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F O R E W O R D

At the beginning of the new millenium, the political climate seems encour-
aging for a renewed and earnest debate about the future shape of the interna-
tional financial architecture, particularly the roles of the twin Bretton Wood Insti-
tutions, the International Monetary Fund (IMF) and the World Bank, in the de-
cades to come.  While criticism of both the Fund and the Bank and their poli-
cies, especially their structural adjustment programs, is certainly no new
phenomenom, the financial crises that rocked East Asia in the late nineties and
contagiously spread to several continents has undoubtedly put a renewed em-
phasis on the need to reconsider the functioning of international financial insti-
tutions (IFIs). In particular, the manner in which the Fund handled the crises has
become the center of widespread criticism by policymakers, academics and
civil society representatives.  Although NGO advocates for the Global South�s
poor and policymakers in most western capitals disagree sharply about the
future tasks specifically of the Bretton Woods Institutions, the need for a
makeover of the fifty year old organizations is essentially unquestioned by all
stakeholders concerned.

At the heart of the debate is thus the question of whether and how they can
be transformed to meet the challenges of a global economy with vastly increased
private finance flows that dwarf multilateral and bilateral investments and devel-
opment assistance and whether and how they can at the same time conform to
the high standards of transparency, participation and accountability. Coinciden-
tally, following on the heels of the Asian financial crisis, the transatlantic �infight-
ing� over naming a successor to the IMF�s departing Managing Director Michel
Camdessus earlier this year dramatically focused the world�s attention on a
governance structure of the Bretton Woods twins with a colonial-style
�gentlemen�s agreement� no longer suited to the times.

One of the more recent and undoubtedly hotly debated reform proposals�
although by no means the only important one�was the report of the US con-
gressional International Financial Institutions Advisory Commission (IFIAC)
headed by Prof. Allan Meltzer, which was released in the spring of this year.
Endowed with the mandate and the majority support of the national legislature
of the largest and thus most influential shareholder of both the Fund and the
Bank, the so-called Meltzer Report cannot be easily dismissed.  Occupying a
special place in the debate on IFI reform of the last few years, its very controver-
sial stance called for and still invites international and particularly transatlantic
reactions, critique and counter-proposals.  It is in acknowledging the signifi-
cance of the IFIAC�s reform proposals in re-igniting the debate about the future
of the global financial architecture and the Bretton Woods Institutions that the
Washington Office of the Heinrich Böll Foundation decided to compile this bro-
chure.
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In her introductory contribution, Liane Schalatek, Associate Director of the
Washington Office of the Heinrich Böll Foundation, summarizes the Meltzer
Report�s recommendations and chronicles the reactions by the IMF, the World
Bank and the US Treasury Department to the report�s proposals for a radical
overhaul and demotion of the Bretton Woods twins.  She also compares the
Meltzer Report to other recent reform proposals and finds that all of them share
the calls for a clearer division of labor between the Bank and the Fund as well
as for massive forgiveness of multilateral debts and for a withdrawal of the IMF
from long-term development financing.

Maria Heider, a spokesperson at the German Ministry of Finance, sketches
out the German government�s thinking about a reform of the IMF, disagreeing
sharply with the Meltzer Report�s recommendation that the Fund terminate any
medium- and long-term development loans.  Rather than weakening the IMF,
Germany would like to see it remain the central institution of the international
financial and monetary system, willing to assist all member countries, but wants
the IMF in the future to focus its activities primarily on crisis prevention.

Regarding the IFIAC�s suggestion for an overhaul of the World Bank that
would limit the number of countries eligible to receive development loans to the
poorest highly indebted countries, Heidemarie Wieczorek-Zeul, Germany�s
Minister for Economic Cooperation and Development, disagrees sharply.  In her
contribution, excerpted from a speech she gave earlier this year in Berlin, she
points out that hundreds of millions of the world�s poor in emerging and transi-
tion economies still need a strong World Bank and should not be forced to put
their faith in the rational functioning of free financial markets.

Jo Marie Griesgraber, Director of the Rethinking Bretton Woods Project of
the Washington-based Christian faith-oriented Center of Concern, writing on
behalf of a coalition of US academics and non-governmental organizations,
sees some points of agreement with the Meltzer Commission�s proposals but is
deeply critical of the major premise of the Meltzer Report, which entrusts the
well-being of the poor and the protection of the environment essentially to the
free functioning of the markets.  In her own and the coalition�s view, the Meltzer
Report shows plenty of shortcomings and missed opportunities by failing to ad-
dress the need to reform the governance structure of the Bretton Woods Institu-
tions and the question of staff accountability.  She suggests the introduction of
additional monitoring tools and global standards and regulations, for example the
creation of a debt arbitration panel and an international currency clearing mecha-
nism to deal with the needs of the global economy in the 21st century.

Barbara Unmüssig and Miriam Walther, both from the Berlin-based non-
governmental organization World Economy, Ecology and Development (WEED),
in their essay take a skeptical look at the IMF�s recent foray into long-term de-
velopment financing with the objective of poverty alleviation for Highly Indebted
Poor Countries (HIPC) through its Poverty Reduction and Growth Facility (PRGF)
created following last year�s annual meeting.  This was highly criticized by the
Meltzer Report. The authors� concern with this process however centers on
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their fear that it might be used as a leverage by the IMF to influence social
conditions in debtor countries in addition to defining these countries� macroeco-
nomic policies through traditional structural adjustment programs.  Their as-
sessment is that in the wake of the recent criticism of the IMF�s �mission creep,�
its venture into poverty reduction might very well backfire.

Angela Wood, writing for the British advocacy group Bretton Woods Project,
acknowledges in her assessment of the Meltzer Report that it has put the issue
of policies, functions, governance, and structures of the multilateral financial
institutions on the international agenda but warns against it actually setting the
agenda.  Too significant is in her view its failure to address the governance
structures of the IMF and the World Bank.  She argues that a review of the
Bretton Woods Institutions should be transparent and involve prominently de-
veloping country governments and other stakeholders such as NGOs and civil
society organizations, academics and parliamentarians.

Elmar Altvater, Professor of Political Economy at the Free University Ber-
lin, looks in his contribution beyond concrete reform suggestions for the Bretton
Woods twins only.  His article focuses furthermore on the explosive rise in fi-
nancial transactions across the world and the fact that in times of globalization
goods and capital markets have virtually become unregulated, thus increasing
the global vulnerability for crises.  He suggests the development of strict rules
for exchange rates (establishment of fluctuation markets) and currency mar-
kets (introduction of a currency transaction tax). Regarding the IMF and the
World Bank, he postulates that the IMF in the future should bail-in the private
sector in the debt-restructuring process and assigns to the World Bank the
primary role for financing development while denouncing the Meltzer
Commission�s suggestions to limit the Bank�s funds for this purpose.

Finally, the Honorable Peter DeFazio, Democratic Member of the US House
of Representatives from Oregon, looks in his contribution to one specific sug-
gestion for reforming and stabilizing the international financial system, which
would go beyond the current and future mandates of the multilateral financial
institutions.  He postulates that even a strong economy like the American one is
not immune to the contagion by financial crisis.  He therefore suggests the
introduction of a Tobin-style currency transaction tax to contain the potential for
crises and instability posed by unrestricted currency exchange moves across
the globe. His text details his efforts and those of lawmakers and academics
around the world to look beyond the IMF and the World Bank as the main instru-
ments to stabilize the global financial system and generate the means for devel-
opment financing.

As one of its core working fields, the Washington Office of the Heinrich Böll
Foundation has since its inception in 1998 concentrated on issues of global
governance, with special attention given to the subject of IFI reform. In fact, one
of the very first conferences of our office provided a critical review of the Bretton
Woods Institutions� current and envisioned future role within the global financial
architecture.  Since then, we have continuously worked to bring representatives
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of NGOs and Green parliamentarians from Europe to the United States for
workshops, lectures and exchanges with international counterparts in order to
further the ongoing dialogue on this issue.

The papers presented in this brochure with all their diversity of arguments
and approaches for a reform of the international financial architecture certainly
reflect the complexity of the issue as discussed in a vigorous transatlantic ex-
change.  And while they might not offer the ultimate roadmap for the future of
the Bretton Woods twins, we hope they will help to further stimulate public edu-
cation and debate about this important topic.  Let me thank our authors who by
sharing their thoughts and discussions with us made this publication possible.

Sascha Müller-Kraenner August 2000
Director
Washington Office
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Meltzer and More: A Review of the Latest Proposals
for a Reform of the Bretton Woods Institutions

by Liane Schalatek
Associate Director, Heinrich Böll Foundation, Washington Office

I. Background

In November 1998, as part of the legislation authorizing $18 billion of ad-
ditional funding by the United States for the International Monetary Fund (IMF),
Congress established the International Financial Institution Advisory Commis-
sion (IFIAC) to consider the future roles of seven international financial institu-
tions.1 The Republican majority of the Commission was handpicked by House
Majority Leader Richard Armey, and at the heart of its creation was conserva-
tive Republicans� criticism of the IMF�s crisis intervention policy during the
financial crisis in South East Asia in the late 1990s and its subsequent global
contagion.  Conservative Republicans had long argued for a substantial re-
form of the International Financial Institutions (IFIs) and a sharp reduction of
their mandates in order to justify radically lower US contributions to the IFIs.

The eleven-member expert commission (comprised of six Republican and
five Democratic appointees2) was headed by Allan H. Meltzer, a conservative
professor of economics from Carnegie Mellon
University and a fellow at the conservative
Washington think tank American Enterprise In-
stitute (AEI).  The ma- jority of Commission
members published their findings on March
8, 2000.3  The Repub- lican majority was
joined in their 7½ - 3½ vote (with the halves re-
flecting the fact that one member signed
both the majority and the dissenting state-
ments) by two Demo- cratic appointees,
among them Jeffrey D. Sachs, professor of de-
velopment economy at Harvard University. His
support of the majority opinion is significant
since it lends the stark Republican view a
touch of bipartisanship and political impartial-
ity.  Critically opposed to the majority vote,
four Democratic Com- mission members�led
by C. Fred Bergsten, director of the Wash-
ington Economic think tank Institute for Inter-
national Economics (IIE), and Jerome I.
Levinson, former gen- eral counsel at the In-
ter-American Development Bank�submitted a dissenting statement. It con-

�...the Commission
effectively sided with

a majority of non-
governmental organi-
zations (NGOs) in the
development arena
that have long de-

manded a permanent
stop to the IMF�s

perceived �mission
creep� into long-term
development financ-
ing and have urged a
clearer delineation of
the tasks of the twin

Bretton Woods
Institutions.�
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tends that some of the central proposals of the majority�s report were �funda-
mentally flawed and/or unsubstantiated.�4

II. Unanimous Recommendations of the Commission

All eleven members of the IFIAC voted unanimously that the IMF, the
World Bank and the regional development banks should write-off in their en-
tirety all claims against those highly indebted poor countries (HIPCs) that imple-
ment an effective economic and social development strategy.  Thus, the Com-
mission in fact supported a long-held demand of non-governmental interna-
tional development organizations.  However, debt relief according to the Com-
mission would still be tied to conditionality imposed by the Multilateral Devel-
opment Banks (MDBs). The Commission members also agreed in unison that
the IMF should restrict its lending to the provision of short-term liquidity and
end its current practice of extending long-term loans for poverty reduction and
other purposes. Multilateral poverty reduction programs are to be solely ad-
ministered through the MDBs. Thus, the Commission effectively sided with a
majority of non-governmental organizations (NGOs) in the development arena
that have long demanded a permanent stop to the IMF�s perceived �mission
creep� into long-term development financing5 and have urged a clearer delin-
eation of the tasks of the twin Bretton Woods Institutions.

III. The Findings of the Commission Majority

A. IMF
The IMF�s overall performance during the financial crises of the past twenty

years got poor grades from the Meltzer Commission�s majority. According to
the majority, the IMF has given too little attention to improving financial struc-
tures in developing countries and too much to expensive rescue operations,
most recently in South East Asia and subsequently in Russia and Brazil. Its
system of short-term crisis management is judged as being too costly, its re-
sponses deemed to be too slow, its advice is seen as often incorrect, and its
efforts to influence policy and practice are rated to be too intrusive. In develop-
ing countries, many of which have become dependent on the IMF�s long-term
structural adjustment loans, the IMF wields, in the opinion of the IFIAC major-
ity, too much power over national economic policies thereby effectively under-
mining the sovereignty and subverting Democratic processes of member gov-
ernments receiving assistance.  The majority acknowledges that IMF-assisted
interventions in recent crises have had harmful and harsh effects on the domestic
population due to strict conditionality of emergency loans. The report is critical of
advantages for international creditors in crisis situations, especially foreign banks,
since the IMF�s bailout of emerging markets with liquidity shortfalls (for example



3

Liane Schalatek

during the Peso crisis in Mexico, 1994/95) protected foreign investments and
large domestic debtors at the expense of small domestic investors.

The reform suggestions of the Meltzer majority are quite far-reaching. They
are based on the assumption that a free-market based system should prevail
in international devel- opment financing.  The
Commission�s sugges- tions de facto reduce
the IMF�s role to a lim- ited set of core func-
tions (most importantly the provision of short-
term liquidity, technical advice and information
collection). This rea- soning is undoubtedly
in line with the senti- ment of congressional
Republican critics of the Bretton Woods In-
stitutions, some of which would prefer the
swift abolishment of the twin institutions, espe-
cially of the IMF.6  It should be positively
noted, however, that the majority calls for the
forgiveness in its en- tirety of the outstanding
debts of the world�s forty poorest debtor
countries.

If the recommen- dations of the Commis-
sion majority were to be followed, the IMF
should be restructured into a smaller institution whose main task would be the
collection and dissemination of financial and economic data of its 182 mem-
bers. It should also provide advice (but not impose conditions) relating to eco-
nomic policy as part of regular Article IV consultations with member countries.
The IMF should be precluded from extending long-term loans in exchange for
member countries� agreeing to abide by conditions set by the institution.  Long-
term institutional development and structural adjustment financing should be
the exclusive responsibility of a reformed World Bank or the regional develop-
ment banks. Therefore, the IMF�s Poverty Reduction and Growth Facility (PRGF)
should be closed.  Instead the Commission majority suggests that the IMF�s
new mission should be to act as a quasi-lender of last resort to emerging econo-
mies by providing short-term liquidity assistance�under the condition that they
fulfill strict eligibility criteria fashioned to guarantee the financial solidity and
solvency of the debtor country.

Only member countries which permit freedom of entry and operation of
foreign financial institutions, have adequately capitalized commercial banks,
and publish regularly the maturity structure of their outstanding sovereign and
guaranteed debt and off-balance-sheet liabilities will be able to count on the
IMF�s financial assistance, should the Commission majority prevail.

The Meltzer majority envisions a �liquidity assistance mechanism� which
would only be used for crisis alleviation when private sector financing is un-
available.  It would consist of IMF loans with a short maturity (e.g., a maximum
of 120 days with only one allowable rollover) at a penalty rate (i.e., at a pre-

�If the recommenda-
tions of the Commis-
sion majority were to
be followed, the IMF
should be restruc-
tured into a smaller
institution whose

main task would be
the collection and
dissemination of
financial and eco-

nomic data of its 182
members.�
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mium over the market-based rate), whereby the IMF would have to be given
priority in payment over other creditors. Member countries that default on their
IMF debts would be disclosed and become automatically ineligible for IMF
lender-of-last-resort services as well as for
loans or grants from other multilateral agen-
cies or other member countries. As a borrow-
ing limit, the Commis- sion majority suggests
an amount equal to one year�s tax revenues of
the debtor country. These rules are to be
phased in over a period of three to five years.
Should a crisis occur in a country during this
transition period, the country could borrow
short-term funds from the IMF, albeit at an in-
terest rate even higher than the proposed pen-
alty rate (�super penalty rate�).  According to the
Commission�s conservative majority, this would serve as an incentive for the
borrowing country to adopt the new rules.  In keeping with the greatly reduced role
of the IMF as a de facto stand-by-lender to provide liquidity in cases of financial
crises only, the majority recommends against further quota increases for the IMF
in the foreseeable future.  Instead, in a crisis, the IMF is supposed to borrow
convertible currencies either from the private sector or from credit lines of mem-
ber countries as needed.

The long-standing demand of civil society actors for more transparency
and accountability of IMF proceedings is acknowledged only perfunctorily in
the majority�s recommendations.  However, the Commission calls on the IMF
to publish its Article IV consultations and to maintain and publish full details of
its assistance to each country. It also advises the IMF to take and record votes
at Executive Board meetings and to publish summaries of its deliberations
after a �reasonable lag.�

B. World Bank and Regional Development Banks
The Meltzer Report accuses the World Bank and the three regional devel-

opment banks to have summarily failed in their primary mission of worldwide
poverty alleviation.  The Commission�s majority sees a wide gap between the
MDBs� rhetoric and promises and their actual performance and accomplish-
ments in past decades. The World Bank claims to focus its lending on coun-
tries which are predominantly dependent on official development aid, because
they lack access to the capital markets. However, the Commission majority
finds that some 70 percent of World Bank non-aid resources flow to only eleven
countries (among them China, Thailand, Brazil, Mexico, and Poland) all of
which enjoy easy access to capital markets.  According to the Meltzer Report,
more than 50 percent of all World Bank projects fail. The Meltzer Report gives
low marks for credibility to the project evaluation process at the World Bank,

�The Meltzer Report
accuses the World
Bank and the three

regional development
banks to have sum-
marily failed in their
primary mission of
worldwide poverty

alleviation.�
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which usually ends with the final disbursement of funds. The Commission
majority found that only 5 percent of World Bank programs enjoy reviews three
to ten years after final disbursement for broad policy impact.  Lastly, the re-
gional development banks duplicate in several ways the efforts of the World
Bank, competing for donor funds, clients and projects, maintains the report.

Despite a remarkable growth in annual World Bank Group lending during
the past thirty years from $1.8 billion in 1969 to $32.5 billion in 1999�after
adjusting for inflation the World Bank has more than doubled in size in thirty
years�the relative importance of the MDBs has declined markedly in an era
of rapidly growing private finance flows.  The Commission calculates that lend-
ing and investments by the MDBs represent today no more than 2 percent of
total private-sector flows to developing countries.  In accordance with this re-
duced significance, the Meltzer Report suggests that the development banks
in the future concentrate on some core functions.  They would be precluded in
the future from financial crisis lending. According to the Commission majority,
the MDBs should offer technical assistance, provide regional and global public
goods (such as the global fight against infectious diseases like HIV/AIDS or
the protection and sustainable use of natural resources), and facilitate an in-
creased flow of private sector capital to the emerging countries.  Only the
eighty to ninety poorest countries of the world, which lack capital market ac-
cess, should be the focus of the MDBs� financial efforts. In contrast, the report
suggests the phase-out over five years of all resource transfers to countries
enjoying capital market access or with a yearly per capita income in excess of
$4,000. Countries with a per capita income of more than $2,500 a year could
only expect limited official assistance through the MDBs.

For the world�s truly poor countries without capital market access, the Com-
mission majority recommends that the World Bank and the regional develop-
ment banks should administer poverty alleviation grants exclusively for infra-
structure and social service projects instead of the traditional subsidized loans.
The subsidy for these projects would vary between 10 and 90 percent of the
total costs (dependent on the per capita income of the recipient country).  Inde-
pendent auditors would verify that these funds are put to good use, in which
case grant funding could be increased. For institutional reforms, poor coun-
tries could still receive loans from MDBs with a subsidized interest rate of up to
90 percent as in grant financing of user fees. However, prerequisite for receiv-
ing those subsidized loans would be the implementation of specific institutional
and policy changes (conditionality) with independent auditors performing an an-
nual review of the reform program.

To underscore the shift in emphasis from lending to development grants,
the Meltzer Report suggests that the World Bank be named �World Develop-
ment Agency.�  The World Bank�s current programs in Latin America and Asia
are to become the primary responsibility of the future Asian and Inter-Ameri-
can �Development Agencies,� while the World Bank would remain the princi-
pal source of official development aid for the African continent and for the
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remaining poor countries in Europe and the Middle East.  The report recom-
mends that the MDBs halt investment, guarantees, and lending to the private
sector.  The International Finance Corporation (IFC), the private sector credit
branch of the World Bank Group, should be merged into the future World
Development Agency, while MIGA, the Multilateral Investment Guarantee
Agency of the World Bank Group, is to be eliminated without replacement.

The Meltzer Report suggests strongly that the MDBs, too, should write off
in entirety their claims against highly indebted poor developing countries.  It
further urges the US to significantly increase its support for poverty reduction
measures well beyond the currently spent $6 per capita per year.

IV. Reaction and Dissenting Statement of the Commission
Minority

The Commission minority agreed with the majority�s findings in proposing
a clearer delineation of the future responsibilities of the IMF and the World
Bank in order to avoid overlap. But the four signatories of the dissenting state-
ment7�all Democrats�were sharply critical of some of the central reform pro-
posals of the Meltzer Report finding them to be �fundamentally flawed� and
resting on �misinterpretations of history and faulty analysis.�  In following those
proposals, they main- tain, the risk of global
instability would be greatly increased.

In their dissenting statement, the minor-
ity contends that limit- ing IMF activity to any
set of prequalifying cri- teria�be it access to
capital markets or an- nual per capita in-
come�would almost certainly preclude its
supporting countries of great systemic impor-
tance for global finan- cial stability like
China, Russia or India. This would in fact, so
goes their argument, increase the risk of
global economic disor- der. A second criticism
centers on the fact that the elimination of the
World Bank�s non- concessional lending
program and the IMF�s Poverty Reduction and
Growth Facility (PRGF) as proposed by the
Commission majority would effectively shut
down two important sources of funding for poor countries. Fred Bergsten and
his democratic colleagues argue that the ma-jority�s recommendations could
well undercut the fight against poverty, since those two programs have helped
hundreds of millions of the world�s most destitute people. Many of them cur-
rently live in countries like Brazil or Mexico, whose average per capita income
clearly exceeds the global poverty line. Following the proposals of the Meltzer
Report, neither emerging countries with millions of poor people nor poor coun-

�...the four signatories
of the dissenting
statement...were
sharply critical of

some of the central
reform proposals of
the Meltzer Report
finding them to be

�fundamentally
flawed� and resting on
�misinterpretations of

history and faulty
analysis.��
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tries with access to the private capital markets would be eligible for World Bank
development loans. In the view of the Commission minority, those developing
countries would in fact be punished for striving to qualify for market credits.

The dissenters are also critical of the majority�s encouragement that more
advanced developing countries rely henceforth wholly on the private capital
markets for external finance. They argue that those markets have proved to
be extremely volatile in the past, largely due to massive short-term inflows
and often panic-driven grand-scale outflows of private money (�hot money�)
in the case of a country crisis, thereby deepening crisis conditions and threat-
ening regional contagion. Additionally, the minority questions the majority�s
insistence that private creditors would willingly fund development projects
like literacy campaigns, the establishment of a secure supply of drinking wa-
ter or health care measures. Lastly and most critically, the dissenters doubt
the majority�s assumption that grant funds from rich-country governments ad-
ministered through a World Development Agency would be sufficient to wholly
replace existing IMF and World Bank loans with low interest rates for poor
countries. In times when official development assistance (ODA) in the US and
other OECD countries has declined enormously, �it takes a great leap of faith
to believe that donor governments would provide substantially increased funds,�
contends the minority.

V. Reaction of the Bretton Woods Institutions to the Meltzer Report

A. World Bank
In a letter to the head of the IFIAC8, Professor Allan Meltzer, World Bank

President James Wolfensohn echoed the criticism of the Commission mi-
nority and sharply rejected several of the key findings of the Meltzer Report.
In his letter, Wolfensohn points out that even in countries with investment-
grade credit ratings and those with per capital incomes above $4,000 like
Argentina, Brazil, China, Colombia, or Thailand, poverty continues to exist.
World Bank assistance to those countries�cut off from the agency�s loans in
the future, were the Meltzer proposals to be implemented�is critical in
Wolfensohn�s view to help these countries reduce their policy and institutional
constraints, thereby leveling the playing field for efficient private sector de-
velopment.  Acknowledging that the private sector has become in the past
decades the main engine of economic growth in developing countries,
Wolfensohn maintains nevertheless that without IFC and MIGA support for
�frontier� investments and breakthrough demonstration projects would cease.
Since companies attracting foreign private investment invariably belong to
the top of the financial pyramid, small- and medium-sized companies, re-
sponsible for most of the job creation, productivity growth, and poverty reduc-
tion in developing countries are continuously dependent on MDB engage-
ment through IFC and MIGA, he argues.



8

A Makeover for the Bretton Woods Twins?

The World Bank head also objects to the Meltzer Report�s suggestion that
the World Bank Group�s regional and country programs be devolved to the
Inter-American Development Bankt (IDB) and the Asian Development Bank
(ADB).  In his view, this would amount to a �large loss of developmental syn-
ergies� and would de facto undermine the World Bank�s global character �at
the very time the demands of globalization are pointing in the opposite direc-
tion.�  Wolfensohn lastly voices strong opposition to the suggestion of the
Commission majority to change concessional credits of the World Bank�s In-
ternational Development Agency (IDA) into subsidies for all borrowers with
per capita incomes as high as a $4,000 cut-off.  In view of sinking budgets for
official development assistance, it would be both unrealistic and risky in
Wolfensohn�s opinion to sustain the needed level of funds for a wholesale
replacement of IDA lending with grants. To illustrate this argument, Wolfensohn
points to the experience with current IDA programs, designed for the poorest
countries with a per capita income below $900, for which it is already proving
difficult to secure the resources needed.

The Operations Evaluations Department (OED) of the World Bank, for its
part, in a sharply worded statement, condemned the �deliberate misuse of
OED data� (particularly the Meltzer Report�s quoting of World Bank figures to
support their claim of high failure rates of World Bank projects) and alleged nega-
tive bias of the Commission majority toward the World Bank Group.

B. IMF
As the Meltzer Report was published in early March at a time when the

IMF still was mired in a transatlantic debate about a suitable candidate to suc-
ceed the departing IMF Managing Director Michel Camdessus, reaction to
and criticism of the Fund on the Commission majority�s finding has been re-
strained. Since Horst Köhler has taken the reins at the IMF in early May, he
has sought to delineate in speeches and press interviews his views of a newly
reformed �more focused IMF.�  While he agrees with critics� recommendations
to strive for a clearer division of labor between the World Bank and the IMF, he
nevertheless sees a continued role for the Fund in poverty reduction and thus
opposes any suggestions to close the IMF�s PRGF.  Pledging to move the
Fund more strongly toward a focus in its advice on monetary, fiscal and ex-
change rate and financial sector policies, read crisis prevention, he denies any
need for a new grand design of the IMF.  Instead, involvement and �construc-
tive engagement� of the private sector, already during non-crisis times, is seen
as the right way to limit the scale of crisis lending that the Fund can be ex-
pected to undertake in the future.  The announcement of the creation of a
Capital Markets Consultative Group at the Fund, in Köhler�s view, serves as
acknowledgment of the major role private capital markets play in promoting
investment and growth around the world.
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VI. Reaction of the US Treasury Department to the Meltzer Report

Under US law, the Secretary of the Treasury was obliged to report within
three months of receipt of the Meltzer Commission Report �on the desirability
and feasibility of implementing the recommendations contained in the report.�
The Treasury Report disagrees in fundamental respect with the bulk of the
Commission�s reform prescriptions, repeating in many ways criticism voiced
by the minority and the Bretton Woods Institutions themselves. In a strongly
worded summary, the Department of the Treasury stresses its belief that �taken
together, the recommendations of the majority, if implemented, would pro-
foundly undermine the capacity of the IMF and the MDBs to perform their
core functions of responding effectively to financial crisis and promoting du-
rable growth and market-oriented reforms in developing countries�and thus
weaken the IFIs� capacity to promote central U.S. interests.�9  In its view, had
the Commission majority�s proposals been in place during the financial crises
of 1997 and 1998, the Bretton Woods Institu-
tions would have been unable to respond to
the acute systemic threat. And had the
proposals been in place at the start of the
1990s, the MDBs also would have been pre-
cluded from supporting economic restructuring
and private sector de- velopment in Eastern
Europe and the former Soviet Union or across
Asia and Latin America. The Treasury therefore
strongly advocates that the MDBs stay in-
volved in financial cri- sis lending, mainly to
minimize the adverse impact of the crisis on
the poor by particularly strengthening social
safety nets

While Treasury�s own report recognizes
shared objectives with the Commission major-
ity�most notably the IMF�s role in crisis pre-
vention, the MDBs� im- portant mission in pro-
moting long-term de- velopment and provid-
ing global public goods, and the need to in-
crease American ODA and to speed up bilateral
debt relief�it objects to some of the Com-
mission�s major recommendations for a future role of the Bretton Woods Institu-
tions.

The Treasury Department contends that by limiting IMF assistance to short-
term loans with a maximum of eight-month maturity at very high interest rates,
which would only be available to a select few pre-qualifying countries, the
Commission would render IMF assistance practically ineffective, because a

�...taken together, the
recommendations of
the majority, if imple-
mented, would pro-
foundly undermine
the capacity of the

IMF and the MDBs to
perform their core

functions of respond-
ing effectively to

financial crisis and
promoting durable
growth and market-
oriented reforms in
developing coun-
tries�and thus
weaken the IFIs�

capacity to promote
central U.S. interests.�
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large number of the IMF�s member countries would be excluded from any IMF
response to financial emergencies.  Additionally, as the Treasury Report points
out, even in the most successful cases of recovery, the restoration of a country�s
access to private finance has taken longer than eight months. The Treasury is
even more concerned with the suggestion that the IMF be precluded from
applying policy conditions to its loans and that the PRGF be abolished. These
proposals in the view of the Department would undermine the capacity of the
IFIs to promote macroeconomic policy reforms in borrower countries, which
the Treasury sees as being fundamental to restoring confidence after an eco-
nomic crisis in emerging markets and as a prerequisite for economic growth
and long-term development in poor countries. The Treas-ury�s own reform
proposals for the IMF advocate instead a focus on the improved flow of infor-
mation from governments to markets and investors (via the IMF�s Special
Data Dissemination Standard); increased IMF vigilance toward the risks of
unsustainable exchange rate regimes; a major review and the streamlining of
the IMF�s financing instruments and facilities; and a greater emphasis on cata-
lyzing market-based solutions to crisis.

Regarding the Meltzer Report�s suggestions for a reform of the MDBs, the
Department of the Treasury finds them to be neither desirable nor feasible.  It
is particularly worried about excluding from MDB assistance numerous coun-
tries that account for a substantial share of the world�s population. These coun-
tries, in the Treasury�s experience, often enjoy only fragile access to private
capital, especially considering that the volume of private capital that is reliably
available for long-term development investments with medium to longer-term
maturities is still extremely limited. With crucial resources to meet develop-
ment needs undercut, the likelihood of future crisis is increased and ultimately
those countries� graduation from official support delayed, maintains the Trea-
sury Report. It opposes limiting the World Bank to an advisory capacity while
transferring financial capabilities for development assistance to the Inter-Ameri-
can, Asian, and over time, the African Development Banks. The Treasury Re-
port argues that the World Bank represents �the strongest, most experienced,
and most competent in the MDB system, and has the most advanced agenda
for implementing reforms supported by the US Congress over the decades.�

The proposal to replace MDB loans with grants in the Treasury�s view
would limit the overall availability of financial assistance to the poorest. Over
time, according to the Department experts, the effect would be to eliminate
the reflows that derive from loans, which currently fund a substantial portion
of the new highly concessional loans under the four MDBs� existing soft-loan
windows. Although the Treasury Report supports the Commission recommen-
dation to extend full debt write-offs to HIPC countries pursuing effective eco-
nomic development strategies, it does not support a complete write-off of IFI
debt. It maintains that in order to eliminate HIPC debt completely, costs for
the IFIs would rise dramatically, de facto undercutting the capacity of the Bretton
Woods Institutions to provide new assistance. The Department is also con-
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cerned about the severe moral hazard for other poor non-HIPC countries that
the write-off of 100 percent of the debt for a specific group of impoverished
countries would pose.

The Treasury�s own reform proposals for the MDBs center instead on imple-
menting performance-based lending guidelines to all soft-loan windows and a
greater differentiation of lending terms among poorer countries; ex ante so-
cial and poverty assessments done by the World Bank as prerequisite for its
structural adjustment lending; a more focused lending to emerging econo-
mies, which would decline in volume as countries are expanding their capac-
ity to attract private finance; a higher degree of transparency through publica-
tion of key loan documents (including Country Assistance Strategies [CASs]
and Poverty Reduction Strategy Papers [PRSPs]); and improved collabora-
tion among the World Bank and the regional development banks, based on
formal Memoranda of Understanding (MOU).

VII. Recent Reports with Alternative Proposals for Reform

The work of the Meltzer Commission since December 1998 took place in
the context of intense public discussion on the role of the IFIs since the Asian
financial crisis.  During the past year, several other reports with alternative
programs for reform have been published in the US, among the most notable
ones being an Independent Task Force Report by the Council on Foreign
Relations10 and one on the future of the IMF by the Overseas Development
Council.

A. Council on Foreign Relations Independent Task Force Report
The twenty-nine members of the Task Force, which was headed by Mor-

ris Goldstein from the IIE, favored a market-oriented approach to reform
that would create greater incentives for borrowing countries to strengthen their
crisis prevention efforts but also challenge private creditors to assume their
fair share of the burden associated with financial crises. It proposes measures
to reduce moral hazard and shift the composition of capital inflows to longer-
term, less crisis-prone elements. The majority of the group endorsed seven
key recommendations.

1. Greater rewards for �good housekeeping,� meaning more favorable
lending terms for IMF loans for countries that take effective steps to re-
duce their crisis vulnerability.

2. Discouraging short-term capital inflows in emerging markets with
fragile financial systems through transparent and nondiscriminatory tax
measures, but encouraging less crisis-prone, longer-term foreign direct
investment (FDI).
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3. Promoting fair burden-sharing and market discipline for the private
sector through �bail-in measures� by encouraging all countries�including
G7 countries�to include �collective action clauses� in their sovereign bond
contracts; the IMF should also encourage emerging countries to imple-
ment a deposit insurance system, which places the main cost of bank
failures on shareholders and large, uninsured private creditors, not on tax-
payers and small depositors.

4. Advising emerging economies against adopting pegged exchange
rates with the IMF refusing to provide funds to support unsustainable
currency pegs.

5. Requiring the IMF to lend less freely, distinguishing between country
crisis and systemic crisis with the IMF adhering to normal lending limits
in country crisis, thus abandoning huge rescue packages, but lending to
innocent affected countries of a crisis with systemic proportions through
special contagion funds.

6. Refocusing the IMF and the World Bank on their basic tasks, with the
IMF concentrating on monetary, fiscal, exchange rate, and financial sector
policies and not on longer-term structural reforms and the World Bank
focusing on longer-term structural and social aspects of development, but
not on crisis management.

7. Building political support for and ownership of financial reforms by
convening a special global conference of finance ministers.

B. Overseas Development Council Task Force Report
The ODC Task Force Report11, which was published in April 2000, fo-

cused exclusively on the future role of the IMF in development. The fourteen
members of the Task Force, headed by Kevin Morrison from the ODC, in-
cluded among academic experts and representatives from renowned non-
profit organizations (NGOs) working on the global financial architecture and
development issues (Oxfam International, Friends of the Earth or the Center
of Concern) Joseph Stiglitz, now Stanford University, who served until the
end of 1999 as chief economist at the World Bank.

The report�s central argument is that the involvement of the IMF in struc-
tural adjustment of economies, even in times of crisis, and its provision of
longer-term-development finance should end. The ODC Report recommends
therefore that the IMF�s PRGF should be moved to the World Bank and that
the Fund�s Extended Fund Facility (EFF), which supports medium-term pro-
grams for middle-income countries, should be terminated.  Instead, the Task
Force suggests that the role of the IMF should be focused on three tasks.

1. Short-term liquidity lending to all countries hit by macroeconomic
crisis with a subsidized interest rate for the poorest countries and only a
minimum set of policy reform conditions necessary for loan repayment
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placed on them; those conditions should be derived by ex ante policy im-
pact assessments.

2. Advising through policy dialogue to help avoid systemic crisis with
the advice including: an open but cautious approach to controls of inflow of
short-term capital, cautious approach of financial sector liberalization, and
acknowledgment of the faddish nature of policy recommendations on ex-
change rate regimes.

3. Collecting information on countries with regard to macroeconomic
policy and financial markets, thereby acting as the lead international
financial institution analyzing macroeconomic issues and lending for sta-
bilization efforts.

The IMF thus would still help to create the macroeconomic policy environ-
ments for long-term development lending, but its macroeconomic advice would
no longer be tied di- rectly to lending
(�breaking the link be- tween advice and fi-
nance�), making a country�s policy reforms
in the opinion of the Task Force more cred-
ible to external inves- tors.  Additionally, with
the World Bank in charge of the PRSP,
debt relief for the HIPC countries would be trig-
gered by the World Bank, whose mandate
is poverty reduction. The Task Force encour-
ages a realignment of the IMF�s Executive
Board voting structure without giving any one
country effectively veto power12, both to better
reflect the current eco- nomic realities and to
give more representation to those countries, which today are the IMF�s main
clients.

X. Conclusion

The Meltzer Report, for all the hype and discussion it generated in the
United States earlier this year, is not a deeply analytical, but an openly politi-
cal document.  The basic tenor of its findings was already foreseeable at the
time, when a Republican-dominated Congress gave the IFIAC its mandate.
Under a possible Bush Administration after the November, 2000 presidential
elections, however, the Report could very well become a blueprint for future
reform demands the US�as the biggest shareholder in both the IMF and the
World Bank�might bring to the negotiation table at the G7 and to the Board
Rooms of the Bretton Woods Institutions.  This would be extremely worrisome
since the Report clearly displays a distinct bias against multilateral solutions
to international crises.

�The Meltzer Report,
for all the hype and
discussion it gener-
ated in the United
States earlier this

year, is not a deeply
analytical, but an
openly political

document.�
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In its analysis, the Meltzer Report shows clear deficiencies and weak-
nesses�not only because it lauds the forces of the free (private financial)
markets as the panacea for the global problems of poverty and under-develop-
ment. In the views of many expert observers in the field�from NGOs, the IFIs,
academia, governments around the world�the credibility of the IFIAC Report
is at best questionable.  For example, in putting its focus on the per capita
income of a developing country as indicator for its developmental success and
economic prosperity, which is supposed to act as benchmark for a country�s
need for longer-term official development financing, the Meltzer Report com-
pletely neglects the widely uneven income distribution in many countries as
well as the well known fact that different economic sectors within a developing
country will experience unequal access to private capital markets. Some of the
Report�s arguments are also contradictory: while it deplores that the IMF�s cur-
rent structural adjustment programs inhibit a country�s own democratic pro-
cesses through their strong conditionality, the Report itself advocates struc-
tural conditionality as a prerequisite for future IMF short-term liquidity assis-
tance for qualifying poor countries.

Nevertheless, it would be foolish to disregard the findings of the IFIAC
Commission majority entirely�not the least because the Meltzer Report re-
ignited a spirited debate about the future shape of the international financial
system and correctly highlighted some of the current problems.  As a review
of different recent reform proposals for the global financial architecture has
shown, the Meltzer Report is not alone in asking for a clearer division of labor
between IMF, World Bank and regional development banks, the withdrawal of
the IMF from longer-term development financing, an increase in official de-
velopment aid and debt relief, and a stronger concentration on prevention of
future financial crises worldwide by reducing moral hazard and bailing in the
private sec tor. The Bretton Woods Institutions themselves have also acknowl-
edged the need for continuous reform. Further discussion is undoubtedly ad-
visable�now, before the next global financial crisis strikes.

Endnotes

1 The seven international financial institutions the Commission considered were: the
International Monetary Fund (IMF), the World Bank Group, the Inter-American Devel-
opment Bank (IDB), the Asian Development Bank (ADB), the African Development
Bank (AfDB), the World Trade Organization (WTO) and the Basle Bank for Interna-
tional Settlements (BIS). The Commission�s recommendations regarding the WTO
and the BIS are not taken up by this report.
2 The members of the IFIAC were (R denominates Republican appointees, D Demo-
cratic nominees): Allan H. Meltzer (R, Professor for Political Economy, Carnegie
MellonUniversity), C. Fred Bergsten (D, Director, Institute for International Econom-
ics), Charles W. Calomiris (R, Professor for Finance and Economics, Columbia Uni-
versity), Tom Campbell (R, Member of Congress from California�s 15th district and
Professor of Law at Stanford University), Edwin J. Feulner (R, President of the con
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servative Heritage Foundation), W. Lee Hoskins (R, former Chairman and CEO, Hun-
tington National Bank), Richard L. Huber (D, former President, Chairman and CEO of
Aetna, Inc.), Manuel H. Johnson (R, Co-Chairman and Senior Partner, consulting
firm of Smick Medley International), Jerome I. Levinson (D, former General Counsel,
IDB and presently Lawyer in Residence, Washington College of Law), Jeffrey D. Sachs
(D, Director of the Center for International Development, Harvard University), and
Esteban Torres (D, former Member, U.S. House of Representatives until 1999).
3 The Meltzer Report is available at http://phantom-x.gsia.cmu.edu/IFIAC.
4 The dissenting statement of the Commission minority is available online at http://
207.238.152.36/TESTIMONY/DISSENT.HTM.
5 Over the past fifteen years, the IMF has become a significant long-term lender to very
poor countries�a departure from its original mandate�and this role has deepened
with the transformation last year of its Enhanced Structural Adjustment Facility (ESAF)
in to the Poverty Reduction and Growth Facility (PRGF).
6 According to Jerry Levinson, one of the Democratic Commission members opposed
to the majority findings, three members of the Commission openly advocated the abol-
ishment of the Bretton Woods Institutions without replacement.  In his opinion, the
IFIAC majority with its recommendations clearly aimed at gutting particularly the IMF.
7 C. Fred Bergsten (IIE), Jerome Levinson (Washington College of Law), Esteban
Torres (former Member of Congress) and Richard Huber (formerly Aetna) signed the
dissenting statement with Richard Huber having also supported the majority report.
8 Letter from James Wolfensohn to Professor Allan Meltzer from February 25, 2000; a
copy of this letter is available upon request from the Heinrich Boell Foundation in
Washington (info@boell.org).
9 The Treasury Department�s response to the Meltzer Report is available online at
http://www.ustreas.gov/press/releases/docs/response.pdf.
10 The Task Force Report of the Council on Foreign Relations Safeguarding Prosperity
in a Global Financial System: The Future of the International Financial Architecture,
which was published in the fall of 1999, is available online at http://www.cfr.org/p/
pubs/IFATaskForce.html.
11 The ODC Task Force Report on the future role of the IMF is available online at http:/
/www.odc.org/commentary/imfrpt.html (html version) or at http://www.odc.org/com-
mentary/imfrpt.pdf (pdf version).
12 Today, the United States with a voting share of 17.5 percent in the Executive Board
de facto holds a veto power as the US is able to block all issues requiring a
�supermajority�, i.e., 85 percent of the Board agreeing. The Task Force proposes set-
ting the supermajority below the voting share of the Board�s largest shareholder, as is
currently the case at the World Bank and the IDB.
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Evaluation of the Recommendations
of the �Meltzer Commission� and German Guidelines

for a Reform of the International Monetary Fund
by Maria Heider

Spokesperson, German Ministry of Finance

As a result of the US Congress agreeing to raise the IMF quotas at the end
of 1998, the International Financial Institutions Advisory Commission (Chair-
man: Professor A. Meltzer) was created.  Its mandate was to work out recom-
mendations for the future role of multilateral financial institutions (IMF, World
Bank, regional development banks, World Trade Organization [WTO], and Bank
for International Settlement [BIS]).  Eleven members formed the Commission
with six members being nominated by the Republican congressional majority
and five by the Democratic minority. The report�s findings were accepted by an
8:3 majority of its members.

The report, which was published on March 8, 2000, contained some radi-
cal reform proposals for both the IMF and the World Bank:

• The role of the IMF should be severely reduced; the IMF should in the
future act as �quasi lender of last resort� and provide only loans to cope
with short-term liquidity shortfalls.

• The World Bank, within the next five years, should end all its activities in
countries with access to private capital markets or with a per capita in-
come of more than $4,000.

The Meltzer Report�s recommendations concern mainly the IMF; it is with
respect to its suggestions for the future role of the IMF that the proposed re-
forms are the most encompassing.  For a German comment on the report�s
suggestions for a reform of the World Bank, see the remarks of Germany�s
Federal Minister of Economic Cooperation and Development, Heidemarie
Wieczorek-Zeul, who has publicly criticized some of the Commission�s find-
ings [see the separate text box in this volume].

I. The Recommendations for IMF Reform

The starting point for the reform proposals of the Commission is the
majority�s conclusion that the IMF during the past decades has increasingly
strayed from its original mandate�namely to assist with short-term liquidity
shortfalls of a country�and that it has gained unprecedented influence on the
economic policies of its member countries through the conditionality of its loans.
This, in the view of the Commission, has undermined national sovereignty and
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has hindered the building of responsible democratic institutions in the coun-
tries affected.  With its massive rescue package for Mexico in 1995, the IMF
also gave creditors the wrong signal that in times of financial crisis, private
investment money would be secured with IMF funds (�moral hazard�).

Thus, the report recommends a new role for the IMF, which would be lim-
ited to three core functions:

• �Quasi lender of last resort� for emerging markets by providing short-term
liquidity assistance

• Collection and dissemination of economic and financial data

• Technical and macroeconomic advice (but no conditionality)

Short-term liquidity, assistance according to the Commission, would thus
no longer be tied to con- ditions for macroeco-
nomic and structural policy reforms in the
countries affected, but instead would be de-
pendent on a borrowing country�s fulfilling cer-
tain �ground rules,� e.g., opening the national
financial sector for pri- vate foreign banks,
adequate capitalization of the banking sector,
regular publication of economic statistical
data, and the guarantee that IMF funds would
not be used to finance unsustainable budget
deficits.

The IMF, in the view of the Commis-
sion, should withdraw from longer-term de-
velopment aid. Thus, the Poverty Reduction
and Growth Facility (PRGF), which was
only created in fall 1999 following a decision
made at the IMF/World Bank Annual Meeting,
should be eliminated.

II. Assessment

The German Ministry of Finance in principal supports an improved divi-
sion of labor between IMF and World Bank with a clearer delineation of their
respective responsibilities. Each institution should put its specific knowledge
and instruments to optimal use; a clearer division of labor will avoid inter-
institutional conflicts and the duplication of efforts.

�The German Ministry
of Finance strictly

opposes the proposed
elimination of the
Poverty Reduction
and Growth Facility

(PRGF), which serves
as the IMF�s main

instrument for
concessional loans to
the poorest countries.

In those countries,
too, the economic

advice of the IMF is
sorely needed.�



19

Heidemarie Wieczorek-Zeul

�Only a country like the United States might be able
to afford weak international institutions��

Excerpts from a speech given by Heidemarie Wieczorek-Zeul, the German Minis-
ter for Economic Cooperation and Development, on May 11, 2000 in Berlin, in
which she commented on the suggestions of the Meltzer Report regarding a reform
of the World Bank:

�I am convinced: globalization with a human face needs strong global institu-
tions! Among those are foremost the United Nations, the World Bank and the
World Trade Organization�but also the International Labor Organization.  We
need to make all possible efforts to strengthen these institutions and to intro-
duce necessary reforms as fast as possible.  In the last few months, we were
able to start with some of the important first reform steps at the World Bank
and the IMF: debt relief for the especially hard hit poorest countries.  I applaud
both institutions� increased focus on poverty alleviation. [�] Ultimately, in this
case, we succeeded in implementing important principles of a socially respon-
sible market economy.

�Now a report to the US Congress is the talk of town, which would aim to turn
back the clock. If one were to follow the recommendations of the so-called
Meltzer Report, preventing and dealing with financial crises would more or less
be left to the infamous forces of free markets.  According to this report, the
World Bank should concentrate on the poorest developing countries, since
emerging economies would have sufficient access to private capital markets.

�However, Mr. Meltzer fails to see that hundreds of millions of poor people still
live in emerging economies�almost a third of the world�s poor altogether.
�Free markets� won�t deal with their fates, but will continue to invest money
solely where it promises the biggest returns. Obviously, it is primarily the task
of national governments to fight poverty in their own countries.  Thus, it is our
concern that the World Bank maintains the mandate and the financial resources
to fight poverty as well in the emerging economies. Only a country like the
United States might be able to afford weak international institutions.  The big
majority of countries and people in the world need strong international institu-
tions, if we don�t want to give up on our claim that we can fashion globalization
to be socially just and ecologically sustainable.

�I will therefore vehemently oppose the realization of the recommendations of
the Meltzer Report.  They would be instituted at the expense of the poor of the
world and would make democratization across the globe more difficult.�
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However:
The German Ministry of Finance strictly opposes the proposed elimination

of the Poverty Reduction and Growth Facility (PRGF), which serves as the
IMF�s main instrument for concessional loans to the poorest countries.  In those
countries, too, the economic advice of the IMF is sorely needed. (The US
Administration, too, argued in favor of preserving the PRGF.)

The Commission Report is almost completely void of any statements or
recommendations dealing with crisis prevention.  Without improved crisis pre-
vention, it is hard to see how the need for future crisis intervention via the IMF
could be lessened. Crisis prevention, however, presupposes successful and
continuous economic surveillance through the IMF.

The private sector needs to be involved in crisis management in order to
succeed in eventually restricting the �bail out� of private sector investors through
IMF rescue packages.  There is a multitude of suggestions available for a
successful �bail in� of the private sector, which have been discussed interna-
tionally since the G7 Economic Summit in Cologne last year.  Yet, the Meltzer
Report is strangely silent on this topic.

The proposal of the Meltzer Report to forego conditionality of loans in favor
of focusing on the introduction of a clearly defined set of �ground rules� raises
several questions:  What should happen if a country, over time, fails to fulfill these
ground rules and is hit by financial crisis?  Is it really realistic to assume that a
large country like Brazil won�t receive liquidity assistance during a crisis, be-
cause it refuses to open its financial sector to foreign competition?  Isn�t the
Commission�s stated purpose to respect the sovereignty of a country in open
contradiction to the Meltzer Report�s demand that a country opens its national
financial sector to foreign capital without any conditions and restrictions?

The IMF�s termination of any medium- and long-term development loans,
as suggested by the Commission, de facto means its withdrawal from emerg-
ing and transition economies.  The German Ministry of Finance rejects this
proposal.  In emerging and transition economies, the continued presence of
the IMF as an advisor for economic and structural reform�trade liberalization,
support of financial sector stability, and the privatization of state-owned enter-
prises�needs to be ensured.  A withdrawal of the IMF from these countries
combined with the suggested focusing of the World Bank on poverty allevia-
tion in the poorest countries would deprive, e.g., a country like Russia of any
multilateral financial support.

The dissenting opinions of the Commission minority take up these issues.
They argue especially for a continuation of the IMF�s conditionality of pro-
grams and loans, which�contrary to the Meltzer Report�s contention�does
indeed address, as part of the conditions imposed, the liberalization and stabi-
lization of national banking systems.
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III. The German Position Regarding IMF Reform

Germany�s position regarding the global financial architecture and the fu-
ture role of the IMF has to be viewed in the context of globalization. The pro-
gressive liberalization of capital movement and a trend to flexible exchange
rate regimes have drastically changed the global economic framework. The
right conclusions need to be drawn from the financial crises in Asia, Latin
America, and Russia during the past few years.

Conscious of these recent developments, the German federal government
seeks to safeguard a solid global framework, which allows developing coun-
tries to share in the advantages of globalization and which guarantees stable
and reliably functioning financial markets since they�in turn�act as motor for
growth and job creation. This is the primary goal of German economic and
financial politics. In the view of the German federal administration, the IMF
plays the central role to ensure that these benefits are reaped on the interna-
tional level. Any future role of the IMF, therefore, has to be shaped so as to
allow the institution to accomplish these tasks.

Consequently, a reform of the IMF should have the following strategic goals
for the institution at its core:

1. Preservation of the IMF�s universal character: In the view of the Ger-
man government, the IMF should remain the central institution of the inter-
national financial and monetary system with a mandate to support interna-
tional cooperation and coordination in economic and monetary policy.  The
IMF should preserve a universal character, i.e., it needs to be able to as-
sist all its member countries with all macroeconomic and structural prob-
lems relevant for the macroeconomic performance of the country affected.

2. Clear division of labor between IMF and World Bank: The role of the
multilateral financial institutions, which serve globally as indispensable
advisors in macroeconomic and structural questions and as creditors for
development and catalytic loans, as well as efficiency of their operations
are to be strengthened.  The diverse mandates of each the IMF and the
World Bank should be respected and a clear delineation of their task should
be striven for.

3. Crisis prevention as focal point: Crisis prevention, which has to be given
priority over crisis management, should be the focus point of the activities
of the IMF in the future.  Therefore, the IMF�s instruments for economic
and financial surveillance should be strengthened even further, mainly
through increased transparency concerning the flow of data and informa-
tion to the markets and through a stronger focus of the IMF�s advice and
analysis on crisis prevention. IMF surveillance should concentrate addi-
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tionally on topics like the adequacy of different exchange rate regimes, the
question of speed and form of capital market liberalization, the assess-
ment of financial sector volatility for crisis, and the improvement of the
management of foreign debts. Furthermore, IMF loans should be increas-
ingly tied to a borrowing country�s fulfilling certain important codices and
standards; this could serve as powerful incentive for complying with inter-
national rules of financial solidity and solvency.

4. Adequate private sector involvement in both crisis prevention and
crisis management: The IMF should forego massive rescue packages to
solve financial crises. Its crisis management policy should be guided by
the principle of involving the private sector. The interest rates of its loans
for liquidity assistance should more closely approach market rates.  This
would strengthen the catalyst role of the IMF.
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The Meltzer Report in the View of US Civil Society:
Some Points of Agreement, Plenty of Missed Opportunities

and Shortcomings
by Jo Marie Griesgraber

Director, Rethinking Bretton Woods Project, Center of Concern

This text was submitted as written statement before a hearing of the full House
Committee on Banking and Financial Services on the International Financial Architec-
ture on March 23, 2000, during which the Report of the International Financial Institu-
tions Advisory Commission (IFIAC) chaired by Professor Allan Meltzer was assessed.
What follows is the slightly abridged version of the written testimony as submitted by
Jo Marie Griesgraber on behalf of the Coalition on Global Financial Architecture, an
informal coalition of academics and non-governmental organizations that critiques
and makes alternatives proposals to reform the global financial architecture consistent
with five basic criteria: financial stability, participation, equity, environmental
sustainability, and subsidiarity. While this statement reflects the Coalition�s consensus
in its recommendations, the analysis is that of Jo Marie Griesgraber.

A fundamental question regarding the World Bank and the IMF is: Can
they be transformed into institutions that meet the needs of the global economy
and conform to the standards of participation, transparency and accountancy,
or are they so far beyond reform that they should be shut down?  The Meltzer
Commission basically shunts the responsibilities of the IMF and the World
Bank to other institutions.  The net result is a vote of no confidence and recom-
mendations that will result in shutting down both institutions. Although the In-
ternational Financial Institutions (IFIs) have failed to perform adequately and
meet their objectives, the global economy requires excellent global institu-
tions.  To despair of reforming these institutions when the US is their major
shareholder is truly stepping back from our own interests and responsibilities
to the wider global community.

The sense of the Coalition is that we are in agreement with the Commis-
sion regarding its articulation of the goals of the IFIs as developed at the Bretton
Woods Conference in 1944.  We also agree with the Commission�s analysis of
the performance at the World Bank and the IMF.  We find the general ap-
proach of their criticisms to be legitimate.  We particularly agree with their
finding that the global economy has left the poorest countries behind and that
instability harms these countries.

We also agree with several of the specific recommendations of the Com-
mission:

• Greater focus to the IMF, emphasizing short-term response to balance of
payment or liquidity crises;

• Moving the Poverty Reduction and Growth Facility from the IMF to the
World Bank;
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• Greater transparency, including release of the Staff Reports accompany-
ing the Article IV surveillance reports;

• Release of IMF Board Minutes and votes, after a short time lapse;
• Making the World Bank totally focused on poverty reduction;
• Using the resources of the World Bank and IMF for immediate debt can-

cellation for the most impoverished countries;
• Greater simplicity and transparency in the IMF�s accounting of its financial

assets and liabilities;
• Precluding any of the multilateral development banks from providing capi-

tal for financial crisis bailouts;
• Insisting that private sector financial institutions not be bailed out at public

expense (private gain, public pain);
• Eliminating the Multilateral Investment Guarantee Agency (MIGA) and

questioning the development impact of the World Bank�s private sector
operations.

However, there are fundamental differences between the Commission�s
approach and positions we believe are consistent with the five criteria enumer-
ated above.

The International Monetary Fund

While the members of this Coalition agree that the IFIs must undergo
profound changes, especially with regard to stabilization and structural adjust-
ment policies (SAPs) and their impact on the poor and on the environment, we
feel that greater harm will result if the IFIs are shut down.  We are no apolo-
gists for the status quo. Indeed, our principal complaint about the Report is that
it de facto proposes closing down the World Bank and the IMF, without ad-
dressing key problems with the IFIs and with the current governance of the
global economy.

We disagree with a major premise of the Report.  It trusts the market and
moves government, whether national or intergovernmental, out of the way of
the free functioning of the market.  We assert that at times government must
intervene in the market to promote the common good, particularly the well
being of the poor and the protection of the environment.  We acknowledge that
governments can easily be used by special interests, including in this country.
For this reason we whole-heartedly endorse participation, transparency and
accountability at every level of government.  Consistent with the principle of
subsidiarity, we prefer that problems be resolved as close to the base as pos-
sible.  However, some problems cannot be resolved at the community or na-
tional level, but require regional or global response.

For the IMF, the Commission recommends moving the Poverty Reduction
and Growth Facility (PRGF) to the World Bank.  This recommendation has
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merits, since the Fund does not have the capacity to deal with poverty issues
over the long term.  The Poverty Reduction Strategy Papers, now required of
all countries seeking concessional lending from the World Bank or the IMF,
has merit in that they encourage governments to take the lead in designing
medium-term (three to five year) national poverty reduction strategies, with
targets by which to measure progress.  The national plans are to be the result
of broad consultation with civil society and national parliaments.  Indeed, it is
recommended that the national budget and budgetary process themselves be
open and transparent.  The Boards of the Bank and the Fund must then ap-
prove the national plan.

A concern many NGOs and civil society organizations have is that the
PRSPs will contain additional layers of conditions, without allowing greater
autonomy and diversity of approaches.  Will the PRSP contain the same old
SAPs and stabilization policies?  The Report provokes similar concerns.  Ac-
cording to the Report, for a country to qualify for a World Bank (World Devel-
opment Authority) loan or grant, it will have to implement austerity programs
that sacrifice growth or that prolong recessions, or liberalization that is imple-
mented in the absence of strong regulations.
These are core ele- ments of the classic
SAPs. The Report does not define �implement-
ing institutional reforms and an effective devel-
opment strategy,� its preconditions for debt
relief.  Given the free market philosophy un-
der-girding the Report, one can readily sus-
pect they will closely resemble SAPs.  The
Report abhors condi- tions during the time of
a loan from the Fund. However, its precondi-
tions are scarcely dis- tinguishable from exist-
ing Bank and Fund con- ditions and/or precon-
ditions.  Indeed, one of the preconditions for an
IMF lending in a crisis, is the country must
�permit freedom of en- try and operation for
foreign financial institu- tions in a phased man-
ner over a period of years.�  Is this the Tro-
jan Horse of Capital Account Liberalization
(CAL)?  Virtually all NGOs and very many
academics find CAL a leading cause of the fi-
nancial instability of the late 1990s.

When turning over the PRGF to the World Bank, it maintains the Fund�s
role of adviser on macro-economic matters.  It does not examine the content
of the Fund�s advice.  Presumably, it will continue the Fund�s function as gate-
keeper and provider of the �seal of good housekeeping� that economies re-
quire before foreign investment or even other forms of foreign assistance will

�The Commission has
grave misgivings

about the IMF, as do
we.  However, they de
facto close it without
looking to the needs

of the global economy
and the functions the

Fund could and
should perform to

ensure that the global
economy serves the

entire human commu-
nity in a manner that

protects and pre-
serves the environ-

ment.�



26

A Makeover for the Bretton Woods Twins?

come into the country.  If the function of gate-keeper remains intact, will the
Fund�s power be any different vis-à-vis the poorest countries?

The Fund, according to the Report, will become a quasi lender of last
resort in times of crisis.  As such, it will provide small amounts of money to pre-
qualified countries, for short periods of time, at high interest rates.  The recom-
mendation makes little sense in reality.  Any lender of last resort must have
access to unlimited liquidity in time of crisis.  The current Contingency Credit
Line (CCL) illustrates several other weaknesses of this recommendation.  Coun-
tries do not want to line up to pre-register, because the preconditions are steep,
and because they fear that by pre-qualifying they may signal to the market that
they anticipate needing international assistance in the near term.  Once a country
qualifies, how could the Fund de-qualify it without provoking a crisis? And,
once a country qualifies, is it virtually free to behave at its will, since the Fund
is required to provide the loan no matter what the country does?

The Report�s approach has one strong advantage over the CCL: it would
provide the agreed upon funds immediately upon the outset of the crisis.  The
CCL requires additional Board approval before the money can flow from the
Fund to the borrower, a stipulation which could be harmful in the event of a
genuine financial crisis.

Without lending to accompany its advice it is uncertain how seriously the
Fund�s Article IV surveillance advice will be taken. Without the PRGF, which
would be moved over to the World Bank, and with middle income crisis re-
stricted only to those few pre-qualifying countries, what will be left for the Fund
to do?  The Commission has grave misgivings about the IMF, as do we.  How-
ever, they de facto close it without looking to the needs of the global economy,
and the functions the Fund could and should perform to ensure that the global
economy serves the entire human community in a manner that protects and
preserves the environment.

Within the existing framework of the Fund there are several critical re-
forms that the Report does not address:

• Reducing the monopoly of power the Fund exercises as gate-keeper
for poor countries� access to all other foreign assistance and private in-
vestment.

• Examining the content of the stabilization policies the Fund requires,
and offering policy suggestions that are directed toward promoting growth
rather than reducing domestic consumption.

• Insisting that the Fund (and the World Bank, when providing structural
adjustment sectoral loans) commission ex ante social and environmen-
tal impact assessments.

• Addressing the governance issues of the Fund, whereby wealthy share-
holder nations set policies that poor sovereign states are bound to follow.
The imbalance of power is a stark democratic deficiency in the IFIs, and
must be addressed to enhance their legitimacy worldwide.  Borrowing coun-
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tries will not adhere to any conditions, pre or post loan, unless they recog-
nize the legitimacy of the institution.

• Establishing an independent external evaluation mechanism.  An ex-
cellent arrangement would be for a core team of evaluators to be hired di-
rectly by the International Monetary and Finance Committee (IMFC), for-
merly the Interim Committee.  The IMFC would propose or clear topics for
evaluation; the team of evaluators would be responsible for hiring outside
evaluators based on their expertise in the field to be reviewed. This arrange-
ment would ensure continuity, it would also provide for possible evaluation of
the actions of the Executive Board itself, that functions as de facto staff.

• Improving Fund staff�s accountability for the quality of their advice and
recommending retooling or updating Fund staff.

The World Bank

The Report treats the World Bank in a similar manner as the Fund.  The
Commission�s streamlining of the Bank would result in its closure.  To remove
redundancies, the Report recommends the Bank cease its market-rate lending
through the International Bank for Reconstruction
and Development (IBRD) in Latin America and
Asia, leaving it to the re- gional banks.  Eventually,
the Bank should also leave this work in Africa
to the Africa Develop- ment Bank. It strongly
questions the need for long-term loans to coun-
tries that have access to the private capital mar-
kets. The Report recom- mends further that the In-
ternational Development Association (IDA) provide
only grants. Less problem- atic, from our perspective,
it recommends closing the Multilateral Insurance Guarantee Agency (MIGA) and
merging the International Finance Corporation (IFC) with the IBRD.

The World Bank could use a major overhaul.  Instead, the Report provides
a blueprint for shutting it down.  We agree with the Commission�s recommen-
dation that some of the wealthier middle income countries should borrow from
the private capital markets and not from the World Bank.  However, its pro-
posal for replacing the World Bank with the regional development banks in
Asia and Latin America is a bad idea for at least three reasons.

First, the Report assumes the regional banks are doing a great job in re-
ducing poverty.  Despite its mandate, the Commission failed to examine the
performance and functions of the Inter-American Development Bank (IDB),
the African Development Bank (AfDB), and the Asian Development Bank (ADB).
(One can only wonder why the IBRD is allowed to continue operating in East-
ern Europe and the Middle East.  Could it be because the Commission did not
have a mandate to consider the European Bank for Reconstruction and Devel-
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opment?)  It simply handed over IBRD functions to these institutions.  The
regional development banks have records that are roughly parallel to that of
the World Bank�some strengths, but many weaknesses in terms of transpar-
ency, accountability, participation, and results in reducing poverty.

Second, the Report greatly reduces any potential for cross regional learn-
ing by pulling the IBRD out of Asia and Latin America and eventually out of
Africa. At least under current arrangements there is some competition of ideas
and approaches between the World Bank and the regional development banks.

Third, the Report completely misses the point about the need for long-
term, patient capital for development.  It merely asserts that because there is
a lot of private capital and a country can have access to private capital, there-
fore there is ample private capital available at a reasonable price for long-term
investment.  The Bank of International Settlements (BIS) documents that pri-
vate sector capital flows are increasingly short term; even �medium� term is
regarded as one to two years.1 The cost of securing private long-term financing
for sewers, roads, schools, etc. is simply prohibitive.  Moving the task to the
regional development banks (RDBs) solves nothing.  It creates a new problem,
namely, a monopoly of public funding.

In an ideal world, the proposal to change IDA from concessional lending to
grants would be a truly laudable proposal.  When foreign assistance is declin-
ing worldwide, though, it would be foolish to expect continual, much less in-
creased, contributions to IDA.  The US Congress has consistently preferred to
have RDBs become self-financing so they do not need to return repeatedly for
new funds�i.e., the initiative came from the Congress.  This approach was not
an attempt to do an end run around Congress, as the Report implies.

The Commission majority�s distrust of government is quite stark in the
chapter on development banks.  It argues that in any future financing arrange-
ments, the funds should go directly to the service providers, avoiding govern-
mental control or oversight.  The concern about corruption is appropriate.  Trans-
parency, accountability and a free press, plus an independent judiciary are the
only antidotes to that common human failing.  The Report�s concern about cor-
ruption did not elicit concern or oversight of privatization, which has occasioned
the most egregious corruption in Russia, Argentina, and other countries.

Thus, the Commission missed the opportunity to make useful recommen-
dations about the current operations of the Bank, including:

• Conducting ex ante social and environmental impact assessments
for structural adjustment, sectoral and project loans;

• Insisting that the Bank finance small and mid-size enterprises that
can both increase production for local consumption and provide needed
income and employment to the poorest sectors of society;

• Strengthening its monitoring of ongoing projects;
• Holding staff accountable for the quality of project design and imple-

mentation;
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• Focusing on social and economic/productive infrastructure that is
not easily funded by the private sector; and

• Providing a development screen for all projects, especially those in-
volving any collaboration with the private sector

The Needs of the Global Economy

Because of its over-reliance on the market, the Commission did not make
strong positive contributions to the debate about more people-centered devel-
opment.  As the formation of a national economy in the US gave rise to national
institutions, such as the Federal Reserve Board, so too the formation of a global
economy requires global institutions.  The Commission could have expanded its
recommendations, consistent with two items in its Terms of Reference:

• Additional monitoring tools, global standards, or regulations for, among
other things, global capital flows, bankruptcy standards, accounting stan-
dards, payment systems, and safety and soundness principles for financial
institutions; and

• Additional changes necessary to stabilize currencies, promote continued
trade liberalization and to avoid future financial crises.

This is a lost opportunity in terms of the Commission�s work.  We hope the
House Banking Com- mittee will see fit to
look further at the needs of the global
economy and the glo- bal community and en-
vironment.

It is the consensus of the members of the
Coalition on Global Fi- nancial Architecture
that the recent financial crises in Asia and Bra-
zil were due in large part to short-term pri-
vate capital flows with virtually no govern-
mental control.  The Report does address the need for national financial sec-
tors to be honest and well developed.  We have no argument here.  However,
to say that having a well-ordered financial sector is sufficient to prevent such
crises is not accurate, as demonstrated by the crises in the Nordic countries in
the early 1990s.  We particularly take issue with the commitment of the Inter-
national Monetary Fund�s Interim Committee (fall 1998) to Capital Account
Liberalization as one of the purposes of the IMF.  The Commission does not
take issue with promotion of CAL. Indeed, the Commission stipulates that a
pre-requirement for qualifying for IMF loans is allowing foreign financial insti-
tutions to operate in a country.  This precondition seems to be an acceptance
of CAL.

�Private capital flows
must be slowed down

and regulated by
governments acting in
concert or by an inter-
governmental body.�
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The assertion that capital account liberalization produces greater efficiency
simply cannot be verified.  Several scholars contend in their publications the
opposite. Dani Rodrik, for example, finds no association between growth and
capital account liberalization.2 Kavaljit Singh identifies numerous cases of
financial crises following on capital account liberalization.3 Private capital flows
must be slowed down and regulated by governments acting in concert or by an
inter-governmental body.  The stability of the global economy requires it. Capi-
tal flows can be slowed by a number of mechanisms, such as a small tax each
time capital crosses borders (see the proposal for a Tobin Tax); or by requiring
non-interest bearing reserves for a set period of time.  Offshore banking cen-
ters need to be monitored and brought under common banking standards, as is
beginning to be discussed by Treasury Secretary Larry Summers and the
British Chancellor of the Exchequer Gordon Brown.  Hedge funds and de-
rivatives need to be regulated by all the governments of the money centers.
An essential first step is greater transparency and limits on leveraging.  Bank
secrecy laws should no longer protect tax evasion, money laundering, and cor-
ruption. Indeed, stolen wealth from corrupt dictators must be returned to the country
from which it was stolen (e.g., the Philippines, Nigeria, and former Zaire).

A global economy genuinely committed to serving the global community
within the bounds of the physical environment requires additional functions, whether
implemented by existing institutions or by new ones. Those key functions include:

••••• A debt arbitration panel that will facilitate the resolution of sovereign
state insolvency.  The present arrangement involving London Club, Paris
Club and, for the poorest, the Heavily Indebted Poor Country Initiative was
designed by and for creditors.  The processes are virtually interminable.  A
debt arbitration panel, set up on an ad hoc, as needed basis and modeled
on the US Bankruptcy Code could expedite the resolution of such cases in
a balanced way that considers both the limits of the debtor and the de-
mands of the creditors.  The current arrangements are unfair in fact and in
appearance and they are patently ineffective.

••••• A genuine lender-of-last-resort able to create unlimited liquidity in
times of crisis and to absorb any excess liquidity remaining after crisis
responses.  Through its ability to create Special Drawing Rights (SDR), the
IMF has the potential to serve that purpose.  SDR allocations are not de-
pendent on the willingness of taxpayers to provide funding for crisis lend-
ing and their use would alleviate the added burden of debt that results from
current IMF assistance.  When no longer needed, a crisis allocation of
SDRs could simply be retired.

••••• An international currency clearing mechanism, building on the prece-
dent of the payments union set up after World War II in Europe, that would
enable countries to pay for international trade and investment transactions
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in their own currencies.  Such an institution would free countries from the
requirement to adopt policies that promote export-led growth needed to
earn hard currencies�policies that deplete scarce nonrenewable natural
resources, depress domestic wages to subhuman levels, reduce public
services and suppress domestic demand in order to ensure competitive-
ness in global markets.  An international clearing agency would redirect
the benefits of international reserves, currently structured to provide huge
loans of global savings to the industrial countries, back to the countries
that generate those savings.  By so doing, it would reduce the need for
foreign borrowing for development and break the bonds of debt that have
held the world�s poor in the chains of austerity.

••••• A channel for long-term private portfolio investment that would actu-
ally contribute to development and economic growth rather than generate
the havoc that huge inflows and outflows of foreign portfolio investment
have caused in recent financial crises.  To meet the needs of developing
countries, such a channel should be structured as a closed-end invest-
ment fund in which a fixed number of shares could be traded in the market
without requiring redemption and sales of the underlying assets. Public sup-
port would be required for the fund to attract private investment, both to
ensure that investments are properly managed and to provide a basic guar-
antee (like deposit insurance) for the beneficiaries of savings held by institu-
tional investors in industrial countries.  But this is a mechanism that could be
constructed using the World Bank�s existing authority to issue its own securi-
ties in global markets and its existing mandate to facilitate private investment
with the backing of donor members as insurance for its activities.4

The Critical Issue of Mission Creep

There is another fundamental issue of global governance that the global
community must address, and the Commission did not see. The Report and many
observers of the World Bank and the IMF have expressed alarm about �mission
creep��the expansion, seemingly without bounds of the issues the IFIs are now
responsible for monitoring or promoting. The issues range from good gover-
nance itself, through transparency and participation by governments, labor
policy, environment, HIV/AIDS, vaccinations, sanitation, forestry, mining, stock
exchanges, banking, micro-finance, et cetera ad infinitum.  At times the ex-
panded missions come from G7 governments, or from the US Treasury or US
Congress, often with encouragement/push from US interest groups.  Issues
adhere like barnacles to the IFIs because they exercise power, and have the
confidence of the major political, economic and military powers, i.e., the G7.

However this mission creep is actually a zero-sum game: As an issue
moves to the World Bank or the IMF, it usually is leaving a UN agency.  There
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is a general loss of credibility by major countries, but especially the US, in the
UN and its agencies.  To avoid mission creep, we need other international
institutions that are competent. The UN agencies suffer a fundamental weak-
ness because they lack the confidence of G7.  If labor standards, environment,
human rights, and other causes are not to become the responsibility of the
IFIs, two things have to happen:  First, the spe-
cialized agencies need to increase their com-
petence and thereby their credibility with the
major countries. (This may be a chicken and
egg arrangement� without funding how
can they increase their competence?)  Sec-
ond, the IFIs, and the G7, must coordinate
with the specialized agencies.  The Interna-
tional Labor Organiza- tion (ILO) should be the
institution to identify la- bor standards and de-
termine whether a country is adhering to
them, be it through projects or policies.
But, the ILO has not �teeth,� so its views are
slow and coming and are not enforceable.
There is no major UN agency on the environ-
ment.  International hu- man rights criteria must
be operationalized to provide standards for governance and participation, and
the IFIs could and should rely on Human Rights bodies to provide the stan-
dards and to evaluate country performance.  This is politically difficult, but the
alternative is to have all issues accrue to the World Bank, the IMF and the
WTO.

Debt Relief

The Report recognizes the need for debt relief and the burden that debt
places on the development of poor countries.  However, the pre-qualifying
conditions found in the report are no different than the SAPs.  We recommend
that 100 percent of the debts be cancelled using the current legislation.

Conclusion

The International Financial Institutions Advisory Commission established
by the Congress has already served an immensely useful function of focusing
public debate on these institutions that play such a critical role in shaping the
global economy.  Many of the Commission�s recommendations merit immedi-
ate implementation; others should be studied in greater detail before any ac-
tion is taken.  However, the Commission�s work was sorely lacking in address-
ing several fundamental needs of the global economy and ways in which the
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current IFIs could be changed to meet those needs.  Further, the Commission�s
several recommendations for redistributing responsibility among the IFIs re-
duces the IMF to a tiny shell of an institution and de facto closes the World
Bank.  While these institutions require dramatic overhaul, the global economy
needs quality institutions.  In light of the very low probability of establishing
new institutions, it is the responsibility of the US government, with the leader-
ship of the Congress, to ensure that existing institutions perform key functions
well with maximum legitimacy.  The Commission�s excessive confidence in
the market is misplaced.  On the Commission�s one point of consensus, namely
the immediate cancellation of the foreign debts of the most impoverished coun-
tries using the resources of the IFIs, we give a resounding affirmation.  How-
ever, we insist on removing preconditions the Commission sets; the only ac-
ceptable preconditions are transparency of debtor governments with their own
people and public dedication of funds released from debt payments to poverty
eradication programs.

Endnotes

1 BIS, International Banking and Financial Market Developments, February 28, 2000.
2 Dani Rodrik, The New Global Economy and Developing Countries: Making Open-
ness Work, Overseas Development Council, Policy Essay No. 24, Washington, DC,
1999.
3 Kavaljit Singh, Taming Global Financial Flows, Madhyam Books, Delhi and Zed
Books, New York and London, 2000.
4 For an elaboration of this point see Jane D�Arista, Reforming the Privatized Interna-
tional Monetary and Financial Architecture, Financial Markets Center, Philomont, VA,
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The New IMF �Focus on Poverty�: Are Hopes Warranted?
by Barbara Unmüssig and Miriam Walther,

World Economy, Ecology and Development (WEED), Germany

Introduction

At the turn of the millennium, the political climate seemed favorable for a
fundamental reform of the International Monetary Fund (IMF).  The IMF stood
in the crossfire of criticism as never before in its history.  The Fund�s policy,
above all in the Asia and Russia crises, was loudly attacked even by the eco-
nomic mainstream.  At the same time, international development organiza-
tions and, most recently, the international debt reduction campaign Jubilee
2000 succeeded in putting the IMF under political pressure because of its debt
management and neoliberal structural adjustment policy vis-à-vis the devel-
oping countries.  IMF management searched for new ways to justify its sharply
criticized policies.  Retiring IMF Managing Director Michel Camdessus skill-
fully used the discus- sion triggered by the
G7 summit in Cologne in 1999 concerning the
debt reduction initiative for the forty-one
heavily indebted poor countries (HIPC) to
present the IMF as the new champion of pov-
erty reduction to an as- tonished world public.
It was the first time an IMF head publicly re-
ferred to OECD devel- opment goals (cutting
in half the percentage of people living in pov-
erty by 2015).  Mr. Camdessus also la-
mented the disappoint- ing results achieved so
far in fighting poverty.

The G7 summit resolutions in June
1999 to expand the multilateral HIPC debt
reduction initiative and the strategy papers agreed upon at the subsequent
World Bank/IMF annual fall meeting stirred great hopes among development
cooperation officials and NGOs in the Federal Republic of Germany that the
structural adjustment policy of the Bretton Woods Institutions would undergo a
fundamental transformation.  A year later, there are serious doubts whether
the initial euphoria was justified because the new approach does not seem to
be sufficiently thought through, either conceptually or procedurally.

At the Cologne summit, the G7 heads of state had called on the World
Bank and the IMF to develop a concept, which would guarantee that funds
freed by debt relief would be used to fight poverty.  At the subsequent IMF/
World Bank fall meeting in September 1999, the institutions presented the
Poverty Reduction Strategy Paper (PRSP) and announced that the old IMF
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Enhanced Structural Adjustment Facility (ESAF) would be renamed the Pov-
erty Reduction and Growth Facility (PRGF).

The enhanced HIPC initiative continues an old basic principle of decades-
long debt crisis management.  Only those countries that carry out a structural
adjustment program with the IMF receive debt relief.  But now, fighting poverty
is to become the central goal of all the adjustment processes.  Moreover, the
economic reform programs are no longer to be designed by the IMF alone.
Instead, the countries themselves are to develop poverty reduction strategies
on which future reform programs are to build (principle of �ownership�).  Fur-
thermore, the civil societies of the affected countries are to be included in the
process of analyzing the poverty situation, developing strategy papers, and
implementing and monitoring the measures put in place (principle of �partici-
pation�).  In addition to the IMF, the World Bank also announced that it wants to
make the PRSPs the basis for its structural and sectoral adjustment programs.

NGOs involved in development worldwide were taken aback by the appar-
ent change in direction at the World Bank and especially at the IMF.  At first
glance, the PRSP approach seemed to be a dream come true to many critics
of the structural adjustment policy pursued by the two financial institutions.
NGOs had long demanded that the affected countries themselves must formu-
late their own development goals and strategies and should build their eco-
nomic reform programs on this basis.  Now the PRSP initiative appeared to
provide for just that approach.  A frequent criticism against the IMF was that it
sacrificed a country�s long-term development goals for the sake of short-term
macroeconomic stabilization and the building up of foreign-currency reserves,
and neglected the policy�s effect on the poor.  Now, the IMF was announcing
that it would place all its measures in the service of fighting poverty.

But has the IMF really become a champion of the poor?  Does the PRSP
approach truly represent a fundamental renunciation of the old structural ad-
justment policy as portrayed by IMF and World Bank?  Or are the poverty
reduction strategies devised to improve social safety nets and spur more in-
vestment in social development designed to fit in seamlessly with the old mac-
roeconomic concepts of the IMF?  Is the IMF�s assertion that, with the PRSP
approach, it wants to ensure national ownership and participation of civil soci-
ety merely smoke and mirrors or a real renunciation of past practices?  Is the
IMF only concerned about broadening its mandate even further so that from
now on it will also to be able to intervene in the countries� social policies?

It is not possible at this time to respond definitively to these questions.  How-
ever, one year of dealing with the PRSP concept has confirmed early doubts
expressed by some NGOs about whether the PRSP approach was ever even
intended fundamentally to reform the basic macroeconomic assumptions of the
so-called �Washington Consensus� and reorient them towards fighting poverty.
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Bad Track Record of IMF Policies

The concern for the poor in Third World countries now so surprisingly
shown by the IMF is primarily a response to criticism of its policy recommen-
dations, which has grown increasingly louder over the past years.  While criti-
cism of the IMF and World Bank structural adjustment programs is almost as
old as the programs themselves, the conflict entered a new phase in the mid-
nineties.  Particularly the IMF has come under fire and thus under heavy
pressure to justify itself.  Its structural adjustment programs have been dis-
credited not just because of their frequently harsh impact on weaker seg-
ments of the population and the environment, but also because they have
largely failed to achieve their own objectives of macroeconomic stabilization
and promotion of economic growth.

Both an external study in 1997 and an internal one in 1998, which looked
at the ESAF structural adjustment programs for the poorest countries (precur-
sor to the current PRGF) had clearly
shown what many NGOs and UN organi-
zations were denounc- ing for years. Particu-
larly in the poorest re- gions of the world, in
Africa and South Asia, improvements in growth
have lagged far behind expectations. In the
sub-Saharan countries, all of which have un-
dergone several adjust- ment programs, struc-
tural deficits exist, e.g., narrow focus on only a
few agricultural prod- ucts, neglect of indus-
trial production, high budget and current-ac-
count deficits, low sav- ings and investment
rates, etc.  Other stud- ies showed that the
level of debt has risen in proportion to the
number of years a coun- try has carried out
structural programs.1  In the wake of structural adjustment loans, the multilat-
eral debt of the poorest countries has grown massively. For the HIPCs in par-
ticular, it averages 40 percent of GDP.  Real incomes in most of the sub-
Saharan countries are lower today than they were in the late sixties.  Nor have
the desired successes in poverty reduction been achieved.  Indeed, existing
disparities in income distribution frequently have worsened in the course of
structural adjustment programs.

Given its meager success in improving growth, the IMF has in the mean-
time been criticized even by former World Bank Chief Economist Joseph
Stiglitz for sticking to its strict stabilization conditions for too long.  For in-
stance, IMF inflation-fighting measures (among others, interest rate increases
and reductions in public spending) prevented investments necessary for long-
term growth and poverty reduction.  Yet, based on current empirical studies,
inflation rates of about 15 percent would not interfere with growth or have any

�Given its meager
success in improving
growth, the IMF has in

the meantime been
criticized even by

former World Bank
Chief Economist

Joseph Stiglitz for
sticking to its strict
stabilization condi-
tions for too long.�



38

A Makeover for the Bretton Woods Twins?

adverse distribution effects on the poor income classes of the population, ac-
cording to Stiglitz.2

Still, above all, the IMF�s role in the 1997-1998 financial crises in Asia,
Russia, and parts of Latin America had given a new dynamic to the debate on
structural adjustment policy.  When the affected countries asked the IMF for
emergency lending after the outbreak of the crisis, the Fund, in its usual man-
ner, pressed for strict fiscal and monetary measures even though, at least in
the Asian countries, there were no signs of macroeconomic instability.  The
Fund still clung to its pro-cyclical policy even when the financial crises had
already begun to spread to the economy as a whole.  The IMF�s course exac-
erbated the economic crises, with grave social effects.  Stiglitz was not the
only one who believed that at that time the IMF was turning �slowdowns into
recessions and recessions into economic depressions.�3  Worse yet, many
critics believe that the capital and financial market liberalization promoted by
the IMF since the mid-nineties was one of the main causes of the crisis.  Thus,
until the outbreak of the Asia crisis, the IMF had been pushing member gov-
ernments to broaden its mandate so that it could use greater pressure to ad-
vance liberalization of the capital markets.4

IMF economists have since conceded that they were surprised by the eco-
nomic and social problems, which ensued in Korea, Indonesia, and Thailand
following measures to combat the crises.  Growth rates in the region are rising
once again, but for the lower income classes the consequences of the eco-
nomic slump are far from over, and income distribution is more uneven today
than it was before the crisis.

These developments had increasingly compelled the IMF to justify its poli-
cies. With its participation in the PRSP approach, it would be able to demonstrate
that it could also learn from past mistakes and was concerned about the social
consequences of its activities. Renaming ESAF the �Poverty Reduction and Growth
Facility,� was a clever move to create future positive associations with the IMF�s
conduct and rid itself of the ESAF, which had been discredited in many poor
countries.

PRSP as Leverage for New Social Conditions?

On closer inspection, the Poverty Reduction Strategy Papers initially em-
brace long-standing World Bank concepts about how to mitigate the worst so-
cial consequences of structural adjustment policy.  For some years now, the
World Bank programs have also contained social conditions, such as commit-
ments to protect the budget for social services and restructure public spending
to ensure provision of basic education and health care.  Additional cushioning
measures such as social funds and employment programs are intended to
help the poorest segments of the population while structural adjustment pro-
grams are being implemented.  However, the experiences with measures to



39

Barbara Unmüssig and Miriam Walther

ease the social consequences of structural reforms have been rather disap-
pointing so far.  As it turns out, generally only insufficient funds are available
and often do not reach particularly the poorest segments of the population.
The IMF also began in the late nineties to become increasingly interested in
the World Bank�s experiences with temporary measures to cushion the social
impact.  Until now, the IMF largely assumed that it was not necessary to imple-
ment targeted measures to protect people who lose their means of subsistence
due to the privatization and liberalization poli-
cies of structural adjust- ment programs and
that, in the long run, all segments of the popu-
lation would benefit from the new growth
policy.  But, in the meantime, the IMF con-
cedes that its policy rec- ommendations could at
least temporarily have a negative impact on
weaker segments of the population.  In this
case, it speaks of trade-offs, which are to
be compensated by in- terim measures to en-
sure a social safety net.  Already during the
Asia crisis, the IMF at- tempted to integrate
social safety nets into its support packages.

However, in con- trast to the IMF mon-
etary and fiscal condi- tions, its social criteria
until now have been �weak conditions,� in
other words, govern- ments do not abso-
lutely have to imple- ment them and�in
contrast to the macro- economic conditions�
do not risk a suspen- sion of further loan dis-
bursements by the IMF when they do not ad-
here to them.  Thus� at least with respect to
the poorest coun- tries�the Fund has,
with a good fifteen-year delay, arrived at the position of the World Bank, which
already responded in the mid-eighties to criticism of the social consequences
of its structural adjustment programs by implementing cushioning programs
and imposing social conditions.

With the enhanced HIPC initiative, the conditions for imposing social crite-
ria have fundamentally changed.  Now, the development of a poverty strategy
paper is a precondition for HIPC debt relief and, until the strategy is imple-
mented, no debt relief will be provided.  The World Bank and IMF thus extend
their reach to the social development policies of the countries and can inter-
vene in the micro-management of their national budgets. One result of the new
approach could be that, through the leverage of the PRSP and PRGF, the
education and health sectors in most of the HIPC countries will benefit at least
financially. (That does not, of course, say anything about the quality of the
programs.)  At the same time, the IMF retains its power to define the macro-
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economic objectives of the structural adjustment programs.  Moreover, with
the PRSP approach, the IMF and the World Bank have gained access to the
funds freed by debt relief as part of the enhanced HIPC initiative�that in-
cludes resources stemming from both multilateral and bilateral debt.  For both
institutions, this represents a further gain in power, which they could well use at
a time when their authority is dwindling.

No Sign of a Change in Perspective

The IMF�s faith in additional cushioning measures indicates that the Fund
is not willing in the future to change its way of thinking about its macroeco-
nomic �recommenda- tions� and targets.  It
will continue to accept the negative social ef-
fects of its programs.  If a conflict of objectives
arises, for example, be- tween the harsh condi-
tions to reduce a country�s budget deficit
and the goal of raising spending for education
and health care, it is feared the former will
most likely continue to win out.5

The papers on implementing the new
IMF and World Bank poverty reduction strat-
egy6 contain, at best, contradictory state-
ments about the future direction of macroeco-
nomic conditions. On the one hand, poverty re-
duction is declared to be an overarching objec-
tive of development strategy, and it is em-
phasized that the causes of poverty are specific
to each individual coun- try, complex, and multi-
dimensional. On the other hand, the authors
stress in countless places that there are el-
ements in the strategy, which can be general-
ized, in particular rapid stabilization and traditional structural reforms.

Despite an abundance of empirical evidence to the contrary, the Bretton
Woods organizations continue to trust in an automatic trickle down of eco-
nomic development to the poor and cling to the misguided and long refuted
conviction that there is a direct correlation between economic growth and
poverty reduction.7  The Bretton Woods Institutions still do not seem to have
the political will to review all stabilization and structural adjustment measures
with respect to their effects on the poverty situation.  At the same time, the
programs� core macroeconomic criteria (among others, monetary, exchange
rate and fiscal conditions, liberalization of the goods and financial markets,
and privatization) have been discredited because of their frequently negative
social effects.
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Experts have long been sharply divided on what it actually means to shape
monetary, budgetary, tax, and trade policies to focus on poverty reduction.8

Since about 1990, the World Bank has cited pro-poor growth as its objective
and the IMF talks about �high-quality� growth and defines it as economic and
socially sustainable growth, which promotes equal opportunity and contributes
to poverty reduction.  But the IMF remains astonishingly unclear about what it
exactly means by those goals, how they are to be achieved, and how poverty
reduction and growth actually relate to each other.  If one presses IMF officials
on how future programs differ from current ones, it becomes apparent that the
IMF is much less plagued by self-doubt than it wanted to appear in the fall of
1999.  According to the IMF, growth is the most effective strategy for poverty
reduction, economic stability is the precondition for growth, and fighting infla-
tion is useful especially to the poor segments of the population.  So, in effect,
the IMF is already doing all it can now to help alleviate poverty.  But, in the interest
of an active and engaged poverty reduction policy, one would need to rethink
whether it wouldn�t be necessary to impose somewhat less stringent conditions to
reduce public budget deficits and inflation rates.  Given the extent and intensity
of the social problems in the poorest countries, a significant increase in social
spending is unavoidable.  In many cases, special measures are needed to
support weaker market players in order for them to be able to participate in the
market.  So far, the IMF�s tough fiscal criteria have prevented all of this.

New Opportunities for Ownership?

Does the PRSP approach open up the possibility for the southern coun-
tries to work out their own development strategies and implement alternative
fiscal and trade measures?  In principle, yes.  But the PRSP approach also
contains a fundamental contradiction.  The will to encourage more national
ownership (the countries formulating their own strategy papers) contrasts with
the policy of conditionality, which continues to exist.  The final decision for or
against debt reduction or new loans lies with the IMF and World Bank execu-
tive committees. They leave themselves the option of rejecting national pov-
erty reduction papers when the strategies do not conform to their views about
�sensible economic policy.�  One fears that what makes �economic sense� to
them are the usual core conditions of past structural programs (liberalization,
privatization, devaluation, and budget cuts), which often directly contribute to
a worsening in the situation of the lower segments of population.

So, the only chance of a real renunciation of past structural policy would
be if the Bretton Woods Institutions were willing to rethink the relationship
between their traditional stabilization and structural measures and poverty
reduction.  Yet there has not been the slightest move in this direction.

The goal of having civil society participate in every stage of formulating
and implementing programs is welcome, but how can it be achieved?  Who is
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civil society?  What is to occur in countries where civil society is barely orga-
nized and the government bars such participation?  Who is to decide on the
quality of civic participation and with what consequence?  How are the consul-
tative processes to be financed?  Should the participants be able to discuss the
relationship between poverty and the fiscal, monetary, and trade policies of the
IMF and World Bank?  Or should they only be permitted to address the struc-
ture of public spending?  How are conflicts of interest between various repre-
sentatives of civil society to be decided?

A further problem arises from the fact that the PRSPs were made a condi-
tion for the granting of debt relief under the
HIPC initiative.  Formu- lating a national pov-
erty reduction strategy paper, with the partici-
pation of a broad spec- trum of civic groups, is,
based on all experi- ence, very time-con-
suming and costly.  Yet the countries� debt re-
duction cannot wait any longer.  So the PRSP
processes are likely to be placed under enor-
mous time pressure, which will ruin the good
intentions of participa- tion.  In the worst-case
scenario, the consulta- tive processes as a
whole will be compro- mised.9  A moratorium
on debt servicing could be a first step towards
de-coupling the two processes.

Conclusion

Before future economic reforms can be directed towards fighting poverty,
the reasons for the failure of previous structural adjustment programs must
first be thoroughly analyzed.  This has not happened yet.  In the meantime, the
IMF and the World Bank do concede that the successes of previous adjust-
ment programs have been meager and, in particular, too little has been done
to improve the situation of the poor.  But this description of the current situation
is not accompanied by an admission that the structural adjustment programs
could be (partially) at fault.  As usual, exclusively the borrowing countries are
given the blame for failures (lack of implementation, corruption), while the
Bretton Woods Institutions are given the credit for successes.  So, to date,
neither have the World Bank and the IMF taken a hard and thorough look at
the various stages of structural adjustment, nor has the IMF officially admitted
that serious mistakes were made in its Asia and Russia policies.  Even the
ESAF programs are still held up by the IMF as having been generally success-
ful, despite their disappointing results.  Instead of first analyzing why past pro-
grams went wrong in order to draw concrete conclusions for future action, the
Bretton Woods Institutions plunge�or have plunged�into a new process with
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the PRSP approach, which is fraught with countless open conceptual and pro-
cedural issues, as well as contradictions.

The IMF is now attempting again to weaken the impression that it wants to
interfere too much in the micro-management of the borrowing countries� public
budgets.  The Fund remains responsible for macroeconomic issues and the
World Bank for the social aspects of structural adjustment reforms.  The rea-
son for this may be criticism voiced over the past months, primarily by the US
(Treasury Department and report of the Meltzer Commission), but also by the
German Bundesbank, that the IMF has appropriated too many areas of re-
sponsibility and should confine itself again to its core functions.  The new focus
on poverty, which the IMF initially announced with much fanfare, could very
well have negative repercussions for the Fund. This assessment was also shared
by an IMF official who in an informal talk in Berlin in June 2000 let it be known
that the Camdessus speech in fall 1999�which stressed IMF responsibility for
fighting poverty�might have been a good PR move, but would work against
the IMF in the context of the discussion on IMF �mission creep.�  Accordingly,
Mr. Camdessus�s successor as managing director, Horst Köhler, also reacting
to the criticism massively brought forward in the Meltzer Report, announced
that future IMF programs would refocus on the macroeconomic sphere.
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Beyond Meltzer:
Where Next on IMF and World Bank Reform?

by Angela Wood
Bretton Woods Project, United Kingdom

I.  Introduction

In March, the US Congressional Committee, set up to examine reform of
the multilateral institutions and led by Allan Meltzer, presented its
recommendations. The report proposes extensive reforms to these institutions,
which would completely change their nature and purpose, and it has renewed
fears that the reform debate will be skewed towards right-ing interests.

In general, while the report seems to advocate some of the right policies,
though often for the wrong reasons, many of its proposals are often no more
acceptable, or even worse, than the practices to which it objects. The danger is
that these measures would allow the US to retreat from involvement in global
governance, while requiring greater compliance with non-negotiable condition-
ality and intrusion into developing countries.

The report starts from the assumption that financial markets are largely
efficient. Those problems that exist can largely be addressed by actions taken
at the national level, such as providing more information and opening borders
to free flowing capital. Hence, its recommendations would transform the IMF
into an institution to serve the needs of private investors and facilitate the flow
of private capital rather than an institution, which has responsibility to ensure
global stability and prosperity for all.

Its second underlying assumption is that private finance can substitute for
official development assistance. Thus, the World Bank is given a supporting
role to facilitate private sector flows while focusing its lending on projects and
countries which are undesirable from a private sector perspective.

Both these assumptions are highly questionable. Firstly, greater
transparency and more sophisticated financial sectors may be beneficial, but
these are not going to address serious market failures, such as herd behaviour,
and they may not be priority considerations for countries mired in poverty.
Secondly, governments should implement good macroeconomic policy, but it
should be focussed on the needs of domestic economy not foreign investors.
Thirdly, private finance can be beneficial to some countries, but for many it is
too costly and is likely to lead to unsustainable debt burdens if too much reliance
is placed on it. Fourthly, private finance is motivated by profit. While many
necessary development projects have a high social rate of return they often
are unattractive to private investors, either because they are too risky or because
they take too long to generate returns.

Several areas are neglected in the report, the most glaring of which are:
the failure to reconsider the IMF�s macroeconomic policy advice; no proposals
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on how to involve private investors in crisis resolution mechanisms; and no
examination of the governance structures of the Bank and Fund.

II.  Reforming the IMF

A.  Role of the IMF
No Long-Term Lending for Structural Adjustment

The Meltzer Report suggests that the IMF should be scaled back, specifically
it should not be engaged over the long term in countries through back-to-back
lending programs. The IMF�s record with
structural adjustment has been very poor, the
IMF does not have the expertise to advise
countries appropriately on structural or social
issues and the terms of the PRGF finance are
not sufficiently con- cessional. With regard to
this latter point, the proposal to write off all
debts owed by the Heavily Indebted Poor
Countries to the IMF is long overdue and very
welcome.

There is still a role for the IMF to support
stabilization measures in the poorest countries,
for example, in re- sponse to terms of trade
shocks and natural disasters as well as financial crises. However, its policy
advice and conditionality must be confined to the immediate macroeconomic
concerns and should be consistent with poverty reduction objectives.

Quasi Lender of Last Resort
The report suggests that the IMF would perform this function by borrowing

from the market or from bilateral sources. It is not clear what the implications
of the former would be and this is not addressed. An alternative proposal,
which should be given serious consideration, is for the IMF to issue Special
Drawing Rights, which could be �retired� as countries paid them back. Drawing
on bilateral resources does not seem to be a good option because these will be
limited. To be an effective Lender of Last Resort the IMF should not be
constrained in its ability to lend.

Also, rather contradictorily, the report recommends that borrowing from
the IMF should be limited; an amount based on a year�s tax revenue is
suggested. Although repayment considerations are important, which suggests
looking at the terms of IMF lending, given the scale of recent financial crises
this could mean that the IMF would be unable to provide enough resources to
act as a lender of last resort, even if lending rules were changed so that it could
commit its resources very quickly.
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when it suggests the
IMF should abandon
conditionality. In fact,
it proposes to front-
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Role of the Private Sector in Crisis Resolution
While the report acknowledges that the private sector should not be bailed

out by the public sector, there is no mention of what role the private sector
should take in the bailout process and how it could be organized. It cannot be
assumed that private investors would self-organize to participate informally,
nor, if they did so, that the outcome would be equitable to both investors and
creditors. In the case of the Korean restructuring, private investors agreed to
restructure debts only after the government had publicly guaranteed repayment.

It is important to establish clear rules and processes for involving the private
sector in working out rescheduling agreements and provision of new resources.
The failure to do so leaves a gaping hole in the international architecture.
Technically, it is possible to establish clear, multilateral procedures for
renegotiating debts; it is therefore unacceptable that progress has stalled on a
debt standstill or stay of litigation procedure, because there is a lack of political
will amongst the G7 to address this issue.

Moreover, the report says nothing about how the IMF might assist countries
to stabilize and prevent an unsustainable build up of private flows through, for
example, careful use of capital controls.

B.  Conditionality
Pre-Qualification Versus Ownership

The report misleads when it suggests the IMF should abandon conditionality.
In fact, it proposes to front-load conditionality by insisting that countries pre-
qualify for assistance. This would be even more constraining on governments,
which, at the moment. at least have some leverage to negotiate timing and
sequencing of conditions and to tailor them to the country context.

The Meltzer Report suggests some conditions for pre-qualifying, the most
insidious of which is free access to financial markets. This is effectively capital
account liberalization, which the IMF has not yet been given the mandate to
impose.  The report demonstrates the danger of pre-set conditions, namely that it
is likely to be the G7 and the financial and business interests, which they represent,
who will set the conditions which borrowing countries will have to comply with.

It would be a step backwards to move away from the ownership approach
that the IMF has started to embrace through the Poverty Reduction Strategy
Papers. The way forward must be towards greater ownership and to more
coherence between the macroeconomic framework and development and
poverty reduction goals. All countries, not just the poorest, should be allowed
to define their reform priorities nationally which should form the basis for
agreements with the IMF.

More Problems Caused by Pre-Qualification
Pre-qualification also raises many of the problems, which have made the

Contingency Credit Line (CCL) a failure (after a year no country has signed up
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to it and the IMF is now reviewing how it can be made more attractive). For
example, the IMF would not be able to deny finance to those countries that do
not pre-qualify if they were systematically important, because crises in these
countries could have ramifications for others and the entire global financial
system. It would be unfair, therefore, to deny smaller countries which do not
pre-qualify assistance. While the report does not discuss this issue, Allan Meltzer
and his colleagues have suggested that loans would be provided to non-qualifiers
at even higher penalty rates. However, would these loans be provided with con-
ditions attached? The Meltzer Report argues
that conditions do not work, and if a country
were required to implement them first,
this would delay the loans, which is a
problem with current IMF arrangements.

Moreover, what is regarded as the �correct�
set of policies is constantly changing. In
the climate before the Asian Crisis, Chile, or
Malaysia might have been rejected, only for
it to be belatedly acknowledged that their
rejection of the full neoliberal recipe had
actually been a source of strength rather than
weakness.

Also, what happens if countries qualify but then their policy environments
change? The act of disqualifying a country could precipitate the crisis
qualification was trying to avoid. These problems were all identified with the
Contingency Credit Line and are not resolved in the Meltzer Report.

Limiting the Number of Conditions
The Meltzer Report is correct that there should be less conditionality and

that conditionality to a large extent has failed. Part of the explanation for this is
that governments have not witnessed good results from the reforms they have
made; they have been technically difficult to implement; and they have been
politically unacceptable. The IMF itself has acknowledged the failure of its
traditional conditionality. But rather than reassessing its policy prescriptions, it
has encroached into areas of structural reform and imposed more conditionality,
that means �second generation� reforms. However, the IMF does not have the
expertise to advise governments on structural reforms. Certainly, the IMF should
not impose structural conditions during periods of crisis. While leverage may
be greatest at such times, so is the potential for harmful social impacts, as was
witnessed in Indonesia when the IMF insisted on rapid closure of several banks
and restructuring of others. This hurt particularly the less, well off who are less
able to protect themselves.

The IMF should be restricted to imposing only macroeconomic conditions
and it should be required to assess, before implementation, the expected social
impacts. Where reforms have negative impacts on poorer sections of society,
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the IMF should be required to suggest to governments alternative
macroeconomic strategies.

All too often it has been ordinary people in countries hit by crises who have
borne the burden of the IMF�s policy conditions. This was starkly seen in the
East Asia crisis where, for example, very high rates of interest imposed by the
IMF led to a credit crisis for small and medium enterprises, worsening
unemployment and stalling recovery. It is essential that the content of IMF
macroeconomic advice is seriously reconsidered in the light of mechanisms
such as the Poverty Reduction Strategy Papers, the Comprehensive
Development Framework and National Strategies for Sustainable Development,
which aim to achieve coherence between poverty reduction and sustainable
development objectives and macroeconomic, structural and social policies.
The IMF needs to demonstrate that it is rethinking its policy advice and that it
can be flexible about what it will accept as a good macroeconomic strategy
bearing in mind these goals. It should engage more openly with academics,
NGOs and others outside the IMF in this debate.

C.  Charges on Loans

The Meltzer Report calls for penalty rates of interest to be charged on IMF
loans and to accord them senior status to ensure that countries only come to
the IMF as a last resort. As pointed out in the Dissenting Report from Fred
Bergsten and his colleagues from the Commission minority, �the Fund already
has de facto senior status and has already sharply increased its lending rates,
however, and a crisis country in any event is motivated primarily by acquiring
additional liquidity rather than by the terms thereof.�

The Meltzer Report proposes to hit countries twice, first with up-front con-
ditionality and then with penalty rates of interest. As the IMF is now beginning
to recognize, as it reconsiders the terms of the CCL, countries need to be
given some incentive for adhering to up-front conditions. Charging penalty
rates is not conducive to encouraging countries to forgo policy autonomy. Fur-
thermore, it is not appropriate to offer the poorest countries loans at rates near
or above market rates since they simply can not afford them. Therefore, it is
not adequate to eliminate all concessional financing.

D.  Transparency and Governance
Improving Transparency and Accountability

The report makes some useful recommendations for improving
transparency, in particular it calls for: publication of the details of lending
programs and Article 4 reports; and it suggests that the Executive Board should
be required to take votes, which should be recorded and published, and
encourages summaries of Board meetings to be published after a time lag.

In addition to (or instead of) these the IMF should:
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••••• Publish all staff reports, including internal evaluations and reviews;
••••• Publish agendas of board meetings at least a week prior to meetings

and minutes;
••••• Make draft Letters of Intent available to stakeholders in countries; and
••••• Evaluate systematically all programs as well as conduct periodic reviews

of policy and operations, the results of which should be disclosed publicly.

A significant oversight is the report�s failure to address the IMF�s governance
structure. The current system for allocating IMF votes is unfair and obstructs
developing countries from participating in decision-making processes. Asian
countries are particularly disgruntled about their restrictive voting (and borrowing)
capacity given their importance in the global economy, While forty-three sub-
Saharan African countries are represented by only two executive directors on
the IMF Board and account for less than 5 percent of the votes. Contrast this
with the United States, which effectively has veto power with its share of 17.5
percent of the vote. This inequality is mirrored on the IMF�s governing body,
the International Monetary and Finance Committee.

Given this scenario it is not surprising that IMF advice does not reflect
developing countries� interests and that programs break down or that countries,
such as Malaysia, prefer to opt out of the multilateral system and take their
chance or develop regional structures which better suit them.

At the very least voting rules should be changed, so that the United States
can no longer veto decisions. Also, there should be a more equitable allocation
of votes, perhaps based on national income and population, which should lead
to a better representation of developing countries, including the poorest, on
the governing bodies. The formula used to allocate votes and quotas should
be objective and transparent. The most recent report on the review of the
quota formula should be published immediately.

III.  Reforming the World Bank and Regional Development Banks

A.  Country and Regional Focus of Lending
Focusing Lending to Middle Income Countries on Poverty Reduction

The report argues that lending should be phased out for countries with
annual per capita incomes of more than $2,500 and should cease completely
for countries with per capita incomes of $4,000 or more. While it is legitimate
that these countries should seek private finance for profitable investments,
there is still a case to be made for providing multilateral loans for projects
which are not attractive to private investors but which offer a high social return,
for example, providing rural water supplies.

Many middle-income countries, which are able to attract private finance,
have large numbers of people living in poverty, for example, China, India and
Brazil. However, much multilateral lending to middle income countries is not
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focussed on poverty reduction or reducing inequality, nor is it framed within a
coherent development strategy. Multilateral lending should be able to
demonstrate clear impacts on these goals.

Healthy Competition Between the World Bank and Regional Banks
The report argues that to reduce the overlap between the World Bank and

the Regional Development Banks (RDBs), the Bank should only lend to countries
in Africa, Europe and the Middle East. This assumes wrongly that the RDBs
perform well and that their lending is poverty focussed. In fact, they are often
weaker than the World Bank in the areas of poverty focus, transparency and
participation.

However, there is a case for improving the effectiveness of the RDBs,
particularly because they are likely to be more aware of the issues and prob-
lems important to countries in the region and therefore more able to provide
appropriate advice. Eliminating World Bank lending in some regions, however,
would remove a source of competition, which could lead to both the World
Bank and RDBs being less effective.

B.  Private Financial Flows and Official Development Assistance
Private Finance: Too Unstable and Costly for Development Purposes

While there is a case for governments to encourage long-term inflows of
capital, there is also a case for enabling governments to direct this finance to
projects, which will have a positive, sustainable development impact. Governments
should not be prevented from doing so by conditionality or rules imposed at the
multilateral level.

However, much of the private capital is
invested on a short-term basis and can be pulled
out of a country very quickly. Such actions
may not be related to problems in the host
economy but simply because investment
options are more attractive elsewhere,
especially if interest rates rise in developed
countries. The uncer- tainty of short-term flows
makes this source of finance impractical for
development planning and unsuitable for de-
velopment projects, which often take several
years to generate returns.

Furthermore, while Foreign Direct Invest-
ment (FDI) may be preferable to short-term
flows because invest- ments are more long-
term, FDI often leads to a larger outflow of resources (via profit remittances etc.)
than it brings in. The cost of this finance very quickly can become unsustainable
as governments get locked into a cycle of attracting increasingly large flows of
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capital to maintain a positive balance of payments. Also, since governments
need to maintain a �favourable environment� for private flows they often
subordinate domestic needs to the needs of foreign private investors. With an
increasing number of countries being encouraged to attract foreign investment
the likelihood is that the benefits of FDI to the host country will be eroded as
developing countries compete amongst themselves to offer more attractive
terms to investors.

Therefore, while there is a case for graduating middle income countries from
multilateral finance, overall, it cannot be assumed that private finance can substitute
for development assis- tance in all countries.
Moreover, the primary objective of aid should
not simply be to facilitate the flow of foreign
private investment, other uses may be much more
effective at reducing poverty or inequality. If
aid is used to facilitate private investment, then
the focus should be to encourage domestic
investment not foreign investment.

Concessional Lending and Grant Financing for
Social Sectors and Infrastructure

Cutting Bank lend- ing to middle-income
countries would remove an important source of
funds for concessional lending. The report
simply proposes to replace this with more
bilateral finance. While more bilateral develop-
ment assistance would be welcome, it is doubtful that the World Bank should
control more bilateral aid money. Moreover, it is extremely unlikely�given the
current political climate�that a substantial increase in aid money will be
forthcoming. Thus, cutting lending to middle income countries may well result in
fewer concessional resources available for the poorest countries.

Although the Bank already provides highly concessional finance through
the International Development Association (IDA), the report advocates the use
of grants for social sector and infrastructure projects. The Bank is channelling
an increasing amount of lending into these areas and into social safety nets.
Given that these types of projects can take many years to generate returns
(especially where safety-nets are being applied in crisis situations), it would be
sensible to reconsider the terms under which the Bank lends for them with a
view to providing grants or more enhanced concessional lending.

Cutting Out Corruption and Improving Project Success
The suggestion that the Bank and RDBs should bypass ineffective

governments altogether and issue contracts directly to private service providers
in areas such as health and education is at best a short-sighted solution and is
effectively unworkable. Firstly, the report suggests that contractors would not
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be paid until after the project is completed and evaluated as satisfactory. Its
hard to see how this could work given that infrastructure projects in particular
can take several years to plan and then implement and that the resources
available in developing countries are limited, which is why lending is necessary.
Secondly, the report does not make clear who would be responsible for
repayment. And the government not be required to guarantee repayment if it is
not involved in the project/lending process. Thirdly, given its size, the normal
distance from borrowers, and its structure, the World Bank currently is not able
to effectively provide small scale project loans.

While corruption needs to be addressed, it is important to examine how
the IMF and World Bank encourage corruption through their structural
adjustment programs. For example, poorly conceived plans to cut civil service
costs and rushed privatization schemes have both led to increased corruption.

Also, more attention should be focused at the institutional level to improve
how projects are designed and managed. Staff members should be held
accountable for project failures and incentive structures should be linked to
project outcomes. Changing the Bank�s name to the World Development
Agency, as the Meltzer Report recommends, would be beneficial to identify
that the Bank is a development institution not a profit-driven finance institution.

C.  Structure of the World Bank Group
The report recommends that the Multilateral Investment Guarantee Agency

(MIGA) should be scrapped and the International Finance Corporation (IFC)
should be merged into the World Bank. While the former recommendation is
not problematic, the latter could be.

MIGA provides a �win-win� opportunity for private investors. Not only are
they able to demand high rates of interest to cover themselves against the
risks of investing in developing countries, such as policy changes, MIGA also
provides them with guarantees against these same risks. Also, since the cost
of the guarantees, if used, are borne by the developing country, this acts to
discourage governments from taking actions, which would necessitate their
use. The private sector is quite able to provide its own risk insurance and
therefore it would be sensible to scrap MIGA.

The authors of the Meltzer Report seem to be unaware that some IFC
departments have already merged with the World Bank. A further merger should
be taken very cautiously since it could result in a conflict of interests, for example,
if the Bank was to lend to governments and the private sector for the same project.

D.  Transparency
The report calls for annual, independent evaluation of the World Bank�s

effectiveness. Regular, independent evaluation would be welcome. In addition,
the World Bank�s Operations Evaluation Department (OED) should publish all
its evaluation reports, particularly program evaluations. Plus, draft Country
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Assistance Strategies (CASs) should be made available to stakeholders and
final CAS documents should be published.

Also, the World Bank�s governance structures are as weak as the IMF�s
(see above). Several steps should be taken to improve its governance and the
transparency of its decision-making processes:

••••• Formal votes should be taken and the results of how each country voted
made public;

••••• Voting and quota allocations should be more equitably allocated based
on a transparent and objective formula;

••••• Agendas of board meetings should be published at least a week prior
to meetings and the minutes of meetings should be disclosed.

IV.  Conclusion

A thorough review of the policies, functions, governance, and structures of
the multilateral financial institutions is essential. The Meltzer Report has put
this issue on the international agenda, but it must not set the reform agenda.

A review should be transparent and involve developing country governments
and other stakeholders such as NGOs and civil society organizations,
academics, and parliamentarians. Any reform process orchestrated by the G7
would be very inappropriate. Therefore, it must be led by an independent,
representative body, itself elected through a transparent process. The review
should also examine what aspects of the global architecture are still missing
and take forward the stalled reform efforts initiated in response to the financial
crises of 1997 and 1998.
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The Instability of the Global Financial Architecture

1.  The financial crises of past decades have revealed that, contrary to the
expectations of (neoliberal) market theorists and currency policymakers, nei-
ther have exchange rates stabilized, nor have the international capital markets
shifted their focus to the long term and stabilized. Exchange rates have fluc-
tuated with a high degree of volatility ever since they were allowed to float
in 1973. Short-term investments, without long-term investments, contribute
decisively to the trend in interest rates and the creation of innovative financial
instruments on the international capital markets. Many of these innovations
have not reduced, but increased risk�as in the case of derivatives. Such inno-
vations apply the logic of acceleration and global expansion to achieve the
highest rates of return, by taking advantage of space and time.

2.  It has been well known since the days of John Maynard Keynes that
loan relations are basically unstable and, consequently, fraught with risks be-
cause they link the past, present, and future: Certainties about lending are
based on the past; loan decisions are made in the present; and the loans them-
selves must be serviced and paid back in the future. The risks of lending al-
ways include the possibility of failure�borrowers not being able to earn a suf-
ficient return on their investments in order to service their loans. The quest for
high returns and the greater risks involved have led to an overall rise in the
level of real interest rates.

3.  Since the early eighties, both long- and short-term real interest rates of
the industrial countries (nominal interest rate minus inflation rate) have been
higher than real GDP growth rates�as have those of the world as a whole.
Until now, this occurrence was common only during certain phases of the busi-
ness cycle (an �overheated� economy). That this distortion has continued un-
abated for two decades could be seen as a systemic defect, which inevitably
has to lead to periodic financial crises. Whether they appear as debt crises, as
in the eighties, or currency crises, as in the nineties, depends on many accom-
panying circumstances (current-account balance, fiscal policy, inflation rate,
etc.). So far, the possible consequence of �systemic risk��that is, the spread
of a currency or loan crisis to creditors�has been averted through bail-out
strategies. The IMF has been actively involved in the management of this
strategy since the debt crisis. But the case of Long Term Capital Management
(LTCM) in September 1998 has shown there is no guarantee that systemic risk
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can be entirely eliminated. Precautions have been taken in Europe against
systemic risk. It remains to be seen whether they are sufficient.

4.  Overly high interest rates (relative to growth in national product)
increase inequality in the world because of the uneven transfer of essential
capital to creditors and to the extent that borrowers are unable to become
creditors. This is contrary to what the World Bank expected according to its
debt-cycle theory of the eighties. It was apparent already then�and has since
been confirmed�that this theory is completely unfounded. The creditor-bor-
rower relationship has remained one-sided. World Bank and UNDP statistics
show that inequality (as measured by per capita income, but also according to
other indicators) has risen in the world. To the extent that inequality entails a
worsening in the living standards of many people, it is partly responsible for
social and political conflicts, indeed, even civil and international wars. Past
financial crises in which tough structural adjustment measures were consis-
tently demanded of borrowers have contributed to bloody conflicts in a number
of countries (Indonesia, Mexico, and Russia).1

5.  Extremely high real interest rates also have an adverse effect on the
allocation of investments. Financial investments are more attractive than real
capital investments and, thus, negatively
influence employ- ment�both in a quanti-
tative sense in terms of unemployment and
underemployment and in a qualitative
sense in respect to the rampant expansion
of the �informal sec- tor� in some regions of
the world. Given that high financial invest-
ment returns can cause an outbreak of
speculative �mania� (Charles P.
Kindleberger)�as in the days of the tulip
speculation when capitalism was in its in-
fancy�there is in- deed cause for concern
in the countries that have been seeing
booming stock mar- kets for several months.
�Shareholder-value thinking� and �short
termism� create the risk that a bubble could
develop and burst with uncontrollable con-
sequences�conse- quences which certainly
would not remain confined to the financial sphere, given the way in which
transfer mechanisms between the markets are structured.

6.  When real interest rates are high, it is attractive not to borrow in
order to make capital investments, but rather to invest in financial as-
sets. This pursuit has become easier due to funds (pension funds, investment
funds, and mutual funds), because they bundle relatively small sums of money
and invest them worldwide. Fund managers must achieve the highest rates of
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return to compete for investors. Investment funds have experienced a boom-
ing expansion in the past decades. They have acted as a vehicle for producing
global inequalities in that they have achieved high returns for their investors
but, by virtue of the volatility of their investments, at the same time have also
contributed to the impoverishment of people in the wake of financial crises. It
still remains to be seen just how stable the funds are for their investors. It is
critical to respond to this issue because many countries around the globe are
shifting their old-age pension systems to funding principles due to pressure by
the World Bank, among other reasons.

7.  These trends and risks additionally include the �explosive� rise in ille-
gal capital flight since the early nineties, primarily to avoid payment of taxes;
money-laundering to conceal criminal acts, such as drug-trafficking, human
smuggling, etc.; and corruption. They represent a very serious threat to the
democratic system, the legitimacy of institutions, the credibility of government
representatives, and the acceptance by and active involvement of the citizenry.

Engage in an International Reform Debate

8.  Taken together, all this is reason enough to engage in an international
debate on restructuring and reforming the global financial architecture.
Granted, we must not hope for too much from a reform of the currency order,
financial markets, and international institutions, particularly the IMF and World
Bank. There has never been a global capitalistic economy that developed crisis-
free, nor, for all our reform efforts, will there ever be. That notwithstanding, cer-
tain crisis-causing trends can surely be prevented. Clearly, the Asia crisis and its
contagious effects could have been avoided if the IMF had not blindly followed
the prescriptions of the �Washington Consensus.� The effects of financial crises
on the real economy and society can well be contained through active policy, and
the above mentioned criminal schemes can most definitely be controlled and
outlawed. In the meantime, officials within the IMF and elsewhere see the matter
in a similar light. For this reason, the discussion has now shifted to a �post-Wash-
ington Consensus��on which, however, there is absolutely no consensus.

9.  The most critical problem is that the goods and capital markets are
so open they are virtually unregulated at the political level. For this rea-
son, interest rates, prices of goods, and exchange rates have become linked in
a system of uniform prices which, unlike the system of a nation state, is not
regulated, or only inadequately. The economic sovereignty of national institu-
tions has been largely curtailed, while the resulting lack of regulation has not
been compensated for at a global level. Open markets have considerably in-
creased vulnerability to crisis, and the ones most hurt from such trends are
always those who can least defend themselves�the poorer income classes. A
regulatory framework is also lacking for the formation of prices of strategic
goods on the global markets. Consequently, time and again there are erratic
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changes in prices, which cannot be explained by basic economic data. They
result from movements of short-term capital and provoke overreactions, snow-
ball effects, and herd behavior on the part of market players. In such an
environment, speculation does not play a compensating role (through arbi-
trage), rather crisis-causing trends intensify. So one conclusion can already be
drawn from this: speculation must be stopped. The euro-dollar exchange
rate, which went into a free fall over the course of last year, proves this point.
Thus arises the danger of an uncontrolled correction, a crash. The consequences
would be detrimental for both sides of the Atlantic and, because of the weight
of the two currencies, also for the world economy as a whole. It may be that
euroland is equipped against a liquidity crisis (according to Edgar Meister).
But what is not guaranteed is whether the Central Eastern European and Afri-
can countries could fend off such a crisis.

Establish Rules for Exchange Rates and Currency Markets

10.  So, rules should be established for exchange rates, and several
approaches are already currently under discussion. First, fluctuation mar-
gins (target zones) could be set for exchange rates between currency blocs
(dollar, euro, and yen). If central banks and international institutions would
commit themselves to adhere to such margins, this could send a positive sig-
nal. However, in order for exchange rates to stabilize, labor unit costs and
prices must move roughly in the same direction. In other words, it is not merely
a matter of currency policy per se, but also one of countries, or economic
areas, coordinating various areas of their economic and social policies and
achieving a social consensus. Here, it becomes apparent that re-regulating the
global economy means more than establishing rules on currency transfers.
Perhaps that is the reason why Oskar Lafontaine, the former German Minis-
ter of Finance, encountered such stiff political opposition to his proposal on
introducing target zones.

11.  Second, rules could be developed for the currency markets. To this
end, James Tobin has brought up the alternatives of integration and segmen-
tation, or rather a combination of the two. Along with eliminating variable ex-
change rates, the integration of currencies into currency blocs also re-
moves the incentives for currency speculation. Indeed, a trend toward cur-
rency integration, in various forms, can be detected as a consequence of glo-
balization and the crises that have followed in its wake. Examples are the
currency union in Europe, with its creation of the euro; in Latin America, the
dollarization; in Asia and elsewhere, the introduction of currency boards,
along with tough rules for the money supply, which resemble those once ap-
plied under the gold standard. These boards replace the currency regime un-
der which a currency is loosely oriented towards a strong currency serving as
an anchor of stability (currency peg). Currency integration could also be ad-
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vanced through the creation of regional currency funds�either as an addi-
tion to the IMF, as recently proposed by the Latin American countries, or as a
replacement, which was most likely behind the idea of an Asian currency fund.

12.  Segmentation, on the other hand, separates currency areas through
the market-conforming policy of raising transactions costs when one cur-
rency is exchanged for another. The much discussed Tobin Tax serves this
purpose. Tougher equity capital regulations, a loan register, control of offshore
financial centers (OFC), etc., could have a similar effect. Capital controls (across
national borders) also separate currency markets. Chile, Malaysia, and the
People�s Republic of China represent examples of this approach which were
relatively successful during the most recent series of crises. Indeed, it should
not be forgotten that, well into the seventies, capital controls were a very com-
mon instrument of segmentation. A Tobin Tax is under discussion also in light
of the fact that the tax bases of nation states are continuing to dwindle, and,
therefore, the least mobile factor of production (labor) is shouldering an ever
greater share of the tax burden.2 Therefore, considerations of fairness in
taxation cannot be permanently left out of the global debate.

13.  In the meantime, there is a broad consensus to improve and in-
crease regulation of the financial mar-
kets�and with good reason. First, the con-
tagious effects of crises have taken hold in
largely deregulated mar- kets. Consequently, the
reforms under consider- ation by the Financial
Stability Forum (FSF) relate primarily to short-
term capital flows; off- shore financial centers,
in their function as �vir- tual locations� for capi-
tal transactions; and cer- tain market players who
engage in highly lever- aged, and therefore es-
pecially risky, transac- tions and represent a
permanent systemic risk (hedge funds).

14.  Second, regu- latory measures which
generally reduce the risk involved in capital flows
can also be expected to contribute to a lowering
in the level of real inter- est rates on the global
markets, thereby provid- ing relief to borrowers
(e.g., entrepreneurs who wish to finance capital investments). This was part of
the strategy which Oskar Lafontaine failed to implement. However, it remains, in
principle, correct.

15.  The above effect can also be achieved by holding lenders (jointly)
accountable in the event of a crisis (�bail-in�) and having them share in the
costs of debt restructuring or forgiveness. In this context, it would also make
sense to reform international bankruptcy law in such a way that provides
relief to borrowers when debt restructuring and conditionality would mean in-
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tolerable hardships for others, such as the population of a country. One such
reform would be the introduction of an international arbitration procedure
granting all stakeholders the right to participate. Since the eighties, Chapter 11
of the US Bankruptcy Code has granted borrowers the possibility to defer pay-
ment on their debts in order to recover from financial setbacks. Lower interest
rates could take the speculative tension out of the �bubble.� Then, long-term
foreign direct investments also would be favored over short-term investments.

16.  Third, steps should be taken to ensure that small business and micro-
financing projects are not excluded from the financial markets. The higher
costs of lending must be compensated by specialized institutions which are
supported by the public sector�in both the developing and the industrialized
nations, albeit in an appropriately modified form. Structural policy could be
pursued through rules for the financial markets�in both a positive and a nega-
tive sense. According to the Meltzer Report, 73 percent of the World Bank
projects in Africa are failures. This justifies devoting special attention to the
micro-sectors of the global financial markets.

Long Due Reform of the Bretton Woods Organizations

17.  The international financial institutions�particularly the Bretton Woods
organizations�are also due for reform. That means neither should they be
dissolved, as some critics demand, nor should their responsibilities be scaled
back and turned over to the private sector, as Lawrence Summers proposes.
There is nothing to be said against a clearer distribution of responsibilities
between the IMF and the World Bank, as called for in the Meltzer Report.
However, it must first be made clear that, when debt restructuring becomes
necessary, the IMF should not just set one-sided conditions for borrowers, but
should also impose conditions on creditors�as was provided for in the Keynes
plan of 1944. In other words, the private sector must be included more in the
debt-restructuring process than it has been in the past. Above all, it must not
be allowed to take for granted that borrowers cannot go bankrupt because they
will be saved by the IMF and other official institutions (as was the case in the
Mexico crisis of 1994/95). Appropriate rules must be implemented to prevent
the obvious moral hazard involved when official institutions can be expected to
bail out creditors, regardless of the purpose for which the loan commitments
were made. Second, it would be wise to review the financial resources avail-
able to the IMF; after all, they are largely public funds, which are being
used to save private institutions. Indeed, the IMF is a fund and not a bank.
At the same time, there has to be a compromise between the two extremes of
lavish liquidity assistance for the purpose of bail-outs and the Meltzer
Committee�s proposal to strictly limit IMF assistance to more expensive and
only short-term bridge loans.
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18.  The World Bank, on the other hand, is responsible for financing
development. One positive suggestion in the Meltzer Report is to forgive the
debt of the heavily indebted poor countries (HIPC). Yet this approach is not
sufficient. Particularly in view of the most recent conflicts over the 2000 World
Development Report, it must be emphasized that development is not equiva-
lent to growth, which is more or less automatically expected to overcome
poverty. This hope has proved to be illusory in the past, and there is no reason
to believe that it will be different in the future�especially since growth causes
environmental problems. Development requires measures that influence re-
source distribution, income, opportunity, and the chance to participate in the broad-
est sense. The Meltzer Report�s call for a sensible division of responsibilities
between the World Bank and the regional development banks is, however,
welcome. But the report also contains the proposal to limit funds, which would
reduce the World Bank group to a kind of technical cooperation agency.

19.  Time and again, experts point to
the need for effective bank oversight. On
the one hand, this task is (still) the responsibil-
ity of nation states, who, on the other
hand, must become ever more trans-na-
tionalized as a conse- quence of globaliza-
tion. The FSF propos- als actually need to be
addressed, further de- veloped, and enforced
by a global supervisory authority vis-à-vis na-
tion states. They in- clude improved risk
monitoring and man- agement; greater
transparency, perhaps even a loan register to disclose the names of financial
backers of highly speculative and highly leveraged investments; better data;
harmonization of standards and sound practices; and loan underwriting (e.g.,
along the lines of the proposal by George Soros). However, these recom-
mended or considered FSF reforms are clearly unlikely to be implemented any
time soon. The last serious financial crisis (in Brazil in January 1999) is too
long ago. Short-termism has a negative impact even on the reform effort.

20.  What applies to banks with respect to supervision also holds true for
stock exchanges. Globalization of the stock exchanges renders national
stock exchanges helpless against the global players. Here, too, the gulf
between the challenges and the readiness to address them politically is strik-
ing. The situation is slightly different in respect to ratings agencies. Because of
the risks involved in global lending, binding ratings are to be introduced to
improve risk transparency (Basle II accord). It is a matter of dispute, however,
whether only external agencies should provide ratings or whether banking in-
stitutions also could conduct internal ratings themselves. External ratings would
raise the cost of small loans in particular, thus making it more difficult and
expensive for small and medium-sized businesses to gain access to the capi

�Clearly, the Asia crisis
and its contagious
effects could have
been avoided if the
IMF had not blindly

followed the prescrip-
tions of the �Washing-

ton Consensus.��
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tal market. This must be prevented because it would have adverse effects on
both development financing and structural development in industrial countries
if borrowing were to become more expensive for small and medium-sized busi-
nesses than for big companies.

21.  Finally, a last topic regarding the financial architecture of the 21st
century, which can only be touched on, is electronic money, both on- and off-
line. This issue is linked to a host of regulatory questions, which have not been
sufficiently answered yet�questions regarding the protection of e-money against
counterfeit; control of the money supply; currency as a national symbol and
public good; legalities concerning contract effective dates, venues, and condi-
tions; and money�s function as the �ultimate contract performance.�

Endnotes

1 On this subject see Joseph Stiglitz in The New Republic, April 17, 2000.
2 In the early eighties, taxes levied on capital as a factor of production accounted for 50
percent of overall tax revenues in Europe; today, that percentage has fallen to 35

percent.
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Global Financial Crises, Tobin Taxes,
and Why U.S. Citizens Should Care

by Peter DeFazio,
Democratic Member from Oregon, US House of Representatives

Introduction

American policymakers, American mainstream press and the public have
been lulled into a false sense of security about the seemingly invincible US
economy.  The current euphoria over the US economy has caused those wearing
rose-colored glasses to ignore the evidence that all is not well and dismiss nay
sayers as being as misinformed as those who believed the earth is flat. However,
the red flags should not be dismissed so callously.  Consider the following:

• The US goods and services trade deficit in 1999 was a record $271
billion, an increase of 65 percent over 1998.  This deficit has continued to
set new records virtually every month in the year 2000.

• The US, as recently as a decade ago a creditor nation, has seen its
debtor status grow substantially during our time of strong economic
growth, as measured by Gross Domestic Product, or GDP.  A debate
about the appropriateness of relying solely on GDP measurements for
measuring economic progress, while beyond the scope of this paper, is
critical.  The cumulative net obligations to foreign creditors reached 18
percent of GDP by the end of 1998.  In 1997, it was only 13 percent.

• Even the International Monetary Fund (IMF), which is generally recog-
nized as a tool of the US Treasury Department, has acknowledged the
teetering nature of the present US financial condition.  In its recent
consultation with the US, the IMF noted, �The sustainability of the large US
current account deficit hinges on the ability of the United States to con-
tinue to attract sizable capital inflows.  Up to now, these inflows in large
part have reflected the perceived attractiveness of the US investment en-
vironment, but such perceptions are subject to continuous reappraisal.�  In
other words, George Soros could wake up tomorrow and decide to launch
an attack against the US dollar.

What all this means is that, despite protests from US economic elites to
the contrary, the US is not impervious to the type of financial crises that have
afflicted a number of industrial and developing countries in the past decade.
Therefore, the US has a vested interest in ensuring a robust debate about the
future global financial architecture and the reform of the current system, keep-
ing in mind during the debate that what is best for global financiers is often at
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odds with what is best for average citizens.  I doubt the American public or
policymakers relish the thought of an IMF imposed �structural adjustment� pro-
gram being forced upon the US.  But, without reforms in the global financial
rules, we may be headed in that direction.

The Danger Posed by Global Financial Gamblers

The current atmosphere in which global financiers operate has grown sub-
stantially in size and volatility in a few short years.  Currently, over $1.8 trillion
in currency exchanges moves across national borders on a daily basis.  By
comparison, the trade in goods and services for all countries in an entire year
is only $4.3 trillion.  Therefore, in less than a week, foreign exchange transac-
tions exceed the entire annual volume of world trade in goods and services.

While the increased volume has led to some opportunities for legitimate
productive investment, it has also increased market volatility, triggered cur-
rency collapses, and impoverished millions.  Though it is difficult to get a pre-
cise number, analysts believe that over 85 percent of these financial transac-
tions are of a purely speculative nature, where investors bet on whether cur-
rency values and interests rates will move up or down.  More than 40 percent
of these transactions involve movement of money in and out of a country
within three days.  Over 80 percent involve round trips of less than a week.

Global financial gambling has led to a lack of stability and has helped
cause financial crises with increasing frequency (1992-93 Europe, 1994 Mexico
and Latin America, 1997 Southeast Asia, 1998 Russia, 1999 Brazil), even in
countries where basic economic fundamen-
tals are sound.  For ex- ample, many of the
Southeast Asian coun- tries already were run-
ning budget surpluses and many had tight
monetary policies with low or falling inflation
before financial specu- lators wrecked havoc
on their economies.  In Southeast Asia, there
was a net reversal of private international
capital flows to the re- gion of $105 billion,
from a net inflow of $92.8 billion in 1996 to
a net outflow of $12.1 billion just a year later.
This amounts to 11 per- cent of the GDP, before
the crisis, of the com- bined economies of
South Korea, Indone- sia, Malaysia, Thai-
land, and the Phillippines.  The story
is similar in Mexico, which in 1993 experi-
enced a net inflow of $31 billion in capital.  Just two years later, Mexico expe-
rienced a net outflow of $15 billion.  The Mexican peso collapsed, losing a third
of its value in the last ten days of 1994 and half its value by the end of 1995.

�Even if the US
economy and the US
dollar continue their
miraculous run, the

US has an interest in
maintaining global
financial stability.

Why?  Because the
financial crises

discussed above have
a spillover effect in

non-target countries
like the US...�
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Of course, the threat posed by global financial elites is not just economic, it is
also social.  Financial crises often cause increased unemployment, price increases,
plant closures, increased poverty, human rights violations, diversion of resources
from sustainable development, and social upheaval, all of which burden poor,
indigenous, and middle-income populations most heavily.  For example:

• The Asian currency crises lowered world growth projections for 1998 by
one percent and increased worldwide unemployment by 10 million.

• In Indonesia, the International Labour Organization (ILO) estimates the
financial crisis wiped out one fifth of non-farm jobs.  The World Bank esti-
mates unemployment grew from 4.9 percent to 13.8 percent.  Since Indo-
nesia has no unemployment insurance, jobless workers face desperate
conditions.  Real wages dropped 40-60 percent in the first year, which was
further exacerbated by rising prices.

• Thailand experienced similar problems.  Unemployment rose from 1.5
percent to 10.9 percent in the first year of the crisis.  Real wages dropped
10.3 percent by the end of the first year and 21 percent by the end of the
second year.

Even if the US economy and the US dollar continue their miraculous run,
the US has an interest in maintaining global financial stability.  Why?  Because
the financial crises discussed above have a spillover effect in non-target coun-
tries like the US by contributing to increased trade imbalances, dumping of
low-price products on overburdened markets, and contributing to increased
unemployment, volatility in agriculture markets, and stagnant or falling wages.

The Tobin Tax Concept

Although global financial elites try to frame the Tobin Tax as a radical
concept, financial transaction taxes, like the Tobin Tax, actually have a rich
intellectual history including support from John Maynard Keynes, Nobel Prize
winner James Tobin, former Chief Economist of the World Bank Joseph
Stiglitz, and, when he was an academic economist, Secretary of the Treasury
Lawrence Summers.

Put simply, the Tobin Tax is a small, highly progressive domestic tax on all
cross-border currency transactions.  The proposed size of the tax most often
varies from 0.05 to 0.1 percent.  The ideal size is debatable.  The goal would
be to have a tax that is large enough to deter unwarranted speculation but not
so large that it deters legitimate productive investment.  The Tobin Tax would
be imposed independently by national governments through their own legisla-
tive processes and finance departments.  No one is suggesting an interna-
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tional tax department.  As described in an October 1999 report from the Inter-
national Cooperation for Development and
Solidarity (CIDSE), �...what is proposed is re-
ally a set of national taxes, but imposed, it is
hoped, in a coordi- nated way.�  And because
the tax would be lev- ied both when money is
put into a country and again on the way out, it
would fall more heavily on financiers who
rapidly moved money in and out of countries
while those who in- vested for the long-term
would have a very small effective tax rate.

Besides the ability to throw sand in the wheels
of global financial speculation, many look to
the Tobin Tax as a way to raise revenue to com-
bat urgent domestic and global crises.  By
some estimates, the Tobin Tax could raise up
to $300 billion a year worldwide.  By compari-
son, the United Nations (UN) and the World Bank estimate that the cost of wiping
out the worst forms of poverty and providing basic environmental protection glo-
bally would cost around $225 billion per year.

There is an ongoing debate about what to do with this projected revenue.
Some supporters want it to go to the UN.  Others say the IMF, the World Bank,
or a new coordinating agency would be most appropriate.  The revenue, or a
portion of it, could also remain with the taxing country in order to provide an
incentive to cooperate.  The resolution I offered in early April of this year in the
US Congress does not take a position on this issue.  Rather, the debate should
continue.  However, as I stated before, the tax would be levied by individual
nations, not international institutions.

Is a Currency Transaction Tax Feasible?

The short answer is yes, Tobin-style taxes are feasible.  The primary im-
pediment is political, not technical.  But, it is worth briefly responding to three
of the most common criticisms:

First, opponents claim that not enough countries would cooperate.  Keep
in mind, the vast majority of transactions take place in relatively few financial
centers, particularly the United Kingdom (32 percent), the United States (18
percent), Japan (8 percent), Singapore (7 percent), Germany (5 percent), Swit-
zerland (4 percent), Hong Kong (4 percent), and France (4 percent).  There-
fore, if only four or five of the countries with the major currencies enacted the
tax, the majority of currency transactions would be covered.  Similarly, the
concentration of transactions in a few financial centers would make it relatively
easy to enforce.  Dean Baker, an economist with the US non-profit organiza-
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tion Center for Economic and Policy Research, has written a paper arguing the
US could impose a Tobin Tax unilaterally without the fear of capital fleeing US
markets.  While unilateral action is unlikely, it is not out of the question that the
G7 could agree to impose Tobin Taxes in each of their nations.

A similar argument is that the tax would be easy for speculators to avoid
by moving their operations to offshore tax havens or by developing new finan-
cial instruments.  There is little credibility to these arguments.  The OECD has
issued two reports (entitled Financial Action Task Force on Money Laundering
and Toward Global Tax Co-operation) that provide concrete suggestions for
tracking and combating tax avoidance and money laundering.  Clearly, if the
major financial powers believe they can solve these problems, then the same
solutions can be applied to the Tobin Tax.  As for the second point, there is the
potential for developing avoidance schemes or new instruments, but they would
likely be more costly than just paying a small tax and therefore not likely to be
pursued with persistence.  In addition, former Canadian Finance Ministry econo-
mist Rodney Schmidt claims the Tobin Tax would be relatively easy to enforce
and collect through a system of interbank settlement of foreign-exchange trades.

Finally, critics argue that the Tobin Tax alone will not deter speculation.  On
this point, I agree. The Tobin Tax would likely not be effective in isolation of
other initiatives for reforming the global financial architecture.  However, the
win-win nature of the Tobin Tax becomes apparent when one realizes that
even if it did not deter speculation, it would still raise revenue by taxing so-
called socially undesirable behavior (a �sin tax�).  Still, a better option would be
for the international community to explore other complementary options to the
Tobin Tax like tougher transparency rules, tighter reserve requirements, cre-
ation of exchange rate target zones, national currency controls, cash require-
ments for mutual funds, and strong source-country measures such as disin-
centives for short-term lending.

Potential for Action in the US

Earlier this year, I was joined by Democratic Senator Paul Wellstone from
Minnesota in introducing a resolution in the US Congress urging US leadership
in enacting Tobin-style taxes.  The resolution has not received a hearing in the
congressional committee process and is unlikely to be debated on the floor this
year.  There are a couple of reasons for this inattention.  First, there is very
little knowledge among Members of Congress about the Tobin Tax concept.
Second, most of those familiar with the idea, as well as the US Treasury De-
partment, are skeptical, if not outright hostile, to the idea.  It will be critical in
the US to continue educating at the grassroots level about global finance is-
sues and to use the grassroots to educate and pressure elected officials.  This
effort began in earnest during the protests against the IMF and World Bank in
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Washington, D.C this fall.  It will also be critical to address misconceptions
about the Tobin Tax so that it will appeal to the entire political spectrum.

Currently, there is a conservative backlash in the US against the Tobin Tax
because it is viewed as a tax imposed by the UN on member nations.  This
misunderstanding leads many conservatives to oppose the Tobin Tax as a
threat to the sovereignty of governments.  As a strong supporter of national
sovereignty, I would never advocate that an international institution should be
able to levy a tax on citizens in member nations.  As I already noted, the Tobin
Tax would be imposed by individual nations, not by the UN.  In addition, propo-
nents must make clear to conservatives that the Tobin Tax would actually help
restore sovereignty since it would loosen the stranglehold that global finan-
ciers currently have on individual nation�s economic policies.  Clarifying these
issues should help broaden the appeal of the Tobin Tax.

International Acceptance

The international movement in favor of Tobin-style taxes is stronger than
the U.S. effort and has gained substantial momentum since the Asian financial
crisis.  The most concrete success was passage of a resolution in support of
the Tobin Tax by the Canadian Parliament on March 23, 1999.  But, resolutions
in support of Tobin Taxes have also been introduced in the U.S. Congress, the
European Parliament, the French Parliament, and the British House of Com-
mons.  The Parliaments of Switzerland, Brazil and Germany have also dis-
cussed the idea.

I recently joined with Yann Galut (a member of the French Parliament),
Harlem Desir (a French member of the
European Parliament), and Glyn Ford (a
member of the Euro- pean Parliament from
the UK) to launch an in- ternational campaign of
parliamentarians in support of Tobin Taxes.
As of this writing, our petition enjoys the sup-
port of 424 parliamen- tarians from over a
dozen countries. 1  The petition campaign has
been focused on North American and Europe.
The challenge now is to broaden the mainly
transatlantic coalition to include parliamentar-
ians from Asian, Africa, and Central and South
America, whose coun- tries have more first
hand experience of the devastation cause by global financial gamblers.

In addition to support by national governments, a broad citizens move-
ment has been actively pushing for Tobin Taxes and other global financial
reforms.  The Halifax Initiative (Canada), Tobin Tax USA (US), ATTAC (France),
Tax Speculation Action Network (US) and War on Want (UK) have arguably

�It is better to prevent
these crises than to

figure out how to
keep them from
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reforming the global
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future crises are
inevitable.�
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been more responsible for forcing this issue on the national and international
stage than elected officials.  Most recently, an international call of economists
in support of the Tobin Tax was launched.  This effort has already garnered the
support of 186 economists from 31 countries.2

Conclusion

Although the global financial system is currently in a period of relative
stability, this does not mean policymakers and the American public should
ignore potential ideas�like the Tobin Tax�for preventing future crises.  It is
better to prevent these crises than to figure out how to keep them from spread-
ing while in the hot seat.  Without reforming the global financial architecture,
future crises are inevitable.  Rather than resting on our laurels during this pe-
riod of relative stability we should seize this opportunity to have a wide rang-
ing, rational discussion about how the global rules for finance and trade could
be rewritten to benefit everyone rather than just an elite few.

Endnotes

1 Information on this initiative is available on the following website: http://
tobintaxcall.free.fr.
2 For further information on the international call see http://attac.org/fra/asso/doc/
doc18sign.htm.
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