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Follow the Money
MICHAEL MUSSA 

In official discussions of the role of the International Monetary Fund (IMF),
especially at meetings of the IMF Executive Board and of the ministerial-
level International Monetary and Finance Committee, it is often observed
that “surveillance” is the IMF’s most important function. Indeed, this view
is asserted with such frequency and solemnity that one may be quite con-
fident that it is really not true. What has made the IMF particularly impor-
tant and controversial as an international institution—often despised and
sometimes admired—is the money that it chooses to lend, or not to lend,
to countries facing balance of payments difficulties and the influence that
it exercises because of its control over such lending. 

As indicated in Morris Goldstein’s overview of Institute work on the
international monetary system, IMF lending has long been an issue of
central concern, including in two of the Institute’s earliest publications
(Williamson 1982, 1983). This interest continued through the years, both in
work primarily directed at IMF lending, such as Goldstein (2001) and
Mussa (2002), and in a host of books and papers where the subject was 
of substantial importance, including contributions by Bergsten, Cline, and
Williamson (1985), Cline (1983, 1984, 1987, 1995), Eichengreen (1999),
Goldstein (1998, 2000, 2005), Kenen (2001), Roubini and Setser (2004), Tru-
man (2006a, 2006b), Williamson (1988, 2005), and Williamson and Birdsall
(2002).

As with virtually every other important subject on the international eco-
nomic scene, Fred Bergsten has been deeply involved with issues concern-
ing IMF lending as both author and editor in Bergsten (1991) and Bergsten,
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Cline, and Williamson (1985). At a more practical level, as assistant secre-
tary of the US Treasury in the administration of President Carter, Fred was
responsible for US borrowing from its IMF reserve tranche, and he still
holds the world record for the number of separate requests for IMF
loans—all of which were granted. To balance this, Fred was also the point
man for the Carter administration in the difficult task of securing congres-
sional approval for a major increase in IMF quotas, which supply the re-
sources for IMF lending. More recently, he dealt with key issues involving
IMF lending in some of his congressional testimony1 and as a member of
both the Council on Foreign Relations Task Force on the Global Financial
System (1999) and the International Financial Institutions Advisory Com-
mittee (IFIAC 2000).

This chapter continues the tradition of Institute work on IMF lending
by focusing on two main issues that merit further attention in light of
recent experience and likely future challenges: the significance of “moral
hazard” as a serious objection to continued IMF lending and the question
of whether and under what circumstances and conditions the IMF should
supply large packages of financial support. 

The Great Moral Hazard Bugaboo

Beginning with the exceptionally large IMF loans (and loans from the US
Treasury) to assist Mexico in 1995, a new criticism has been launched
against IMF lending. It comes not from those who believe that IMF con-
ditionality is too tough but mainly from conservatives who have often
been opponents of virtually any IMF lending. The argument is that large-
scale IMF lending—or more precisely, the expectation of such lending—to
countries facing balance of payments difficulties is itself an important
cause of financial crises. The mechanism of causation for this perverse ef-
fect is “moral hazard.” 

Specifically, the argument is as follows: Because emerging-market coun-
tries that obtain funds in international capital markets and/or the suppli-
ers of these funds anticipate that IMF “bailouts” will help to rescue them
in the event of difficulties, the true risks of these capital flows are under-
estimated and the flows are thereby artificially encouraged to be undesir-
ably large. This, in turn, increases the likelihood and severity of emerging-

276 C. FRED BERGSTEN AND THE WORLD ECONOMY

1. C. Fred Bergsten, The International Monetary Fund and the National Interests of the
United States, Testimony before the Joint Economic Committee, February 24, 1998 (Wash-
ington: US Congress); Reforming the International Financial Institutions: A Dissenting View,
Testimony before the Committee on Banking, Housing, and Urban Affairs, March 9, 2000
(Washington: US Senate); and Reforming the International Monetary Fund, Testimony be-
fore the Subcommittee on International Trade and Finance, Committee on Banking, Hous-
ing, and Urban Affairs, April 27, 2000 (Washington: US Senate).
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market financial crises when problems do arise and it eventually becomes
clear that capital flows are unsustainable. This view of IMF lending as an
important generator of moral hazard has been expressed by many critics
and was well summarized in an op-ed column in the Wall Street Journal
(February 3, 1998) by George Shultz, William Simon, and Walter Wriston:

It is the IMF’s promise of massive intervention that has spurred a global melt-
down in financial markets. When such hysteria sweeps world markets, it becomes
difficult . . . to let the private parties most involved share the pain and resolve
their difficulties, perhaps with a modest program of public financial support and
policy guidance. With the IMF standing in the background ready to bail them out,
the parties at interest had little incentive to take these painful, though necessary
steps. . . . The promise of an IMF bailout insulates financiers and politicians from
the consequences of bad economic and financial practices, and encourages invest-
ments that would not otherwise have been made. 

These three very distinguished gentlemen are far from alone in holding
these views. The report of the International Financial Institutions Advisory
Committee (2000) generally endorsed the notion that IMF financing creates
significant concerns about moral hazard. Both the IFIAC chairman, Allan
Meltzer, and one of the committee’s prominent members, Charles Calomiris
(1998), were certainly advocates of this view, as were many conservative
economists such as Anna Schwartz (1998). In my experience, many central
bankers, particularly from Europe, were gravely concerned about the moral
hazard effects of IMF lending, and these concerns continue to be an impor-
tant motivation for the search for more effective means for private-sector in-
volvement (PSI) in the resolution of financial crises.2 Indeed, even some
strong supporters of IMF lending, such as Stanley Fischer (1999), felt com-
pelled to concede that moral hazard was a significant concern.

Economists recognize that moral hazard is a pervasive phenomenon. It
is likely to arise in virtually any situation where economic agents interact
in the absence of full information.3 Thus it undoubtedly infects to some
degree many aspects of IMF operations, some of which will be noted in
this chapter. The issue here, however, is not whether moral hazard as a
very general phenomenon is somehow relevant to the IMF but rather the
bald assertion that the moral hazard effects of expectations (among either
emerging-market countries or their external creditors) of “IMF bailouts”
are sufficiently important to be a significant cause of the financial crises
that have recently afflicted a number of emerging-market economies.
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2. Although less extreme than some advocates of the moral hazard view (such as key offi-
cials of the Bundesbank), officials from the Bank of England and the Bank of Canada have
recently been prominent in pressing for more aggressive PSI; see Haldane and Kruger (2001)
and Irwin and Salmon (2006).

3. The article on moral hazard in the New Palgrave (Kotowitz 1989) gives extensive refer-
ences to the economic literature that makes use of this concept, including the vast literature
that treats situations where economic agents have asymmetric information.
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To address this key issue, it is useful to explain the concept of moral
hazard, which originally arose in insurance. An insured party knows that
a loss covered by insurance will result in the insurer’s compensation for
that loss (less any deductible or co-insurance). This arrangement creates
the potential for moral hazard because the insured, knowing that losses
will be covered, has less incentive to avoid risky behavior that might gen-
erate such losses. If the insurer could perfectly and costlessly observe
risky behavior by the insured and charge a premium articulated in accord
with such risks, the incentive for excessive risk taking could be elimi-
nated. There would be no moral hazard because the incentives of the in-
sured would be aligned with the efficient containment of risk. 

In general, however, such perfect insurance is not possible. Sometimes,
if the moral hazard problem is sufficiently large, no insurance is written.
For example, life insurance policies may exclude coverage for suicide, and
fire insurance policies do not pay off in the case of arson by the insured.
More generally, when moral hazard cannot be eliminated but can be con-
tained within reasonable limits, the insurer charges a premium that covers
the moral hazard as well as the underlying risk. The result usually is ben-
eficial (to the insured, the insurer, and society as a whole) but economically
inefficient (relative to the full information solution). The insurer earns a
fair return for the risks absorbed, whether underlying or the consequence
of moral hazard. The insured is covered against both elements of risk and
is charged accordingly—and prefers this arrangement to no insurance. The
economic inefficiency comes because the insured could, by choosing less
risky behavior, reduce risk at less cost than the insurer needs to charge to
compensate for the insured’s moral hazard behavior. 

Returning to the case of IMF financial support for countries facing bal-
ance of payments difficulties, it is intuitively appealing to believe that
moral hazard is likely to be generated. The stated purpose of IMF financial
support in Article I (v) of the IMF Articles of Agreement is “To give confi-
dence to members by making the general resources of the Fund temporar-
ily available to them under adequate safeguards, thus providing them
with the opportunity to correct maladjustments in their balance of pay-
ments without resorting to measures destructive of national or interna-
tional prosperity.” This “confidence” is intended to encourage countries to
adopt and maintain more open policies toward international commerce
that generally imply greater risks of balance of payments difficulties. But
it is also commonly believed that IMF assistance to countries facing bal-
ance of payments difficulties is a bailout. As is often the case with govern-
ment support to distressed people or businesses, IMF support is widely
believed to be either an outright gift or a loan on exceptionally favorable
terms. Thus it is not surprising that there is considerable popular appeal
for the seemingly obvious conclusion that IMF lending must generate sub-
stantial moral hazard—up to the point of being itself an important cause
of recent emerging-market financial crises.
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IMF Bailouts?

While superficially appealing, this argument that the availability of IMF
financial support generates substantial moral hazard is largely nonsense.4

To understand why, it is essential to understand that IMF financial assis-
tance is not a bailout. 

The IMF is not a development institution and does not offer general fi-
nancial assistance or low-cost loans to member countries on a continuing
basis. The Fund lends to countries facing balance of payments difficulties,
often in circumstances where these countries have grave difficulty in ob-
taining additional credit from other sources. IMF loans are usually for a
term of three to five years and sometimes for up to 15 years. The amount
the IMF lends to a particular country is limited, is usually disbursed in
tranches, and is subject to policy conditionality. The Fund also enjoys the
privilege of the preferred creditor: It is understood and accepted that
loans from the IMF and their interest charges need to be paid even when
a country cannot fully meet its obligations to other creditors. All of this
gives the IMF exceptional security for its loans. 

Policy conditionality is designed to ensure that a country undertakes
policies to correct its balance of payments problem, making it possible to
repay the Fund without “resorting to measures destructive of national or
international prosperity” (Article I (v)). Disbursement in tranches allows
the IMF to delay or withhold credits to countries with unsatisfactory poli-
cies. Limits on the amount of IMF lending—even in recent cases of very
large IMF loans—to a modest fraction of a country’s external debt ensure
that a country will almost always have sufficient resources to meet its
obligations to the IMF, even if in extreme circumstances it has to default
on obligations to other creditors. The preferred creditor status enjoyed by
the IMF protects the institution in precisely such extreme circumstances.5

The Fund charges interest on its loans at a rate (the “rate of charge”)
that covers the cost of funds to the IMF (which are effectively borrowed
from its creditor members) plus the Fund’s administrative expenses and
a modest premium to build its reserves.6 The IMF almost always collects
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4. I have argued this point before (Mussa 1999a, 1999b, 2004, 2006), and many others share
this assessment, including Cline (2004b), Roubini and Setser (2004), and Truman (2002).

5. The IMF’s preferred creditor status, which is well established and known to other credi-
tors, does not imply that the Fund can provide bailouts at the expense of other creditors. It
is the responsibility of other creditors to take the Fund’s status into account when they make
decisions to lend. Presumably, the interest rates they charge (which are typically much
higher than the IMF’s rate of charge) appropriately reflect this and other risks.

6. Under a policy established in 1997, members making extensive use of the IMF’s resources
under the Supplemental Reserve Facility (SRF) are charged higher rates on their borrowings
beyond the usual IMF limits. These interest rate surcharges have been used partly to pay for
IMF operating expenses and to add to the Fund’s general reserves.
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its loans and charges, usually within the original maturities of the loans
and sometimes sooner. Because the IMF rate of charge is essentially uni-
form across all of its loans and is quite low, there is virtually no opportu-
nity for the IMF to cross-subsidize by using the excess returns garnered
by loans to some countries to provide exceptionally low-cost loans to
other countries.7 In other words, the IMF cannot finance bailouts for some
countries by charging high interest rates to other countries.8

The maturities of IMF loans are sometimes effectively extended through
new IMF programs, but these loans and their associated charges are almost
always paid in full.9 There have been about a dozen cases of “prolonged”
arrears where countries have not paid (or only partially paid) principal
and interest due the IMF for an extended period. Most of these cases have
now been resolved, with Sudan remaining the main unresolved case. Res-
olution has involved repayment of the IMF’s general resources account for
principal and accrued interest. However, it may be argued that the method
of resolution involved some cost to the IMF (through concessional credit
made available to the member after arrears were cleared with the aid of a
bridge loan) or to the official creditor community (through debt forgive-
ness or direct aid). Nevertheless, adding up the costs of the resolved and
still pending prolonged-arrears cases, they amount to about 1 percent of
aggregate IMF lending over the past 50 years (not 1 percent per year). The
general reserves that the IMF has accumulated over these years through
the small premium it is rate of charge more than cover these losses. 

Thus the simple notion that IMF financial assistance is a bailout for the
countries receiving such assistance or their creditors is fundamentally
false. The frequent description in the press of IMF assistance as a bailout,
and the shameless exploitation of this fallacy by some critics of the IMF,
do not make it so. This leaves the more subtle question of whether there
is an important element of subsidy in IMF loans that justifies the depic-
tion of such loans as partial bailouts.

280 C. FRED BERGSTEN AND THE WORLD ECONOMY

7. In addition to lending from its general resources financed by drawing on IMF quotas, the
Fund provides concessional financing to very poor countries through independently funded
special facilities, currently the Poverty Reduction and Growth Facility (PRGF). The issue of
whether the IMF should remain in the business of providing such loans or turn this activity
over to the World Bank and the multilateral development banks remains controversial.
However, because of its special character and limited scale, IMF concessional lending is not
relevant to the issues considered here. The asserted problem of moral hazard and the issues
concerning very large scale IMF loans relate to the IMF’s general resource lending.

8. The IMF therefore cannot support moral hazard in the way that an insurance company
can by using premiums collected from the insured who do not sustain losses to compensate
those who do.

9. Cases of prolonged lending to particular IMF members constitute a relatively small frac-
tion of total IMF lending but have received considerable attention from the IMF Executive
Board.
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The Low Interest Rate on IMF Loans

The argument that the IMF provides at least a “partial bailout” through its
lending is often tied to the fact that the interest rate charged on IMF loans
(the rate of charge) is quite low in comparison with the interest rates that
emerging-market countries must pay on other credits. This argument has
not only been advanced by prominent critics of the IMF such as the IFIAC
(2000) and Lerrick (2003), it has even been endorsed by the responsible and
usually careful Congressional Budget Office.10 However, proper under-
standing of the significance of the IMF’s outstanding record of collecting
the principal and interest payments on its loans (even if the rate of charge
is relatively low) reveals that there is not a large subsidy associated with
IMF lending. 

No doubt, the IMF’s rate of charge is very low in comparison with the in-
terest rates that emerging-market borrowers have typically faced in private
international credit markets. During the 1990s, the average interest rate
spread over US treasuries for sovereign emerging-market borrowers aver-
aged over 600 basis points (figure 12.1). In contrast, the IMF’s rate of charge
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10. See Congressional Budget Office, Costs and Budgetary Treatment of Multilateral Finan-
cial Institutions’ Activities, Testimony before the Committee on Banking, Housing, and
Urban Affairs, May 19, 2004 (Washington: US Senate). The opposing view, that IMF loans in-
volve relatively little subsidy, is presented in Jeanne and Zettelmeyer (2001) and is broadly
supported by Roubini and Setser (2004).

Figure 12.1    Emerging Markets Bond Index spread, 1991–2006 
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Source:  JPMorgan Emerging Markets Bond Index.
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(which is linked to short-term official interest rates in Britain, France, Ger-
many, Japan, and the United States) usually ran 100 basis points or more
below the interest rate on ten-year US treasuries. Recognizing that the
emerging-market countries included in the Emerging Markets Bond Index
(EMBI) were generally regarded as the best credit risks among developing
countries, it would appear that IMF loans were provided at interest rates
that ran 500 to 1,000 basis points below those prevailing in private inter-
national capital markets. Indeed, IMF loans to countries already in or on
the brink of a financial crisis would appear to have involved even larger
subsidies.

However, in judging the extent of any interest rate subsidy in IMF lend-
ing, it is essential to consider the security that the IMF enjoys for its loans.
Individuals who borrow in private credit markets typically face much
lower interest rates on home mortgages than on personal loans and credit
card balances, because the creditor’s interest is much better protected
when secured by a home mortgage. Indeed, an individual who is unable
to access credit on the basis of a signature alone may be able to borrow at
attractive terms with the pledge of a valuable asset as collateral. 

Similarly, the IMF appropriately charges a low interest rate because it
enjoys exceptionally strong security for its loans, as has been demon-
strated time and time again by the outstanding record of interest payments
and repayment of principal on IMF loans. In contrast, private creditors
have generally perceived significant risks in lending to emerging-market
countries and have charged interest rates that reflect these perceived risks.
Losses that private creditors have sustained when they have had to re-
structure and write down some of their loans, such as in the recent case of
Argentina, justify this perception of risk and the higher interest rates that
it implies. The virtual absence of any losses on IMF loans, in many cases
where private creditors have taken substantial losses, reflects the funda-
mental superiority of the IMF’s claims as a creditor. Thus, the argument
that IMF loans generate significant moral hazard because they involve a
large interest rate subsidy relative to interest rates charged by private cred-
itors is fundamentally bogus.

Moreover, IMF loans are limited in amount and generally come with
policy conditionality that requires recipient countries to adjust their poli-
cies in order to “correct maladjustments in their balance of payments.”
Quantitative limitations on IMF lending practically ensure that a country
will be able to repay its obligations to the Fund, even if other creditors
face restructurings and write-downs. Policy conditionality and the usual
IMF practice of disbursing loans in tranches based on acceptable policy
performance provide additional important assurance that a member will
be able to meet its repayment obligations. 

Policy conditionality is widely perceived as an important “cost” by
countries seeking IMF loans. Indeed, despite the low interest rates on IMF
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loans, countries do not usually rush to seek these loans except in rather
dire circumstances when other credits may not be available at virtually
any price. This well-known reluctance of countries to seek IMF assistance
despite its low financial cost is important evidence that countries do not
regard IMF loans as a cheap way out of financial difficulties. 

Moreover, the decisions of countries and their creditors that logically
might be influenced by moral hazard arising from the (future) possibility
of IMF lending are not made at the time when countries usually seek IMF
assistance. They are the decisions to borrow and lend, perhaps excessively,
before there is the likely prospect of a crisis. By the time a crisis is brewing,
additional net financing from nonofficial sources is often not available. In
these crisis or near crisis situations, the low cost of IMF financing relative
to the very high cost of credit from nonofficial sources (reflected in yields
on already outstanding private credits) is in no way an indication of moral
hazard generated by IMF lending. If the prospect of IMF lending generates
moral hazard, that happens much earlier, usually well before a crisis, and
only to the extent that expectations of the possibility of future IMF support
unduly influence emerging-market countries and their creditors to borrow
and lend excessively. 

The Plausible Scale of Moral Hazard

All of this, of course, does not mean that there is effectively no subsidy in
the low interest rates charged by the IMF. A modest element of subsidy
that encourages a modest amount of moral hazard may be associated with
IMF lending. To assess whether IMF lending induces significant moral
hazard, it is essential to consider the magnitude of any subsidy in IMF
financing and to compare this subsidy with the costs and perceived risks
of emerging-market financial crises. 

The emerging-market financial crises of 1995 through 2003 involved
massive economic losses both for the countries involved and for the for-
eign investors in these countries. One way to estimate these losses for the
countries involved is to calculate the extent to which the path of GDP dur-
ing the crisis and the recovery afterward deviated from the path of poten-
tial GDP (or some other reasonable estimate of the path that GDP would
have followed in the absence of a crisis). Such estimates of losses are nec-
essarily subject to a considerable margin of error and should therefore be
interpreted as broad indicators of the plausible magnitude of losses.11 No-
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11. Williamson (2005, table 2.3) reports several estimates of cumulative output losses (based
on different sources) for countries involved in the Asian crisis. These estimates range from a
low of 33 percent of annual GDP in one estimate for Hong Kong to 109 percent in one esti-
mate for Thailand. Three estimates for Korea’s cumulative output loss range from 27 percent
to 49 percent of annual GDP. 
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tably, estimates of losses are significantly larger if measured by estimated
deviations of domestic demand from plausible noncrisis paths.12

For countries that were only marginally affected by the various crises,
such as Singapore during the Asian crisis of 1997–2000, cumulative losses
were probably less than 10 percent of annual GDP. For more severely af-
fected economies, such as Hong Kong during the Asian crisis, cumulative
losses were surely greater—at least 10 percent and often 20 percent or
more of annual GDP. Mexico in 1995–98 had cumulative losses of about 
20 percent of annual GDP, and Korea in 1998–2000 had cumulative losses
of about 25 percent. For the most severely affected countries (in particu-
lar Indonesia, which has not yet fully recovered from the Asian crisis),
cumulative losses have plausibly exceeded 100 percent of annual GDP.
For all countries receiving substantial IMF assistance during 1995–2003,
total cumulative losses were surely at least $500 billion and probably over 
$1 trillion. 

Losses to foreign investors in countries experiencing financial crises are
more difficult to estimate for both conceptual and empirical reasons. One
procedure that produces a rough upper-bound estimate is to take the de-
cline in the value of foreign investments from shortly before the onset of a
crisis to its value at the height of the crisis. For sovereign bonds issued in
international markets, where data on prices and quantities are reasonably
reliable, this calculation generally shows more than a 50 percent decline in
market value between a year before the crisis and its height. Some sover-
eign international bonds, however, are usually held by domestic residents
(in quantities that are often difficult to determine), and losses in value for
these bonds may or may not be included in estimated losses for foreign in-
vestors. In many crises, foreign residents were also holders of domestic
credits issued by the sovereign, such as the Mexican tesobonos and cetes
and the Russian GKOs. In many cases, data on quantities and (to a lesser
extent) on market values for these foreign investments are not much better
than rather crude guesses. Data on international bank loans to emerging-
market sovereigns and financial institutions (collected by the Bank of In-
ternational Settlements) are generally pretty good, but the values of such
loans are usually not marked to market. Data on losses from defaults on
bank loans are not readily available, especially for loans to nonsovereigns.

For portfolio equity investments, stock indices for emerging-market
countries generally indicate that losses in market value during the series
of emerging-market crises from 1995 through 2003 (measured in US dol-
lars) were on the order of 80 percent. Data on the outstanding stocks of
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12. This is so because a crisis generally forces a country to achieve a large improvement in
its current account balance and this, in turn, requires a large fall in domestic demand rela-
tive to output. Indeed, the terms of trade loss typically associated with the large real depre-
ciations that occur during crises usually means that the fall in domestic demand relative to
output must be significantly larger than the improvement in the current account balance. 
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foreign portfolio investment in emerging-market equities were mainly in-
formed guesses. There are estimates of foreign direct investment (FDI) for
most of the key emerging-market countries that can be used to derive es-
timates of stocks. Data concerning movements in the (implicit) market
value for these direct investments are not available. As a substitute it
might reasonably be assumed that the (implicit) market value of foreign
direct investments in a country follows the same pattern as the prices of
domestic equities (measured in dollars), and these would indicate losses
in value on the order of 80 percent for large FDI stocks.

Using this approach, it is relatively easy to reach estimates of losses to
foreign investors in the emerging-market crises of 1995 through 2003 in ex-
cess of $1 trillion. In many cases, these estimated losses for foreign in-
vestors rival or exceed the (earlier described) estimates of the economic
losses for the countries undergoing the crises. However, using the ex-
tremely depressed market values that typically prevail at the height of a
crisis arguably generates unreasonably large estimates of losses. In fact in
most cases the values of assets held by foreign (and domestic) investors re-
cover considerably as a crisis is resolved. In some cases, some assets may
be worth considerably more a few years after a crisis than shortly before
the crisis. Russian euro bonds are a particularly dramatic example of this
phenomenon.

This phenomenon is probably most relevant for foreign direct investors
(who tend to be in for the long term), although it is important to recognize
that foreign owners of direct investments undoubtedly feel that they are
taking substantial losses in an emerging-market crisis. Such perceived
losses are often registered in the value of equities of parent companies
with significant foreign direct investment. For portfolio investors in either
debt or equity instruments, a long-run view (beyond one year) is really not
very relevant. Many portfolio investors sell out during a crisis and realize
large losses, while investors who jump in at the height of a crisis and take
on very large risks may ultimately be rewarded. Portfolio investors who
hold on through a crisis and for years thereafter effectively make two in-
vestments: The first, on which they take very large losses, takes place be-
fore the crisis, and the second, on which they may enjoy substantial gains,
comes from the new investment decision to hold on despite the crisis. Such
investors would clearly have been better off avoiding the first stage.

Even for portfolio investors, however, the extremely depressed asset
values at the very peak of a crisis probably do not provide an entirely rea-
sonable basis for estimating losses. Investors who sell out do not do so at
the precise bottom of the market. As a plausible compromise, it seems rea-
sonable to take about one-half of the decline in asset values during an
emerging-market crisis and the loss that foreign investors effectively per-
ceive to result from the crisis. These figures yield an aggregate estimate of
losses to foreign investors in those emerging-market countries that suf-
fered significant crises during 1995–2003 in excess of $500 billion.
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How do these losses compare with a maximum plausible estimate of 
the extent of IMF “bailouts” as provided by the subsidy element in IMF
lending? Leaving aside the issue of default risk, the IMF does lend on a
medium-term basis at a rate of charge that is linked to the interest rate on
the special drawing rights (SDR), which is a weighted average of the short-
term borrowing rates for the largest industrial-country governments. Ar-
guably there may be about 100 basis points of interest subsidy involved in
medium-term loans at short-term interest rates, even taking account of the
fact that the IMF standard rate of charge involves a premium over the SDR
interest rate. 

If members could normally expect to borrow virtually unlimited amounts
from the IMF to deal with balance of payments difficulties (subject only to
a very firm requirement for repayment), one might argue that prospective
availability of IMF loans involved an implicit subsidy on the order of 100
basis points to sovereign borrowing by member countries. But IMF lend-
ing is generally subject to quantitative limits that keep the total below a
moderate fraction of a country’s external indebtedness and total foreign
investment. IMF financing is structured to be “catalytic,” in the sense that
moderate-sized IMF loans and their associated policy conditionality help
to reassure and motivate a country’s other creditors to supply the bulk of
the required balance of payments financing. Indeed, even in recent cases
of large-scale IMF financing packages (such as those for Brazil and Tur-
key), total IMF credits remained below one-fifth of total external debt.13

Thus the prospective subsidy from the possibility of IMF support, spread
over a country’s external debt, amounts to no more than about 20 basis
points and usually a good deal less.

In addition to the subsidy implicit from making medium-term IMF
loans available at a rate of charge linked to short-term interest rates, one
might argue that IMF lending also involves a subsidy because the IMF ab-
sorbs some default risk. As previously noted, however, the IMF has an
outstanding record of collecting on its loans—implying that default risks
actually absorbed by the IMF are quite small. And over the years the IMF
has incorporated a small premium in its rate of charge to build up re-
serves that absorb losses in the event of defaults. Only to the extent that
default losses might exceed these reserves is it correct to argue that there
is an element of subsidy in IMF lending from the risk of such losses. 

Pressing the argument to its limit, it might still be argued that, despite
its fine record so far, the IMF might be forced at some point to absorb de-
fault losses significantly in excess of its reserves. There is of course no way
to refute conclusively arguments about what might possibly happen in
the future. Nevertheless, it is relevant to note that major creditor countries
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13. See table 4.2 in Roubini and Setser (2004). In the 10 cases of large IMF programs reported
in this table (and in table 12.1), the ratio of peak IMF lending to precrisis external debt was
below 20 percent in all cases, except for Turkey in 1999, where it reached 22 percent.
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that effectively control IMF lending have been extremely reluctant to see
the institution take on any significant default risks. The excess of the mar-
ket value of the IMF’s gold holdings over their book value does provide a
significant hidden reserve to cover possible default losses (in excess of
measured reserves), but $10 billion is an extremely generous allowance
for the maximum amount of such losses that would ever be tolerated. 

Adding 10 years of a maximum annual interest subsidy of $2 billion and
a one-time $10 billion maximum subsidy from IMF absorption of default
risk, one arrives at a maximum conceivable subsidy from IMF lending
over a decade of $30 billion. This subsidy would not, of course, be avail-
able to any single country or its creditors; rather, it might, in the most ex-
treme and unlikely circumstances, be spread across all emerging-market
countries and all of their creditors. 

This maximum conceivable IMF subsidy is no more than 5 percent of a
reasonable estimate of the cumulative economic losses suffered by coun-
tries that received substantial IMF assistance from 1995 through 2004. It is
no more than about 10 percent of a reasonable estimate of losses suffered
by foreign investors in these countries. And it is at least three times a rea-
sonable estimate of the subsidy that was actually made available through
IMF lending over that decade. Whatever the division of the IMF subsidy
between countries experiencing financial crises and their foreign investors,
the subsidy absorbed no more than a small fraction of these respective
losses that could conceivably have been offset by this subsidy. And the
maximum conceivable IMF subsidy would probably have absorbed no
greater a fraction of the much larger losses that would have been sustained
in situations where the maximum subsidy would have been forthcoming. 

Moreover, it is clear that both emerging-market countries and their for-
eign (and domestic) investors understood that they were exposed to sub-
stantial risks that swamped any potential subsidy supplied by IMF lend-
ing. Foreign investors with the best security and probably most likely to
benefit from IMF involvement were holders of sovereign debts issued in in-
ternational markets. As previously noted, the average interest rate spread
over US treasuries for holders of these emerging-market credits was over
600 basis points (on an annual-yield basis) as measured by the EMBI. This
indicates a high level of perceived risk by both emerging-market borrow-
ers and their lenders—notwithstanding any possible benefit from IMF
lending. Foreign holders of domestic currency debts, portfolio equity, or di-
rect investments were generally exposed to greater risks than holders of
sovereign international bonds and were less likely to receive any protection
from IMF loans; the level of risk for these investors was presumably a fair
bit higher than the EMBI spread. Thus, for all foreign investment flows to
emerging-market countries, the prospective subsidy from the possibility of
IMF lending in the event of a crisis offset no more than a tiny fraction of the
risk spread otherwise associated with these flows. The moral hazard effect
of this tiny fraction of potential subsidy cannot have been very large. Cer-
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tainly there is no plausible argument that through the mechanism of moral
hazard, IMF lending was a meaningful cause of the recent series of devas-
tating emerging-market financial crises.

Empirical Estimates of Moral Hazard?

It is relevant to ask whether there is any empirical evidence that IMF lend-
ing—or the expectation of such lending—had any impact on risks per-
ceived by foreign investors in emerging markets. For example, it has been
suggested that the general decline in emerging-market credit spreads fol-
lowing the Mexican crisis of 1995 is evidence that the unexpectedly large
package of financial support to Mexico provided by the IMF and the US
Treasury persuaded investors that the risks of holding emerging-market
credits were lower than previously thought. This, in turn, was interpreted
as evidence of a significant moral hazard effect from this large package.14

But this analysis (and several other attempts to measure empirically the
moral hazard effect of IMF lending) is conceptually flawed. Emerging-
market credit spreads generally decline as a crisis is resolved and before a
new one looms, and it is very difficult to separate any effect of IMF lend-
ing (which often accompanies emerging-market financial crises) from this
general phenomenon. Also, to the extent that one can reliably isolate some
specific effect of IMF lending in the post-Mexico decline in emerging-
market spreads, it is impossible to know whether this reflected a perceived
decline in the real risk of emerging-market crises (because of the success of
the Mexican government’s efforts under the IMF program) or moral haz-
ard arising from expectations of larger IMF “bailouts.” The fact that the
Mexican government fully and rapidly repaid its loans from the US Trea-
sury and the IMF and, accordingly, that there was no bailout suggests that
the first interpretation is more likely correct. Symmetrically, however, an
empirical finding that exceptionally large IMF loans were not associated
with any decline in emerging-market credit spreads does not logically
imply that they have no moral hazard effect. It could be that foreign in-
vestors take on additional risks because they expect IMF bailouts, leaving
credit spreads virtually unchanged.15
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14. The objection that large-scale official lending to Mexico would generate substantial
moral hazard was widely advanced by many of the IMF’s conservative critics and by many
European central bankers and finance ministry officials. In a careful empirical study, Zhang
(1999) did not find persuasive evidence that official support for Mexico led to a significant
decline in borrowing spreads for other emerging-market countries before the Asian crisis.

15. Careful studies that attempt to account for some of the difficulties in empirically mea-
suring moral hazard effects have generally found little evidence that they are present or
have increased as a result of IMF lending in the 1990s; see Lane and Phillips (2000) and
Kamin (2002). The case of Russia, however, is different, as discussed below.
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The way to deal with these (and other) conceptual difficulties in empir-
ical estimates of the moral hazard generated by IMF lending is to apply the
relevant economic theory to determine what can and should be measured
empirically. The theory says that moral hazard is a rational economic phe-
nomenon that arises because borrowers and/or lenders undertake exces-
sive risks in the reasonable expectation that if losses are incurred, someone
else will pay for some meaningful part of them. Economic theory thus in-
sists that for moral hazard to be generated by (expectations of) IMF lend-
ing, either the countries receiving IMF loans or their foreign investors
must reasonably expect that such loans will provide a bailout in which the
Fund will absorb a meaningful part of their losses. Compelling empirical
evidence on whether IMF lending generates moral hazard can be obtained
by assessing the extent to which IMF lending normally involves signifi-
cant true bailouts. This question has already been analyzed in detail: The
answer is that IMF financing does not generally involve significant bail-
outs for emerging-market countries or their investors. 

The Russian Case

In considering the issue of moral hazard generated by IMF financing, it 
is useful to review the special circumstances of the one case where this
probably was a significant issue—IMF support for Russia before the 1998
crisis.16

Following the collapse of the Soviet Union at the end of 1991, there 
was a broad international consensus, led by the G-7, that the international
community should do all it could to assist in Russia’s transformation to a
market-oriented economy, a democratic society, and a cooperative partner
on a wide array of foreign policy issues. Significant assistance was also in-
tended to aid the transformations of the other states of the former Soviet
Union, as it had earlier for the countries of Central and Eastern Europe, but
Russia was clearly the number one priority. 
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16. I have long held and frequently expressed the view that there was significant moral haz-
ard in the case of expectations of official support for Russia. Robert Rubin, then US treasury
secretary, writes in his memoir (Rubin and Weisberg 2003, 278), “I argued that providing
money [to Russia] under these circumstances would create an immense moral hazard prob-
lem. I had lived in financial markets, and could feel people taking advantage of the situa-
tion.” Roubini and Setser (2004), who quote this passage, clearly agree with its sentiment.
They also point to IMF support for Turkey in 2000–03 as another case where markets per-
ceived that political considerations were likely to drive IMF decisions, thereby leading to
significant moral hazard concerns. I have expressed some support for this view in the case
of Turkey (Mussa 2004) but, like Roubini and Setser, do not find it persuasive in other cases
of large IMF lending. Chang (2000), Dell’Ariccia, Schnabel, and Zettelmeyer (2002), Sarno
and Taylor (1999), and Spadafora (2001) present empirical evidence supporting the conclu-
sion that there was some effect of moral hazard in the Russian case. 
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Among international institutions, the IMF was given the lead in pro-
viding financial assistance to Russia and guidance on the transformation 
of its economy. A substantial increase in IMF quotas was agreed to in 
1992, primarily to provide the IMF with the additional financial resources
needed to aid Russia and the rest of the former Soviet Union. Beginning in
late 1992, the IMF negotiated a series of programs that provided financial
assistance to Russia along with policy conditionality directed at both
macroeconomic stabilization and economic transformation.17 The first two
programs under the IMF’s Systemic Transformation Facility (STF) provided
moderate assistance (50 percent of Russia’s IMF quota for two years) under
relatively weak policy conditionality. The one-year Stand-By Arrangement
(SBA) with Russia (which covered 1995) provided financial support at the
upper limit of access (100 percent of quota for one year) and had normally
rigorous IMF conditionality. The subsequent three-year arrangement under
the IMF’s Extended Fund Facility (EFF) also featured financing at the upper
limit of annual (and cumulative) access and rigorous conditionality.

Disbursements of IMF support proceeded on schedule under the 1995
SBA as the Fund assessed that Russia was meeting all of the program’s
key performance criteria.18 The EFF arrangement agreed to in early 1996,
however, went immediately off-track due to excessive fiscal deficits. With
the reelection of President Yeltsin still pending, this transgression was
waived (after a brief delay) by the IMF, and the second disbursement
under the program was made—with the promise that Russia would sig-
nificantly improve its fiscal performance after the election.

Beginning in 1995 until the summer of 1998, the Russian authorities
maintained a crawling peg exchange rate and brought further moderation
to the inflation rate (figure 12.2). However, the promised improvement in
Russian fiscal performance never really materialized. Indeed, if one took
proper account of the growing arrears problem (where the Russian gov-
ernment faced and tolerated increasing delays in tax and other receipts
and delayed many of its own cash disbursements), the fiscal problem was
getting worse. Faced with this situation, the fiscal performance criteria of
the IMF program were repeatedly relaxed in order to allow Russia to com-
ply with the program. There were some brief delays in disbursements of
IMF support, but the Russian authorities were not pressed as hard as
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17. An extensive and generally balanced description and assessment of the IMF’s involve-
ment with Russia is provided by John Odling-Smee (2006), director of the IMF’s European II
Department, which had responsibility for the Russian case. 

18. It was later revealed that the figures were fiddled with and fiscal performance criteria
(the upper limit on the fiscal deficit) were not met for end-1995, but this was not known at
the time. 
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other countries to live up to their fiscal policy commitments under an IMF
program.19

All of this sent the message that Russia was a special case. The normal
rules of IMF programs did not apply. Disbursements of IMF support
would likely continue, with only occasional brief delays, despite clearly
inadequate policy performance by the Russian authorities. When the
Russian financial situation became desperate in the spring and early sum-
mer of 1998, the IMF’s decision to provide a large supplemental package
of financial support reinforced the notion that special efforts would be
made to keep Russia financially afloat—beyond those applied for most
countries.20 This message was further reinforced by G-7 actions and state-
ments that made it clear that continued international support for Russia
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19. Russian fiscal performance was substantially worse than it appeared to be on the basis
of the cash budget that was used as the IMF fiscal criterion. The Russian government lim-
ited the deficit in the cash budget through the buildup of large arrears on payments due
from the central government to the provinces, to government suppliers, on wages and pen-
sions, etc. In response, others delayed payments, including taxes, owed to the government.
A corrosive culture of nonpayment developed as the norm in Russia. The IMF was well
aware of this problem (which was particularly egregious but not unique to Russia) but did
nothing serious to address it. 

20. The size of the initial disbursement under the augmented IMF support package was cut
back by the Fund’s managing director when the Russian Duma failed to pass key legislation
required as part of the strengthened program. This cutback sent a negative signal to finan-
cial markets but did not precipitate an immediate crisis—which came a few weeks later.

Figure 12.2    Russian exchange rate and price level, 1992–2006 

log (ruble per dollar) log (consumer price index)

Source:  IMF, International Financial Statistics.
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was a critical priority. Private capital flows to Russia to purchase Russian
government obligations and private equities were explicitly encouraged. 

The message was clearly heard and understood in international capital
markets. Indeed, private investors in Russian government obligations, in-
cluding GKOs, were so persuaded of Russia’s special status that they often
referred to these investments as “the moral hazard play.” The high yields
on Russian government obligations, especially in the first half of 1998, in-
dicate that investors understood there were significant risks. However, the
perception that the IMF and/or the G-7 would step in to forestall a Rus-
sian default helped persuade many (but not all) investors that these risks
were worth taking (see figure 12.3). 

When the crisis hit in mid-August 1998, the IMF and the G-7 refused to
offer Russia an even larger package of support. The Russian government
was forced to devalue the ruble on August 18 and suspended repayment
of maturing GKOs. The foreign exchange rate of the ruble crashed, prices
of Russian obligations in international credit markets tumbled, and Rus-
sian banks reneged on forward contracts to deliver foreign exchange. Ulti-
mately, foreign holders of Russian GKOs suffered losses of over 90 percent
of the initial value of their claims. Foreign investors in Russia’s interna-
tional bonds also suffered large losses if they sold during the crisis but
came out quite well if they held on to them.

IMF support for Russia was suspended after August 1998. For a time,
there were discussions of resuming support under modified and strength-
ened economic policies. But there were also worries that Russia might not
be able (or willing) to meet its obligations to repay the Fund and that IMF
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Figure 12.3    Russian interest rates (money market rate), 1996–2006
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Source:  IMF, International Financial Statistics.
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funds already advanced to Russia might turn into a true bailout. These is-
sues became moot as the world oil price rose sharply in 1999–2000 and as
the Russian economy and balance of payments recovered with unex-
pected rapidity and vigor. Russia met all of its obligations to the IMF in a
timely manner and even paid off some of its IMF loans ahead of schedule.

Three important lessons follow from the Russian case for the general
issue of moral hazard created by IMF financing. First, it is the expectation
of a bailout, not the fact of one, that generates moral hazard. In other cases
where IMF support was offered, it has been argued that the country and
its foreign investors had no rational reason to expect an IMF bailout. In the
Russian case, in contrast, investors were led to expect they might be of-
fered a bailout if things went badly. Foreign investors clearly recognized
that, even with the possibility of an official bailout, there were important
risks from putting their money in Russia. Nevertheless, the money flowed,
motivated at least in part by expectations of a possible bailout. Second,
IMF financing cannot generate moral hazard by promising bailouts that it
does not deliver. This indeed is the key reason why possible IMF financ-
ing cannot generate much moral hazard, provided that the Fund follows
the policy of insisting that its loans be repaid with appropriate interest.
Third, in the Russian case, foreign investors (especially in the GKOs) took
very large losses that were not alleviated by the expected IMF bailout. This
costly and unhappy surprise obviously should have dispelled any notion
that true IMF bailouts are likely in virtually any circumstance. 

Thus the ultimate lesson from the Russian case is that it is not reason-
able to expect that IMF financing will provide bailouts either for the coun-
tries receiving such financing or for their foreign creditors. To the extent
that any further demonstration of this key lesson was necessary, it was
surely provided by the very large losses that foreign investors suffered in
the Argentine crisis and default of 2001–05. Anyone who now engages in
imprudent borrowing or lending and takes comfort in the expectation
that they will be “bailed out” by the IMF is truly a fool.

Other Forms of Moral Hazard

Because the general concept of moral hazard has manifold applications, the
above discussion should not be interpreted as asserting that there is nothing
in IMF lending to which this very broad concept may be relevant (Kotowitz
1989). Indeed, aside from the mistaken assertion that IMF lending supplies
bailouts that provide a significant incentive to imprudent borrowing and
lending, we recognize at least three important ways in which the broad con-
cept of moral hazard may be relevant to IMF lending activities.

First, there is a vast literature on the “principal/agent problem” that rec-
ognizes the moral hazard distortions that typically arise when a principal
cannot perfectly monitor and control the actions of an agent. A version of
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this problem arises for IMF lending if one regards the citizens of a country
as the principal and the government officials who decide on and imple-
ment economic policies as their agents. Usually, the citizens of a country
do not entirely understand the implications of their government’s eco-
nomic policies and cannot monitor and control precisely their govern-
ment’s actions. But the interests of the officials who decide on and imple-
ment policies are not always perfectly aligned with the best interests of the
citizens—even in a democratic country. The officials in power may favor
policies that delay a potential financial crisis or offer some hope of avoid-
ing it, even if the prospective costs of failure for the citizenry are large and
not worth the gamble. Incumbent officials simply may not see that the per-
sonal and political cost to them is proportionally very much greater from
a devastating crisis than from a more contained predicament. They may be
willing to gamble for success on the basis of odds that (if they fully un-
derstood them) their fellow citizens would not accept. This problem may
be exacerbated by a psychological tendency for officials in a desperate sit-
uation to see the prospects of success from probably futile efforts as sub-
stantially greater than would be suggested by a reasonable assessment.

The IMF necessarily deals with the incumbent government, which it as-
sumes to represent the interests of its country. For the reasons just outlined,
however, this assumption becomes somewhat suspect, particularly in those
crisis situations when a government is seeking IMF financial support. The
tendency is for a government to press for IMF support (or an expansion of
it) for a continuation of its policies even when this offers little realistic
chance of success. When failure subsequently ensues, the country is left
with significant obligations to the IMF and is often worse off than would
have been the case if painful adjustments had been implemented earlier.
Several recent cases suggest evidence of this phenomenon, including con-
tinued IMF support for Brazil’s crawling peg exchange rate at the end of
1998 and the first two weeks of 1999, continued support for Turkey’s
crawling peg in early 2000, and expanded IMF support for Argentina’s ex-
change rate peg and efforts to forestall the country’s default in the summer
and autumn of 2001. To guard appropriately against this type of moral
hazard, the IMF needs to recognize the problem and to exercise care in
acceding to the requests of governments that may involve undue risks 
for their countries.21 This is probably particularly important in situations
where large disbursements of IMF support are at issue.

A second problem of moral hazard potentially arises because the Fund
is itself an agent for the member governments that are its proximate prin-
cipals. The problem here is not so much that the IMF may pursue objec-
tives not fully in line with the interests of its principals. Rather, the worry
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21. This form of moral hazard potentially associated with IMF lending—the principal/
agent distortion for government officials—and the problem discussed in the next paragraph
are also discussed in Mussa (2004).

12--Ch. 12--275-312  11/28/06  9:10 AM  Page 294

Peterson Institute for International Economics  |  www.petersoninstitute.org



is that the agent may be used by its proximate principals to pursue objec-
tives in ways not entirely understood or approved of by the citizens of the
IMF members who are the ultimate principals. The Fund has a substantial
pool of resources that can be made temporarily available to member gov-
ernments at its discretion—under the influence of its proximate principals.
The ultimate principals, however, generally have only a vague under-
standing of IMF operations, and there is virtually no legislative oversight
of IMF lending in comparison with that typically applied to other forms of
government expenditure or lending. In addition, it is widely believed that
some of the proximate principals, especially the government of the United
States, exert disproportionate influence over the Fund and tend to guide
its lending (and the conditionality associated with it) to serve their partic-
ular interests. 

There is no perfect fix for this problem of potential moral hazard. The
IMF is the creature of its member governments, and there is no practical
and desirable alternative to this arrangement.22 Greater openness and
transparency about IMF policies and operations, however, is a useful
counterbalance to this problem. More rigorous procedures for approval
and review of IMF lending, including automatic requirements for evalua-
tion of large-scale lending by the Independent Evaluation Office, are also
useful safeguards. The overall quantitative limits on Fund lending im-
plied by IMF quotas and the need to secure legislative approval (in many
countries) for quota increases are important general guarantees that IMF
lending practices will not get too far out of line with the interests of those
who ultimately supply the Fund with its resources.

A third valid concern related to issues of moral hazard is the problem of
“indirect moral hazard.” Virtually all national governments engage in ac-
tivities that generate significant moral hazard. For example, they regularly
use resources provided by general taxpayers to help compensate for losses
sustained by particular individuals and businesses; that is, they provide
true “bailouts.” In some cases (such as relief for those suffering from nat-
ural disasters), these bailouts enjoy wide public support. In other cases,
special interests may garner bailouts that their fellow citizens neither en-
tirely recognize nor approve. In either case, the expectation of receiving
bailouts established by a fairly consistent record of providing them induces
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22. De Gregorio et al. (1999) disagree. They propose an “independent and accountable IMF”
where the members of the Executive Board would be appointed for fixed terms without the
possibility of removal and would govern the IMF without taking instructions from member
governments. It is highly doubtful, however, that member governments would agree to such
an arrangement, particularly for an institution that potentially wields significant influence
and relies on resources provided by national governments. Moreover, it is questionable
whether such an “independent” executive board would really solve the moral hazard prob-
lem of better representing the interests of the Fund’s ultimate principals or would be able 
to carry the clout that attaches to the IMF because it is the representative of its member
governments.
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the potential recipients to engage in moral hazard behavior. One area of
particular importance as far as the IMF is concerned is the tendency of na-
tional governments to provide bailouts to private parties that suffer losses
in the event of a financial crisis; these often include owners of financial in-
stitutions, their depositors and other creditors, and their borrowers.

So long as the IMF maintains the principle that its loans must be repaid
with appropriate interest, it does not contribute directly to the moral haz-
ard problems arising from the bailout policies of national governments.
There is a question, however, of whether the IMF contributes indirectly to
these problems by making it possible for national governments to imple-
ment their bailouts if they would not be able to do so in the absence of
IMF support.23

There probably is some effect in this direction, but it should not be ex-
aggerated. To the extent that IMF assistance results in lower total losses
from a crisis (as we have argued was clearly the case with Mexico in 1995),
there clearly is greater latitude for the national government to limit the
losses to various individuals and businesses. But this is a desirable effect
of reducing real hazards. Also, because national governments typically
pursue policies that generate moral hazard regardless of whether they re-
ceive IMF support, the problem cannot legitimately be seen as a responsi-
bility of the Fund. Indeed, countries are generally able to provide exten-
sive bailouts without relying on IMF assistance.

This is so because even governments that are strapped for liquidity can
and do provide extensive bailouts through debt forgiveness and promises
of future compensation that are not constrained by the government’ short-
run liquidity or the need to supply foreign currency. For example, finan-
cial institutions that are considered insolvent based on a reasonable as-
sessment of the market value of their assets and liabilities can be allowed
to continue operations through rigged accounting rules and loans from the
central bank. Only later and usually in a very nontransparent fashion does
the taxpayer get the bill for such bailouts. This is what happened in Chile
during the 1979–82 crisis, when the government rescued a highly insol-
vent domestic banking system with the aid of central bank lending (but
without IMF assistance). It is also what happened in Argentina after the
termination of IMF support and after the government’s own default at the
end of 2001: Economically insolvent banks were kept open through loans
from the central bank and nonrecognition of losses on the value of assets
on the commercial banks’ balance sheets, with the result that deposits re-
mained liquid (after a brief interruption to their cash convertibility). In
both of these cases, and in many if not all others, use of these techniques
was generally preferable to the alternative of allowing complete collapse
of the banking system—even if such techniques contributed to likely fu-
ture problems of moral hazard. 
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23. The general concept of “indirect moral hazard” arising from IMF lending is examined in
Mussa et al. (2000). 
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The one area where IMF assistance may facilitate a national govern-
ment’s moral hazard–generating activities is by making possible immedi-
ate payments to external creditors rather than requiring them to wait for
compensation. In some cases, this may increase the total amount that
these creditors ultimately receive, relative to the outcome if IMF assis-
tance were not available.24 Indeed, if avoidance of sovereign default to ex-
ternal creditors was the firm policy of the IMF in virtually all cases, this
would raise concerns about indirect moral hazard for external credit sup-
plied to sovereigns. For this reason, as discussed further below, the alter-
native of defaulting on claims of external creditors of emerging-market
sovereigns should not be ruled out in extreme cases where the sovereign
is truly unable to meet its external obligations under any reasonable set of
policies and circumstances. 

In practice, although sovereign defaults to external creditors have not
been the norm for countries receiving IMF assistance, they also have not
been particularly rare.25 Recently, sovereign defaults have occurred in the
cases of Russia’s GKOs and Argentina’s external sovereign debt and in
debt restructurings for several smaller countries. Occasional sovereign
defaults in extreme situations are appropriate and serve to contain what
might otherwise be a significant problem of indirect moral hazard. How-
ever, it must also be recognized that sovereign defaults typically have
large real costs. Any indirect moral hazard effect of IMF assistance in fa-
cilitating payments to foreign creditors, especially for sovereign debts and
debts of the financial system, must be carefully balanced against these real
costs. It is not sound medicine to kill the patient as part of the standard
cure for a nonfatal disease.

In addition to these three important examples, there are probably other
ways in which the broad concept of moral hazard is relevant to the activ-
ities of the IMF.26 None of this, however, supports the misguided argu-
ment that IMF lending directly creates moral hazard by encouraging im-
prudent international capital flows to the extent that this is a significant
cause of international financial crises. 
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24. In the case of Korea in 1997–98, the rollover of commercial bank loans to Korean banks
did not result in any losses. In the case of Argentina in 2001–05, the long delay in coming to
terms with external creditors was associated with a substantial write-down in the value of
their claims. If more IMF assistance had been provided to Argentina in 2001, foreign credi-
tors would probably have received greater payments, but Argentines would have faced a
larger bill to repay the IMF.

25. Several IMF and US officials involved in the debt crises of the 1980s insist that “defaults”
were consistently avoided for those countries receiving IMF assistance. This is true in the
narrow technical sense that defaults were not legally declared by creditors and courts. How-
ever, commercial banks with loans to emerging-market sovereigns were induced to roll over
their loans and ultimately to write down the present value of their claims. There were many
de facto defaults in the operational sense that external creditors were forced to accept sig-
nificant economic losses.

26. I discuss two such mechanisms in Mussa (2004).
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Problems with Large IMF Programs

Beyond the concerns about moral hazard, the advent of very large IMF
lending programs since the mid-1990s has been highly controversial.
Until the IMF program for Mexico in 1995, the amount of Fund lending to
any country had been strictly contained by the “access limits” established
by the standing policy decisions of the Executive Board. These limits were
adjusted from time to time and involved some complexities, but since the
early 1990s, the basic annual lending limit has been no more than 100 per-
cent of quota and the cumulative limit has been no more than 300 percent
of quota.27 In the case of the IMF program for Mexico in early 1995, for the
first time an “exceptional circumstance” was declared, and access beyond
the limits (almost 600 percent of quota or about $18 billion) was granted,
with most of it potentially available during the first year of the program.
In conjunction with the IMF program, the US Treasury agreed to provide
$20 billion in loans from its Exchange Stabilization Fund. Other pledges
of official support brought the nominal total to about $50 billion—a stu-
pendous sum in comparison with any previous package of official finan-
cial support.28

Following Mexico in 1995, there were nine other cases where the IMF
offered exceptionally large access, often supplemented by other commit-
ments for official lending: Thailand, Indonesia, and Korea in 1997–98,
Russia in 1996–98, Brazil in 1998–99 and 2001–03, Argentina in 2000–02,
Turkey in 2000–05, and Uruguay in 2002–05.29 Table 12.1 provides some of
the key facts concerning the scale and composition of the official financ-
ing packages in these cases.
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27. Access to some IMF facilities such as the Compensatory and Contingency Financing Fa-
cility (CCFF) “floated” relative to access under the SBA and EFF. The annual and cumulative
access limits for the SBA and the EFF were sometimes reduced after large increases in IMF
quotas and then raised again as the effective size of quotas relative to GDP and trade de-
clined. The annual access limit under the SBA has never been greater than 100 percent of
quota and often has been less. Actual access has usually been below, often well below, the
access limit. 

28. Unlike the support pledged by the IMF and the US Treasury (which consisted of real, us-
able support), $10 billion pledged through the Bank for International Settlements (BIS) was
window dressing—money that could be counted as part of Mexico’s international reserves
but had to be held in the form of deposits at the BIS. Despite this exaggeration, the total
package of official support for Mexico was of unprecedented size, even if some allowance is
made for the failure of Mexico’s IMF quota to keep pace with the growth of the Mexican
economy and its international trade.

29. In the programs for Argentina, Brazil (both times), Turkey, and Uruguay, the IMF’s ini-
tial large amounts of pledged support were later augmented, but each of these very large
programs is counted only once if it is part of what amounted to a large continuing program.
Brazil is counted twice because the 1998–99 and 2001–03 programs were effectively separate
arrangements.
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Changes in the Character of International Capital Flows

The change in IMF policy to allow for exceptionally large access in selected
cases reflected primarily a response to balance of payments crises involv-
ing large shifts in private capital flows. This problem was not entirely new.
In the debt crises of the 1980s, several countries, particularly in Latin Amer-
ica, were confronted with sudden slowdowns and threatened reversals in
large-scale capital inflows.30 The capital flows at issue in these earlier cases,
however, were primarily loans to sovereigns by syndicates of commercial
banks. This made it possible to contain the crises by persuading most of the
banks involved in these syndicates to roll over their existing loans as part
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30. The debt crises of the 1980s are the subject of a large literature, including (as already in-
dicated) many contributions from the Peterson Institute for International Economics. William
Cline’s chapter in this volume provides a particularly useful summary and update of this
literature.

Table 12.1 Large IMF programs, 1995–2003

IMF commitment

Program Billions Billions Percent of Percent of
or country Year of SDR of US dollars IMF quota precrisis GDP

Argentina 2000–2002 16.9 22.4 800 7.9

Brazil 1998–99 13.0 18.4 600 2.3

Brazil 2001–03 34.2 38.0 1,125 6.9

Indonesia 1997–98 7.3 10.2 490 5.0

Korea 1997–98 15.5 21.0 1,939 3.7

Mexico 1995–96 12.1 17.8 688 4.6

Russia 1996–98 15.4 20.4 667 5.0

Thailand 1997–98 2.9 4.0 505 2.2

Turkey 1999–2005 24.5 34.0 2,534 17.0

Uruguay 2002–05 2.3 2.7 775 14.5

SDR = special drawing rights

Notes: The amounts of IMF lending commitments are set in terms of SDR. The US dollar amounts
of IMF commitments are approximate, depending on the exchange rate used to convert SDR into
US dollars. Because the SDR value or the US dollar value of a country’s GDP often swings widely
during a crisis (due to wide swings in the country’s exchange rate), the figures for IMF loan com-
mitments as a share of GDP should be regarded as gross approximations. (The amounts reported
in this table differ slightly from those given in table 4.1 of Roubini and Setser 2004, but the differ-
ences are not material.)

Source: IMF press releases, available at www.imf.org. 
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of IMF-coordinated programs that featured significant policy adjustment
and moderate amounts of official financing. In these situations, the access
limits on IMF financing were useful in establishing that such financing was
“catalytic”: large enough to provide a meaningful incentive for a deal be-
tween the debtor country and its creditors but not big enough to allow
creditors to escape or permit the country to avoid necessary policy adjust-
ments. As Managing Director de Larosiere explained at the time, it was the
job of the IMF to supply and support a credible adjustment program, and
it was the job of the banks to supply the bulk of the financing.

During the initial years of management of the debt crises, banks were re-
quested to roll over only their existing loans and sometimes to provide
limited amounts of “new money” at interest rates that were not exorbitant.
Eventually, however, it became clear that several countries with heavy
debt burdens would not be able to service them in full in the longer term.
The Brady plan (proposed in 1989) provided a framework within which
countries and their creditor banks could work out deals that effectively
provided for partial debt write-downs, usually under the auspices of an
IMF program and with limited financial support from the Fund. The 
banks were not entirely happy with this new policy, but they lacked a via-
ble alternative. 

Holders of sovereign bonds issued by countries caught up in the debt
crises of the 1980s were generally not pressed to participate in debt roll-
overs or write-downs. This reflected the fact that outstanding sovereign
bonds were small relative to syndicated bank loans, and bondholders
were quite diverse and difficult to organize for purposes of agreeing to
rollovers or write-downs. As a result, holders of sovereign bonds gener-
ally fared much better than banks with syndicated loans: Bondholder
claims were paid in full as they came due, and the market value of out-
standing bonds appreciated considerably as their issuers’ credit problems
were resolved and world interest rates fell.

Understandably, this experience made banks leery of a renewed round
of large-scale syndicated lending to emerging-market sovereigns after the
debt crisis was resolved. In contrast, investors became more enthusiastic
about emerging-market (particularly sovereign) bonds. Thus, as capital
flows to emerging markets picked up again in the 1990s, the credit com-
ponent of these flows involved relatively little bank lending and a sub-
stantial expansion of borrowing through the issuance of bonds in interna-
tional capital markets. 

The Mexican crisis of 1995 heightened recognition that the shift in the
form of international credit flows to emerging markets would create dif-
ficulties for crisis management.31 The old strategy of convening a rela-
tively limited number of creditor banks to agree to a debt rollover or re-
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31. The IMF’s International Capital Markets Report for 2005 (Folkerts-Landau and Ito 1995,
10–11) provides an early warning of this potential problem.
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structuring would not work if the bulk of creditor claims were held by a
large group of individual bondholders with diverse instruments in terms
of maturity, currency of denomination, and legal jurisdiction. 

The Mexican Case

This is what happened in the Mexican crisis of 1995. The underlying cause
of the crisis was a crawling peg nominal exchange rate that had become se-
riously overvalued, contributing to a Mexican current account deficit that
reached almost 8 percent of GDP in 1994.32 A botched devaluation of the
Mexican peso in mid-December 1994, without a credible package of sup-
porting policies, led rapidly to a crisis of confidence in which both Mexi-
cans and foreign investors fled from Mexican assets. The peso crashed, and
interest rates on Mexican credits (both peso- and dollar-denominated)
spiked (figure 12.4). Once the crisis started, a key concern became the risk
that the Mexican government might be forced to default on a large volume
of debt. 
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32. The IMF was widely (and I believe rightly) criticized for its failure to foresee the Mexi-
can crisis in 1993, especially as the situation deteriorated during 1994. An evaluation of the
IMF’s performance in this regard was prepared under the supervision of Sir Alan Whittome,
but this evaluation has never been made public.

Figure 12.4    Mexican exchange rate and price level, 1990–2006

pesos per dollar consumer price index

Source:  IMF, International Financial Statistics.

14

Consumer price index

Exchange rate

140

120

100

80

60

40

20

0

12

10

8

6

4

2

0

1990
1991

1992
1993

1994
1995

1996
1997

1998
1999

2000
2001

2002
2003

2004
2005

2006

12--Ch. 12--275-312  11/28/06  9:10 AM  Page 301

Peterson Institute for International Economics  |  www.petersoninstitute.org



An important part of this debt was relatively short-term, mainly dollar-
denominated loans from international banks to Mexican private banks.
However, the Mexican government, like virtually any government, could
not allow Mexican banks to default on these loans, and so they effectively
became obligations of the government. In theory, a debt rollover and re-
structuring operation similar to that used in the 1980s crises might have
been used to handle these interbank loans (and some officials outside
Mexico suggested this approach). However, the Mexican government was
extremely reluctant to go back to these practices, which would have sig-
naled a catastrophic failure of the reforms of the past decade. The creditor
banks were also unenthusiastic about such an approach, especially in
view of their unhappy experience in the 1980s. In the official community
(including the IMF), there was concern that the approach might set off a
wider panic as other creditors of Mexico and of other emerging-market
borrowers ran for the exits in advance of further possible restructurings. 

Moreover, the interbank loans to Mexico were less than half of the prob-
lem. To help support the peso and keep government borrowing costs rel-
atively low, the Mexican government had issued about $30 billion in
tesobonos. These were relatively short-term, dollar-denominated obliga-
tions issued under Mexican law (mainly in 1994) and held by a diverse
group of Mexican and foreign investors. There were also about $40 billion
worth of longer-term, dollar-denominated international bonds of the
Mexican government, primarily the Brady bonds issued to resolve the
debt crises of the 1980s. With its foreign exchange reserves virtually ex-
hausted in the vain efforts to sustain the crawling peg of the peso, the
Mexican government by early 1995 was critically short of the resources
needed to meet its maturing dollar obligations—even if there were a
rollover of most interbank loans. Default loomed.

Facing this situation, the IMF (led by Managing Director Michel Cam-
dessus) and key officials at the US Treasury decided that an exceptionally
large package of financial support was needed and appropriate for Mex-
ico, provided that the Mexican authorities were prepared to commit to
and implement a very serious stabilization program. That program fea-
tured a moderate degree of fiscal consolidation and fairly tight limits on
domestic credit creation, the use of foreign exchange reserves, and (con-
sequently) domestic money creation. Fiscal tightening was needed to help
restore confidence and to prepare for the large fiscal costs of resolving the
crisis, especially the costs of resurrecting the Mexican banking system.
Tight monetary policy was needed to contain the depreciation of the peso
and to demonstrate the determination of the Mexican authorities to avoid
a self-reinforcing cycle of catastrophic depreciation and hyperinflation.

The Mexican authorities assiduously achieved their pledged fiscal tar-
gets, but domestic credit creation and use of foreign exchange reserves at
first substantially exceeded the guidelines of the IMF program. The Fund
judged, however, that the excess domestic credit creation was necessary
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to offset large losses of foreign exchange needed to meet the claims of var-
ious creditors and avoid a substantial absolute decline in the nominal do-
mestic money supply. In real terms, the domestic money supply fell quite
sharply due to a rapid escalation in the Mexican price level. Mexican do-
mestic interest rates were pushed up substantially to over 50 percent per
year (figure 12.5). 

By summer 1995, the tight monetary policy succeeded in arresting the
depreciation of the peso (at about 50 percent of its dollar value before the
crisis). With a very sharp drop in domestic demand in Mexico, well be-
yond the decline in Mexican GDP, the current account moved nearly to
balance by midsummer. This development, along with the strong policy
efforts of the Mexican authorities and the large package of international fi-
nancial support, effectively brought a restoration of confidence that al-
lowed the Mexican economy to embark on a sustained recovery beginning
in late 1995. This, in turn, led the Mexican authorities to decline much of
the financial assistance pledged for 1996, to repay loans from the US Trea-
sury well ahead of schedule, and to repay the IMF in a timely manner. 

The Mexican economy had a very tough year in 1995, with real GDP
falling 6.25 percent (year over year) and inflation running at 50 percent
(December to December) (figure 12.6). It took more than a year for real
GDP to recover its previous peak and five years for inflation to be reduced
to single digits. Nevertheless, relative to Mexico’s experience in the debt
crisis of the 1980s, the outcome of the 1995 crisis was far more favorable.
Many factors undoubtedly contributed to this result, especially the fact
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Figure 12.5    Mexican interest rates and inflation rate, 1990–2006

percent per annum

Source:  IMF, International Financial Statistics.
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that the underlying problems of the Mexican economy in early 1995 were
much less severe than in mid-1982. However, most informed observers
(including the Mexican and US officials, most of the staff of the IMF, the
preponderance of private-market analysts, many independent scholars,
and the author of this chapter and other Institute fellows) concluded that
avoiding a Mexican default through the combination of determined policy
action and substantial official international financial support contributed
to the relative success of the response in the Mexican crisis of 1995.

The Default Option

Some have argued, explicitly or implicitly, that a Mexican default should
have been allowed to happen as the preferred option.33 This raises the in-
triguing question of what would have happened had Mexico followed the
course of default in 1995?

A completely convincing answer to this counterfactual is, of course, not
possible. But some useful insights may be gleaned by reflecting on the
Mexican case in light of subsequent developments. In the other nine cases
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33. The debate over alternatives to large-scale IMF lending, including the issue of private-
sector involvement (PSI) and the possible creation of a Sovereign Debt Restructuring Mech-
anism (SDRM), has spawned an immense literature that is too extensive to review here. For
further discussion and references, see Roubini and Setser (2004) as well as William Cline’s
chapter in this volume.

Figure 12.6    Mexican current account deficit, 1992–2001

percent per annum

Source:  IMF, International Financial Statistics.

8

6

4

2

0

–2

–4

–6

–8

–10

1992 1993 1994 1995

Real GDP growth

Current account deficit (share of GDP)

1996 1997 1998 1999 2000 2001

12--Ch. 12--275-312  11/28/06  9:10 AM  Page 304

Peterson Institute for International Economics  |  www.petersoninstitute.org



of exceptionally large IMF financial support, there were two (Russia in
1998 and Argentina in 2001–02) where official defaults unambiguously oc-
curred, six where they were avoided, and one (Uruguay) where there was
a debt restructuring that some might consider a de facto default. 

Both Russia and Argentina—although for quite different reasons—were
much better positioned to handle an official default than Mexico. In the
case of Russia, persistent weakness of fiscal policy and a sharp fall of
world oil prices during 1998 led to increasing fears that the Russian gov-
ernment would not be able to finance its fiscal deficit or roll over its bur-
geoning stock of GKOs. With a sharp upward spike in domestic interest
rates and in interest rate spreads for Russian external debt, it became clear
by late spring 1998 that the fiscal situation was unsustainable unless
something was done that seriously addressed policy weaknesses and re-
stored financial market confidence. Despite a pledge of substantial addi-
tional IMF support (and its partial disbursement), the Russian authorities
(unlike the Mexican authorities in 1995) failed to implement adequate pol-
icy measures, and market sentiment continued to deteriorate. This led by
mid-August to a decision by the Russian authorities that they had no al-
ternative but to default on at least some of their debts and to allow the
ruble to depreciate (see figures 12.2 and 12.3). 

The government’s default was limited to the ruble-denominated, do-
mestic law–based GKOs, whose disgruntled investors had no recourse
against the sovereign except through Russian courts. The Russian govern-
ment assiduously maintained payments on other debt obligations, notably
the euro bonds issued by the Russian government in foreign currencies
and subject to foreign legal jurisdiction. Russian banks also defaulted on
some of their obligations, in particular forward foreign exchange contracts
held by foreign investors in ruble-denominated credits. But the Russian
government (unlike the Mexican government) felt no effective pressure to
make good on these losses of foreign investors.

For a relatively brief period following its default, Russia was consigned
to the international financial wilderness in 1998–99 and was unable to ac-
cess international capital markets. The recovery in world oil prices in
1999–2000 (and the substantial further increases after 2002) turned the
Russian current account back into substantial surplus and contributed im-
portantly to improvements in its fiscal balance. This, together with more
disciplined policies, led eventually to significant fiscal surpluses and to
the paying down of Russia’s external and internal debt, all of which al-
lowed Russia to regain and improve its international credit status. 

For Argentina in the autumn of 2001, the situation involved the combi-
nation of a rigid nominal exchange rate that had become substantially
overvalued, a rising fiscal deficit, a weakening and deflating economy
since mid-1998, and exhaustion of substantial amounts of official financial
assistance from the IMF and other sources. The economic and political sit-
uation did not permit a credible effort to curtail the fiscal deficit within
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anything like the available flow of financing. Comprehensive default on
virtually all government obligations, abandonment of the nominal ex-
change rate peg, and a vast crisis in the Argentine financial system had all
become unavoidable (figure 12.7).34

After a further sharp contraction in the early months of 2002, the Ar-
gentine economy began to turn around that summer. Not surprisingly,
after a 25 percent decline from its peak in mid-1998, Argentine real GDP
bounced back quite vigorously under the influence of a much depreciated
real exchange rate and rising world prices for key Argentine exports (fig-
ure 12.8). Nevertheless, the default and collapse of the exchange rate peg
adversely affected both domestic and foreign asset holders, including
Argentine banks that were substantial (although not entirely voluntary)
holders of Argentine government bonds. Through various actions of the
Argentine government and courts, the losses were effectively managed in
a way that domestic asset holders were partly sheltered at the expense of
foreign investors (including both government bondholders and investors
in Argentine banks and public utilities), who were saddled with excep-
tionally large losses.35 This, of course, was quite popular with the Argen-
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34. See Mussa (2002) for an extensive examination of the evolution of the Argentine crisis
and the IMF’s role therein.

35. William Cline (2004a) argues persuasively that the Argentine government could have af-
forded to make a more generous offer to external creditors in efforts to resolve its sovereign
default. The Argentine government, however, was reluctant to impose a larger debt-repay-
ment burden on its citizens.

Figure 12.7    Argentine exchange rate and price level, 1990–2006

pesos per dollar consumer price index

Source:  IMF, International Financial Statistics.
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tine public. With a substantial trade surplus and no payments to external
private creditors, the Argentine economy had no need for additional for-
eign credit or investment and hence little to fear from becoming an inter-
national financial pariah.

In contrast to Russia and Argentina, Mexico after the 1995 crisis did not
benefit from an enormous bonanza of energy export revenues, and the
bounce back from the Mexican recession, although quite vigorous, was not
as strong or prolonged as the recovery from the much deeper Argentine
depression of mid-1998 to mid-2002. Also, Mexico is much more tightly
linked to the global economy, especially to the United States, through both
trade and finance than are either Russia or Argentina. The disruption of
economic relations that would have followed a Mexican default in 1995
would probably have impaired the performance of the Mexican economy
for a number of years. A “punish the foreign investors” approach like that
aggressively adopted by Argentina (and to a lesser extent by Russia) would
not have worked well for Mexico.

In six of the other seven cases of exceptionally large IMF financing, sov-
ereign defaults were avoided, although standstills, restructurings, or de-
faults were employed for some, especially with regard to nonsovereign
debts. In Indonesia there were widespread defaults by Indonesian compa-
nies on foreign and domestic loans and other nullifications of foreign in-
vestors’ rights. In the case of Korea, the sovereign placed itself in jeopardy
of default by guaranteeing a large volume of foreign bank loans to Korean
banks. As the government’s available foreign exchange reserves ran very
low by early December 1997, the ability to make good on these guarantees
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Figure 12.8    Argentine current account balance, 1995–2005

percent per annum

Source:  IMF, International Financial Statistics.
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became highly questionable. A rush to collect these loans by foreign banks
ensued. This threat was met with a substantial augmentation of IMF sup-
port and an official effort to persuade the creditor banks to agree to roll
over (but not write down) their loans. This effort was very similar to what
had been done in the debt crises of the 1980s. A much softer version of this
approach was also applied in the Brazilian crisis of 1998–99, where there
was a somewhat vague agreement among major banks not to reduce their
Brazilian exposures, and monitoring procedures were put in place to sup-
port this agreement. In other cases, international bank loans to sovereigns
or to banks in the crisis countries were not sufficiently important to make
this approach relevant or worthwhile.

Notably in the case of the Brazilian crisis of 2001–03, a number of ana-
lysts concluded that the prospects for surviving the intense financial pres-
sures in the buildup to Brazil’s presidential election in October 2002 and
its aftermath were so poor that an early restructuring of Brazil’s domestic
and foreign debt was probably the best option.36 Instead, the IMF offered
the incumbent Brazilian authorities a large augmentation of the already
substantial IMF financing package on the condition that the present gov-
ernment and the leading candidates to form the country’s new govern-
ment commit to maintain suitably firm fiscal and monetary policies, in
particular a primary fiscal surplus of at least 4 percent of GDP. This al-
lowed for substantial new IMF disbursements before the election and a
commitment to further large disbursements after the election based on the
policies of the new government.

With the aid of deft policy management by Brazil’s central bank, Brazil
got past the election. Thereafter the sound policies announced and imple-
mented by the Brazilian government and central bank under new Presi-
dent Luiz Inácio Lula da Silva gradually restored confidence among do-
mestic and foreign asset holders. Longer-term interest rates on Brazilian
foreign currency–linked debt came down (both despite and partly because
of continued tight money market conditions), and the Brazilian real recov-
ered from its sharp preelection depreciation. A default and debt restruc-
turing, and the highly costly financial crisis that would have accompanied
them, were avoided. By 2005, Brazil was in sufficiently good financial con-
dition to repay all of its outstanding IMF loans entirely and ahead of
schedule. At this stage, no one could plausibly argue that a Brazilian de-
fault and debt restructuring in late 2002–early 2003 would have been bet-
ter than the policies actually pursued by the Brazilian government with the
aid of the largest package of financial support ever committed by the IMF. 

Turkey (2000–2005) is another case where it appeared that a sovereign
debt default/restructuring, together with a restructuring of the banking sys-
tem, might have been needed. Such steps were avoided with the adoption
of tough policy measures (a primary budget surplus of better than 6 percent

308 C. FRED BERGSTEN AND THE WORLD ECONOMY

36. See Goldstein (2003) and, for opposing views, Williamson (2002) and Mussa (2002).
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of GDP) and an exceptionally large financial support package from the
IMF (the largest ever in relation to IMF quota). As with Brazil, few would
now argue that default/restructuring would have been a superior option. 

On the other hand, in the case of Uruguay (2002–05), exceptionally
large IMF financial support (relative to Uruguay’s GDP and IMF quota)
were combined with a program that also featured agreements to restruc-
ture and write down claims on Uruguay’s banking system. Also, among
the many IMF programs that did not involve financial support beyond
the standard access limits, there have been some cases (such as Bulgaria,
the Dominican Republic, Ecuador, and the Ukraine) where debt restruc-
turings have been used.

The Way Forward

Since the early 1990s, experience with debt restructurings and defaults for
countries receiving IMF financial support has been mixed. The general
conclusion that appears to be warranted in light of this experience is that
in the modern world of reasonably open international capital markets
providing diverse credit flows to emerging-market countries, crises may
occur where there is no practicable or desirable alternative to a fairly com-
prehensive debt default/restructuring. There will likely be other cases,
however, where potential or actual crises can be successfully resolved
without costly and disruptive debt defaults/restructurings through de-
termined policy adjustments backed by possibly very large-scale financial
support from the IMF. 

This leaves the important issue of how to distinguish between these two
classes of crises. In the key case of Argentina, I believe the IMF went too
far in providing financial assistance after it became reasonably clear that
there was no realistic hope of rescuing the situation without a restructur-
ing of Argentina’s sovereign debt and an end to its rigid exchange rate peg
(see Mussa 2002). In the aftermath of the Argentine case (and its evalua-
tion even within the IMF), it was necessary and appropriate to strengthen
the Fund’s rules and procedures for dealing with cases of exceptionally
large IMF lending where default/restructuring is a relevant issue. 

The question remains as to how tightly to structure the constraints on
very large scale IMF lending and especially how to determine when the
situation is so grave and prospects so poor that the Fund should suspend
its lending until the necessity of a sovereign debt restructuring is recog-
nized by the country concerned.37 At the IMF, and more broadly in the in-
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37. A few years ago, under the impetus of proposals from the IMF’s First Deputy Managing
Director Anne Krueger, there was extensive discussion of the possibility of creating a Sover-
eign Debt Restructuring Mechanism (SDRM), which would provide an internationally agreed
framework within which countries could negotiate restructuring agreements with their cred-
itors. See Roubini and Setser (2004) and William Cline’s chapter in this volume for discussion.
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ternational financial community, there is no clear consensus on these is-
sues. When the Bush administration came into office, various high offi-
cials indicated that they were firmly opposed to large-scale IMF assistance
packages. Yet the Bush administration supported the three largest IMF as-
sistance packages in history—Uruguay for the record of IMF lending rel-
ative to a country’s GDP, Turkey for the record of IMF lending relative to
IMF quota, and Brazil for the all-time record of total IMF lending—as well
as the augmentation of the IMF loan for Argentina in the summer of 2001.
Similarly, Horst Köhler, as he was assuming the duties of IMF managing
director in 2000, indicated his opposition to exceptionally large-scale IMF
lending. Yet he too supported the augmentation of the IMF loan to Ar-
gentina in the summer of 2001 and the huge IMF loan (relative to GDP)
for Uruguay in 2002, and he was the driving force behind the Fund’s very
large loans to Turkey and Brazil. 

This experience reconfirms the fundamental principle that in any future
emerging-market financial crisis, the IMF will respond in whatever man-
ner seems useful and appropriate at the time according to the circum-
stances of the particular case. The Fund’s response will reflect lessons
learned from the crises of the past decade as well as the somewhat modi-
fied procedures that have been agreed by the IMF Executive Board. How-
ever, no rigid set of reform proposals that is agreed now but untested in
actual crises is likely to be followed precisely. Domestic and international
financial markets are continually evolving, and the interactions of indi-
vidual countries with the global economic and financial system are varied
and changing. Just as what was done in the debt crises of the 1980s was
not the relevant model for what the IMF could or should do in the emerg-
ing-market crises of the past decade, so too the actual or ideal response to
these more recent crises is not likely to provide a precise guide about what
to do in future crises.
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