economy that has not been subjected to major
stress of very high inflation and very high depatioins has kept the capital account closed anlain t
sense, the exchange controls have been effeciivis. is in contrast with the experience that wedssed
yesterday of Chile and Colombia that have libeealithe capital account and after that tried tmihice
capital controls. So there is a difference betwtberrecommendation that we had for Poland to il
the capital account slowly and trying to imposetoals that have already liberalized, so the efferiess
is not the same in all those case.

DD: Eliana, how would you respond to the Malaysiase in that regard?
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EC: Well, the Malaysian case does not look vergdparent to me, | don't know how to read it. |
couldn't understand not even the numbers on the,tab | don't know how to interpret it.

MY: On Malaysia there have been speculative attacks
CA: Yes, massive.

MY: So these speculative attacks, | think, woulgteheesulted in, sort of, international liquidityisis,
right? Then there no provision of internationglidity for defending the crisis in Malaysia, then
domestic economy must have been suffering from kigyly interest rates, without IMF prescription, Bve
without IMF prescription, you've got high intereate in Malaysia, so the domestic economy was
deteriorating, so monetary policy applied for odbmestic economic management, applied only fontaki
care of international liquidity crisis of Malaysiden the domestic economy almost collapsing, thesgl
think in the case of Malaysia, other Asian econanilee nature of the crisis is international liqtyid
crisis. Then we need sort of new instrument te tedre of that kind of currency crisis. Whereaking
care of the domestic financial problem. So if veel lonly one instrument, monetary policy, without
having provision of international liquidity, theNF tended to advocate assigning monetary policy to
external currency defense, at the cost of the dbaleanking crisis. So this is essential | thinkhen we
have two targets of achieving equilibrium, curreaogl domestic financial situation, but we have amig
policy instrument, monetary policy, therefore mamgtpolicy was assigned to defend currency cribisn
domestic crisis gets aggravated. That appareagpéned, | think, in most of the Asian economies,it
the case of Malaysia, but later on, in the middl&997 or, 1998, sorry, September or August, but
particularly under the attack on the currencietmdst close to double play, played in Hong Kontiihk,

in the case of Malaysia. Anyhow, my question is:may have needed two policy instruments because,
we call them twin financial crises, currency andnaéstic banking. Therefore we didn't have any
international lender of last resort, or sort ofyiston for international liquidity to take care aifirrency
crisis and therefore we end up with collapse of dsiie production and so on.

DD: A question | wanted to ask, following on frortidba is, are we saying that the Malaysian
controls worked or didn't work?

MY: No, we have to analyze. from this kind of aysé$, what | said, it may not work so well, because
we don't have the provision of international ligtydso substituting for that, Malaysia introduceapital
controls to get monetary policy autonomy to dedhwiomestic situation.

DD: Did it work?

MY: It worked, yes.

GV: You say yes?

MY: So, but who knows, after September 1, this yedrat would happen to Malaysia.

CA: All these issues are discussed in the paperdyd not give me time. | just want to answer
Eliana's point. Data, | don't see any problem whihdata, | checked it carefully. Your seconchp@
exactly the point | made yesterday. One canno¢igdize for every country. You had to considercse
country situations. Therefore, maybe it is difftdw generalize from Malaysia to other countriesl gour
point about the impact of liberalization of congpiepends on the pre-crisis control regime is wealy
taken and I'm going to elaborate on that point whenwrite the paper. This policy dilemma is dissed

in the paper. Actually what happened was bankawgos had accumulated a lot of debt. In that sidna
monetary policy was important, if they increaseisst rates, then it would have led to bankingosect
collapse, that is the reason why they imposed otmtrThen to use macroeconomic expansionary policy
The point is discussed in the first paragraph ayeger. Exactly your point is summarized here.

DD: Can we follow-up on this discussion on Malagsiemean, Malaysia has a lot of short term
liabilities on its books as it's going into thingiabout controls, right?
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MY: No, no, portfolio.
DD: Only portfolio?
MY: Yes, but who knows if it's short or not.

DD: So it slaps capital controls in place. Whotney didn't leave Malaysia at that point? Was it
domestic residents? Or is it foreign investors?

CA: That's a very good question and again the pejrdnce the capital market was opened there was a
significant increase in foreign share market attjvabout 40%. But the key point related to shmegket
activity is, in emerging markets, is that when fgners come into the country, big investors, doiest
investors consider them as market leaders. |daienany share market dealers in Malaysia, théy on
keep an eye on the big guys to see what is hapgefiherefore it is wrong to interpret a percentage

figure to imply the magnitude of the influence ofdign capital in the share market.

DD: Let me ask the question again, capital contioalaysia, if it is effective, it is preventing
someone from taking the money out. Correct? Winogeey is it effective against in taking it out?

CA: Both money owned by foreign investors and ddinesoney. In an open capital account regime,
if the supervision by people ???7? if the capitabant is open even the domestic can take moneadbr
and in the paper it is clearly discussed that leytitme capital controls were implemented, more tB&an
billion ringgit, which is more than the domestiggly of ringgit was in Singapore, money market. dAn
created a massive problem in macroeconomic manageshthe country. All these ringgit were equal
about 70% of M2 in the country.

DD: So what's the exit strategy now in Malaysia?
CA: Domestic firms and households are not allovwethke money out of the country.

MY:  You know, Malaysian ringgit was somewhat intationalized. It isn't really Tobin tax. Tobin tax
is a transaction fee.

EC: No I think it is ?. This kind of control ex gtoid called ?(defoe) It is not called a Tobin.tax

CA: No the Tobin tax is the second round of reforndidn't mention this. Earlier it was outright
control, in March they replaced outright controtiwa graduated Tobin tax on capital flows.

DD: Why do you call it Tobin tax? Exit tax.

CA: No, Exit tax.

MY: Tobin tax is a transaction tax in the foreigickange market in general, right? Some percentage.
CA: | don't know. Even M. Miller used the term Tiolax.

DW: | also had a request for a little more inforraaton the Malaysian experience. If you look
through the tables, one of the things you notiddas in 1994. There was, table 1 page 26, in 1B8de
appears to have been a very sharp reduction icapétal inflows, a lot of that seems to come from a
cutback in bank credit. There's also, if you laakvn, the short term debt to external debt ratiis fauite
sharply and if you look at the reserve cover at'that point that reserve cover goes back ove®460
short term liabilities, so in terms of a lot of thew indicators of vulnerability that we've seemaog out
of the recent crisis, there's a definite improvenieri994. Now my dim recollection is that Malaysi
imposed temporary capital controls then and thimdss, superficially looks like that was havingneo
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impact on some of the measures people care abdutveas just wondering if you could say a little rao
about what happened at that time.

CA: Dominic, as always your point is very importatMow in 1994, Malaysia implemented short term
capital controls for 2 months, actually it workeltl was more or less like a dress rehearsal whachecin
1998 and this figure for 1994 | had to put a fosenand clarify it. But the point is important besa a lot

of people say that Malaysia imposed capital cordrothe advice of Paul Krugman, which is not true.
Well before that, Malaysian policymakers knew timathe case of emergency, capital controls arena ve
important policy tool.

DW:  These capital controls were removed then shafter being...
CA: Six weeks.

DD: On China, there's several references in yopepto an overvalued renminbi. That is one
question, why do you call it an overvalued renmiwhien China is running a current account surpltise
second question is how, do you feel comfortablé wit growth statistics that are being quotedt Is
really 7 or 8% growth and there seems to be sorastiuns about the data on China coming out. And
third is, just a policy question. There's a send@e paper and in a larger context in China #i th
somehow, China is losing market share to other &titgqus and that sooner or later China will need to
devalue.

YH: Quickly. First, of course, it is quite contrengial in Asia to say whether the Chinese exchange
rate or Chinese currency is overvalued or not. julgment, the evidence we base for our judgmesit fi
is if you look at the official, regulated markesigems that there was still showing a slight trefind
appreciation actually. But the fact that mostref people who want to buy and sell foreign exchange
the market are shut out of the market. One sirepdgnple is you look at the foreign exchange holsliimg
Shanghai last year, the household holdings inccehgenore than 50% in one year. You see why people
are just, want to buy the foreign exchange madlye other number we can look at last year is ctirren
account surplus was still around $30 billion, lareign exchange reserves only increased by about $5
billion, actually some people argue that half a§ 5 billion was attributable to the changes in ye
exchange rate in the second half of the year.h8eetis something going on in the demand and thplgu
that do not show up in the regulated market. Ho®sd reason we look at is the current account and
changes in export and imports. The Chinese cuyrisngasically, now it's really the only one
experiencing real appreciation. Now last yearasMDK because, we argue in the paper, the crigigdwo
have two kinds of effects on China's export seatuat the current account. Last year it was OK beeau
first it was simply an income effect. Crisis aff¢ioe economy and reduced their demand for Chinese
exports, but China performed quite well in certaiarkets, like US markets, European markets. Téds y
it is becoming big trouble. Once these economntis t recover, on one hand they would start toéase
their demand for exports from China, but more intatly, they compete strongly against Chinese dspor
in other markets. There's a figure, figure 2 ia plaper, showing the change in export growth iraAsi
markets and you find a very significant change ftbmbeginning of this year. China's exports dezpp
significantly in the first 5 months of this yeardaimports jumped up. So you won't expect similairent
account position as last year, it will deteriora®hether this year will turn it into negative astris a
question, but definitely the condition drop, so finessure is mounting. Actually if you watch staémts
by Chinese officials, you find people start to wtbe possibility of letting exchange rate be deteed by
market forces. Of course, at the political levet still want to honor the commitment, but thatamethe
pressure is quite high now.

DD: Whenever we've looked at the issue of Chinasket share, China's product markets in the US,
none of the market shares have been going dowwpitisl trade has been slowing down and that's a big
reason why China's exports would slow down and evétdee, there's much more complementarity
between China's exports, | mean in the productsGhaa specializes in doesn't look like, even \tfita
devaluation, like you know, except with the possiekception of Indonesia.
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MY: On that issue, in your paper, page 5 figureeh) exchange rate. This is real effective exchang
rate? Or...

YH: It's adjusted for by the inflation rate.
MY: So this is not effective one?

EC: It's, the Morgan Guaranty is the effective exdde rate, it's the measure against the 14 major
trade partners. If it's the Morgan Guaranty itgustrial prices in China compared...

MY: No it's different one. This is not...This ifter renminbi devaluation in 1994 or before?
YH: After. We set 1994 as 100.
RG: It's a version of real effective exchange rate.

MY: A version. Is it close to Morgan Guaranty MHR? It is effective exchange rate right?

RG: It's an ANU calculation of effective exchangéer
DD: On growth rates can |I...
YH: Yes, quickly, the growth numbers range from Wigh reliable data, I've talked to some expents i

the States who say probably the growth rate laet gBly was between 3 and 4%. Our assessment was,
we believe that there was some watered contenteidata. Simply for two reasons. | explained in
footnote, last year 8%, during most of last yeavds a political task instead of just economic\aigti
because the central government emphasized achi8%ngo there was great pressure on local officials
And it was partly reflected in the reporting nunmbby the provinces to the central government at the
beginning of this year, except in one province gfjlall the others reported numbers above 8% Izl t
they aggregated out the national average as 7.8%alapeople just wondered why that was the case.
Anyway. Even the spokesman for the state statilshicreau acknowledged that there was water coirient
it. The other indicator people often use is ttE2increase in energy production, mainly electyicit

Even taking into account efficiency improvement, yardly think 2.5 increase in electricity prodocti
would be able support 7.8%. Our assessment waufatdbably lower than 7.8 but looking at the
prosperity of the market in China, perhaps the ghawate was reasonably between 6 or 7%

MY: So 6 or 7% growth rate is consistent with priteflation? Probably assuming that enormous
GDP gap, enormously high underlying growth ratbeotvise you do not have that kind of GDP and hence
price deflation. How do you consistently explaih iHigh growth rate and price deflation.

GV: | think we'd better cut into this...

RG: I'll answer that in a general way, there's epagal rule that says you can't have steady growdh
deflationary environment. The strongest growtiimerican history was in the 30 years after the Civi
War when the price level steadily fell. Look atdeéiman's monetary history of the United States.

MY: No, I'm asking how do you explain it. In thase of the US, we could explain it.
RG: We could but it would take a lifetime. Greg.

GK: | want to make a couple of points. | thinkritist be very seriously considered and reconsidered
why these 2 biggest economies in terms of populaBdillion people, China and India, are doingdret
than anybody else. And | think it's partly thewwasthat the Chinese and Indian economies arestaste
growing economies recently has much to do withpihee of liberalization. That is a very great obadje

to liberal orthodoxy. Because it is against themséream, somehow China is developing much fastdr
India, than any other country in this or in othartpf the world. It is not that easy just to sagy should
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accomplish much more or they could accomplish nraoke if they liberalized faster. That must be
proved and | dare to doubt that if China liberadizend India liberalized faster than they do, arey o
liberalize gradually, they could have much morebpems than actually have now. Secondly, that is
always very interesting to compare China and Iibdieause they are the mighty countries of this gfart

the world, but I think there is a great deal otifiation to compare China and Russia and this
comparison is much more striking. One must remertits both countries, that is China and Russia, ar
coming out of the cold, this post-Communist cowegtrand if you are developing the course of
development in the 1990s, that is maybe the bigdjffsrence ever since Russia has halved her GDP, i
shrunk by 50% in real terms over the course ofl®@0s and China was able to double GDP in the eours
of the 1990s. And this is also very much due tophth of privatization, deregulation, liberalizatiand
open up competition in relation to the global eqogpso we are facing to completely different styate

of post-Communist transition and integration irtie tvorld economy. And by all means in 1999 we know
who is the winner. The winner is China and nowgvedy must comply with China from the economic
viewpoint and nobody must comply with Russia frdra economic viewpoint because Russia does not
matter that much as far as her economic positicomnserned...

MY: That is very much dependent on the resolutibthe SOE problem is China. So that probably too
premature to say that.

GK: My point, what | am trying to say that this natary approach is very attractive, but one must tal
a little bit closer look and go a step farther hesgavery many things are evolving in a differenywa
because of the institutional arrangements. AcguallChina, unlike Indonesia or Brazil, this aspeft
institution building due the post-Communist traiwgif due to market-oriented reform is of crucial
importance. Much more is to be expected in Chistabecause the interest rate or exchange rate are
managed but what is going on as far as denatiatiiz, deregulation, privatization, new institutin
arrangements, the same as it is for Russia.

MY: Mr. Kolodko in the afternoon we are discussthgse issues, deregulation, institution building,
also.

GK: As for Malaysian case and capital controlsgotfise it must be evaluated against the other
market scenario, we do not have the knowledge wbatd the development be like in Malaysia if nog th
capital control was introduced and the ringgit fixbut as far as we may imagine, | think it wouéd b
much worse. It would be much worse and whethelikeeit or not. On the grounds of fundamentals and
sound macroeconomic reasoning, the capital contrtténk it must be admitted that in Malaysia tihat

an extent it has worked. The problem is as alwdgsexit strategy. People will say 2 years frawnthe
time series for countries like Malaysia, Thailakdrea, Indonesia for 1997-2000 you see that in the
medium term growth will be sounder and the consioacwill be lower in the case of Malaysia thaneith
countries. And last comment about Chinese devialualt think that one should expect devaluatioerdat
this year. I'm not sure that the decision hasheein taken already by the Chinese leaders and argnet
authority. Again it must be seen through the prigrimstitutional arrangements. In China, unlike i
Poland or Australia, there is not an independentratbank. That is very much a political decisighich
must be taken within the Institutional framework €hina. But | would bet that devaluation of ab8%&

is due later this year, but it would be executed irery different way than it was in Brazil or img&ia or

in Indonesia . It will be executed in the Chinesgy and it will work. There will be a devaluatiog

about 8% and then there will be a stabilizatiorigyaio sustain the new exchange rate and to dealop
economic priority of boosting exports. Otherwigee expansion of the Chinese economy depends much
more on the expansion of the domestic demand, thetinfrastructure and the consumer sector, than it
depends on exports. But | think it is necessage®a devaluation soon.

MY: The session is closed.
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AUSTRALIA AND TURKEY

SG: I'm going to talk about Australia. I'm goitagtalk about two aspects. One is why we seeneto b
immune to the contagion of the region. | thinkttban be answered fairly quickly. | also hope ¢hier
time to talk about the bigger issue of how Ausgratiight contribute to the reshaping of the finahcia
architecture, which | think was given enormous itngdrom the Asian crisis. So, why did we escafte?
is certainly true that 18 months ago we thoughttisliss would be adversely affected by the Asiasisti
But | don't think we ever thought or for that mat@y one ever thought that we would have a crisis
similar to Asia. In other words, a huge reverdalapital flows, and we were fairly confident that
wouldn't happen because we weren't subject to sdehed to me the two fatal flaws that were ceidral
the Asian crisis. One was the huge and volatifgtabinflows, and the second fatal element way thel
very fragile financial sectors.

Australia had neither of those problems. Whileexpected to get quite a bit of secondary effebts.

other words our international environment wouldhngch harder, much less benign. Nevertheless,'t don
think we ever thought we would be subject to thetagion that swept through Asia. Because itsttnaé
we have a big capital inflow. After all over soahecades Australia has had a current account dsiiaie
the early 80s. A current account deficit of arodsPo of GDP. But that's actually small compai@d t
Thailand. Thailand in 1996 had capital inflow elgieal 3% of GDP. | think the other thing about our
capital inflow is that it was quite stable. Everthe mid-90s, with the famous Banana republidsris
which saw a large change in the value of the Aliatralollar. The current account and capital inflo

only changed by about 2% percent of GDP. Thas8ndit from the enormous reversals we've seen ia As
were we've seen them go from current account defati6é or 7% to current account surpluses at lagst
large.

The second element was the strength of the Auatrélanking system. They were particularly stramg
| think its worth pausing a moment to say why tlvas so. The central issue was that we had oumliiegr
by doing crisis" back in the late 1980s. | thitskworth recording that every episode of financial
deregulation has been accompanied by a periodsi$ end turmoil. In Latin America, you might
remember, the definitive work on this was calleabt@-bye financial repression, hello financial crash
That was 1985, that was written. And after all thréted States only a decade ago went through the
Savings and Loans crisis. Direct result of lopdidegulation and market distorting official guaees.
The UK and Japan both had crises within short ¢gjivilemory. Of course the classic example was
Sweden. Sophisticated country, which had a to&dt down of its financial sector in the early 90s.

Australia of course was not an exception to thig,vee had ours back in the late 80s. Failure lsuild
character they say, so to does failure give rismteective processes. We certainly had that éspee in
Australia after the 80s and during the 90s. Alsodorporate sector of Australia learned the danger
currency speculation. And while I'm recording jbgs of been there done that it might be worth
remembering the aspects of that experience transnon with Asia. Of course, we had our foreign
currency denominated borrowing experiences there e famous Swiss Franc loan affairs, but
fortunately they were at least in macro terms quisggnificant. While we're talking about our lutk
might just recall that we had our foreign exchaagsis, the banana republic crisis that | just rered,

in the mid-1980s, and that occurred separately ftwerprudential problems which we had 5 or 6 years
later (late in the 80s and the early 90s).

On the other hand Asia had its foreign exchangascsuper imposed on its prudential crisis. | rhjgkt
note though because it will come in later. Onéhefexperiences in the 80s that is still relevandt that

is the exchange rate seems to move by more thaestteooks would suggest it should. Over the seur
of the cycle, I'm thinking here of the commoditykey the exchange rate moves by 25 or 30% and ttoat’
say the least a puzzling experience. So muchudpescape. Ross has suggested that | should say
something about contrasting Australia, Canada,Newl Zealand. | hadn't planned on saying any more
about this. In some ways this is a sweet momantdatral banks, for the Australian central baidkniot
often that things go well and you get a bit of peafior what your doing. It seems to me to be tbenent
to sit quiet and do nothing and say nothing. Eminded of the Galbraith point about when your o@o
pedestal there's a long way to fall. I'm also reded that when things turn out well there may baeso
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element of policy involved (I think there is), there is a lot of luck if you like. So, we're nobking to
take to much of the credit for things at the montesdause we don't want to much of the blame when th
luck goes against us later.

| think there is an interesting comparison betwAastralia, New Zealand, and Canada. First withatian
we have the same issues - commodity prices mogamat us, dangerous world, downward pressure on
our exchange rates, and we were able to sit thathoough the middle of last year in a way thattdllk a
little bit more about in a moment. Without putting interest rates, | thinks this is the criticéfetence.
We went through the whole of that period withouarbing interest rates, and in fact when the pesias
over we reduced interest rates slightly. So,nktihat helped the process of avoiding the recassio
small recessions that we saw in the other two c@ast | think the obvious point to make is thd falthe
exchange rate, which occurred in all three coustrias in a sense the classic textbook thing tatly
expect to happen. Indeed, that's part of the grocethink the fall in the exchange rate wastkiieg that
buffered the Australian economy from many of theseondary effects of the Asian crisis that | talked
about earlier.

But why was it that in Canada and New Zealand & alao accompanied by some slowing of growth. |
think in Canada they did raise interest rates,iarshme ways you feel sorry for them because kiktiey
had a different climate in which to work. In thédefle of last year we were seeing headlines saying
these circumstance maybe we would raise interéss,raut nobody was telling us that if we were real
central bankers, if we had any backbone at alh the would raise interest rates. The Canadiatisnk,
were under enormous pressure, a kind of macho thiegyou real central bankers? If you are than yo
will raise interest rates. We didn't have thatsptge on us, and while a lot people thought we tiigkie
to raise interest rates and it was certainly aipdgg. We didn't have quite the same pressugd the
Canadians had. Its always difficult to talk abbigtw Zealand because we're so similar in lots ofsway
We're like siblings | suppose when you talk abadheother its always taken the wrong way. | thirgk
have very similar monetary policy, but its truettNew Zealand had higher interest rates. Theré¢harse
who say that was the result of the monetary coonfitindex, there are those who say that was thertdi
of pressure on Auckland housing prices. But whettegason New Zealand did go into this period with
much higher interest rates than we had and pettheyshad those few quarters of slower growth.

| want to use what's left of my time to talk abeautat's in many ways the forward looking issue. Almat

is the reform agenda, and since the crisis in Alistt think we've tried to take quite a promineoie for

a small or medium sized country in the internati@rahitecture debate. | think there are five éssthat
come to mind that we've talked about. One is ational issues G7, G3, G10 who should be degidi
all of those things, the IMF. Second issue ishtbéége funds. The third issue is the possibilithaifing

in the private sector. The fourth issue is cagitaitrols, and would also take an interest in the
transparency debate. | say something about eatttesé things in the paper, which either has been
distributed or will be distributed very shortly.

So, I've only really got time to talk about onetleése issues, which in some ways is the sexy tinghe
hedge funds. Before | talk about this | should bagize that we're happy with our floating excharage
even though it moves around a reasonable amoustthiftk it works well, and the float has been
enormously beneficial for Australia. We've comepect overshooting as a puzzling but tolerablekqu
of the markets. In the most recent episode, cdingiwith the Asian crisis, we saw a variant orsthi
theme. We saw speculators who believed that theldanake money by taking the exchange, which has
already overshot, so that it overshoots even furtNeu quietly take a short position in a curreticgt is
already a bit undervalued and then by a mixtureigifily public short selling and vigorous expressidn
market and press opinion you get the exchange termown quite a bit further and as it does a
bandwagon forms, market players are anxious talselturrency as it becomes cheaper. Remember we
used to think demand curves slope down, they dtopie down in this market. When it goes cheaper
people take a further short position in the curyanahe belief it will become cheaper still.

As the herd moves in the original speculators carmee up their position at a profit. That's theldeve

saw in the middle of last year. We saw it in a bemof places and we saw it hear in Australia. miost
disturbing element of this is that it was part afcencerted effort at market destabilzation. Sofmée
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players of the time told us there objective wapubdown the Yen to a state where the renminbi was
under irresistible pressure to devalue . That Wdnave broken the Hong Kong dollar peg and Australi
was a minor secondary target, collateral damagthfsse masters of the universe. As it turned aut w
came through this episode quite well, but its miaifénistorical record that the episode came termah
because of the combined effect of the LTCM neatdogin and the financial crisis in Russia. We were
saved by crises elsewhere.

While we came through that quite well and we'reficemt that we have the resilience to whether other
similar episodes we carry from that experience@nstviewpoint into the debate on the international
financial architecture concerning the hedge fun@sas they're known in that context, "the highly
leveraged institutions." There are those who damn now that the hedge funds played a signifioalet

For those pundits it might be enough to simply obs¢hat the hedge funds themselves don't deny thei
actions. George Soros has written a best sellids labout it. 1t walks likes a duck, quacks likduk,

and it says its a duck. What more evidence dowant? The movement in the exchange over the period
in a large currency, such as the Yen, provides ravigence. As the hedge funds cut their shorttjposi

in Yen to cover their disasters in the Ruble tha Yase 15% in a little over a day driven by events
unrelated to the Japanese fundamentals. You'vegsk is that a well functioning market.

When we first talked about our experience withtiedge funds in mid-1998 this was derided as the
Australian anecdote. But you might recall the qlip that the plural of anecdote is data. Hongdgon
South Africa, Malaysia, and Thailand all pointedheir anecdotes. Then came the near collapse of
LTCM and the tenor of the debate changed. As théM crisis recedes international concerns have
become more muted or even stifled. The G7 auiberére prepared to concede that there were priatlent
issues involved in the high leverage of these fuhdsthreatened those who had lent to the fundts, b
there's less recognition that there's a markegyritjeissue involved here. The general damage tluelyy
inducing more volatility and otherwise unnecessatgrest rate increases into exchange markets.

I've almost used my time so | want to skip to arotirea that is in my paper and | just in a sincefde
whet your appetite to read it because | think afdhis debate should be seen in the contextef th
broader debate on globalization. One of the bedkish has given us some useful terminology onithes
book written by Thomas Friedman, The Lexus anddliee Tree. | read this, one is hesitant thesesday
say anything good about a bank in case one's atafismly saying it because one's being paid 11Rami
dollars. Anyway this Friedman is the one who taksut the electronic herd, which is the anonymous
fund managers behind their screens. He sees dipempresponse emerging markets should take isrto do
the golden straight jacket. His specificationslzaeically the story of the Washington consenlsof
that, I think, makes quite a bit of sense. Butihk, given some provisos | think this is very gapddance
the Washington consensus does make a lot of séhgewe've got to be careful that we don't overdifyp
it. In the process of accepting the golden stitgatket it seems to me that we ought to recogthiaethe
straight jacket itself is made up of a series ¢dsuts not actually an Adam Smith style free-marke
finishing point of the golden straight jacket.idta very complex set of rules, some set down by
governments, some set down by markets. We have sontrol, some input into setting those rules and
that is essentially is the task now with the restrting of the international financial architectur@/e

need to figure out what those rules are, they tenfound in Adam Smith. They are much more comple
than that. And we need to make sure that all thdsehave some interest in the outcome have some
input into the writing of the golden straight jatkeles. I'm going to stop there thank you.

OE: I'll use only half of my time don't worry.m'a managerial economist, which means that I'm an
economist among managerial scientists and a maaageientist among economists. | come from a
different world, so | may have a different looksaime of the issues we have been discussing héwe. T
first thing | want to mention is what we have lezgrfrom some crises in Turkey. To start with hththe
reason for most of the crisis and most of the vidhathat we have been talking about is the digyan
the prices. That is inflation, exchange rate, ierest rate. Disparities here are the main caabthe
crisis, not the capital flows. Before we liberalizour economy in Turkey we had two really impatrtan
crises before. One in 1960 and one in 1980 these at the time of closed economy, but they were
caused by a disparity in prices. I'd like to steopicture of that. This crisis was before theriheation
process and one crisis within [garbled].....



Now we had fixed exchange rate and fixed intera but inflation in the economy, increasing irifiat
We had a very severe crisis in 1960 it ended ioupc Army took over. Of course the cure was dieftp
the currency, increasing the interest rate, makiteyest rates real, and then it continued forestime.
Later on in 1970 we had at that time fixed interagts and fixed exchange rates but periodic adjests.
Because of oil shocks and other reasons again Shulika started gaining value because of inflanod
interest rates declined, it was more than thatvemthad another coup, military coup. Again politiaad
social and economic disaster. In these two thentompoints were Turkish lira appreciated in valod a
interest rates declined. Then in 1980 we starterdiberalization process, we liberalized our eaogp
and very successfully. When we reached 1989 Tunkaesyan example for the IMF and the World Bank to
show all the world that in a short time withoutilasfrom your national income. In fact were under
growing national income. There's another casd fokey like China and India.

Well growth is very good in Turkey its about 5 @6 @&verage since the foundation of the republic.llWe
we liberalized in 1989 we set a very good examgteafl of the countries, but at that time in 1988 w
liberalized the capital accounts also. Free movermEcapital to and from Turkey. At that time th&me
time two prices, the value of Turkish money andittierest rate, the exchange rates and the interest
assumed the same of kind of changing role. Aganeiasing value of Turkish lira was a major prohlem
but now not the negative interest rates but vegh lmterest rates became a problem. Because when w
liberalized our capital account and when the Turkia was appreciating and interest rates werh hig

fund investments earned very good returns in Turkeyey average between 89 and 92 was about 42% in
dollar terms. Its impossible no country, no indiiin can pay 42% return on anything, so its not
sustainable.

What happened was we had inflow since Turkey lareciated they start having greater deficits in ou
trade account. Foreign trade account deficit vemsething around 14 billion dollars, which used & b
three million dollars that's a couple years agbatToreign trade account but current account eased
by the capital inflows. That is Turkey was ablérmgport much more than it was exporting becausthef
inflow of foreign capital into Turkey and at thexsatime banks in Turkey, the banking system has a
different role there in Turkey. Banks borrow fraforoad and give loans in Turkish denominationghso
short position increased to 5 billion dollars by939 That is because of disparities - appreciafimgish
lira and higher interest rates foreign money (nyostiort-term) was coming in to Turkey financingdiea
deficits and at the same time increasing the rige risk element is a very important element lodre
course the foreign short-term capital realizes ithiatnot possible to earn such a sweet returraflong-
time. Anxiety increases in the economy and devalnaxpectations increase and when we reach 1894 o
at the end of 1993 devaluation expectations iretmomy were about 30%.

The 1994 crisis came so well that you could wata@oming. In fact | knew it was coming becaus¢hat
time | was chief advisor to Prime Minister of TuykéWhile it was obvious the crisis was coming when
we tried to take some measures to protect it. ttellprice was going to be a very simple currenisisc
because of bank short position and hesitant skam-tapital. That was going to be just comingrimit
bad in the other sense because deficit in balahpayments was not high. Still, you could seeoitning.
Well, | resigned December 15th. Well, the governtrsaid next March we are going to have electioas w
can not take the measures now. We said the angysnot wait until the elections. Of course we tzal
crisis just among ?doctors?. In January 15 wethadurrency rush. Now the second thing was the
expectation was about 30% devaluation. When wechagncy rush on dollars the government tried to
stop it by 10% devaluation. It was much less tivhat the economy expected. So, it was just theroth
way the exchange rates increased by 300%. 300&eakh®f 30%, which was expected.

In fact, the program we had prepared with the etfiank at that time was in order to eliminatedtisis
we could have had 30% devaluation and put in efente of the policy reforms. Reforms lets say &bou
the banking system, the financial system not oalyding system. Tax system, social security systech
we had a package about that. Well another lessoleavned was if you have a currency crisis. Rursh
currency, you should try to contain it there. Teylgot excited about that. Excited about the risind
took very strong measures, which aggravated tisésaind the currency crisis was converted to an
economic crisis. Some measures, most of them aédmeéhe IMF, but that panic was not necessarylat a
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But anyway taxes were increased, temporary taxes l@gied and wages were decreased. That is wage
were held much below the level of inflation. Puasimg power was decreased and this converted the
currency crisis into an economic crisis. Turkeytfee first time in its history lost 6% of its natial

income in 1994. The interest rates, again becafide panic, interest rates increased to 408%oitax
terms. For a short period, but they were paniomenendations. That was not necessary for Turkeyt wh
we needed was time to lead to the economy to fitigmin the pricing system. That's is excharges,
interest rates, and inflation. That's 1994 crisis.

Now some more words at the more recent crisis. |, Wiblen the crisis started in East Asia, Turkey was
trying to make the necessary reforms in its econofirtye reforms were somewhat delayed for political
reasons. We didn't have political stability in Key. Our prime minister changed ever 6 or 8 mgrghs
we didn't have political stability and couldn't pake reforms. We were just about passing themefo
when the crisis started in East Asia. But Turkiglyribt respond to it, in fact the dimension wathd
short-term money was leaving East Asia they'll deking a safe haven with high returns. Again, &yrk
was paying on average about 43% return for foreapital in the Istanbul stock exchange. And 30% in
dollar terms for government securities on foreigpital. 30% real return. Many people believed tha
Turkey could be a candidate for the money leaviagtRAsia. We did not have much of a lack of foneig
capital from Turkey in 1997. If you look at theaztges in reserves. Just a year after the Asiars ave
have a sharp decline in reserves. That is cagpitidlow from Turkey.

The Turkish case is quite interesting. Its notgpeontagion. The foreign capital did put us inshene
basket, its not pure contagion. But contagion wori different way. One way was that the devadunest
in East Asian countries, we who did not devalueaurency (in fact we kept a purchasing power of
Turkish lira constant in terms of dollar and Detaiesenark basket), they were our markets. Americh an
European Union is our market they're a member obfigan Common market... customs union, | don't
remember. That is our trade with out any custofrtsey're our very good partners. We had three
partners. One is Europe, one is America, the athRussia. The currency was kept constant ingerin
dollar and mark. Part of our market, but our cotitpes in some areas were southern and south-easter
Asian countries. That is in Turkey the textileuistty is very important in our exports. 40% petcan
our exports are textile products, and 21% of obotdorce works in the textile industry. When thiisis
dropped, Turkish garment manufacturers purchasad tixtiles products, raw materials from this part
the world and that was a huge very important slow4din the textile sector in Turkey.

What we learned was, its very difficult to talk albbéhe value of money. Are you talking about custes,
suppliers, or competitors? Different calculatiame needed here. What we did was keep our purahasi
power constant in terms of our customers, but tlidotk very well in our case. The other reasontlfier
sharp outflow of capital in 1998 was the Russiasisr Russia is a very important partner for Tyrke
trade relations. We have two kinds of exports isrfermal exports the other is suitcase exportgenghe
suitcase exports would amount to more than 5 hiltlollars a year. Used to, now its gone almost
completely. We have other relations with Russsmalln the consumption sector, and many otheosgct
we have very strong economic relations with Rus¥ihen Russia had the crisis we were hit very hard
also and now we did realize the decrease in resemeé total capital outflows, but still that's tioé main
problem. The main problem Turkey entered the sessi the decision help of 1998??. That is impdrta

Now in terms of capital flows, we should not pub touch emphasis there. I'd like to show one slide
about foreign portfolio investment in Istanbul seties exchange. Well, the things is until May 838e
returns, monthly investment returns, and the amotimoney coming and going out is not correlated at
all. After that we see a very high correlationviletn the returns and entries and exits. When goa h
exits from the market returns increase or the £dgicreases, you start to see the index decr¥dsk.

then foreigners come in starting here on top. 986140% of the stocks were owned by foreigners, imow
1999 its about 60%. We saw increasing volatititgt is entries and exits increased, but totalpséam
Turkey was not possible. That's something elséeaned. If foreign investment was so importanthia
exchange they cannot leave the country easilyth@g attempt to leave prices fall as well, in esgen
losing their fortune. So, they have to maneuvepihe how. Therefore, we did not see a very heapes
but they saw increasing volatility. Foreign momayne to the Istanbul market and left, and in the
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meantime they tried to manage their reserves ofseouThe average return for the last three ysa48%o.
But monthly volatility, that is monthly standardviltion of returns, is about 2.8%.

OK these are some of the conclusions of our expegisvith the crises. That is what | believe tiat t
crises are caused mainly by the price system.afrigconomy or liberal economy is guided by prices,
that's Adam Smith, but if you can't manage thegxior lead the prices somehow. You can't avoid the
prices. In order to avoid the crisis we should aganthe price system in a better way. That is &xgé
rates, inflation rate, and interest rates. We khtry to move toward the parities. Another corsodun is
that economic policies would have to have a glabgkctive and sub-objectives in-line with the glbba
objective. Of course, the global objective shdudgrowth and better distribution of income. Thb-s
objective should agree with that. Therefore whenthink about policies we should be very careful to
calculate the price [Tape break] ...the recommenmdidy measures. Two, who are going to pay that,
how are you going share it among the differentadh the economy.

Unfortunately, | noticed myself that most of thdipprecommendations are one-sided in this case.
Increase interest rates, reduce wages. But thisnes a major redistribution of income in the cooyand
that may create another problem. That, at one tisagd that, if it's a currency you should keepciintain
as a currency crisis, but if it converts itselfato economic crisis, then you should be carefubtdtain it
there, otherwise it may convert itself to a sociddis and that’s worst of all, any country canhsiand a
currency crisis. Many countries can manage an@uo@ncrisis, but if this is a social crisis, thee don't
have very good measures to take care of thatetemgl, recommendations were eliminating crisis in
economies, | feel very strongly that we should alalte the risks and crisis very well and understahd
are going to pay the price of the policy measusésgrwise, as we've already seen inn some courdaes
convert them into social crisis and no one knowene® a social crisis may lead.

Another lesson we have learned in Turkey is thasétcrisis are very much related to your strategic
position also, And also developing countries aakimg a mistake by following cheap labor cost siygt
Cheap costs or lower labor cost strategy and thatiegly fails. Especially during crisis. Whemrdmes to
devalue a currency, labor costs are dramaticalieted in terms of foreign currency and for a vdrgrs
time, that country gains a competitive advantagéfdr a short time until someone else devalug¢snaly
work as a spiral from then on. We noticed thalumkey, with the textile sector, was hit from tleeent
crisis, but only those countries that relied onaghkabor what hit, not the others that been dewetpp
brans names and designs and images, they wer¢ogidss to a stronger position in competition, were
hit as hard. Now it;'s very important, we have etved in Turkey that one-half of a sector was pglli
down , which had a cheap labor strategy and theratéictor was gaining because they followed better
strategies more suitable to recent developmerttseiglobal markets, that had brand names and design
and image creation, gained a lot during the cri3isank you very much.

GV: Do we have any questions to clarify.

CM: If I could ask my neighbor, the deputy goveradew questions. | was struck by his first
comment that Australia wasn’t affected becauséit’thave a fragile financial system and sort of
shouldn’t we, when we talk about capital contrdistinguish far clearer between capital controlscivh
are put at the border and capital controls in tdrenfof prudent banking supervision, limits on thatumity
mismatch, especially for foreign currency expospassibly even standards for company surveillahce,
was wondering what his views were and experienga fdustralia in that regard. Second point, on the
hedge funds, obviously the problems with the retiuteof the hedge funds is the can move from one
place to another, they can be located in offshergers which are not regulated and so it's very hamget
at them except through their sources of fundilMdow one can approach it. Limitations on hedge funds
through the sources funding, one can also takfferelit tack and see to the extent which hedgedund
operate in a destabilizing way. One could, asuamtarmeasure, increase the international liquiclity
bodies, not necessarily the IMF, but possibly 1€ ,to offset their working. | would be interestedMr.
Grenville’s views. Thank you.

SG: Thank you, they are both interesting questidngant to call you Mulder, | suppose everyone
calls you Mulder, we all watch the X-Files. On tingestion of fragile financial systems, | thinksitlear
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that countries need to put in better prudentiakmds, but it's so hard to do. We really had onisis to
help us do it and it may be that you need a ctisido it. It's all very well to write them downwent to
Indonesia myself in the mid-1980s and said yesngrd a control on the open foreign exchange paositio
of banks and the control was indeed put on, bubafse that just shifted the problem somewhere dise
was the private sector then that took the foreighange exposure and when that foreign exchange
exposure sent the private sector company brokieeit also had debts to the Indonesian bankingrayste
so we don't yet know how to put on good prudentidés. They're very tricky businesses and theg tak
long while. Dennis Detray (?), who ran the WorlanR in Indonesia on his departure, he said that the
funds move with electronic speed, but buildingiingions takes decades, and it may be that you can’
build them without a crisis and what we may needl series of little crises to help build the prutikan
systems. But there’s no doubt that we need bettat,everyone wants to put in better prudentiateays.
The question is how to do it.

On the question of hedge funds. You've sensedtligis an issue where, certainly when we firattsd
to talk about it, we felt that we were the only sishouting about the hedge funds and lots of pesble
you can't do anything about them and | think opmias changed to some extent on this. First dhalle
was the recognition that you could get them indiydey attacking their high degree of leverage and
perhaps there’s not full recognition, but certaistyne of us believe that you can also get at tlesem the
ones in the Bahamas, by rules that say if youyseit product in America, you are subject to certailes,
wherever you are based, if your product is sole tleen you must have certain rules. It” donethreo
areas. | think that, where there's will theregay.

Hal: Yeah, Steve, two questions if | may on whyweetome through, so far OK. First, it may be a
semantic point, at the very beginning when you 8@itly have we escaped so far, you mentioned the 2
factors, the banking system not being so fragitlegared to the region and capital flows not being so
volatile. Wouldn’t one also want to give top hillj to the fact that we learned to manage a really,
genuinely floating exchange rate and that distisiges very sharply from the crisis economies. You
mentioned it later, like | say it may by a semauigtinction, but | wonder why you didn’t put it dpont.
And the second point, | wondered what you thinkwlibe argument that the trade liberalization daken
us a much more efficient, outward-oriented econoliitig.clear, of course, that the crisis was muairen
about financial, macro issues, but if you've gattmuch more efficient outward looking real sectbat
also helps in the crisis, doesn't it? Like | sapall points, but I'd be interested in your reaetiarhanks.

SG: I'll give a very short answer: yes, you're figiMaybe | should do something more. You're
certainly right on the exchange rate, but thesestiltequite nervous, or delicate processes. |mtba
exchange rate did come under downward pressureashday, | think we were ultimately saved byisris
elsewhere which took the pressure off us. | shbalk said when | was talking about Canada was that
one of the reasons we were able to resist someegiressures to do something, do something incttme f
of putting up interest rates, we were able to doething else in the form of intervention. We didu
know, very substantial intervention in the middfdast year, more than $2.5 billion, interventian t
support the exchange rate. So even when you'vargekchange rate which had been operating quite we
since 1983, it still comes under great pressuuppose | may sound a bit perverse, certainlyossR
Ross McLeod, that | don't think a freely floatingchange rate is the answer to everyone’s probldins.
may be the road you've got to go down, certainlyerftexibility is very important, but the idea thitat
was going to solve all your problems, it seems &ismot right. Even with long experience, good
financial institutions, we've had as good fundanaétis you can get. As Hal sells, in terms of b we
functioning economy, the exchange rate still maweish more than the textbooks say it should. Nésw it
so much harder for the countries that didn’t hdnag established history and the institutional bagkgd.

| think it's very, clearly more flexibility would éve been a good idea, but | thinkthat to say, iffatly
they'd floated then they'd be all right, our exgerte wouldn’t really support that view.

DD: Sorry I'm going to ask you a couple of quesi@iso. Two intriguing points you had talked
about and | wonder if you'd make some remarks aseh First was that you had a suggestion that
Australia was different from, and the indutrial otiies, are different from developing countries or
emerging markets because capital flows are lesgtileobnd more scaled. What exactly is the difiese
between emerging markets and more mature econdikee&ustralia, that would lead you to believe that
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flows tewnd to be more volatile and less stablerimerging markets. Just tell us a little about,tha
because I'm intrigued by that. The other one f@tahcontrols. I've been trying to get an answer
understanding in a longer historical setting howittstitutions have eveolved. How has Australia’s
capital controls and how do you see that histoficatess evolving and does it have any lessons for
developing countries?

SG: Thanks very much, again good and interestimgtipns. On the question of volatility, in the
paper | really just observe it as a fact, reallyhereas these countries went, say, Thailand in ¥896
from capital inflows equal to 13% of GDP to capiatflows, if we can judge those by the size of the
current account surpluses of 6 and 10% of GDPjuSica huge change. And in our own exchange rate
crisis in the mid-1980s, the so-called Banana Répgksis, the turnaround in capital flows wasatélely
small, less than 2% of GDP. Now why was that $d®n’t know is the short answer, but let me try a
couple of things. A fair bit of FDI, about a thiod the inflow was FDI, and that tends to be stahtdeast
as recorded, although we don’t know what foreigrestors are doing with the rest of their balanceth
not much private bank to bank capital inflow. Nthat in Asia turned out to be extremely volatilel dr's
not surprising. This is the capital that couldeat because it had government guarantees andvtasre
every reason it shouyld retreat it was essentabgnk situtaion. Why wouldn’t you go and takeryou
money out? And so they all did. And so in thethquarters following the crisis $75 billion of kao
bank capital flowed out. Much more than any ofdiiepackages, much more than had come in a single
year and we don’t have very much that, as far ascgm tell. | suppose the big thing was just ayéon
experience of confidence. | glanced at Peter Wanaper and he talks about the importance, in seste
credibility of governments. | think the real issuas the credibility of governments and that ge¢strack
to Hal's point that since the mid-1980s things hagen done to put in place reasonable macroeconomic
policies. Now our capital controls, we haven'tezggally had capital controls since 1983 so no cene
really remember all that well the changeover. iktthe other point is the world has changed solmuc
since then so the things we had in place in 1983 dvdt be relevant to crises. | think it's wortbcording
that Singapore and | understand Taiwan have réstricwhich really should be called capital corgrol
but they're very carefully aimed at one specifuis and that is hedge funds of people shorting your
currency. Singapore doesn’t allow its banks talllmge amounts of Singapore dollars to offshompfze
That’s a capital control, if you like. People migise other terminology and that is extremely dffec |
wanted to come into the debate earlier on Malaygssay that my understanding is that, one reason
Malaysia moved when it did is that it heard on gatdlligence that people were taking short posiiin
the ringgit to the tune of $5 billion from Singapdranks. Now if you allow that sort of things t&phpen,
then you make it easy for hedge funds to specalgaénst you. You can put on controls which woudd b
quite different from the controls we had prior @838 and maybe Thailand had before 1991, which would
be more relevant to the particular cases at h&uwdfor my part, | don’t rule capital controls outhink
they may be things that can be done.

GV: | wonder if | could ask Prof. Ertuna. In Tugkehe high rate of inflation has been there faneo
time. How in your thinking did that affect the waaexperience of both the flexibility, the optioyeu had
for policy decisions and so on.

OE: OK. If you have predictable high inflationgdibesn’t create any problem because you can make
your calculations, you could manage your exchaatgeand interest rates. Predictable high inflaison
just a dynamic system instead of static in termgrimfes, so it doesn’t create any problems. Bet th
uncertainties in the future inflation does and ohthe reasons for the recent recession we arebasi
that temporarily, inflation has been going downtfoe last 8 months and it has gone down to 9198%,4
but temporarily. The reason | say temporarily Enpnpeople don’t believe in that and that was #ason
for the interest rates not to follow, interest satikd not go down. They remained at 115% for gomemt
bonds. 115% interest rate and 48% inflation wail& you more than 45% real return in government
bonds. That a country cannot stand. The goverhmmm is paying its obligations and interest on
obligations by borrowing from the market. Then ymiernal debt of the government increases, beit th
economy is not growing that fast, of course. S'sha very good reason for a financial crisis urkey.

So it’s not inflation, but uncertainty about futindlation is a very important problem and we haot
found, we were not able to find any solution tatthidow although inflation has gone down to 48%,
although we had promised IMF that we would cudi20% within a year, now 2 year government bonds
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have interest rates of 115% again. 2 year matuhiigw in 2 years the expected inflation or thenpised
inflation, the newly elected government had promigee people that inflation would go down to ongitdi
levels and that would mean 115% interest rateg f@grars and the 5% inflation means you cannot pay
back. So of course this increases the curreneyisks for the foreign investors also. That wesreason
we had about $8 billion of short term money escgiam government bonds recently. $8 billion
escaped from the government bonds. Of course aiavanh risk, not only devaluation risk, we are
suffering all the other kinds of risk are increasbecause of the expected inflation and interastridnat
now exist. Itis a very major problem in Turkey.

GV: Thank you. Ross.

RM: A question also for Steve in relation to flogtiexchange rates. You've said a couple of times
that the exchange rate seems to overshoot in Aastiadon’t have any argument with that, thenets
disputing there’s overshooting. | guess my quesowhy does this disturb you so greatly. Let's
suppose that under a floating exchange rate, ttieagge rate would indeed bounce around quitela litt
bit. Why do you regard that as such a problem&eéims to me that if that became the way it was) the
private sector would learn to accommodate thattaaabvious way of doing so is through building a
deeper forward market for foreign exchange andetss to me that when that is built up, then the
bouncing itself of the exchange rate would decrelidean switch the conversation to Indonesideat
than Australia, since you know both countries vaeldl | only know one of them well, it seems to met th
Indonesia has always been fascinated with haviinged exchange rate against the dollar or a fixad of
depreciation against the dollar and yet its majadihg partner is Japan, it's a far bigger tragiagner
than the US and the implication of that is thatdnesia has had very much a floating rate agaiesy¢h.
That doesn’t seem to be a problem to me. Sodtilatjust get you to expand on why you are so
concerned about bouncing exchange rates and ansspmthe idea that the private sector would léarn
live with them if it had to do so.

SG: | knew | couldn’t say anything critical of flidiag exchange rates without provoking a response
from Ross. Well part of the answer is, I'm a lahizoid on this, I've said in the paper and | féwlt the
fluctuations that we’ve experienced in Australizddeen things we can handle and the market has got
used to it and | don't think they do any serioumdge. Having said that, we do intervene so we must
think that when it gets to a certain stage themedanger of doing some harm and | think the paint i
Australia is harm to confidence. | think theraieeling in the public that if your exchange riatgoing
down and every day you have a headline in the napess about how bad a fall in the exchange rate is,
then that damages confidence. No everyone hagdhethat an exchange rate going down is fine. We’
got all the wrong terminology on exchange rateshwaivery heavy feeling that when your exchange isat
going down that is a very serious thing and | thivith that goes damage to confidence. So thats ath
some stage we come in and buy Australian dollara, mo one can prove whether that holds the
Australian dollar up, but it has been a profitadtercise. Obviously if you buy cheap and sell dehich
is what we do, and the move is about 25-30% owercturse of a cycle, then that’s a profitable ofpena
We've done some more formal analytical work to shbat's so. We've also done some work to show
that these fluctuations over the course of theecglon’t seem to be rational, but the short answéndt is
that Friedmanite speculators to do what we're doihen we were in the market in the middle oft las
year, there was only us and the hedge funds, th@seno one else there at all. There were no Fia@dbe
speculators saying hey, 55 cents that’s good buyinthe Australian dollar and no one knew at filheet
that that would be the case, but it has turnedmbe the case. So maybe if | could draw it togethbit
more coherently, | think after a while floating &ange rates do work fine and have been very beaakfic
for Australia, but the time it takes to build ugpexience with them, the market experience andtakso
empirical experience so people can say, oh yeAds&ralian dollar is fluctuating on cycles on areege
of around 70 cents, until you've had time to buldt up, you still get very big changes. Here v a
1983 til now. Very clear cyclical swings, which Wwad written about 10 years ago and have constantly
written about since then, but the Friedmanite sfadors have not arrived to help us out in that pescof
smoothing out the cycle. So last year, we werentiig ones. Now why is that so? | think | got soof
that answer when | was at an exchange rate corerarlier this year and at that stage, the ex@heatg
was 66 cents and the people running this conferenbig financial house, were saying with great
confidence that it would go up, it was the strondpes you could take, short the yen, go long onsfeis
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they said and they were talking about 82 centsthed you say to them, ‘why weren’t you making this
recommendation at 55 cents, why are you making\t at 66, for which there was no answer, but the
more substantive question, which | think contalesdnswer is, ‘why are you making this prediction
now?’ And the answer was the 55 day moving avehagecrossed over the 200 day moving average and
when you think about that, not only is it kind oéamanical, technical analysis, but if most peopée a
thinking like that exchange rates never turn ugrag#’s only the Friedmanite speculators who are
anchored by the fundamentals who can come in atdligh because their pink line is still below tiee
line, the 55-day moving average is still below 20®-day moving average, so there’s a lot of peopte
there and Frankel and Fr? Did some work on thiténearly 1990s of the importance of technical
analysis. Now while that’s in the market, the Brimnite speculators don’t seem to strong enough to
come in and do what you suggest they will do, stmiogtout exchange rates. It's so much harderliofal
these Asian countries. No history, fast changimgipction functions, no great confidence in govegnta
because you're taking a bet on a nhominal exchaaige mot on a real exchange rate, no long empirical
history to let you look at what the fundamentaks. arm not arguing against more flexibility, I'nugt
saying that this floating exchange rate system|enhimay be where we’ve all got to go, it's splletty
hard work. Thank you.

VP: This is a question for Prof. Ertuna. Would ygay the Turkish case is pretty similar to the amdi
case. A lot of people can find the data on thetdieom indebtedness of the corporate sector amd th
banking sector and of the government as compar&Di®, but it seems like it's pretty low.

OE: It's around 27% if | remember it correctly, ratently, private sector debt is increasing,
especially in the short term. While | don’t knowvhsimilar it is to India. Total foreign debt is@lt 50%
of GNP, but short term debt is about 27%. Moghefshort term. Most of the short term debt iggte
short term debt, not government and in terms ofreserves, our reserves are only 108% of the stiort
foreign liabilities. It used to be 135% of shartrh liabilities, but due to recent reduction in theerves,
it has gone down to almost par. Currently, wergriein a very safe position in terms of short tebmt, it's
improving.

VP: Capital controls, yes.

OE: We have no capital controls in Turkey. Fuibetalized capital account. Stock exchange and
Turkish government bonds and companies can bomdareign markets as much as they want to. Many
of the stronger ones use bonds, especially, it'g tempting for them because of the exchange taée,
value from foreign markets is much more cheaperabse of very high interest rates in Turkey,
borrowings from foreign markets is much cheapen tharrowing at home, so many companies can
borrow in foreign, European markets. The ratesvarg good for them compared to interest rates in
Turkey. So all capital transactions are compleliblgralized in Turkey.

VP: Since when?

OE: Since 1989.

VP: And the debt levels are still low?
OE: Yes , comparatively.
DW: | just had a quick question for Stephen Grdavilln contrast to some experiences, Australia has

just recently had a pretty sizable currency deptaani, with very little pass through into the dories

price level or into broader price and wage settiGgven that in developing countries a large pathe
concern about devaluations and depreciation oftineency tends to be centered around the prospécts
inflation and an inflationary spiral. And giverathyou're the only person that seems to be givipger
from a developed country, | wondered whether yauidsay why you think that happened in such a stark
way in Australia and also | guess perhaps whetiadits significant to what happened following the
Banana Republic depreciation episode, which is sioimg | don’t know about.
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SG: It's one of those things where we’ve changadnoinds over time. | think with the Banana
Republic episode there was quite a big pass througtation went to nearly 10% after the depreoiat
there. So when the exchange rate depreciatee ieatly 1990s, we thought we were going to gettaerot
episode of that and we didn’t. Now what was it th& economy had more slack in it at the time, démt
of slack in it at the time, was that enough slacktbp that from being passed through. It wasgdita
very painful experience, but looking back on itniay be the episode which has moved us into a new
world in which people don’t expect an exchange falieto be passed through and that seems to be the
world we're in now. And it may be because of tB80s experience or it may be there’s enough history
people to notice that the exchange rate is goingngpbdown and retailers are trimming their, retaiknd
the distribution network, are trimming their marginvhich they will fatten up again when the excheang
rate goes up. That looks like the experience eferly 1990s, they did fatten up their marginsraga
afterwards. So that’s probably the world we’raid it's much more comfortable world, because you'r
much more in Ross McLeod’s world where you're metted about the exchange rate moving down 25%
because it doesn't trigger a shift in inflation egfations, it may trigger these confidence effemis we're
not as worried as we were in the 1980s or evely 8880s about triggering inflation. That's the
Australian experience and maybe the developed vexperience, but it's the same experience in Asdé a
that maybe a puzzle and maybe not, maybe in Asiayi if you crunch the economies enough, you don’t
get very much pass through and if you can get ggahange rates back in nominal terms to somewhere
near their starting point, as has happened in KangaThailand, then you get through these sort of
experiences with minimal inflation. | think tharg to emphasize there is the degree of crunchwthie
economies went through. | think it wasn’t thatatibon expectations were well anchored, it was that
economies were so crunched that the pass throuigtt tihke place.

PW: Ill try to be quick. There's an element t@fhen’s account that really goes against the goain
neo-classical economist. In other areas of ecocmmie’ve found in example after example that miarke
participants are better at predicting market trethds bureaucrats are. Industry policy for examipisy
have we learned that one. Now, Stephen’s accaams to be saying that as far as the Reserve Bank o
Australia is concerned the opposite is true. Htsd to believe that these geniuses at the rebamne who
could make a fortune by moving to the private seatal displacing all these idiots doing this moving
average stuff, actually stay with you. It may leeduse of the wonderful management at the resarie b
but they do that. Please help make it credibta,flnding it hard to believe.

SG: | don’t know how to handle this one to tell yibie truth, maybe I'll just take it straight. Ross
passed me a note saying he had changed some dalEBents. So we had the Garnaut portfoliown o
side too.

RM: He probably changed it into rupiah too.

SG: | don’t think it's a matter of us being smaytsgrtainly not geniuses, it's more a matter of the
institutional setup that makes it very hard for@mg to be a Friedmanits speculator, except us.'Véou
got to ask yourself, who are they? Now the Garpautfolio was acting on the Friedman side, buteéhe
were a lot of others who were bigger forces thaGlarnaut portfolio. You've got to say, why dottie
big people come in? Well the banks certainly drgaing to take an open position in foreign curgenc
because we've just said that good prudential rwiigyreatly constrain them, will stop them fromidg
that. So you've got to ask who is it? Now thesegle will take positions in foreign currency ogeshort
period of time, but anyone who is working for a bigtitution has someone looking over their shoulde
who, if their position is under water for any leingif time is going to be told to cut the positiordaf they
don’t they're going to lose their job. So theralhgaren’t a lot of people out there who are ipasition to
do what we can do and that is go long on the Aliatralollar and hold that position for maybe thoze
four years before it's profitable. Now that's nbat we're smarter than others, it's just that wa'tiework
in an institutional world where somebody who coralemg, let me be specific, we did most of our
intervention at 60 cents, nor for the next montit thas under water and no one came along andcaid t
our head dealer, you'll' have to cut that positibifpoked like a good idea that time, but youi#ve to cut
it. In fact, we went in again at 55. Now as itnted out, both of those interventions have turngdo be
profitable, but at least at first, the first ondrlt seem to be and | would guess that any findncia
institution that took that position would have dubefore it turned out to be profitable.
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GV: Thank you very much to our presenters.

RG: | raised my hand to make a brief comment.lowohg from Dipak’s question and Steve’s
response on the old exchange controls, they weyeex¢ensive and getting rid of them in Decembe83L9
had large efficiency gains because they were sneite. There were a whole lot of economically
valuable transactions that weren't possible unidemid exchange controls that became possible.
Including a lot of normal forward protection agdiegchange risk, which existed in the pre-1983.
Including forward sales of minerals and those &dficy gains were very substantial. Thank you.

RG: Our speaker Ken Henry is Secretary of the Alisin Treasury, he is acting in that role from his
normal position of executive director of the EcomesrGroup. Amongst his many responsibilities iatth
area is responsibility for Australia’s internatibfiaancial management. Including links with therid

and the Bank and that’s become a much larger nallea last couple of years than it's been before,
including the institutionalization of some of thegional discussion of the financial crisis. Keh&ppy to
answer a few questions afterwards, he hasn’t gaipar to put out now, but we'll put the paper om th
website after his return to the Treasury. Ken.

KH: Thank you very much Ross. | note from the atgethat, and unfortunately | wasn't able to get
here earlier to listen to the things Stephen Gienriight have said to you and | must confess wesha
compared notes, there is a risk in that, therelsaat two risks actually. There’s a risk of réfpen and if
that occurs then for that | apologize. There’saarexciting risk, which is the one of contradiatiand if
that is to occur, | hope you will be charitable dreht it as nothing more that an illustration tod t
independence of our central bank. My thanks tactiramittee for the invitation to speak here today o
the Australian government’s contribution or effadseshape the global financial architectures It’
particularly pleasing for Australia to see so mdistinguished conference participants from Latin
America

My thanks to the 'Reinventing Bretton Woods' Contesitfor the invitation to speak to you today on the
Australian Government's contribution to effortséghape the global financial architecture. Itlesaping
to see so many distinguished conference particigaoin Latin America, Eastern Europe and Russid, an
Asia. All three regions have important contribndo make to the international economic debaté. A
three have grappled with the key modern questinrtse emergent or rapidly-industrializing econonoés
how to build new economic institutions, how to mafiopolicies, and how to cope with periods of high
capital inflow and the risks of reversal into suddeitflow. Improvements to the international ficgh
architecture must meet the test of relevance tthegke areas. In the decision-making processtseof
international financial institutions, and in otheternational fora, the emergent or fast-indutitziiag
economies have been under-represented. It idikely that this under-representation contributedn
over-estimation, in these fora, of the ease witlictvithe benefits of greater international capitaloitity
can be achieved, and an under-estimation of theiatrad work and time it takes to establish thghti
national institutional and policy foundations faarisparent, stable and productive international
investment.

There is, at this juncture, an additional, buttedarisk that without sufficient involvement aherging
market economies in the consideration of measworeréngthen the international financial architegtu
without their perspective on the sources of inditgand vulnerability, we may find ourselves natee
prepared for the next crisis (assuming there ig tran we were for the events of 1997 and 1998.

Reinventing Bretton Woods?

As we evaluate the international financial arcHiteg, it is worth remembering that the deliberasiam
Bretton Woods in 1944 led to the establishment wiceof institutions: not just the IMF, but altioe
World Bank and (with a lag from the original 1942hception of an 'International Trade Organization’)
the creation in 1947 of the GATT. That packag@sfitutions addressed:

- the international payments system and policy stdjents to economic shocks;

- economic development; and

- trade liberalization.
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The Bretton Woods founders had learnt their les§mms the catastrophes of the first half of thet20t
century - two World Wars bracketing the Great f2spion.

They applied those lessons well in establishinghequalities of the international economic frarekv
that has characterized the second half of the @tiury: outward looking; based on multilaterdés;
and designed to ameliorate economic shocks whiseang the 'beggar thy neighbor' protectionism and
competitive devaluations that had converted easlecks into global stagnation.

That framework helped achieve unprecedented realggta income growth, poverty alleviation, and
growth in life expectancy, and was consistent \lih spread of democratic freedoms throughout the
world.

As we consider challenges for the new millenniume, Australian Government believes we should look
not just to the international financial architeetumarrowly defined, but more broadly to the ecoromi
development and trade liberalizing elements ofdtiginal Bretton Woods vision. From the 1950she t
1990s, economic development was conceived mairtigrms of physical investments, such as those in
roads, dams, steel plants and schools. These pygmps we should look increasingly to the imputa
of less tangible investments in national institntmilding and policy frameworks, and to mechanisons
preserving free trade and investment flows. Thetflian Government does not believe we need new
international financial institutions, or large se@hange to existing ones.

By and large, the work of the international finadénstitutions has evolved to meet global chalEng
Yet it is very likely that the industrialized worlths underestimated the challenges to domestiomedon
institutions and policies in emergent and indubkilag economies posed by the rapid of the finaincia
system over the last quarter century. There isestipn whether the evolution of our thinking sirl&=4
has reflected fully the significance for domestistitutional arrangements of: the breakdown, enehrly
1970s, of fixed exchange rate regimes; the marenteremoval of the last of the capital controls
associated with the fixed exchange rate era; lamdetchnological innovations that have greatly cedu
the costs of computing and telecommunications.

The need to do better

International capital mobility makes it easierap the world's supply of savings and to invest guoav
more rapidly. But our communities are interestetljust in maximizing growth in income, but also in
achieving some tolerable stability in that growffhe trade offs are difficult, and we should acdépt
some volatility is intrinsic in markets. It woul naive to seek to eliminate growth fluctuationargy
cost: that would only kill market dynamism, witiecessarily achieving the stability objectiveaay.

Rapid growth — without necessary institutional angdential strengths — can equally rapidly give wag
period of serious income contraction after a finahaor banking crisis. It may be better, with stea
institution building and policy reform, to grow atslower but reasonably steady rate. There is itterge
of a rising trend, over the last 25 years, in thmhers of financial or banking crises, but theyraoes
grouped more than in the past. Their spread btagion is now more of a threat. The Australian
Government does not believe it is possible, orrdb#, to try to turn back the clock through a gaheed
application of capital controls. Financial hasdquroed too many net benefits, and proceeded toédfar,
contemplate that.

That is not to say, however, that we should ruleemtirely the case for a limited resart,extremis, to
price-based capital controls in select cases, anghort periods, while the national policy reforamsl
institution-building necessary to handle moderetinational capital flows, transparently and with
stability, are accelerated. But recognizing this/serves to underline the point that our focususth be
on building the national institutions and policasd the international frameworks, to reduce thguescy
of economic downturns and mitigate their severity.

Theroleof stronger institutions and policies

There have been huge international challengeseiettt quarter-century to established economicypoli
approaches and economic institutions: the floabhgxchange rates; the end of capital contrtig end
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of communism (with large economic consequencefrdale and investment flows); and the very rapid
growth in international capital flows as foreigmedit investment, portfolio equity investment, bank
lending and financial derivatives have all surgEue national institutional and policy developments
necessary to permit these new capital flows tolloeated in an efficient, stable and transparerntmea
have evolved in the industrial economies over desad trial and error, and are still evolving. ¢ed,
they are still rapidly evolving. It was perhapgural, if unrealistic, to imagine that the apprapei
institutions and policy frameworks would springaquuckly in the emerging market and rapidly
industrializing economies.

But they have not emerged rapidly, and we havegperlveen remiss in not investing sufficiently hiavi
in promoting better understanding of the social palicy institutions necessary to ensure all carsh-
and can enjoy stability — in the gains made posedilthese new international capital flows. The
international financial institutions have a keyerah building these capacities, through explairthmgjr
importance and facilitating the understanding ashgpéion of international best practices in fiscal,
monetary and financial policies, in transparenayhasic commercial behavior (such as accounting,
auditing and disclosure), and in prudential sueovi.

The required improvements are a mixture of fiscal mmonetary issues traditionally the responsibdity
the IMF, and financial and structural issues tiadally the responsibility of the World Bank anakth
regional development banks. The Australian Govemtrhas a strong interest in there being a better
definition of the roles of these international ingtons, and better cooperative work among them, t
accelerate the building of stronger national insiins.

Transparency as a key

The Australian Government's input to modernizing ititernational financial architecture has beett bui
around enhanced transparency.

Transparency is not an end in itself, but is addeynent of building better national institutionstter
accountability in the marketplace, better econosniweillance, smoother adjustment to unforeseen
shocks, and faster reform of unsustainable policBstter transparency and accountability have
implications for the operations of private entespr{both in the financial sector and the 'real eooy)), of
governments, and of the international financiatitnions themselves.

I will turn briefly to the Australian Government/gew of some major elements of improved transparenc
required for each of these important aspects ofkbleal economy. While time does not permit a full
outline of these topics, an attachment to the pdmiersion of my address lists the key Australian
Government policy documents in which the underhyanglysis is developed at greater length. The
Australian Government has sought to carry forwgsdiews, and win support for them, through the
Manila Framework Group, APEC Finance Ministers Bgdnomic Leaders meetings, and our
participation in the governing boards of the inggronal financial institutions.

Transparency for firms

Well-functioning markets rest on the foundatiorc#dible and timely information. In the 'real’ aomy,

managers need credible accounting and other infosm#o estimate how to price and where to invest.

the financial sector, good credit analysis andletatvestment and credit flows also rest ultimatahy

sound underlying commercial practices in the 'madnomy. Moreover good government prudential

supervision of key parts of the financial secteeit rests on that same foundation. Requiremeitade:

- good contract laws, insolvency laws angoaations laws, and the independent institutians t
enforce them without fear or favor;

- good accounting, auditing and corporateegeance practices (eg of continuous disclosure), a
active and independent professional groups suet@suntants and company directors to help
maintain them. Strong professional associatiopgloie of supporting professional standards with
integrity are of course not directly within thetgiff either governments or international financial
institutions, but rather emerge from a strong caciety.
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Good commercial practice has been codified ovesnegears. Emergent economies and rapidly

industrializing economies do not need to re-intbetwheel:

- For example, international standards adigg principles have been created for accounting,
auditing, cross-border insolvency, and corporateegmance. These international standards can be
studied and applied to improve national practice.

- At the level of technical assistance, Werld Bank and regional development banks can help
emergent economies to apply these standards indivei circumstances.

- And regional political groups can preptre political ground for those improvements, and ca
facilitate the private-sector-to-private-sector temh that can strengthen the commercial and
professional elements of civil society.

- In our region, the Australian Government has kesative in APEC Finance Ministers
Meetings and the South Pacific Forum Economic MansMeetings in raising awareness
of, and interest in improvements to, corporate goaece and insolvency law.

- The Government has also been keen to draw orrdlizss private sector and regulatory
strengths to help build similar strengths in thgioa.

Transparency for governments

Financial and banking crises can't be forecashin@ecise sense. No matter how long it takes tteem
build up, when they break they usually appear ssirg, sudden, disproportionate reactions to rather
small changes in external conditions.

But vulnerabilityto crises can be identified, and the sooner theevability can be signaled, the better:
policy corrections can then be smooth, continuans, without the need to recover from protracted
resource misallocation from longstanding inappragerpolicy settings. The problems that can ultetyat
arise with fixed or heavily regulated exchange ratgmes illustrate this issue. In most (if nd} tie
major crises of the 90s, real effective exchantgsrdrifted to unsustainable levels under contdolle
exchange rate arrangements of one sort or another.

We have seen in the 1990s the fundamental and efjgiosive incompatibility between inconsistent
settings of fiscal and monetary policies, fixedleatage rates and the of capital markets. In a nuaibe
economies, as exports lost competitiveness andrisipoomed, foreign exchange reserves ebbed.
Tensions arose between fiscal, monetary and exehaatg policies, leading at some point to a cosis
confidence (often domestic as much as internatjondhe sustainability of the policy mix, followdwy a
rapid swing from high capital inflows to high owtfs.

Often the very presence of allegedly fixed exchaiages led businesses and banks operating in weakly
supervised markets to enter international transastwithout properly pricing for, or insuring agstinthe
actual risk of significant exchange rate adjustme3a the actual reversal of sentiment, when is@ro
caused devastation to the financial sector andeleeconomy.

One currently popular, partial acknowledgment efsiiarecurrent problems is to suggest the exchage r

should be pegged not to a single currency, butitasket of currencies. Indeed this may help tegrek,

by somewhat diluting national vulnerability to urdseen movements in the real value of any one key

foreign currency in the chosen basket. Australiefly used such a system in its transition frometl to

floating rates in the late 1970s and early 198Bst that system had to be abandoned. Peggindasket
of currencies does not ultimately solve the fundatalechallenge: emerging or rapidly industrialiin

economies are almost by definition experiencingd-and un-forecastable changes in the composition o

their trade and capital flows. They may also bdiffitrent stages of an economic cycle, in neegadicy

settings for domestic stabilization which are mdikeut of line with those being pursued by econesni

in the basket.

Ultimately, it is hard to see any resolution ofdbehallenges except by:

- clearly assigning fiscal and monetary giek in a transparent way to clear objectivesnmeaium
term framework;

- pursuing national economic flexibility byructural reform;

- providing as much information as possthi®ugh good data and transparency mechanismbaso t
emergent tensions in policy settings are moreyikelbe identified early and corrected in a smooth
and timely manner; and

- allowing the exchange rate to be set erttarket.
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Again, recently developed international standamlp governments, and help market participantshim t

process.

- The IMF's improved Special and Generaladissemination Standards and improved BIS stesisti
will help transparency.

- The IMF has also developed (or is wellatted in developing) transparency guidelines &udi
policies, and for monetary and financial policigsmd other specialist international groups have
developed guidelines on effective supervision afdirag, securities and insurance markets.

The Australian Government actively supports thesebpments, both by its support in the relevant

international agencies, and by ensuring its dorogstiicies conform with or lead best practice.

- For example under the Charter of Budget Honesty Australia now has accrual fiscal accounting
with clear treatment of contingent liabilities agalod transparency disciplines on the fiscal
consequences of political parties' new policy psmaimade during election campaigns. The
Charter also requires that governments releaseaéifinoal strategy statements based on the
principles of sound fiscal management.

- Following recommendations of the Wallis Inquinga the Australian financial system, Australia
has also moved to a modern, ‘product-based’, ptiadlsapervisory regime not compartmentalised
by the traditional distinctions between differeotrs of fast-evolving financial intermediaries.

"Transparency reports' on government policies tsmteelp improve policy practice, and the smooth

evolution of policies towards global best practice.

- Earlier this year, the Australian Treasurer reéghan Australian 'self assessment' report which
provides one model of how this might be achieved.

- Equally, the Australia Government supports furtt@untries participating in the preparation of
country transparency reports, including throughithgortant work of the IMF in this area.

Better data and better transparency about polie@gs voters, investors, bankers and businesseb thair
own conclusions about policy sustainability andessary policy reform. But in addition to these
spontaneous processes, better information alsstagstter formal surveillance by international
organizations and peer review of policies and perémce.

- Here, too, we are seeing steady progress: theslidsue of Public Information Notices on the
outcomes of Article IV deliberations; and the stgeaturing of regional surveillance discussions
in the Manila Framework Group and APEC. The AlgtraGovernment is active in support of all
these explorations.

Transparency for thefinancial sector

Transparency is not just something governmentstboeie citizens or 'the market'. It is equally sahieg
‘the market' owes the communities which definerthes which underpin it. Common law countries
(which are of course particularly influential inttieg de facto commercial standards in the modern
economy) generally hold managers to high standafrgsiblic disclosure, especially of bad nelvénd
the virtues of transparency are also embodiedgisli&ion promoting consumer rights, truth in labg)
and so on.

But is not only spreading the expectation of higtmnmercial standards of transparency. It also
occasionally permits opaque developments outsigl@itiect reach of any single jurisdiction. Theiss
raised by Highly Leveraged Institutions (HLIs), mding but not limited to hedge funds, show the
problems that can arise even in sophisticated-regllilated, large national markets when there is
insufficient information on, or prudential supeiwis of, such institutions.

The Australian Government believes such problenesi ne be solved not just for the security of major
capital markets, but also if we are to assure thvdszse local markets are less liquid that theynate

1 Ray Ball,Disclosure, Corporate Governance and Wealth Creation, 1998 Bert Kelly Lecture,
summarised in Préci¥ol 8 No 2, December 1998, p 6, Centre for Inchejemt Studies.
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threatened by market-rigging practices. Contimvatespread political support for open global cdpita

markets depends on it.

- The Australian Government is contributing to stedy of these issues through the work of the
Reserve Bank of Australia on the relevant sub-camees of the Basle Committee on Global
Financial Markets, and also in the work of the @ifiated Financial Stability Forum.

The Government also believes it is important tayctorward work on 'bailing in' the private sectorthe
event of crisis. Public support for IMF crisis prams the Supplemental Reserve Facility and the
Contingent Credit Line depends upon it. Thereoiscern that, without matching private sector
obligations, these programs will contribute to midvazard, casting the Fund in the role of 'lenddirst
resort'.

Some experience has been gained with bailing iptivate sector in cases such as Korea's. The
Australian Government welcomes the G7 call for@alrframework for involving the private sector in
crisis resolution, which sets out in advance ppled, considerations and a broad range of tooladtion.
We believe it is a priority to press forward witfig work.

Transparency for theinternational financial institutions

This brings me to transparency for the internatidinancial institutions. In national insolvenoggimes
and prudential supervision arrangements, courssipervisory authorities have strong powers that are
publicly supported because of transparency of m®ead the democratic accountability of those
responsible for decision-making. Support for intgional 'bailing in' arrangements will require gam
transparency in the relevant institutions to ensuternational public support. There are many rsgan
improving transparency and accountability of theeinational financial institutions, and the Austal
Government supports further work to develop theohtast them.

One key need is to improve representation of thergamt economies of this region in deliberationsrov
the international financial architecture. In soaneas this has already taken place - for exathple
IMF's New Arrangements to Borrow, which Australlayed a role in shaping, can be interpreted in this
light. As too can the recent decision by G7 Leaderbroaden representation in the Financial Stabil
Forum to include significant financial centers (lgdfong-SAR, Singapore, the Netherlands and
Australia). It will now be necessary to push ahedét an informal mechanism for dialogue among
systemically important countries within the framelvof the Bretton Woods institutional system - as
agreed among the G7 recently in Cologne.

Less dramatically, but very importantly, the inttional financial institutions will need to workgether
better. The crises of the 90s have emphasizeingbertance of ensuring that the 18th street divisio
between the Fund and the Bank should not beconssaé in which important work on structural reform
and institution building is lost, or left behind @am excessively fast push to capital account libeton.

Conclusion

In conclusion, let me underline three themes inléssons of the late 1990s:

- First, independent institutions and strong ceatiety count in making markets work transparently,
securely, stably and fairly. We need to devoteamwoork, including work through the international
financial institutions, and involving emerging aragbidly industrializing market economies, to
helping build and protect these fundamental stiegt all economies.

- Second, reforms under the general rubric of bétémsparency offer good prospects of better
market performance, better prudential supervisiforapital markets, better surveillance of
economic vulnerability to crisis or contagion, leetjovernment policies and smoother correction
to unforeseen shocks.

- Third, capital account liberalization should moh ahead of these foundations in better instihgio
and better transparency, but it should remain aguivocal objective.

These views are not ideologically based. Rathery teflect a pragmatic appreciation in Australiease,

developed over decades of what works and whatndpegews supported by the performance, over récen
years, of the Australian economy itself. Good @eB, transparently explained, have raised domestic
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performance and been properly recognized in intemnal capital markets; a remarkable performance in
the face of one of the most profound challengetdront the Australian economy in the post-waiiqakr
Thank you.

RG: Thanks Ken. The acting secretary has agretakeéquestions or comments, so | open the
meeting. Yoshitomi-san

MY:  Talking about sequencing, capital account catibgity and better institutions. What are thetso
of indicators you have in mind to measure the bétigitution, bad institution, to what extent igtion
building advanced or not. Can you give me any oetecddeas how to measure them?

KH: There is a good deal already available in tlxg wof generally accepted standards. The IMF, as
you know, has quite a program in standard buildinderway. It's, at least in the IMF’s case, foogson
fiscal policy, on monetary and financial policies, basically macroeconomic policy settings, busioiet

of that there are standards being developed itizalto corporate governance practices, accounting
standards, insolvency and bankruptcy standardesd mstitutional developments, or at least statslar
which allow institutional settings to be assessdthelp in establishing the vulnerability of anammy

to an adverse market shock. And the lesson, asewd, is that one has to be careful that the pace
capital account liberalization does not outrunghee at which an economy, through these means is
protecting itself from that vulnerability.

RM: Just building on that point, the problem fronddnesia’s point of view is that it doesn’t have
good prudential regulation, it has a very weak llegatem, bankruptcy laws are not effective, the
accountancy profession is not very well regardetissmon and so on. It has all those problems,
unfortunately it has had an open capital accourtesabout 1970, so can we turn your recommendations
around and say that Indonesia should now closmjtgal account.

KH: Well, | think | addressed that issue in my megd remarks and | don’t think anything I've said
should be taken to suggest that indeed is whatlesia should be doing. Rather it's a questionettirgg
an appropriate balance in the degree of capitaliaddiberalization and what it is that’s going on
elsewhere in the economy. There are vulnerals|ibme has to be careful, that’s not to say oneldhze
erecting barriers, | think | addressed that poifitere may be cases, in the extreme, where, fbod s
period of time, it makes sense for some degreeaoital controls being reimposed, but those casesatr
likely to be many and | certainly not be offeringch a prescription in the case of Indonesia. Bearind
too, this is | think an important point, that, gobably, it may heavily qualify, some of the reksror at
least interpretation of some of the remarks | haagle about appropriate sequencing. One could argue
that Australia’s sequencing of reforms from thdye2880s was not appropriate. We have had our own
set of crises in this country. One only has ta@liebe events of 1985 and 1986 in terms of subistan
fluctuations in exchange rates, that may not haveusted to a crisis, but | do think had an influziea
confidence, there’s no doubt about that, and omddcalso consider the difficulties confronted by ou
domestic banking institutions in the late 1980s eady 1990s. Perhaps, though, the lesson thatomay
drawn in Australia’s case is that it was the vescipline of the liberalization of capital markekst
produced an enormous amount of economic reforrhestructural setting of macroeconomic policy.
And particularly in the development of medium tdrameworks for fiscal policy and for monetary pglic
So | wouldn't want to say that you have to get ymlicy frameworks right before you venture atddivn
the path of capital account liberalization, bug dlear and, | think, unambiguous that if you gairy
policies right first then you can enjoy the bergetf capital account liberalization much quicked avith
greater confidence.

DV: Just pursuing this question one step furtharcbuntries who have not been through the catharsi
of the last few years, for whom there is reallychoice, do we know where in the sequence of opetiag
capital account, floating the exchange rate, shilid early on, at the beginning of the openingloould

it be at the end when reform has deepened and teatein place.

KH: I'd be hard pressed to answer that questidherabstract, | think we would need to be talking
about a specific country in order to come to thdgment. Fundamentally, the concern here is afring
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capital markets have sufficient confidence in aoneeny, that the economy is not subject to the ofsk
sudden reversal of sentiment and what it is thiitaghieve that level of confidence is going to eleg on
the particular country. | don't think one can prés hard and fast rules that would apply acrdiss a
countries. Now the standards | referred to eadehave reasonably general application, | woujd &ut
if you looked at those standards in any detail, yee that they are not overly prescriptive, celyaiot to
the sense that every country that has practicesistent with those standards is going to appeargdéas
out of the same pod, certainly not. There's séopa considerable divergence of institutional eigrece,
but nevertheless, as | said earlier, the standiygsovide substantial guidance, but | can't angwar
guestion in the abstract, we would have to knowpmticular country we were talking about.

DD: Picking up on the weight of risk bearing capaaif you'd like to comment, one of the other
issues countries which one of the elements is Higlity to withstand large macroeconomic shocks
without significant effects to people, not necedgéinose who benefit from an open capital accoifnt,
you'd like to comment on how long that takes im®iof standard setting process.

KH: The institutional framewaorks that | talked alb@on't stop with the financial sector, don't stop
with issues we might typically think of as economladeed they do go to issues which are typically
regarded as social and | think that has been otfeedéssons of the recent period. That strongakoc
infrastructures will be required to underpin dornesbnfidence in economies. And without that dotites
confidence in an economies ability to benefit framopen capital market, we are not going to see
economies benefit from and open capital marketm®stic political support is fundamental and that's
been a key lesson in the various IMF programs énctiisis country of the region and the appropriateial
infrastructure to underpin domestic political suggor sound macroeconomic and structural policies
elsewhere cannot be overstated.

CM: | have a question relating to moral hazard.rélldazard pertains to the issue that the incentive
structure for a country and the markets is notesziribut, and that induces a higher risk for crisis
Wouldn't you agree that, given the amount of suffgrpain, output loss that countries, especiallthie
region have undergone, that it is not as much sueisf putting in the right incentives to adoptreot
policies, but it's more an issue that we shouldkwtowards providing the correct advice and so if'&not
only providing correct advice but also that we ddawot be so hesitant about increasing internationa
liquidity. | mean increases of quotas for the Féordexample because it is not as much a matter of
incentives as pursuing the right policies and hguginfficient liquidity available. Thanks.

KH: I'm not quite sure that | understand the questiet me see and you can correct me if it's alsvio
that I've misunderstood what you're saying, bstitt clear to me how lecturing people, | don'twrib
you're intending to say this, but lecturing peagid@ut policy requirements in particular countried aven
having those views known publicly and accessiblhé&ointernational financial markets, how that e i
own deals with the possibility of moral hazard.eTdoncern in that respect is that there is a Hakthose
who are investing in economies in their own investbdecisions are not pricing risk appropriatelgt an
pointing out policy requirements in a particulauoty may have some impact on that, but the quessio
does it have sufficient impact on that. When themerisk of a deception that there is a buckehohey
standing behind a country, that's | think, is ne#ile risk and | think the policy requirement istave
some system, and in our view this needs to be amexset of principles, which is recognized, is\n

to investors such that investors price risk appetely.

RG: Last intervention, Yoshitomi.

MY: What is your view on the once proposed Asiametary fund.

KH: I'm sorry, no comment.

RG: We'll soon have Sakakibara-san here as an @dpuofessor so you can come again and ask him.
Just a footnote on the little exchange about sexjngnn Australia, | was fairly close to that aettime

and certainly the financial deregulation wasn't@futhe theoretical textbooks, it wasn't what woloid
recommended, but I think that during the finandategulation, the abolition of exchange controld an
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floating the dollar in 1983, the banking dereguatin the couple of years after that was actuadhptul

to the overall reform process. It was a very girsignal that the government of the day was a neifsir
government and for reform you need leaders, yod peeple through the community taking risks,
sticking their heads above the trenches and thatamancouragement to them, saying well stick your
head above the trenches and at least there wilbbee people not trying to blow it off and, in adiufit, it
was important that, this was a fairly technicalkatteat developed a lot of enthusiasm among thadiah
community, the people most directly affected bgritl wasn't deeply worrying to the rest of the
community because they didn't understand much abo&b politically it helped build a feeling that
reform was a positive thing. it showed there wezeple supporting reform and there wasn't greatifaop
resistance and a third area, probably pretty sigecifthe Australian case, but the fact that toatihg
dollar was able to depreciate so readily and efahit was able to overshoot in the mid-1980s was
strongly supportive of the trade liberalization wlinthe government wanted to do, but with an
undervalued exchange rate, or certainly not hatongarry the burdens of an overvalued exchange rate
which under the old system it had to do from timéime, supported trade liberalization. So whatekre
theoretical arguments for deregulating the goodseta before financial markets, the particular szope
in Australia was politically feasible and other segces might have been more difficult. Thanks Ken.

KH: I'll just add one footnote to your footnoteusd very quickly, | don't disagree with any of thady
footnote is that what is important in looking a¢ thustralian history is that you had the politisgbtem

and the other institutional structures in the decisnaking centers in Australia that, when confesht

with challenge, | could use the word crisis, buewltonfronted with challenge, were able to respond
quickly and to implement change quickly and you bacelectorate which was receptive of both the need
for radical change, or at least substantial chaage ,was prepared to participate in the procetmgé

and rapid change. | think that was important im Australian case and | wouldn't want to suggest th
same ingredient would be present in all other egves. Certainly, | would suggest that it was pnese
the New Zealand case, but is it a global charatie® | doubt it.

RG: Thanks Ken for sharing with us important pectipes on issues that are very important to
Australia at the moment and we're glad you're tiretbe Treasury taking the arguments forward aetlw
like to extend our thanks for sharing that with li.hand the chair back to George.

GV: OK. We'll have to watch the time. We're nowvimg into our concluding session with papers

covering policy recommendations for emerging markat/e'll start with Chris Mulder, we deeply
appreciate his presence here of overcoming obsafteleobstacle, thanks so much for persisting.
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CONCLUDING SESSION

CM: Basically the outline of how | will proceedas follows. First, I'll go briefly into our estation
methodology, so that we're all on the same sp&etondly, | present some estimation results and the
results of some special tests. Then I'll try tareleterize the three crisis episodes that courttiaes
undergone the last 4 or 5 years. Then turn tcpaplications. Just to give you a little bit neor
justification, | think we found a number of intetieg results in our paper. Including interestiegults
that the early warning system that is being usetiénMF that those variables are actually faiypd
predictors. Some of these results, we were acldeling for quite different results, we were adlyia
trying to test for the significance of politicaldicators of vulnerability for the 1998 crisis. Bese we
found those indicators to be significant in 1994 4997. However, in 98 it didn't work out becatise
main crisis were not captured by election proceasdn 94 and 97.

A little bit about our methodology. What we've éds basically extend the methodology of Sachs,
Tornell, and Velasco (STV) to try to explain thentagion effect of the Mexico crisis into the soledl
tequila crisis in 1994. The spread of the Mexicasis to a number of Latin American countries attaer
countries around the world. To do so they estirrate we also estimate, the crisis index which is
basically the weighted average of the loss in keseand a change in real exchange rate over tis cri
period. The weight is equal to the precision, \h&one over the variance, in other worlds if tbgerves
were stable then you weigh the loss in reservegypneavily. If the exchange rate regime was fikeeh
you weigh a change in exchange rate pretty heagy the crisis period. So, we estimate this ciisilex
as a function of the number of underlying variabl&be crisis period are the three five monthsquisi
basically following the major outbreak of a majoists. |.e. the standard 94 Mexico crisis, Jul9Z1%he
Asian Crisis, July 1998 the start of the Russiasi€iand its spread throughout most emerging market
soon after.

The sample of countries used is basically the sastbose used by STV. Many of them, the main farge
emerging market economies, this is really ..?® stmple as you'll see | think we've got all caestr
discussed here in the seminar except for Chinarfi lcorrect. So, main countries Korea, Thailand,
Malaysia, Turkey, Russia, India, etc. are includedt me first show you some basic results for 94-9
Because what we did in our paper is extend the Bdiviework to 97 and then to try to predict out of
sample the 1998 crisis as pretty strong test afisttess. The variables used by STV report [thebkes
from any of the following two] (?) lending boom, Geedit to the private sector over the preceding 48
months, second the real effective exchange rateraésmasures as increase over the past 48 months.
Besides we use a bunch of dummy variables whicicate high reserve levels or low appreciation.

| don't want to bother you with the details of thestimation results. Mainly | would like to shgau the
results of using these equations to predict thé3 X9&is out of sample. Now what we see is if vae bet
our money on STV then we would have ranked Russta@most robust country, and on the other hand
the Philippines as the most vulnerable countrynesally if you go down the line what you will baslky
will see is that the correlation between the pritolicand the outcome is negative. Not a very psimgj
result. To do a proper out of sample test, rathan picking our own variables and sort of dataingrwe
offered to test another pre-determined set of béggm The set of variables that has been usdtkirdrly
warning system of the IMF. The five variables thave been used in this early warning model are rea
effective exchange rate, INS means that its owriratl system, the current account deficit as agmdage

of GDP, short-term debt over reserves, the chamggport growth and the change in reserves.

What is immediately apparent from the estimatiasulis is only three of the five variables are digant.
Now, mind you that the early warning system offilned is estimated in a different methodology than
what we do. They estimate it in what may be theestandard methodology is where you have a very
specific crisis threshold. You only measure criispasses a certain threshold and you give vweight
basically of one. Secondly it is a continued measent so those variables were derived in a diftere
methodology than we did, and their methodology @serfocused on prediction. Whereas ours is more
focused on explanation and specific crisis periddsany case what you see is the current acceoefitit
is significant variable a result you don't findany of the rest of the literature.
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If we use this to explain out of sample then wepgetty good results. The rank correlation coéffit is
significant at the 1% level. | think a good pafritas the peak crisis in ?Bulba? and Russia vestimated
pretty well. Brazil is in the three of the top mpsobable countries. Three of the five most veaibée
countries were correctly identified. And also tbeer end most of the less vulnerable countriesswer
correctly identified. Korea, India, Malaysia mitttht you in 98 according to the crisis index mahthe
countries in Asia performed relatively well becattseir exchange rates appreciated and their reserve
levels recovered.

So, the core set of variables performs out of samgdsonably well the 98 crisis.
EC: How are you defining a crisis?

CM: The weighted average of reserve loss and exjgheate depreciation, change.
Unknown: During how long?

CM: The crisis index we measure and explain is@rmonth window during say the peak of the crisis.
So, Dec. 94 - Apr. 95. The weights for the reséogs and exchange rate loss we derive over thed0
period before the start of the crisis. So, weattemweigh the exchange rate loss or reserve les/he
depends on the precision during the 10 year pdréddre.

OK, having derived a fairly robust result. Robumsthe sense of predicting out of sample and conifig
variables that were proven valid in another methoglo We did a number of tests. First, is wedrée
Fund program dummy. We did it last because | tigkpect it to be significant because our sample
includes two prominent crisis countries in 98. Hw@r, as you can see it is quite significant, and i
contributes negatively to the crisis. If you lcatkmore detail what you see is the following: coiast
with Fund programs in our sample have on averaggeliquidity, ie they have more short-term debt
compared to reserves. They have less liquiditgwéler there are other fundamentals, as | refdrem,
real effective exchange rate and current accoureiblas are slightly better. So, in that senserined is
performing its traditional function of providingglilidity to countries, which have relatively sounder
fundamentals. But obviously the fact that the Fprmram has dummy that's effective means that Fund
program takes up something in addition to thosedlwariables. So, possibly the structural programs
followed by those countries were better. Obviousilgan also be just a sample result. But yeffaloe
that the sample was basically the sample selegt&hbhs, and | doubt he for sure he selectedgivious
this result. In that sense its a blind sample.

More interestingly perhaps, is the test for altéxgareserve variables. Indicators for reservejadey.
What we see is that alternative indicators, mogdiase indicators, are not significant or barely
significant. Not even at a 5% level, at the 10%eldor M2 over reserves if short-term debt ovesemyes
is included. Also the traditional indicator, imp@over reserves, is not significant. Now, oneontgnt
thing to bear in mind looking at the various papg&ms seen here is that short-term debt is by remgi
maturity. So, when you look at short-term debtigiwlly, one should look at short-term debt by
remaining maturity because it does make a diffexarfavhether the original contract had a duratibn o
one year or its a medium or long-term bond, whallsfdue over the first year.

Secondly, the source is uniformly BIS. So, itsitalty only debt to banks. OK, the next resultamto
briefly share with you is the following: in ourtimhate result we also tested credit variables.yés noted
STV had significant results for their lending bowariable. If we did some alternative specificaidar
it, which you'll find in the paper, there's basigalDRPC, which is | think a sort of more sophistied
formulation than what they had. What you do sebvanat explains their negative result is that 9%y8u
see private sector credit growth to be significafdr 98 you see it to have the wrong sign. Smf&3
credit to the private sector functioned as a @imtdicator. On the other hand if you look at @réalthe
government for the first two crises it had a nagasign and for the last crisis it has a positiga snd
very significantly so. So, what you can deducenftbis, at least from our sample and using the
techniques we used, is that credit is an imponariable. However, in certain crises its more type of
credit and another its another. You cannot sulistihis by using total trend.
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| do not want to bore you with robustness testiseylbasically show that the parameters are prehles
if you eliminate the main countries. Let me justnsnarize the three crisis periods in terms of esults.
First, the liquidity related element - the shomatedebt over reserves. Even though it only staided
feature prominently in the 97 crisis period, wasoajuite significant in 94. So, the short-termtdeb
element is something that explains all these tbrises, and not just the Asia or Russia crisise dal
effective exchange rate was particularly significanthe 1998 crisis. Most people that have looaed
Russia and countries like Brazil will agree. Itsnso important in 94. In 97 you see pretty ggron
correlation between the real effective exchange aad the current account deficit. It was as alréisat
those variables are not very significant in thec83is. In 97 crisis when you look at some of tesults
that Ivan presented you'll also see that the regispill over effects, if you test for a regionaindmy,
you'll see that its pretty significant. Indicatititat the countries were competitors or that tigeorel
contagion ?equilibrated? the situation.

OK, policy implications. Our core estimation basig looks like this: the crisis index is .35 time
appreciation plus .17 times current account defiBiasically this ratio is 1 to 5 indicating that a
appreciation of 5% if that's bad in these estinmatasults as a current account deficit of 1%. Muoes,
an appreciation of 1% can be offset by higher resecompared to short-term debt if the ratio isutldo
of 1%. More generally you can solve this equafmra zero crisis index and you'll get this typeaedult:
You'll get the result that you can with higher ress over short-term you can to some extent offadt
fundamentals. To some extent you can offset antiaccount deficit. To some extent (in a three
dimensional picture you would see) that it can alfset real effective exchange rate. To somergxte
because the higher the more negative the fundaisemtaild get the more extreme your offset becomes.
Indicating that your off the chart and you shoulthe', not realistic. It also indicates that thisrp here,
that zero crisis index coincides broadly with reserover short-term debt ratio of 1. If you tratslthe
BIS short-term data into total short-term debt dat@w this rule that reserves should be maintaionetie
level of short-term debt has been suggested byrSpam in a number of speeches, lately. So, | tthiak
is a kind of significant result that you get braagbport for such a level. Plus, that there is some
indication of a trade-off.

OK, one point that is significant for the confereris of course all this talk about capital controls
Empirically it makes no difference whether you reglshort-term debt or increase reserves. Thatsta
of simple empirical outcome, but its neverthelesssamething you may want to think about. | mean yo
can try to control capital inflows, but you couldatry to offset it. Regardless of how you dantd how
successful your controls of short-term debt aregaumeasure the level of short-term debt.

EC: There's a big difference in cost.
CM: Well, there's a big difference in cost. I'nt eatirely sure that...

EC: Think of what you make on reserves and whatpeay on short-term debt. That makes enough of a
difference.

CM: Well, | have not seen proper studies that sttt increase in reserves to which extent theyaedu
your borrowing cost. | mean at face value theatfife big but indirectly the effect is definitelphas big.

EC: (Laughing) Let's be honest.
MY: Garbled ... that's the difference in cost? gstion about transparency)

CM: | think before the crisis they borrowed atumbtred basis points over US T-bills, so that'sthat
high an estimate. | mean your absolutely rights bn issue of costs. Its also an issue ofitligion. If
you hold high reserves and it lowers your borrowdngts in general it also lowers the borrowing sadft
the private sector. So, its the public sector beatrs the cost for the private sector, which toesextent
then its from. The question is should one alsspeistrategies regarding debt. Obviously if yontwta
bail in the private sector the easiest solutioto isave a maturity structure of debt that is rekdsi long.
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That's kind of the motivation behind another pr@ldyy Greenspan to have the average maturity df deb
over three years. Now there are a lot of drawbé&elssich a rule. In any case if you focus closelythe
level of short-term debt you also have a clearntige to try to avoid humps in your debt profilas a
central bank it would be costly and complex if $fterm debt falling due in 2 you or 3 years woukde

lot higher than the standard level.

Let me leave it at this. Basically the result ve¢ ig that liquidity is important. Whether it igidity

held by the country itself or international liquigthere presumably is a tradeoff. Presumablyetier
some sense in why there is an IMF, which is thahsaper to pool your liquidity than for each andrg
country to hold its own liquidity. The origin, dhe plane | was reading to much about the inter-war
period and the motivation for Bretton Woods, ang/wie US Treasury wanted to pool its exchange
stabilization fund and obviously fundamentally iakes a lot of sense. Secondly, debt managemant is
important, but how to pursue it in detail, what Haance is between managing it at the macro kvel
managing it at the micro level through appropriatitutional arrangement. That of course is sdrimet
that is extremely important and no doubt on topedple's agendas.

GV: Thank you very much Chris. Should we go twidand Ross?

DV: | hope that everybody's got a copy of my papgémwould make it easier to present if | knewtthau
had one nearby. A year ago, having lunch togethKatarina's Bar here at ANU Ross and | decided it
would be nice to do some work together on undedstgrthe extent to which the IMF programs in Asia
had been wise programs. This work continued osaries of telephone calls and conversations,haut t
actual writing down of this has been fairly recantl that's why it looks a bit like one of thoseait
autobiographies in which the text is written by @egson in consultation with another person. ft$al
you to judge which of the people is doing the ghvasting for which of the other people.

The paper has an attempt to draw out an interimmsassent of what is now known about the advise that
was given and should have been given about thenAsiais. There is an extraordinarily useful,
sometimes frank sometimes less than frank, pap@&irbgthy Lane which Ross and I've made
considerable use of in writing this paper. Thatamnrates on Thailand, Indonesia, and Korea andilve
do the same. The presentation will have a numbpais, quick discussion about what we feel about
causes and lessons of crisis prevention. The isksigort-term vs. long-term components of the paels
so discussions of the anatomy of the crisis, wiglvides a back drop for learning the lessons ftioen
monetary and fiscal experiences. Some subseqoéed about the import lessons about financial
restructuring and some brief concluding remarksth& end of the paper there is what's ?? andé hav
come to call our own private spaghetti diagramisTtaken from a paper ?? and | wrote last ybaua
the onset of the crisis.

The argument about causes of the crisis are vechrimutune with the kind of reasoning that has baten
the core of discussion over the last two days.t Thecrisis was as a result of vulnerabilitiessealiby

both inadequately developed and regulated finasgstems and inadequate macro policies. Leading to
risks in financial and currency crises. But asPshid, with his metaphor, and let me add one tadou
road traffic accident. It requires a trigger tont@a vulnerability into a crisis. You can thinkdriving

very fast at 90mph down a motorway, much to clesté traffic in front of you. You may or may not
arrive alive and something, a stone on the windidhis the kind of negative shock that produces the
crisis. Later on negative export shocks as thecaticore shock imposed on this vulnerability, dnen

we argue that the severity of the crisis resultethfthe interaction of currency crisis and finahcidsis,
which had not been anticipated and which was ndetstood at the time.

This resulted from the particular feature to whiisled exchange rate regime had contributed vegelar
scale unhedged borrowing in foreign currency. Meation far from easing the position of the trouble
countries, as it did for example in the ERM crigigreased the financial stress of companies thdt h
borrowed abroad unhedged and worsened the downire.first major lesson from the crisis is the
ignoring the vulnerabilities described involvesitakbig risks. Policy advice by the IMF in the lgao
mid-1990s did, | think its fair to say, fail to dvattention to vulnerabilities sufficiently stroyghnd can
be faulted on those grounds. There is an extewalation by a group of three ??? which is about t
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report on the IMF's advice to the Asian crisis doies. Not after, but in the run up to the crisihere are
lessons to be learned in financial regulation dneddesign of macro economic policy.

Nevertheless the discussion over the last day alidhls suggested that there do remain uncertaiirtie
the appropriate advice about sequencing and alsat @iolicy to capital inflow. One can stand on the
fence on that issue, and | would like to. Andag that there are unanswered questions. Themnie s
but not complete agreement that FDI inflows are lagdnerable to reversal and outflow than portfalia
other short-term flows. Pretty wide agreementhat.t There is also wide agreement can change the
composition of capital inflows. There is less agnent whether those controls will change totalow
or merely cause portfolio and short-term flowsumtup measured as FDI by repackaging. And treere i
very little agreement about whether short-term tzdygiontrols will cause a country to be less vidide to
capital withdraws because of the smaller stockeifitl footloose foreign funds. Or whether suchtcols
will make little difference because of the stockiqtiid or liquifiable, to make Eliana's point, destic
funds. May be sufficient to facilitate outflows snch circumstances.

Being more provocative | think it is important todapossible to take a first strong conclusion. sTigi
what | have just labeled, don't confuse long-teamses with the short-term crisis. To continuettatic
accident metaphor, which ultimately comes from BegpGrenville. We'd be rather surprised to see the
ambulance crew spending time fixing the breakshencar that had crashed rather than on tryingtto ge
injured passengers on to life support systems.o#tiog to Feldstein this is exactly what was adeabf
a lot of the IMF's approach. I've quoted in soratai the IMF's justification for this Christmasé&
approach of mixing up long-term recommendation$ whort-term crisis management. But, | think the
key analytical point one can make in being somewhttal of this is as follows: everyone can appl
the desire to promote policies that foster longaterogress, but the Fund to become heavily involued
such policies it means confusing responsibilitied ime scales. Ever since the Keynesian revoiutio
fifty years now, that we've had a rather clearididion between short-term stabilization of outparices,
and the external balance. And that's been undetsie separable from structural policies which mrem
longer-term growth. And we would add would loweitnerability to crises in the future.

The crisis was we think the kind of coordinatiofiuige crisis, which requires macroeconomic policiéts
our view that the Fund should focus on the poliggrapriate in that circumstance. We will now foaus
that short-term life support sort of issues. ksessary in order to discuss monetary and fisdalies to
have some sort of anatomy of the crisis. Its gadedb argue that the proximate cause was a large
downturn in export growth. Indonesia may be thieufor this claim, but certainly for Thailand @n
Korea growth rates of around 20% in exports skideteskntially to zero within a year. There's qaitst
of text on page 6 of our possible reasons for this Jet's take this as the trigger for the crigithe face of
the vulnerabilities we've already described. Theds initial approach to this was an application of
financial programming with two elements. A mongtpolicy designed to be consistent with a modest
depreciation of the exchange, so as to promotesadgnt through the promotion of net exports. With
some tightening of fiscal policy. | should've haad another major element ... let me get thetsgodes
right... two elements: firstly the adjustment ofmatary and fiscal policy and secondly the provisibn
large financing packages both directly from the drand with bilateral support. The packages were
designed to boost confidence and give time foretenomies to make adjustments to the changes in
policy of a monetary and fiscal kind.

However, as we know instead of the modest excheatgeadjustment envisaged coupled with the
restoration of confidence which had been hopeddamencies in the region went into free fall. Ve
had the privilege of listening to Soedradjad flniaad account of what it felt like to be in the dniy seat
in the free-fall of this experience, but let usand draw some headline descriptions of what wasygmn
across the three countries. When calling(?) Ikhire Fund's fundamental approach was a stabiizati
one, interpreting the collapse as a fear of mogetalfapse. In the report done by Lane and Alvalis of
a lack of resolution in the application of monetpolicies to staunch the fear of monetary collapdere
is a sketch of how it might have appeared of agrasichematic kind . Suppose the might have said th
markets have no idea whether authorities in a ecgune trying to stabilize prices around the lewbich
would involve little or no ultimate slippage of tpeice level, or whether instead the authoritiesraally
people who are prepared to let prices go. Mariketen might be said have no idea whether the-long
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term equilibrium is consistent with no slippagehage slippage. Without that guidance they miglveha
said that markets are taking the reasonable vietwthat their being offered is on average mainigda
slippage. That's why we have a large currencyeiggtion an outcome somewhere between no
depreciation and huge depreciation and to couhteldrge interest rate increases are needed.eTher
little numerical example on page 8 of this kindaojument.

This is an interpretation of the Fund's interetd golicy which we're about to discuss. As a restia
perceived problem of a break-down in monetary gigoé. We interpret the Fund's concerns as dedigne
to prevent a cumulative collapse in the currengyircumstance Eliana was talking about just yeketer
where a currency falls because of fears of futuoeetization and inflation. Fears that can be fiestiif

the fall in the currency does provoke future maratton and inflation. Its important to note thatpost
what happened was not at all the collapse of moneiacipline. Even we might some say with some
hiccups and a big long glitch in Indonesia. Ong wlmaking this point is to note ex-post inflatioh
non-traded goods prices in all three economiesicgytin Korea and Thailand was negligible and
Indonesia was still low. Normally you'd expect Giflation after lags had washed out to be rougigyal
to the exchange rate depreciation times the imgmrtent of output and expenditures plus any domesti
demand effects. CPI inflation was actually mudslehan this rapidly rising import costs combinad a
rapidly rising import components of the consumpti@sket were combined with a CPI going up less than
you might have expected that to induce. Implyimg br even negative increase in the domestically
produced component of the consumption basket.

In fact the reason for this was that what was goimgvas not a collapse in monetary discipline,aut
collapse in output. It was this that become er&hmn the currency collapse, so that there wagudput
fall/devaluation spiral. The proximate reasontfis was the collapse in investment, the collagse o
boom of the kind Peter has talked about. Thetfettsome project has been unsound in the way
Krugman has talked about and growing excess capaBiit what was worse falls in the exchange rate
became entangled with this investment collapsednraulative downward spiral. As the exchange rate
fell output not recovered but fell further. Pripally because it damaged the credit worthinesofasbtic
firms. Led to bankruptcies and led not to a recpweé net demand through the export sector butlarfa
net demand in that the collapse in investment &t ¢ consumption actually counterweighted thoge ne
trade effects. So a spiral indeed, but not thiafioih spiral that the fund was fearing, but thépoit
collapse spiral.

Now in the face of this what did the Fund do? Higimterest rates were, as we know, the policyorse.
Compensating we argue for the fear of monetizatowl, I've got again a numerical example on pagef 11
the kinds of rises in interest rates necessarthikinds of hypothetical fall ... [tape breaklthey were in
fact serious simply had to show that they couletdde kind of pain that others couldn't in order to
indicate that were prepared to stay the courseat\Wtis view suggests is an understanding wereehigh
interest rates were the means to prevent the ayrfemm depreciating, which of course have problems
but the tradeoff argument, as | read the Fundis was that any move further along the tradeoff talsa
lower interest rates as a way of preventing théscmsthe domestic economy of high interest rateslav
lead to exchange rate falls, which on balance waslfare reducing result. There is a long quot@ages
11 and 12 and a short quote from ??? very blumnillyumsophisticatedly saying the possibility of @iy
with lower interest rates and a larger devaluaisgast not a useful option. DeLane(?) and othep®rt
talks about tradeoffs and a choice.

The alternative position put forward by Stiglitzdaothers is that the interest rates were pushadéduoel
at which the benefit through defending the exchaagewas less than the cost of the higher intestss.
In partial support of this view is that non-tradgmbds price inflation, remark that we made earlier.
Although the report from the Fund makes much plahe idea that real interest rates were highly
negative in Korea, Indonesia, and for significamtipds negative in Thailand and Korea, that's as
measured by CPI inflation. If measured by nonérhdoods price inflation the real interest increasere
to use their words, were not only high but egregiotihis is an inconclusive debate and what we @oul
like to suggest as a way of cutting through thisade is interpreting the monetary policy possitetit
Might it have been that there's a way of actudiifting this trade-off between interest rate ingemand
currency depreciation. Is there, to put the pamther way, is there a way of achieving a givegreke of
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stabilization of the exchange rate at lower interate cost. | think we both believe there mayl\alve
been as discussed on pages 13 and 14 of the papers.

Starting to think about this, | was prompted toibeg think about this by thinking about the UKiste
from the ERM in which quite quickly as the exchamgte collapsed there was a new monetary policy
framework put in place of inflation targeting, whiceassured the markets that there was a staljected
policy strategy for inflation control and as andemtthis became credible it was possible to veridhapo
cut interest rates. So within a mater of montlesUWiK was out of the ERM with a credible monetary
policy and much lower interest rates. Now, the emquickly something approximating to such a nominal
income strategy can be put in place the more quicdh interest rates can be cut to low levels witho
endangering the exchange rate. The governmenéessseed to do that kind of signaling that | telke
about earlier than(?) inflating away. There'sbpful by Eichengreen, Masson (?) and others exiagin
the preconditions for such a strategy and drawliegauite correct conclusion that those precondstion
were institutionally and technocratically far frggresent in the crisis countries, so inching towards
nominal income strategy inflation control in thedeof crisis is something very difficult to do.
Nevertheless, the question remains whether thecistteate defense as operated could have had some
better reorientation, which involved elements a$.th

As it was in the absence of anything of this kihd &uthority with Fund advice cast a strategy imgeof
defending the exchange rate as it fell, rather thaerms of stabilizing the price level. Howevsince
they were unwilling to give any precise hostagefottune about the exchange this gave market
participants very little to base their forecastsamd in the presence of this there was a longgeni
which markets, to again use my central argumemt nuavery clear idea of whether they were dealiitg w
resolute authorities or with slippage authoriti¥ge believe there would have been a significan gai
instead revealing the authorities intentions taexahlow and stable inflation after the crisis amd
describing in broad terms how interest rate poloyld be constructed to achieve this objectived Ha
they done say they would have been in the posdfdreing able to move more in the direction of kived
of responses that Ross and others have talked aleoatmade in very different circumstances in Aalsr
in which it was possible to let the currency faitlayet have confidence that this was not free falat's
the central analytical point that | think | wouldamt to make about forming a critique of the pokcées
pursued.

Having to some extent sustained that critiqueantivould enable one to go and draw lessons abeut th
fiscal policy experience. But | think these fistedsons to be drawable are subsequent to the argnet
lessons. The rationale for original fiscal stantéhe Fund programs was modest fiscal adjustneent t
make room for the required improvement in the exkposition particularly in Thailand and for thantix
restructure in all countries. Forms of argumehgs essentially are presupposing nearly full wtiian of
resources and the redeployment of resources frankiowl of activity to another. As the crisis deymdd
this way of thinking about fiscal policy turned datbe completely wrong because resource utilinatias
collapsing. Nevertheless, given the fear of atatidn/devaluation spiral one can see why the Fund
continued to push for fiscal stringency, couplethvthe reasons they were pushing for monetary
stringency - to send a signal that these wereanopblicy authorities.

As we know this turned out to be a quite inappraterifiscal stance and it was eventually abandoied.
the critical discussion here is timing. The caskdonesia, which we discuss rather carefully pege
and a half of the paper, makes the point thaténpttocess of continuing to cause fiscal restrafied for
and trying to cause fiscal restraint the authaitieanything worsened the crisis in January 98cdise it
was not until later in 98 that fiscal policy moviedlo the position of supporting the economy agaamst
output fall rather than being an instrument of glilee. Very similar mistakes were made elsewhsoe,
that fiscal lesson about reenginering fiscal poiitg a supporting role rather than a disciplinke iie an
important lesson, but | just repeat your not fieenake that lesson unless you've already understoad
your going to keep the discipline through monetzuicy.

Let me accelerate quickly to the end now. Theeeadso lessons about financial restructuring. H'tdo

think we've got anything particularly new to sayhis section of the paper indeed | recommend gou t
read Stephen Grenville's section on this for sonse wemarks about the sort of detailed things yaou ¢
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say on these two bullet points. It suggests,tiusiraw out the lessons, that fiscal restructursnigng,
painful, and arduous process. And the early hepgsodied in the early programs that this could be
primarily market based and could be quick turnettoude illusory. To conclude what can we learowth
the lessons for the rapid resumption of growthdmking at this policy experience. | think the cahbne
is the quick creation of the post-crisis framewiorkvhich its safe to ease monetary policy and #isno
safe fiscal policy. And this is the central pdfrtite argument of what we've said and coupled sitine
need to move quicker than was done in the recortstruof financial systems and the corporate sector
Having said that let's just close with two questiowhen short-term recovery has been achieved, as i
now has been in Korea and is in the process, miovdys being in Thailand - two questions remain:Wo
much reform is required for the resumption of Iaagn growth? The Korean example suggests less than
you might imagine, certainly for the resumptiorgobwth although the question of whether long-term
trend growth will require significant reform is tbee we were discussing in detail yesterday. Sd#gpn
connected with that: What's the minimum reform ieggito remove serious vulnerability, so that this
might not happen again. Its not clear in Korea tha minimum has been done or is in the process of
being done. Indeed one might end up paradoxigatly answers to these supplementary two questions
pointing in opposite directions. The resumptiorgaiwth yes, but still in circumstances were thisre
significant vulnerability.

GV: [Announces break, followed by Lei Zhang, dissios, and conclusion]

LZ: Everyone's very tired, so I'll try and keep prgsentation as short as possible. Here we hhttkea
Mickey Mouse model to try and show the logic of it@paccount liberalization sequencing. What we tr
to look at is the condition for the capital libezaltion, the prudential supervision on the domdséicking
sector. I'll first present to you the last bittbé paper, namely the sequencing. And then jushtse
straight on later on. At least we have a consenausvo things that are imperative one is to imerthve
prudential regulation on the banking sector andother is to liberalize both the trade and finahsétor.
In 1988 there was a ?? principal for effective hiaglsupervision produced by BIS, namely outlinegl th
best practice for banking supervision. In partéicudhere is a bar of codes outlining the measures f
effective risk management for the banks. [I'll cdmek to that point later.

Also, in the early 90s policy towards the emergimgrket economies has been dominated by the
Washington consensus, which viewed most financidlteade liberalization as a way to growth. There
no emphasis on the sequencing of capital accoertdiization. So effectively those emerging ecoiesm
were encouraged to liberalize the capital accosrso®n as possible. A similar view was held byikiE,

| don't want to blame them right now. At leasearly 97 the interim committee came out in favor of
amending the article making the capital accourgriilization one of the purposes of the Fund. Thet
towards that position has very much changed nowy.irSview of that | just give you our version bt
trade-off in terms of the degree of capital accdiligralization and the quality of bank regulation.

In this figure here, the horizontal axis indicaties degree of capital account liberalization. iSgou

move to the right that means high degree of capitabunt liberalization. If you move upward thaans
high quality of prudential supervision for bankSoming up from the Washington consensus the tréfde-o
looks like this. And these are iso-loss contoorslie welfare. If your moving in this directiomatt

means cost increases. So, all the points onittédridicate equal cost. Since improving the priidé
regulation is very costly and takes some time, evbjpening the capital account is less costly. tl8D,
logical step for given the level of quality of bardgulation is to move straight away to the righhat

gives you the lowest cost. And then over time ymve upward when the quality of bank regulation
improves. So, this is the sequencing view proffdrg the Washington consensus.

But the East Asian crisis taught us a very googdesn the sequencing of the capital account
liberalization. Namely, that the cost is not ltkés at all. This comes up to the second pictdreis is
figure 5 in the paper. As in the first pictures #ixis indicate the same things, and this pointrieé seems
to indicate the first best solution. With high deg of capital account liberalization and high éyadf
prudential supervision. If your moving downwards &ny degree of capital account liberalizatiomthe
cost increases. And we will justify this cost lep(ighing] in the banking sector. For any giverelef
prudential regulation if you move to the right tHest you have some improvement on welfare. And
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suppose that's when your open to FDI and namebetorts of effects on the real sector are posithe
you increase the degree of capital account liteatibn then your running into a dangerous water.
Namely, those very volatile short-run capital inflowill come in and generate a crisis. That's vwhat
East Asian crisis taught us. So, this is a blaak here which is namely caused by extreme crisimth
banking crisis and currency crisis. This indicdbgdsubstantial losses in output.

Moving this way you have increases in cost. Sewithis shape of indifference curve and provided th
improving the quality of bank regulation is verystly. While, liberalizing the capital account &s$
costly, so the logical step is to condition libération on the given degree of prudential regutatio
Suppose if their current quality of bank regulatistere then you simply draw a horizontal linet ilsa
tangent to the indifference curve. That gives ffmilowest possible losses and then as you imptave
quality of bank regulation then you simply draw #res point, which gives you the point here. Soy@s
move, as you improve the quality of bank regulatimu move along this dotted line. So, this is sont
of outline for the logic for the sequencing of dapaccount liberalization.

Now I'm just going to spend some time justifyingsb costs. We'll first look at a closed capitaioant
and we look at the domestic banking sector. Irptdyeer that's figure 2. We have a little discussio the
role played by the bank in the economy. That'seiction 2. Let's first look at figure 1 and inudig 1 we
have two circles not here, and a circle on thetrigthicating both liabilities and these things desithe
circle indicating liquid liabilities like depositsOn the left circle that's liquid assets, saylibek invests
in a firm, etc. And the intersection part is tioéerplayed by the bank. The part of A is simplg ttormal
corporate firm. In part C liquid liability is mated by liquid asset, so its the role played byowartank.
Now lets look at the middle part of a regular bafike horizontal line indicating different liabifit
settings, above the horizontal line indicate uni@diliability of those institutions and below thatlicate
by limited liability. And in the paper we show giv that those banks are insured by some deposit
insurance scheme while also given limited liabitlign there will be a tremendous incentive fortibak
to gamble for resurrection when its net worth isplew. So, that's going to generate some morahith
problems for the middle part under the horizonta |

So, the answer to that is to regulate these battkesrdoy specifying [coughing] rules when net assgi to
zero then you close these banks. Or by some otyatatory responses and one of the responsedkve ta
about in the paper is imposing capital adequadgsan line with the Basle Accord. Then introdugin
these regulations you remove the limited liabititguse to those banks so they will behave in a erann
that is consistent with socially efficient wayll €xplain that later on. Now let's first explaime moral
hazard problem generated in this setting and herassume that the bank has a choice of eithertinges
deposits in the safe assets or investing its deposrisky assets. And the bank is insured byodip
insurance so the depositors have no incentive tera@dank run. And these two assets indicatingravh
the safe assets indicating efficient assets ahg assets will have an average return lower thém sa
assets, but more risky, just indicating one poidfalhich is inefficient. So if banks behave in@d way
then it should be the case that the bank shouldyalwhoose the riskless assets instead of therriski
assets. But that won't be the case if the bapkotected by deposit insurance together with tmétdid
liability. Now let's look at this point x| herehis horizontal line indicating the return on thars and the
vertical line indicating the net asset value. ISese 2 lines simply indicate the net asset valukedank
investing in different assets. Now let's lookle point xI here. Since this asset is risky, ssppse have
a 50% probability next period that the return gopsnd 50% probability that the return goes dowesh an
since the bank is guaranteed, by exit at poinvkich is the point where net assets is zero ignsesible
because the bank can defer exit to the next peatause next period if there is a negative shibwek,
bank can quit, so the return is zero to the bankwihen there is a positive shock, then the net gathe
bank is positive. So by deferring exit at pointtkle bank will enjoy positive returns, so defegrieturns
is always optimal in that case and this gives tisthe so-called option value so a bank with limite
liability and deposit insurance is as if they haweoption on their assets and that is going toeiee the
asset value for this risky investment. Provideat this volatility is high enough, then there vii# some
point that the banks investing in the risky asgglisenjoy high net value than investing in theesaksets.
The reason for that is here, while the bank's retiwis low, when the bank gambles then the bank ca
realize any upward prospects, the profits, so #rklzan return the profits. But if there is a deide

risk, such that there is a fall in the profitalyilihen the bank has shifted this liability to theuring
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agency. So this value is essentially the valueithguaranteed by the insuring agency and thatdhe
paid by the taxpayer. So this shows the incerftivéhe bank to gamble if there is no prudential
regulation. There are several ways you can elitaisach a possibility. On e is, as | discussetién
paper, so-called early closure rules. Say closd#nk when the net-worth falls to zero. If thalba
investing its safe assets, then close the barkispoint here then the net value to the bankngphi the
line above this horizontal line here. If the bamkhoosing the risky assets. If they know that/tte
going to be closed when net worth is zero, themiggoing to be there net equity value. So theyiged
that this early closure rule is specified ex atften the bank will never choose to invest in tiskyiassets.
So that eliminates the adverse incentives for #rekltio gamble. Another way of eliminating such an
incentive is to impose the capital adequacy raioyided that the bank doesn't recapitalize whenétt
assets fall to a certain level, then there wilsbene regulatory action, then that will give banésie
incentive to inject cash whenever it is necessaiye Basle rule specified is that the net assetseobank
over the total risk-weighted assets should be abmartain percentage level. If a bank investinthe
safe assets, then the risk weight on the safesassgimply zero. Provided that the bank is invessafe
assets, so this is the net value of the bank, e she weight of the safe assets are zero theBalkle
ratio simply require that the net value of the bah&uld always be above zero. So what it dodsaisthe
bank will recapitalize at point xb, so point xHile a reflecting barrier, which bonds the valudtod bank
at zero. So this is going to be the value if the ilhplemented credibly. And if the bank choodesrisky
assets then the ratio of borrow is simply net asdieided by risk weighted total assets, whicthis net
value plus the total deposits and that means theahge of the bank should be above 30 positiva{goi
and since the bank has to recapitalize at thist@oid the bank has to recapitalize using its own fiso
the option value will be eliminated. We remembgttthe put option will only exist when somebodseel
is going to pay the losses. Here since the bagkiizg to have to pay the recapitalization itseltlsere is
no gain by doing that. So this is going to bewvakie when the bank invests in the risky assetsbyS
imposing this regulatory framework, the bank withnchoose the risky assets. So that is going to
improve welfare. That justifies the cost structweejust discussed for the early case.

Given the degree of capital account liberalizatibgou move down that cost decreases.

Now let's look at the effect of liberalized capiégicount. The story, | think, we have a lot otdission in
this meeting and | quite like David's story on tb&ne crisis. The story here we try to tell is muc
simpler. It's in line with the story told by Mckiaon and (Pew?) in their 1997 paper. What it saykat

if the investment is guaranteed by the governntee that is going to generate excess borrowing from
abroad when the capital account is liberalizedthatls going to drive down the return so the groratie
may be slowed. So in terms of this picture hexts bssume that before the liberalization thermis
moral hazard problem for the bank. The bank ipgimvesting in the safe assets and with the ehpit
liberalization, suppose the capital inflow is laggeugh, then the return is driven down and theé path
have substantial incentive to invest in more rigkgets, so this is the average return when thereasital
inflow. Then the story is the same as before, withital inflow then you have this option valueaatted
to the bank when bank's are guaranteed and wiftelintiability without supervision. So that givese to
incentives to gamble for resurrection when net twvastsmall. So this just shows how opening thetahp
account without improvement in prudential regulataan exacerbate the problem for domestic banking
sector. So that justifies the cost up here. Héidn't put into the benefit of opening capitataant, but
you can easily do that. This story simply tells tosts if you move in this direction.

So that's the story we wanted to tell and for threccete measure of condition, the capital account
liberalization, the degree of prudential regulationthe banks, we've heard a lot of discussiongatbat
line, | don't want to repeat that.

GV: Thank you. OK we have about a good 40 mintgesliscussion for questions on the 3 papers.
Dipak and Yoshitomi-san, will you preside please.

DD: I think all 3 papers were quite excellent! dtiart in the order in which it was presentedl.start
with the one by Chris on the crisis prediction #mel identification of short term as indicator.séems to
be a fairly robust indicator of crisis. | thinksigenerally fairly heroic: that prediction of dsisising
simple macroeconomic indicators generally has wistoed a great deal of credibility in the literauso
in that respect the paper that we heard is quitgasting. But still let me talk about some oflgems in
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the predictive model. One is by their very natilmey tend to replicate very well things that haepened
in the past, but they're not very good at predicthings that happen in the future. And theress allot of
false signals...

CM: What is out-of-sample prediction for...

DD: I'm not talking about your paper generally, Bot saying generally the pitfalls that you haviehe
problems that in your, | think that you point oigtprobably illustrated when you try and replictite
results of the Sachs, ? and Velasco results, be¢hesSVD model, with its emphasis on credit boamd
liquidity as you well say, does well in predictitige Mexican crisis in 1994, but does a very pobrlger
on. Now the EWS model that you have seems tolettar job in the 1998 out-of-sample, but
historically, just looking at the results in theppaitself, for example, it gets Indonesia pretipélessly
wrong in 1994, it tends to suggest that Indoneagévery high predicted crisis, so even histdsigalu
can see that there are some problems with falsalsiget me put it that way. As it does Korea and
Thailand in 1994, so some questions about, an@%7 1t would have wrongly predicted a crisis in
Zimbabwe, Brazil, Colombia, Pakistan and Russia.faBse signals are part of the problem. In out-of
sample 1998 it finally gets Russia, Zimbabwe ankigtan well, but predicts wrongly this time one in
Argentina. So generally false signals are abouaakin this business as right ones. We needctigreze
that.

CM: | mean, sorry, but you have to get a little meophisticated in your critique.
DD: How would you like me to get a little more sagticated?

CM: Because then look at the rank correlation ¢oiefit. To give an example of this country or that
country was not well explained. | mean that is $irmwt very sophisticated. That is not what yopext.

DD: This is standard literature according to Rentibgaper the question of...

CM: This is, the standard literature has a zero@iss index and therefore you get the two typles o
errors, over-prediction and under-prediction. Tikia continuous crisis index for one, so thatligey
different. Secondly, the emphasis in this modeléarly not on prediction, but explanation, right?
Because it assumes that there is a major crisigjigen that there is a major crisis, it says camraughly
say, given what we know, where the crisis will be.Indonesia or in Russia? Can we get roughly
reasonable results. If you can do it better th@nfinancial markets or whatever, then you canwluat
does it imply for preventive policy.

DD: Good point Chris. | am just pointing out soofaghe things that people will point out to you, if
not here, somewhere else. The currency interpoatétat | get from your paper. Even from the, nhere
parsimonious representation that you have, itWyrdeat, the intriguing part is the short term téat
seems to be the fairly robust indicator. | haveegroblems in the construction, which is that real
exchange rates have, presumably, have some effed¢tse current account deficit and the current aonto
deficit has something to do with the short termtdbbt still | think what you are finding is intesting.

So let me turn very quickly to does having a fundgoam help. The problem, | think you arrive atngo
heroic answers to that too and part of the prohtethat | don't know from the way you prevent tharg
is whether the effect that is being captured, eitause the country, once it runs into a criisost
always ends up going to the fund or is it becabhsdund program actually helps you avert a cri§ie.|
think you need to distinguish between the two, beeghe way you testing is constructed, a lot ef th
cases have a lot of countries which ran into cesig then opted, of course if you run into a crisén you
have all the characteristics that seem to sugbestiving a fund program helps you avert a crigihen
it actually is not testing that result at all.| $top there and let the audience talk a little endrdid want
very quickly to comment on David Vines' paperhihk there's been a lot more work done in theditare
that would merit looking into, beyond the Lake arider papers. We wrote an extensive, in the Bank,
extensive chapter on handling the crisis, in Gldb@inomic Prospects, and that has a huge volume of
literature review under-lying it. And it has muetore careful testing of when is it and what
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circumstances would you expect interest rate defetssucceed and when and in what circumstances
would you not expect interest rate defenses. llvsuggest you look at that. I'm not convinceduwtibe
idea that, | mean, there's a tension in your papeut how do you prove credibility, how do govermtse
prove credibility and do you want to see blood lom $treet to prove it versus another idea thattlyomw
out about, also having to do with showing credipiliy targeting differently. So | think there'$oh more
to this than meets the eye. It's worth looking and | think you're going to get a lot of debatethese
issues and | think some of the answers are not ifiullso it's good the research is going on.

On the last piece, on Lei Zhang's paper. Intuiyiviecan't see, | tend to agree, especially beegus
quoted us extensively in the last bit of the paperit's hard for me to disagree with you. | thark
important missing element in your paper that itstiv taking a look at is that you don't talk about
franchise value competition and deregulation atidnk it makes a big difference in the way you wamt
think about sequencing of financial and capitaloaed liberalization. The standard argument about
financial deregulation would be...in the normatuaimstances...(Tape end)...franchise values down and
that immediately will mean they will be taking a tf risky positions. Exactly analogous to thewsmngnt
that you have, but | think it's a slightly forcedjament that you have: that if you open the capitaiount
you get a lowering of returns and therefore bamideutake risky activities. | think it's forced bese I'm
not sure that's the way it works. | think the vitapuch rather works is that you get domestic bank
deregulation and you get a rundown in franchiseesbf banks and you're forcing those guys to be
undertaking more risky activities, but they're liedl by the scale and extent of risky activitieg thay can
undertake within a closed capital account, whengfen the capital account up, then there's a huge
spiraling of the risky activities like we saw. Fetample, that the Korean banks undertook. So my
suggestion would be work in the question of deratjoh, when domestic financial banking deregulation
is combined with capital account liberalization,atthe consequences might be and what's the correct
speed and sequencing of policy reforms. Thanks.

GV: Yoshitomi-san?

MY:  Atrandom, because the 3 papers are interreglakérst of all on crisis indicators and related
analyses, | think it is rather useful to producaidations based on indices, but at the same timeawe a
deeper analysis on nature of crisis. Tequila sh®ckfferent from Asian shock of 1997 and also $tas
shock and Brazilian shock are different. If youtggether with those qualitative on the differeature of
crises, that would be very helpful to understandtwylou have produced in this paper. This is reléde
the Fund program dummy in your equations, you fushtioned in context structural reforms, but you
didn't mention what kind of structural reforms, &ese, in the case of Korea, BIS Basle ration was
imposed, so that banking situation was aggravatekd 1997 and also in the case on Indonesia we
probably discussed yesterday, November 1 1997ndénlesian banks were closed because they're simply
insolvent, but that really triggered the nation-vighnking crisis and aggravated the situation dotesia.
Those are also structural reforms, but they araigmly not so helpful. Also, particularly impanta
interest rate policies. To what extent, under kimigl of twin crises, currency and domestic bankiriges,
the nominal interest rate and real would be endiagdrby such crises. On top of that, say, autongmo
monetary policy, some extent suggested by the kBdRtributed to higher interest rate or not, I'm sot
sure, but higher interest rates was really theriuigr the program of worsening banking problems i
those economies. So I, this is depending upomaltere of crisis, if we have 2 problems. That is
associated deeply with the international liquiditisis of those economies on the one hand and also
banking crisis associated with the balance shexdti@ms, this comes from the so-called double
mismatches, currency mismatches, maturity mismatohethe balance sheets of local institutions, then
we have 2 instruments. One is probably provisibimt@rnational liquidity to take care of the cumoy
crisis or to prevent freefall, and at the same timerest rate policy could be assigned to doméxstitking
problems and so on. So long as we don't analygenttiure, we couldn't find what policy prescriptio
would be more appropriate for this kind of, newetyyf crisis. New crisis requires new policy
prescription. If conventional policy prescriptioaie applied to new disease, probably the conddfdhe
patients will get worse. That is high intereserpblicy as well. And also fiscal consolidation tatked
about. Looking at the mechanisms of this Asianrisyiif we talk about the domestic banking problems
balance sheet deterioration due to double mismatahée so on, then it is quite natural to observiesse
credit crunches. It is already difficult to estiimavhether this is demand effect, supply effedtank run
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or not, but yet according to the analysis of themamisms of the new crisis, sort of currency crisis
credit crunch is easy to observe, that affects timggortantly business investment and inventory
investment, because of the collapse of the intarfiade linkages and so on./ So from their, cakapf
domestic demand, declining by 25% in the case oEK@nd so on and thereby collapse of domestic
production, which lead to the collapse of impoxstcibuting the recovery of the expansion of ngiaks,
nothing to do with the expansion of exports persg,simply because of the collapse of importstdue
these mechanisms, so IES balance in that sensaniatitally" recovers because of the decline imports
hence fiscal consolidation is not required for rezing external imbalances and so on. So once we
analyze the mechanisms of the new crisis, thoseerdional policy prescriptions may have gotten the
situation of those economies worse, so we needdumhtitative and qualitative analyses. Comingkbac
to this liquidity crisis. In the case of Tequilaogk, US Treasury worked very quickly after thedho
without any imposition of conditionality. IMF coitibnality came only a few months later, but thatsw
not the case of the Asian crisis, that was why Asienetary fund was proposed after the Thai shmak,
this was neglected or decried by the US authorétiesthe IMF, not because of the proposal by paetic
countries, but because of the lack of analysisat T8 for this new crisis we may need new types of
conditionality. That is totally lacking even inettmind of countries that proposed this kind of id8g
now we should know better prescription so whethgiaA monetary fund kind of idea is productive ot, no
we should very openly discuss rather than justngayio comments." That's already indicated ardahad
time of the birth of the Bretton Woods system, wieetkeynes' ideas or US Treasury's ideas are bstter
this AMF idea is along the lines of the US Treasdea in 1944.

Another issue is the triggering mechanisms. Thisfien difficult to understand for me. Supposedly
crisis in Thailand was the triggering mechanismdutire Asian crisis. Maybe so, but how aboutléige
deficit on the current account, of 8% of GDP, eqléwnt to that of the Tequila shock and | don't kribes
relation between the 2. And at the same time attional investors clearly saw the beginning of the
deterioration of the balance sheet already towtirelend of 1996 and 1997, by seeing some collajpse o
the chaebol and Thai banks and so on, so by sdendeterioration of the balance sheet of local
institution under double mismatches internationakstors began to, not to withdraw, but to throwdo
the tempo of capital export into those host ecomrsso that given the already large current account
deficit, accounting for 8% of GDP, goods and sessimarket have slow adjustment, but capital inflow
slowed down, thereby balance of payments on thdevhtarge deficits, that is pressure on exchaatge r
as well as on external reserves and external reseimained because of fixed regime and externatves
drain then currency began to float then the ligyih local currencies went up rapidly in the balarsheet
of local institutions, then we had this downwarétalgbetween currency crisis and domestic bankingsc
and so on. So that this sudden and massive réwdrsiaort term capital flow is very much related t
domestic excess in the case of Korea, which wasithestment in manufacturing done by chaebol, & th
case of Thailand, busting of the bubble particylarithe real estate market, so when we talk atiwt
triggering mechanisms we have to be a bit more -opieded, not just talking about export decline & 8
deficit and so on, or domestic excess, also shioalhken into account.

About the final paper, Basle accord, yes, but sei$k assessment is so rough, you know. So tiat k
program of the banking industry is how to assesk loaedits. That is distribution of the probalyildtf
default is most difficult to assess such kind aftidbution. In the future, that's the reasonvi#sy difficult
to categorize discounted present value of bankitsresb given such fundamental inherently difficst
associated with bank credits, | don't know Baskmoeat as such could work in an effective way or not.
Since that didn't work in that way, we are now itadkabout market based, so called economic capital,
instead of regulatory chapter ratios, so thatitheasy to say but since risk assessment is doudiffl'm a
bit skeptical about this kind of analysis in teraisoncrete policy measures. And also you talkualboe
prudential supervision and the vertical axis, yatthere. And this | asked to the undersecretary o
Australia, how do you produce indicators to measonehat extent prudential supervision has improved
or not. This is not just prudential supervisiont bll kinds of institutional building ups: bankiep
codes, in one word, rule of law, but rule of lawn& enough, how to enforce, and to enforce we neeg
independent accountants, independent lawyers, amlmt judges and so on. That is very difficult to
nurture all those foundations over time. So theestjon arises, should we wait quite a long timsete
the building of such good financial institutionalihdations? So the more important question, thezef
to me, how can we actually the building up of simdtitutional foundations? Without which, it caa b
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used as excuse for postponing liberalization, bsiteiad we should really talk about 1st quantitative
indicators and how to accelerate or expedite saohdation building. Thank you so much, sorry llspo
too long.

GV: Could I just add one thing. I'd like thing Ymshitomi's comments and this is in the banking
system, the asset position and it's more or lessygirical comment, but | think it bears on your
characterization of riskless assets versus riskgtas I'm not so sure how you define that, buad¢tept
that theoretically. But in the banking crises tivatve had, in Asia in particular, obviously thera'sense
that the banking system has to be upgraded, bdutiztion there that's decisive is what is theirasdlle
value of the assets on their books? The pradiyoatiit is that in each country the regulators iareharge
of the rules of solvency, so the formula for defonhon-performing loans or mandated right-downs or
something like that, you find empirically in thessuntries, changes over time as the authoritiesagan
the banks out of a difficult situation, becausetfar most part, the authorities want the systesutgive
with a positive net worth, liquidate the marginaks, but the essence of it is managing the coéav
system and that's fundamental dependent on thatiahuof the assets. we should remember that ofost
the assets are illiquid and embedded, so whatesset are deeply embedded are unrecognized gfor th
most part, by the banks. So that's the wild caltht unrecognized losses are really embedded émere
what does it take to get out of that position dmat usually means some form of liquefaction at ratrk
values. In other words, at market value | woulfirgeas: a value at which some external investauldo
be prepared to take the asset off the bank's handshat of course involves, typically, a substnt
discount from historical cost. So, | think youipgais great, but it needs to be supplementeddy th
empirical experience and the point about the cradinch that you made is equally real. I've, | was
interested, it wasn't mentioned too often in thpgus, but the credit crunch dried up extensiorngedit
and it held back significantly the recovery. | mgau couldn't get corporations in these marketsdrot
get trade finance, they couldn't get anything fpee&od of time and it just locked up the systefank
you. Any other comments?

CA: My comment is on Mulder's paper and compareghémy economic exercises, | like that you have
included some of the economic studies listed hehéch include virtually everything on the rightrich

side. Here you have to be a little bit more cdrefdowever, | have 3 main concerns. Firstly, sknyou
choice. You have countries ranging from JordaRussia to Zimbabwe. Now there are 2 problems here.
Ist, one of the most well-established finding ie fmancial crisis literature, according to ? Kielérger's
book, is that by very nature, crises turn out todmonalized, crises happen on a regional basayv you
cannot allow for this regionalization simply by png a dummy. Dummy is simply a dummy. It cannot
take into account this fundamental factor. Thesdgoond point is that when you try to pull togetber
many countries, you tend to mix up balance of payrdses with speculative attacks. Peter and |,
initially attempted to follow this route, but there discovered this problem. At least 2 examplexl19
1993 ? crisis and 1991 Indian crisis, both arerzaaf payments crisis created by domestic prohlewts
speculative attacks, there are so many casedhigtert Sachs and other samples. If you followexd, thou
cannot generalize from this.

Second point relates to variable measurementsrelive ratio, first suggested by Guillermo Cals@a
measure of vulnerability, he himself has discantdesimply because transaction demand for moneay is
very big component in developing countries, smalideholds do not have the ability of shifting their
money overseas. You need a narrow measure, thatme we use in our paper. If you use a narrow,
well-focused measure, | think the results are gtinige different. Again, the real exchange rate
measurement, for a long time IMF has been measuoeaigexchange rate using domestic consumer price
and world consumer price, this measurement istdlfiy developed countries, but not for developing
countries, mainly because non-tradable prices temiverge vastly. So you need a better indicaivie
tested three indicators and found IMF indicatobéovery vague.

Third point, capital controls. Again a dummy cahdo the job. There's no dummy in the analysig bsa
looking at themselves and other things, you catelbthe effect of capital controls on this. | wdu
suggest looking at Williams and ? recent surveyabioancial liberalization. They have a nice int@y
of different regimes and on that basis you canldssification and undertake an analysis, otheriise
not think create much meaning into the effect giited controls by looking at the regression likesth
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HP: Yes, | was expecting, because this is kindro$s-country session, | was expecting to come up
with some kind of fruitful policy recommendatiors femerging markets and throughout these three
papers, except for the Vines paper, which is blgipasterior examination of what happened. | db n
find any alternative explanations of what happenddfortunately. Even though I find the index
construction by Mulder very interesting and vergfusindicator. | would like to raise 2 questionst
necessarily addressed to each specific paperplargtinizers as well. | think what we are misdiege is
that if there was no Thai crisis at all, supposgdtwas no sudden floating of exchange rate arfiorsg
what would have happened to these economies? Astamomies. My prediction is that, | was predigtin
Asian economies would slow down substantially, veelore, in ADB conference | predicted and | did no
agree with ADB officials at that moment. Becauéhe export slowdown, rate of return slowdown and
so forth. So the economies under crisis were dyréshe downfall and then crisis hit. So the pwli
design, as | showed in my paper, reserve moneal@ady in the -10% preceding the crisis, which msea
the economies in question, Indonesia, Thailand aya, everything, were already in sharp decline,
following the pattern of Japan's stagnation. Se n@ have to come up with, what would have been
optimal policy design by IMF and policy authoritites those crisis-affected economies which were
already downsliding. | think this point was noaltg well addressed to any analysis.

Secondly, | think that what Mr. Yoshitomi arguesds | sense it, which has some valid point, igatly
banking crisis? After crisis, everybody is goirfgeamoral hazard and cronyism and all these thihgs
these banks had been there for 40 years, theseariesthave been there for 40 years, doing fantaxdtic
Now, I'm not denting that there corruption or crismy or moral hazard, there has been. But is t#s t
issue that we need to take care of within onetguaHow can we impose crisis-inflicted econongés
BIS rule. It's like killing the patient who's addy in the emergency unit. | mean what is the lagiit?
How can you reform institutions within 3 monthsddn't want to be a critical of what IMF and World
Bank have done, they have done a marvelous jobleychave done the right things, but in retrospees
that the optimal design? To my judgment, at |@agtorea, and | think it applies to Indonesia and
Thailand, it was a purely foreign currency crisissmatch of short term capital with reserves, prettich
there has been some kind of fixed exchange ratmeegnd it has been overvalued or sliding withytbe,
but the yen depreciation was not reflected. Batrdal question is, was this really banking crisisfas
hoping to get some kind of analytical frameworktbat interpretation. Why, all of the sudden, eoers/
saying that this is terrible banking crisis comlingth foreign liquidity crisis. The way | see it,is
purely foreign liquidity crisis, banking elementgerg already there, it might have aggravated thesgibut
it was not the immediate real cause of the crisis.

The second question that | would like to pose &, tthe way | see it is that it has something tavith
capital market opening and we have to pay atteritomhy did they attempt to open capital market to
begin with? Why did all these Asian countrieshbégin with, want to open their capital market tsngo
extent? Of course the programs were somewhatdiffewith time lags and all these things, I'vekied

at some of the World Bank papers in retrospectthmiendogenous factors, why these economies mirsue
capital market liberalization were neglected injoggment. It is not because, necessarily it was
pressured by bilateral trade dispute with the U Bnropean Union, of course these elements were.the
My proposition is that it was endogenously purseeduse of the interest rate differential. In otlerds,
domestic banks were heavily repressed, therefareedtic interest rate was just too high. Thereédre

the corporations, as long as they are permittededato induce foreign capital through the windovited
commercial banks. And the commercial banks weezaimg on the moral hazard, so therefore one yolic
implication that | could come up with, you don'tnao pursue capital market liberalization wherréhis

a great deal of interest rate differential. Sopbkcy recommendation that should be followed llor
World Bank is to advise developing countries, 'poay want to go to capital market opening, if antyon

if you r domestic interest rate reasonably convetgenorld market rate," with maybe some small risk
premium. But if you look at Indonesia data andilemal data and Korea data, domestic interest rate w
way above international interest rate, above rigkgim and above, at times, 100 points. What | aying

is that there is lucrative and very attractive imtoge for domestic firms to go after foreign capaad of
course from supplier side, creditor side, thera adtractive opportunity to put their money intesk
emerging markets just because the yield itselbibigh, covering up all the risk, so in other wqondse

have to look back, because this is after the ¢ngigt triggered these economies to go through wetly
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rapid capital market opening measures, which Ikleiontributed to this mismatch, short term mismatch
The reason is basically endogenous, they did netgdéate enough domestic market. They did not
eliminate repressedness, they did not improve tardedness of domestic banking and then hurriedly
went to capital market liberalization. So | thithlese 2 questions, either in theoretical or emgliric
context, we should address ourselves. otherwisgesm are repeating what we have done in the past 6
months or 1 year.

GV: Ross.

RM: My question is for Chris Mulder. With the hgaamphasis on the ration of short term debt to
reserves, I'm not going to get into a discussiayuathe econometrics, but rather a discussion atbeut
policy implications. In other words, if the goverant observes that particular ratio and seesiitgjs
eventually getting to a ratio that seems likedésigerous, what then? Is that the time we impapé#at
controls or taxes on capital flows or what? Theabpem | see is the following. It's a ratio, so @& think
in terms of working on the numerator or the denaton If it's the numerator, in Indonesia at least
would have been talking about something that inedlprivate sector behavior. The short term delst wa
predominantly in the private sector and that daesss®m to be susceptible to change unless youtwant
impose controls or taxes or something. If you wantvork on the denominator, then you're talkingtb
something the government does have control ovetldads precisely what Indonesia did in fact, ptio
the crisis. If you want to increase the denomindtte central bank has to get into the foreigrhexge
market as a buyer, that's what Bank Indonesia wagyd That has a monetary impact which you then
have to sterilize, that tends to keep interestsrhigh and so the interest rate differential thak Ryo was
just talking about remains there and the capitepkeon coming in. So it's not obvious to me tloat gan
keep that ratio down in any obvious manner othan thy controls or taxes on capital flows. Moreogvfer
you adopt that policy, which Indonesia did, of teatral bank buying up the foreign exchange, then
issuing its own debt domestically to sterilize thenetary impact, the central bank itself is gettog in
foreign currency, the private sector is gettingrshoforeign currency, long in the domestic cuogby
the same amount and it seems to me that is unsabtaiand that was one of the factors that caused
Indonesia to have its crisis because people, thatprsector was borrowing offshore and not botlgeto
hedge their foreign exchange rate risk. So I'tlljius you to tell us what you see as the policy
implications of focusing on that particular ratio.

CM: First the remark by Chandra about what's allinduded and bottom line what can you do in
cross country studies? You can't do everythingyandcan't do country by country, so what you hiave
look at is what variables are significant and da get a reasonable degree of explanation. | meaget
a degree of explanation of 75%, so that leaves @6B& desired. Now, obviously there also erratts,ia
there, but that's the way you've got to look atNbt that there is nothing else to explain thésegs. And
obviously when you go to the real world this istjusl think sort of our basic attempt here or thkcome
the way | would read it is that normally you lodkcauntries in terms of solvency and liquidity. drway
a solvent country should not have liquidity probsnm an ideal neoclassical world because it bosriisv
way out of any solvency crisis. However, is whas tresult clearly shows is that there is not sachdeal
world. There seems to be a kind of trade-off betwihe solvency and the liquidity issues. So, Eane
1997 if it would not have had all its reserves wiiliiquid banks, but had a cover of reserves ob@lion
dollars or 80 billion would that have been abl@tevent a run on its banks? | mean, obviouslioifea
would not have done anything about restructuringkbaetc. sooner or later the problem would have
occurred. But having more reserves would have botgem the time to improve its debt statistics to
restructure the banks, etc. | think that's thestjae and empirically the results are fairly robgste and
take all the problems you have in the measurenfestiart-term debt and reserves. That's one point.

The other point, yes obviously if ... the point abshort-term debt over reserves how can targstat
specific level? If you increase your reserves yaterest rates will go up and you will get moréows of
short-term debt. Obviously, in reality there isshgou pursue your policies how you pursue your mese
targets depend on an individual countries casesoine countries a small increase in interest @tsgtes
sufficient inflows of capital, which you can sté&zé and you can build up your reserves. But taimeee
are limits to which extent you do these type thint§s an indicator you should follow, but whensthi
results in too high a reserve build-up it also $ti@lso be a signal to the policy makers that madkieyg
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have to look at the prudential environment for tloeirporate sector. Can corporations borrow extehs
abroad without having a reasonable foreign curreash flow? Do corporations when they're listed at
stock exchange are they forced to publish theia datthe foreign currency cash flows, so that their
stockholders can judge whether they're speculatiigether they're taking a huge foreign currensl.ri

In terms of the banking sector, maturity mismattfoireign currency has been mentioned several times
Those are underlying measures, | mean the overaditare of external debt, the maturity of debt tabe
looked at. So, | don't thinks it a panacea, éslation for all worlds. But, in terms of macrooeomics it
is a broad indicator of where you may want to be.

GV: Thank you. Let's come up the line, and thefillave the three comments here. Then we'lldlipr
to Ross and Dipak for concluding sentiments. Geadh.

Hal: A couple of quick comments to David if he deear me. A couple of quick points. One was a
guestion of emphasis, but | wonder if you might wangive a little more attention to the overlohégis
or the Christmas tree approach. It does seem toriti@al. I'm not an IMF critic, but it does seemme
the IMF to the opportunity to think of every congable thing they ever wanted to get done in Ind@nes
and shoved it in the program. 1 think ... envir@mtal laws all that sort of stuff ... | would argimat was
even more important than the fiscal policy althoygh could argue that was mistaken. But there were
lags anyway in getting fiscal policy impacts thrbugsecond point, | guess this is where we doaltyre
know the story at least the outsiders, the insiderslit'd be good to know more about pre-crisisgyo
advice. The three or four years preceding bechtigek that is really important. As | say we ddkriow,
but my suspicion just looking outside is the Fund ¢he Bank actually may have been a bit more
concerned with egregious things admittedly like TioprSuharto's clove monopoly and Tommy Suharto's
national car program. But in the big picture ahts | think they probably weren't as importanhatping
to get a well regulated banking system. | susgfecFund was too concerned with the former andhet
latter.

VP: | have question for Mulder. Perhaps it ishia paper and | just can not find it. Do you easduwhat
was the impact of different factors that contrilelite different countries that experienced a curyesrésis.
What was the contribution of the current accoufficdereal exchange rate, short term debt to nessgr
and are there clusters of countries. Can you ifygpéirticular groups of countries were the singlest
important factor was such and such. Or were theease say the increase in the exchange rate was
counterweighted by the decrease in the short-teint @ reserves ratio. You exclude the creditresiten
variable, which ... the one that was in the STV eldmbcause it is insignificant right?

GK: 1 would like not to refer specifically to thegpapers, but rather I'm provoked by the titlehaf panel,
"Concluding session with policy recommendationseimrerging markets." There is also my paper
circulated, which is already published by the Wakhk. The last section there are 12 policy
conclusions. Namely, how | do | see the implicasidor the emerging, if there is such a procesthef
post-Washington consensus from the experience fhisrpost-Communist transition. I'm not pointing
very strongly to the meaning of institutional agaments. Through which process I'm trying to eatdu
the effectiveness or lack of, of monetary and fipadicy. | think that we must remember that thare
different emerging markets. | remember the deb@tgears ago and | remember all when all thesesguru
were coming from the Western part of the world Badtern part of course they knew everything and we
didn't know nothing. How to manage the things.ey{tvere coming to preach and teach and they were no
able to listen that things change.

But actually all this exercise towards post-comrsutriansition was based on early Washington
consensus, which was nicely developed but addressagletely different reality. Neither Hungary or
Poland of 1990 was another Brazil or another Arigentout now yes they are in a sense. The specific
features must be taken into consideration, andobngy conclusions is that the IMF and especially th
IMF and | wouldn't confuse the IMF with the WorléiBk. For me these are two very different
institutions. IMF should not insist on impossiplaitical measures, and we can go from country to
country that they did insist or they are still Btgig on something that is not feasible from thktigal
view point. So in economics nothing that is impblesbecause of politics can be considered aslestiea
proposal. |didn't listen to the Fund's view antink this is part of the reason why | succeede@i4-97
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in such a remarkable way. The IMF was often wrbagause of an oversimplification which | may
understand. Everything is a new exciting caqéape break] ...

These emerging market countries are different.y@nthe surface, it is really oversimplificatiore wave
these resemblance’s. Therefore I'm coming todhelasion, and one may say this the naive conatysio
but we have very strict IMF performance criterighere are quantifiable criteria we may measuri, is
money supply, or is it foreign reserves, or whatsoe But we don't have and that is for the vergple
purpose we don't have the World Bank criteria. ligRiming at fiscal prudence, currency converitiail
free flow of capital, etc., etc. Therefore, thekl@f fiscal deficit or low inflation these are theeans
which provide for to the end. But the World Baskaiming for fighting poverty, sustainable develent
protection of national environment, investment imtan capital, and this is a very weak part of the
Bretton Woods organization if we are also talkibguat the international financial architecture. Hiw
close the gap between these two approaches. bvibeuhappy to see another G7 of emerging marksts.
it not a coincidence that there is not one constity in which the emerging markets of the post-
communist countries have a word to say. ItiseizEd in such a way that they are dispersed and the
not at all any coordination. Not even an intellattdebate.

Look at the title of the conference, there is tlhagvf Because of international capital mobilitysisply a
function of, or depends, or is preying, on domestitabilities. International capital mobility et a
means to facilitate domestic economic stabilifg ih means of simply making the profits. Economic
situations in particular countries or regions & torld in part of this exercise is taking advaetaf
economic instability, which must be seen throughdbanflict of interest as much as through technical
perfections vis a vis exchange rate mechanismtereast rate policy. Thank you...

SD: | would like two points. One is a more gehéning that's what ?? said, maybe David can etdigh
us. On the fact that when you look at this popegkage in the end I'm afraid with the agenda efrigw
architecture etc., etc. We will still be using foemat of what we are having right now. That meaes

are dealing with certain problems like exchange,rfibancial problem, but in the end the packagbés
whole package. That is encompassing adjustmeméalrsectors, monetary sectors, and monetaryrsecto
have so many avenues for that. Financial secreal sector also everything and then it may even
involve politics. Because all of this are the penhs these respective countries really see it welyin

the process. So we can't say no to any specifichwdctually representing part of the problem ia th
structure. Practice of you know the malpracticerohy capitalism, and then you try to identifysthvhole
thing. So, the package I'm afraid has always leeeompassing all the financial sector, all the seator,
plus the classical things of exchange rate, intes¢e, what have you. We do have that kind objgm
partly because you try to put everything in two kgepegotiation of macro problems and micro problems
long-term and short-term, you talk about finansialindness, which means quite a lot aside from
institutional, financial institutions, the healthfmancial institutions. Your talking about vemyicro
management. Its not just capitalization's of akagank, but the management of the bank, the whole
restructuring is there. Also, behind it the lelgase, the bankruptcy law, and everything undestimeis
included over there. We can not say no becausbesk things we understand are the problem, bert af
we understand the whole problem later on how tdwih it. Then you maybe you come into priority o
sequencing or what have you. Maybe we should letdigthis kind of issue because I'm afraid the whol
package is always like that.

Secondly, a little bit more specific on the sequiegc My problem with the sequencing is always th
for something that if you wanted to start from eael sheet, but the problem is what if you already d
something, but it was not right in accordance wlith so-called theory of sequencing. Like the Iredban
case | used to call it, we put a lot of things dpsilown, like capital liberalization we did it inet 1970s,
when people were only talking about it in the [5880s or even 1990s. Banking liberalization thielyinl
1988 and now everybody said we should do like gtiemning the prudential measures and everything
before you can liberalize that now. Once you alyedid that, what is the therapy for the countrgtth
already did something on a particular area, but soet of overlook the condition they have to fillfi
before you do it. Like you already very open, Yt cannot now go back and to close, so maybeghat
part of the problem of sequencing, how you coula eéth that later on in practice, as well as theole
package while you deal with something and you riagmtn 2 weeks time.
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GV: Hak Pyo...Oh.

IA: Yes, sequencing and political consideratiors\ary important but they are elementary too. | am
about to make a blanket statement, namely thataldiieralization without exchange rate flexibylit

makes no sense. So there is no compromise ovehwhie should come first and that...? with your
statement that if there is a differential betwdsmdomestic and foreign interest rate then we taface
special dangers, but there will always be a diffeesbecause there is a country risk. So that'sitgy

even more important to liberalize capital markettha same time preserve or restore exchange rate
flexibility, or install or whatever.

RG: Thanks George. In the time that's left welvdto think about conclusions from the meeting as
whole and some of us will have to turn our mindsvtding down the conclusions and distilling thenda
getting a book as a permanent record as a wisdatretherges. At the beginning of our meeting, we
heard seven questions from Dipak and 4 questiams Bominic and | think it's helpful for us to godika
to some of those. In preparing final versions ayigrs for publications, | suggest that the orgasizeme
up with some tightening of those and come up wittuaber of headings that we need each paper thtouc
upon, but our starting point can be those questionisink that the papers as a whole cover theireq
ground and our discussion seemed to make somesiadbié less important, but really came to focus ou
attention on some others and so a note from theredis a guide to issues we'd look each of thatcpu
papers, in particular to pick up, I think will belpful there. In the beginning of our discussidthea
conclusion, I'd just like to pick up a few of Dipskjuestions and Dominic's tended to coalesce draun
single theme of capital account liberalization aagital account volatility what's necessary to mides
work and so I'll make a comment on that. I'd ikeinderline another issue that turned out to beemo
important than the other seven plus four questsuggested. On Dipak's question 3, which related to
policy responses to crisis, we ended up focusileg @an the role of monetary policy in the crisisdan
particularly, the role of tight money in stabiligithe exchange rate and the external accountsnl e
might be edging towards a conclusion that, whatgeedd moderately firm monetary policy might do,
there is some point beyond which the further tightg of monetary policy is counterproductive, eden
the objective of holding up the exchange rate arahgthening the external account. We've learsed a
we've discussed the issues in the last 2 daysthbatnswer to that question, especially the qoestf
where is that point and was it exceeded, is gamepend on the particular institutional and ecoicgom
circumstances of each country and | hope the cpymatoers will focus a bit more on that. But the
question was first raised in Nancy's discussioRa#fnd, but it's come up a lot in other papersuiticlg a
couple of the east Asian papers. | don't thinkarid, that any of us would want to say that thevanss to
loosen monetary policy, as for the sake of the ment you were suggesting yesterday morning. The
question is to identify the point at which furthightening becomes counterproductive. There wdesva
cases where there was a suggestion that we'd gyoadbthat point in the recent experience. David's
paper, and | haven't, so I'll add a couple of Eoort that since | didn't get to earlier to raisesthissues. It
noted one important mechanism, which has been rnptethers, through which the tightening of money
beyond some point can be counterproductive. Thidityou are damaging asset values domestically
beyond some point you're reducing the creditwoebsnof domestic entities. That in itself discoesag
capital flow. The damage to domestic entities@ffenore generally the climate for investment aasl its
own effect on capital flows, this is a subtle qimstbut one that | think we need to take into actto

One interesting feature of a capital responseda@tst Asian crisis has been how, once confidence i
recovery has been established, there have beestveng direct foreign investment. | think someusf
have been a little bit surprised about how strdmg that didn't start to happen until there wasesom
confidence at least that the bottom had been réatieeause no matter how cheap are equities or real
assets, you don't get capital inflow to pick theprifypeople think that maybe they'll go further dowSo
that's an issue that | think country papers shoegdly come to grips with because the insight from
individual countries are going to be very importamany conclusions we're able to draw about that.
retrospect, we can say that there was clearly skeztightening in, at least, in a number of thetdeian
countries and if | rely a little bit too much oro#e cases in what I'm saying now is partly bechase
adding my thoughts to David, but also because taes¢he cases that | feel most confident abaut. |
seems to me that we need to face up to the fdels# assessment. The reason both fiscal and argnet
tightening went too far in Indonesia, and cleatlgid, and in varying degrees in a couple of other
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countries was that there was incorrect assessrbent aow big the problem was. Later in the firalf lof
1998 there was explicit recognition of that anctg@ixplicit variation of the requirements of fiscal
tightening. | don't think there's been the sancegaition on the monetary side. Perhaps if incinentry
papers we dig more deeply into that, we'll havasibfor forming judgments.

One reason, | think, for misjudgment about the deftthe crises in individual east Asian countries
that it was most unexpected and the internatiogaheies aren't much different from the other
international observers in that respect. When grdvas been averaging 7,8,9% per annum for quite a
long time and then all of the countries end uprisis. In some of them, quite extraordinarily déab
growth. In Malaysia and Thailand there wasn'tgjlsi year below about 8% between the mid-1980s and
the onset of crisis. So when people were thinkihg downturn, they were thinking of a dip beloertd
and not a huge reversal. We were all tricked leyldting experience of strong and steady growth. tiiero
reason was that | think we underestimated, we bitiegconomics profession, the international
community and the countries concerned, the powénefnternational transmission through real
economic effects. We all know from that splendik by Kindleberger on the Great Depression and the
power of the international transmission of confiatin the Great Depression, through one aftertarot
country's reduction in activity, sometimes excharaje depreciation, increase in protection, redyicin
trade and that contraction in trade in one couafigr another reduced trade opportunity for otlaers
world trade spiraled down, that wonderful cobweliKofdleberger's of world trade contracting month
after month for three years and deepening the semes We had an element of that in east Asia and |
think that the effects of that were underestimatBy the onset of crisis, by 1997, a majority of tixports
of east Asian countries, all of east Asia werett@epeast Asian countries. A very different stivom the
mid-1980s, but that was the reality by 1996. Ardrge majority of the growth in exports in the yiceis
decade had been intra-regional trade, growth oftor@@other east Asian country and you can draigex n
Kindleberger cobweb for east Asian, an awful Kideleger cobweb, for the contraction of intra-eastAs
trade and to understand how deep the recessiogaiag to be in Malaysia, you had to understand the
feedback of the deepening recession in Thailarahrasia and Hong Kong and Japan and Korea and so
on. We underestimated that. Now of curse, it pragisely to limit this international transmissioh
contraction that the Bretton Woods institutions evestablished and some of the officials of the \Fy
much had this in mind early on in the crisis, teittcredit. You'll see in volume that Ross McLeod! |
put out last year, papers that were discussedregeting in May and published in October. Therenis
paper there by David Miller (?), who is a deputadief the IMF office in Tokyo. In the discussidrat

led to that book, David was drawing attention te ¢thigins of the IMF and saying one of the IMF mle
was to stop excessive currency depreciation beaxcssive currency depreciation will lead to puess
on others, it will lead to transmission of to othedust like competitive devaluation did in th&08. So
there was some awareness of that but, neverthéegssn't sufficiently taken into account in assaent
of how deep the recession or depression in sometices would go. | think at least in a couple fod t
overview papers for the book, we need to dig meepty into this question and | think as we do, eter
one important qualification about any negative \@efout the role of the IMF in some of these thiagd
that is the international community, including tMashington institutions, was pretty right in whiatvas
advocating for Japan and China in an attempt taaedomewhat the transmission of instability. &or
country in crisis, attempting to hold up the exdj@nate so you reduce the transmission onto others,
attempting to do that by jacking up interest rated sending the economy deeper into recession o lo
countries in crisis that strategy was counter petiga. But for countries that weren't in crisifhaugh
under some stress as a result of the Asian econmisis and | put Japan and China into that catedbe
strategy of fiscal expansion and holding up theharge rate, which was applied in both, in different
ways, but applied in both, was a good strategyiferregion as a whole. | think the fact that thevdward
spiral didn't keep going on was partly the restithese policies in 2 big countries that werenttialty in
crisis, whatever the stress they were under. paida case you had all of that international pressu
especially coming from the bilateral US-Japan diséns, but you had Stan Fischer playing in those,
culminating in the high profile interventions in dust of last year, when the yen was down to 150 and
heading lower and the high profile interventionsaupanied by further commitments to fiscal expamsio
did seem to be helpful and | feel that was an ingrarholding point in the downward spiral of the
transmission of contractionary influence. Andihthit's one reason that one month later we savogem
general turnaround in financial markets and latehie year, some stabilization of the regionaldrath
China, the strategy was different. The strategy jat to encourage China to hold the exchangearade

121



to expand the budget. As we heard in this morgipgper, that hasn't been bad for China, althcugtet
are questions about how long the exchange rateopanvill be sustainable. But for the countries

crisis, advising them to tighten and tighten motteliold up the exchange rate, beyond some point'tvas
even helpful to the international transmission tigto the trade mechanism and Yoshitomi touched upon
one of the reasons why in his very important remankresponse to the papers in the last sessibe. T
level of imports of any one individual country istdrmined not only relative prices, the depresfators
of exchange rate depreciation and protection whigdrcifully, we didn't have much of in this episdde
east Asia, but it's also determined by the levalamhestic absorption and if you push an econompetee
into recession and hold the exchange rate a Witehithan otherwise it would have been, just knowing
those 2 facts doesn't tell you whether imports wdwdve been higher or lower than they would haembe
through doing nothing. So the strategy of holdipgexchange rates with very high interest ratedisgn
activity through the floor, in my judgment, was @ftful the international transmission of instalyilit

CM: I don't know how firm that conclusion is, biretbasic statement that too much tightening is very
bad, | mean everyone will agree with, but | dom'tk, at least from the discussions today, | dtmttk it

has been shown that the tightening was too muchnay have been too much, but looking ahead at that
time, when you are dealing with forward lookingiaates like confidence, | mean confidence which you
cannot measure, | haven't seen statistics in therpaearing it out, it's a very tall judgment thait're
making.

RG: Fair point, Christian. | began these remagkéng these are issues which we should dig deeper
into in the country papers before publication, takensure that we focus more on them. | thought
Yoshitomi's presentation of two instruments for tyamls was helpful and helped us to focus on one
variable we haven't discussed enough the pastRataythat's the role of international liquidit/hen

the international packages have come in there baga a set of advice and some money and we haven't
discussed the role of the money and | think it wideg useful to go a bit further into that. Andhiintk
Yoshitomi's framework is an interesting one, thintkof the tightening of money and the availabitify
international liquidity, well the stance of mongtg@olicy and availability of international liquigitoeing

two instruments to attack the 2 objectives. | $peo long on that one question three in Dipak's...

DD: It was a long question 3...
RG: It was a long question but in some ways thetrimagortant on the list...
DD: It probably is.

RG: More briefly, now just before | leave Yoshitohthink it is a pity that Ken Henry didn't give as
bigger answer on the Asian monetary fund, becdgaéllty issue is an important one. The questie@n w
should be asking is how much wider would the oggtibave been if the countries that went into deispscr
had had available more international liquidity atracial stage. You ask the question, you're awatke
complications in the answer, but we did have tllearaunusual situation of the Japanese Ministry of
Finance putting on the table a rather large sumarey and other people saying please take it away.
There's no time to discuss it in detail, but siKem wouldn't answer | think | will. | think thatag a huge
error of the international community, to rejectdther than to say, thanks, now let's talk abaérssible
way of using it. Well we got it back, a bit of ihrough the Miyazawa fund...

MY: That was post-crisis, the timing is importafitiming.

RG: The Miyazawa fund has still been helpful, bedly. What we think about the lost opportunity of
the Asian monetary fund depends a bit on our viewblow helpful additional international liquidity
would have been.

On Dipak'’s 5th question, which brought us intodghestion of exchange rate regimes, that links ®oain
Dominic's questions as well, there's fairly strengport from the cases that have been discussaddro
this table for, certainly flexible exchange ratest floating rates, not much interest in the thdagif half-
way houses, managed pegs tending towards firmtbagjsve had in most of the countries we've been
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talking about at the onset of crisis. But somédlitjoations about pure floating. I think that Seev
Grenville's points about the, as Peter Warr's gouedirings out, are pretty challenging. How cotine t
Reserve Bank of Australia can make money out df tiidae answer might be, and this is an area Steve
didn't go into, that the private sector, like atlyer part of humanity, takes time to learn newgsiand in
each country it takes time for the institutionsadfoating rate to settle down. The private sebis to
develop new institutions, new ways of looking ahgjs to take advantage of the stabilizing specudati
opportunity that the wide fluctuation of floatingtes generate. Steve drew attention to the fatthie
people on the screens and pushing the buttonsadlh get the sack if their bets are out of the mdoe
6-months and to win money on the Australian exckaiate, sometimes you've been out of the money for
years. The Reserve Bank of Australia was ablé that out. But if, nevertheless there are clear
opportunities being lost, the private sector, spmaple in the private sector, will begin to leanattand
begin to make some money out of that and that'sahteof institutional development in the privasztor
that will make floating rates less unstable overetil would expect. One thing we didn't much disdas
the emerging consensus about the advantage offip@tes was the success of a couple of non-figati
rates: the China case, China case has at leasieavitne crisis. Yiping this morning said that the
exchange controls may have played some role, bdidmt push that very hard. And there's anotlasec
alongside Chine and that's the Hong Kong case,hiltés had a fixed exchange rate since 1983, it's@o
exchange controls, it doesn't even have mecharfmnmseasuring capital controls so it never willddge
to apply a Tobin tax without a major institutiorddlange and, well we haven't discussed it so wé can'
draw on this discussion, draw a conclusion, bhirk that we do have to recognize there are some
conditions under which the fixed exchange rateatdeast be consistent with avoidance of deep prosl
and David Vines noted a couple of those. The rssgg<ondition is that expenditure policy must bkyf
consistent with them and that's a pretty hard dammio meet in Hong Kong, with some lags that treey
able to meet it.

The role of the private sector, Dipak's questioth@f's been Hamlet's ghost in this discussionhawen't
focused on it explicitly, but it's been there i thehavior of the private markets, been thereiwvape
capital flows. In the revision of these papersmight think a little more explicitly about it. Whenight
think, Dipak, about how to sharpen up the questidBigt one question is, about the issue I've ajread
raised in relation to floating exchange rates, wizet been the learning trajectory of the privatéseas
institutional arrangements have changed. Is #ahing best left to itself? It probably is. What
determines how quick that learning process isthdsa factor in policy advice on the timing of
liberalization? If we sharpen up the focus onghigate sector, there are some of the questionsiae
want to ask.

Dominic's four questions were mostly built arouhd guestion of open capital accounts and that beeam
very interesting topic of discussion over the tasi days and | must say I've learned a lot fron pzat of
our discussion. | start with the same prejudiceElana on this question, | don't like capital twols, but
| must say that you can't sit through the discusgie've had for 2 days and say that they're bad in
circumstances, in all countries. One caution &,ttvhich was emphasized by Lei Zhang in the last
session, you do have to line up the capital acclipertalization alongside development of domestic
institutions. One important caution that camernup couple of papers was that, because of confedenc
effects, it's usually not very smart if you thitilat some capital control might be helpful, to dmia crisis
situation. | think the only time a government @rgy to be thinking about these things is probaflg
non-crisis situation, not going to be thinking abthem when there's no crisis around. Probabfyitha
point about the pace of liberalization, that if yoight want a bit of help from exchange controlsame
circumstances, let that affect the pace of libeagion and there are some lessons there both dica &md
for China. The Indian paper told a story of sualédly elaborate controls that it reminded me oftfala
a long time ago and I think that we got very lagfficiency gains from getting rid of those, so wdar
macroeconomic benefits India is getting from thghhy extensive controls, | would think would be at
large efficiency costs. One very interesting péthe two days of discussion is the way we canfedas,
not on the question of undifferentiated exchangerots, and we came to more particular types of
intervention. | thought that Steve Grenville'sreion the Singaporean controls on bank lending in
Singapore dollars to foreign entities to try toitishort-selling of the currency was somethinghiok
about. And if I could draw a general conclusioatthnot too far away from my prejudices, suspeact o
that account, | think that generally we've got oessto be cautious about the value of exchangeasnt
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that one has to be careful about the pace of lilzataon when you start from controls and the intpoce
of lining up domestic financial reforms alongsitie tiberalization and that there are a couple of ve
specific types of intervention that are worth aselolook. | wouldn't put it more closely than thathink

it was Istvan in the last comment that we shoutddbabout open capital accounts without floating
exchange rates. He made a very strong statenkerthiat. |1 wonder. That would rule out the Hongnl§
system, and although Honk Kong went through onkdiel crunch a year and a half ago, taking thelevho
picture together, | don't call Hong Kong a failamd it rules out 30 years of economic growth wigigged
exchange rates and open capital account in Indané&siat's always been a challenge to us. In the
stabilization programs at the end of the 1960sphedia wiped its exchange controls, it's had a gpgn
capital account ever since then and it had a dnsl®997. Well what's the story of the 28 yearthia
middle? Through that 28 years, Indonesia got aflgrowth out of the open capital account. Rememb
it was...

MY: Domestic banking deregulation did matter.

RG: Well, yeah. That really makes the point Yosimi | think we've got to be careful about the
generalization. So long as there are qualificatianit, | can go along with the generalizationt, there
are qualifications to it and | think we need tanthpretty hard about the exceptional cases anteHs®ns
from them.

And finally, my new issue which wasn't in Dipakisi@ominic's list and which got quite a bit of attiem,
especially today, was the problem of overloadiniicgaeform packages. | think the discussion and
Soedradjad's last comment | think underlines thiky eégscussion. It does point to this having been
significant problem, that if the patient is bleaglion the streets, the problem is best addressedghrthe
blood transfusion rather than the long-term exerpiogram.

DD: I don't think I'm going to try to attempt..Hitk you've done all the conclusions that we nd[e
tape] ... small group and decide how we go fromethe the published papers, and we get a viewatf th
At the World Bank ourselves what we're going tdbdcause we're part of the co-sponsors of thisais th
we have a definite game plan. Which is, | felyveomfortable hearing the country views becausa its
cross-check. Sometimes we sit in Washington andldp our ideas in fair isolation, and one of the
purposes of this is to be able to hear you andadind have all relevant knowledge enshrined ist po
pre-Washington consensus. So that was purposeat Wéhdo from here, the Bank anyway, we go through
what is called a Global Development Finance reand there are elements there that we'll be focuming
very strongly. There are elements of ... we'lfdmising on short-term capital flows. 1 think tleserves
a fair look at and we're doing some work on that @it in indicator of crisis? We'll be looking @hris
Mulder's stuff a little bit more in detail. We arery glad that you do find it as a good prediatbcrisis.
Then we're going to talk about what kind of capitetount openness regime makes sense. Underlying a
of this of course there are two opinions aboutrirdéonal architecture. | don't think we can avibid
international architecture question. Part of thezbe, the reason why | guess we call this Intéonat
Capital Mobility and Domestic Stability or policygls is that one lesson we draw when we look at the
history of international architecture improvemeistghat it takes such a long time to happen. Yawu c
never get coordination done very easily aroundabé when we looked at last years report. S@imes
sense one lesson is that countries need to loekthkir own interests and therefore the domestiitye
kind of thing makes differences between institusitvetween countries its terribly important to redag
that's some countries will do well others wornd there'll be different stages of development and
different kind of things. We're gearing up to kiofdprovide a slightly more differentiated kindletson
and things as we heard around this table. Somgewfnay not be here, so | would like to use this
occasion to first of all thank Marc Uzan and hiante..
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