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CHAPTER 

6 The Fund’s Role in Sovereign Liquidity 
Crises 

KERN ALEXANDER 

Traditionally, the main threat to financial stability has been the 
classic bank-run problem, in which a credit institution with a balance 
sheet principally composed of liquid liabilities and illiquid assets was 
forced to sell its assets at a deep discount because of a sudden call on 
its deposit liabilities. Because most of the bank’s liabilities were 
denominated in the local currency, the central bank could intervene to 
provide liquidity to the ailing institution. Bagehot’s law would apply, 
permitting the central bank to lend in an emergency only to banks 
that were illiquid but not insolvent, at a penal rate of interest, while 
taking the bank’s securities as good collateral.1 Systemic risk in the 
domestic economy could thus be controlled.  

Unlike earlier bank-run problems, most financial crises today 
arise because of some element of foreign-exchange risk. The growing 
risk to financial stability because of a counterparty default 
precipitated by a bank or nonbank finance firm with large foreign 
currency exposures is substantial. The potential contagion through 
the interbank payment system and across jurisdictions and currencies 
is considerable. If a large bank or G10 country experiences a default, 
the bank or sovereign debtor will normally have the ability to borrow 
in its own currency to cover its exposures.2 The probability of default 
is thus lower because a bank can usually access the central bank’s 
discount window; in the case of a sovereign debtor, it can issue more 
bonds but at a higher interest rate, or simply print more money.3

In contrast, because most of the international debt obligations of 
sovereign debtors and large financial institutions in developing and 
emerging market countries are denominated in G10 reserve 
currencies, their ongoing access to these funds is limited by demand 
and supply in the foreign exchange market and the willingness of 
foreign investors or lenders (including G10 central banks) to extend 
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credit. Essentially, their default obligations are in currencies for 
which there is no central bank support. The debtors in non-G10 
countries have a currency-mismatch problem, which restricts their 
ability to raise capital in a crisis. 

How can international financial institutions provide liquidity for 
these obligations? Admittedly, the International Monetary Fund 
(IMF) has limited resources and cannot provide adequate assistance 
in a major banking or financial crisis.4 Although there has been much 
debate regarding the future role of the IMF, the size of today’s 
globalized capital markets make it unlikely that the Fund’s limited 
resources could stem a sovereign debt or other financial crisis by 
acting on its own.  

This chapter explores alternative roles for the Fund to act through 
existing institutional arrangements with G10 countries to provide 
supplementary resources to sovereign debtors in a liquidity crisis. 
The role of the Fund is addressed in terms of how it can coordinate 
the operation of a lender-of-last-resort mechanism for countries 
experiencing the equivalent of a bank-run scenario when foreign 
investors lose confidence and refuse to renew short-term investments 
or loans. The central question is, what mechanism or procedures 
could be used to allow sovereign debtors that are illiquid but solvent 
to access adequate foreign exchange to stabilize a crisis situation?          

The chapter suggests that international economic law has an 
important role to play in promoting financial stability by applying 
public international law principles—such as the doctrine of pacta
sunt servanda, which  provides that states must adhere to obligations 
they have assumed through international agreements—that can 
enhance legal certainty in international economic and financial 
relations. The chapter further argues that legal certainty is a 
necessary component in the exercise of an effective lender-of-last-
resort authority and that globalized financial markets require clearer 
institutional linkages and legal rules regarding how the function of an 
international lender of last resort (ILOLR) would operate. In this 
regard, the institutional linkages between the IMF and the G10 
industrial countries should be made more transparent and legally 
binding under the existing General Arrangements to Borrow so that 
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the Fund has the authority to access adequate currencies to stabilize a 
financial crisis in a non-G10 country or region.  

The problem of moral hazard should be addressed by a clear rule-
based framework with binding legal obligations regarding the 
allocation of responsibilities for lending by the G10 countries and the 
Fund’s role in ensuring repayment and in facilitating lending in a 
financial crisis. Indeed, the role of international law in designing an 
effective ILOLR should be informed by the need to manage the sub-
optimal incentives of investors and states acting without adequate 
information and coordination so that a rule-based procedure can be 
devised to allow states in exceptional circumstances to access foreign 
exchange to preempt or recover from a financial crisis caused by a 
sudden loss of investor confidence.  

Devising an international legal framework to govern the 
operation of emergency lending by central banks and the Fund to 
sovereign debtors can be linked to the policy objective of controlling 
systemic risk in globalized financial markets and preventing the 
spread of contagion from one country or region to others, as occurred 
in the Asian financial crisis in 1997–98. International economic law 
has a crucial function to play in building a more robust international 
lender-of-last-resort mechanism that can effectively control the 
negative externality of cross-border sovereign debt risk. Generally, 
this would involve developing ex ante prudential regulatory 
structures and ex post measures for financial crisis resolution.  

The chapter focuses mainly on the ex post crisis resolution 
measures that the Fund should take when a non-G10 sovereign debtor 
is experiencing payment difficulties or related financial distress. In 
the Asian financial crisis, the Fund’s emergency lending proved 
inadequate to stem the crisis. Since then, Fund resources have been 
underutilized, in part because many sovereign debtors are unwilling 
to submit to stringent conditionality requirements, which have often 
exacerbated a borrowing country’s economic and financial 
difficulties.5

The chapter suggests that the Fund should have enhanced 
authority to make calls for reserve currency loans from G10 countries 
through an amended General Arrangements to Borrow (GAB).The 
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GAB was adopted in 1962 primarily as a guarantee that each G10 
state would have the ability to borrow reserve currencies (mainly 
U.S. dollars and UK sterling) from other G10 states in order to 
smooth the transition to currency convertibility while adhering to the 
Fund’s fixed exchange rate parities. The GAB authorized the IMF to 
act as intermediary between the G10 states by facilitating 
consultations, assessing how much should be borrowed, and in 
guaranteeing repayment. The GAB contained a provision, however, 
that allowed G10 countries to refuse to lend even if the Fund and a 
majority of G10 countries had approved the loan.  

When it was created, the GAB framework was an appropriate 
response to the exigencies of the international monetary system that 
required states to maintain fixed exchange rate parities and to adopt 
currency convertibility. The GAB applied only to G10 states because 
they held most of the foreign currency reserves, and it was necessary 
for them to cooperate in lending to advanced economies that were 
gradually liberalizing and needed access to reserve currencies during 
the transition. Financial crises did not occur often, and when they did 
they were generally contained in domestic jurisdictions by capital 
controls. Today, financial crises are mainly microeconomic in origin 
and arise because of bank-run-type panics and sudden losses of 
investor confidence, and are exacerbated by asymmetries of 
information that lead to problems of moral hazard. Existing Fund 
lending programs and the GAB framework are not adequate for 
effective crisis management in today’s globalized financial markets.  

The chapter proposes two reforms. First, the GAB should be 
amended so that G10 countries have an obligation to lend once the 
IMF Managing Director has made a call for reserve currency loans 
with majority consent of the Executive Board and majority approval 
of GAB participants. The GAB and its sister lending arrangement, the 
New Arrangements to Borrow, should be consolidated, and the credit 
arrangements of its present participants should be increased 
substantially beyond the present 34 billion SDRs. Second, for 
countries to be eligible for GAB emergency lending, they must 
comply with disclosure standards under the Fund’s existing 
programs, such as the Special Data Dissemination Standard, and 
purchase credit-risk insurance on all their sovereign debt instruments.  
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The chapter proceeds as follows. The first section reviews the 
background to the Fund’s involvement in financial crises and how the 
changing nature of financial crises in globalized financial markets 
requires an international lender-of-last-resort mechanism. The second 
section examines the evolution of Fund lending programs and the role 
of the General Arrangements to Borrow. The third section analyzes 
recent proposals for crisis management and the major issues 
confronting an international lender of last resort. The fourth section 
examines some ex ante and ex post regulatory approaches. The ex
ante approach involves the Fund exercising its conditionality powers 
to require sovereign debtors to purchase credit protection on the debt 
instruments they issue and to comply with existing Fund disclosure 
standards and related financial sector regulatory practices. The ex
post approach would involve the Fund and G10 states amending the 
General Arrangements to Borrow and New Arrangements to Borrow 
programs to allow the Fund to make binding calls on the G10 states 
to lend currencies up to their prescribed credit limit to the Fund so 
that it can lend them to sovereign debtors or their central banks in a 
crisis. Before making calls on the G10 states, the Fund would be 
expected to exhaust its own emergency loan programs and to ensure 
that the sovereign debtors receiving assistance have complied with 
Fund disclosure standards and conditionality programs.  

The Fund’s Evolving Role  

Under the Bretton Woods system, developed countries had 
relative autonomy in pursuing their domestic macroeconomic policy 
objectives, which included unemployment, interest rate policy, and 
inflation control. The concerns of central bankers and financial 
regulators were shaped mainly by macroeconomic imbalances that 
arose in part from current account deficits and capital flows between 
countries. The Fund’s chief function was to oversee the parity values 
of its members’s currencies and to provide temporary liquidity 
support to members experiencing macroeconomic imbalances. Most 
countries sought reserve currencies, such as the U.S. dollar or 
sterling, to finance current-account or capital-account deficits. When 
most G10 countries began to liberalize their current accounts in the 
early 1960s, there was an increase in the demand for reserve 
currencies that could be used to finance any resulting imbalances. 
The breakdown of the Bretton Woods system in 1971 resulted in the 
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floating of the main reserve currencies, and cost of foreign exchange 
risk was shifted from the state to the market.6 As a result, most 
developed countries and some developing countries have adopted 
capital-account convertibility to allow firms and investors to freely 
access foreign exchange assets in order to cover their exposure to 
foreign exchange risk and to speculate in currency values.  

Consequently, there has been a dramatic and substantial increase 
in private-sector cross-border capital flows, which has led to a 
deepening of financial markets but has also resulted in greater 
financial fragility for many countries, especially developing countries 
and emerging market economies. Since the early 1980s there has 
been a growing number of banking and currency crises in both 
developed and developing countries, and the resulting social costs 
have been greatly magnified by contagion across markets and by the 
lack of an effective lender of last resort for many of these countries. 
Indeed, the floating exchange rates and liberalized capital markets of 
the post-Bretton Woods system means that the Fund can no longer 
directly influence foreign exchange policy and control liquidity 
creation.

Due to this paradigm shift, the Fund found a new role of 
managing financial crises, mainly in developing and emerging market 
economies. In the 1980s the Fund orchestrated the programs for 
lending into arrears that helped stabilize the Latin American 
sovereign debt crisis. In the early 1990s it provided assistance for 
some developed and developing countries that were suffering 
currency crises, and played the lender of last resort along with the 
U.S. government in bailing out the Mexican banking system in 1994–
95. In return for its financial assistance, the IMF exercised its 
conditionality powers to ensure that Fund resources were protected 
by devising economic restructuring programs and policies for 
members that draw on Fund resources. 

The Asian financial crisis, however, demonstrated the difficulties 
confronting the Fund in providing adequate liquidity to ailing 
sovereign debtors and central banks in a crisis situation. The slow 
economic recovery of these countries also called into question the 
effectiveness of the recovery program the IMF had prescribed for 
these countries. The growth of global capital markets and cross-
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border financial liberalization since the Asian crisis has continued 
unabated, and the role of the IMF has been called into question 
because the Fund’s limited resources would probably be inadequate 
to stem a sovereign debt crisis for a major country and would 
certainly be inadequate to stabilize a cross-border banking crisis 
involving a major financial center.7 Nevertheless, in recent years 
there have been some monetary and banking crises in peripheral 
economies in which the Fund played a stabilizing role and served as 
“de facto international lender of last resort.”8

The role of the Fund therefore has been the topic of debate 
regarding whether it should have an expanded role as (1) a global 
lender of last resort or (2) a more limited role in its lending activities, 
so that it would not be considered the only or the main lender in a 
financial crisis.9 The latter view suggests that the private sector 
should play a greater role in providing funding to resolve financial 
crises, whether in the form of bond issuance or other forms of debt 
offered to the capital markets or through private bank loans, with the 
IMF merely playing a facilitative role in reducing agency problems 
between the private lenders and the state borrowers.10 This notion is 
reinforced by the fact that the value of cross-border trading in 
securities in today’s globalized capital markets far exceeds the 
limited resources controlled by the Fund. Accordingly, a solution to 
sovereign debtor liquidity crises must necessarily involve the private 
sector along with certain public-sector actors, such as central banks, 
who have the resources to provide bridge financing to a debtor state 
in a crisis.

Despite its more limited role in lending, some academics and 
policymakers envision a broader role for the Fund that could involve 
enhanced surveillance powers over the macroeconomic policies of 
countries and financial systems, including monitoring compliance 
with the IMF codes of conduct, as well as elaborating and overseeing 
implementation of some standards of regulatory conduct. In addition 
to enhanced surveillance, the IMF would offer more intensive 
technical assistance to developing countries and emerging market 
economies and would be expected to engage in “ruthless truth-
telling” to member countries that abandon economic fundamentals or 
fail to achieve financial stability objectives.11 Finally, in the case of a 
crisis, the Fund should play the role of a neutral third-party advisor in 
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assisting financial negotiations and facilitating a sovereign debtor’s 
access to emergency finance.12

 Fund Lending Arrangements 

   Although quota subscriptions are the prime source of IMF 
funding, several supplementary borrowing and lending programs are 
available to the Fund to provide short-term emergency lending to 
members experiencing temporary economic or payment difficulties. 
Traditionally, the most important of these programs have been the 
General Arrangements to Borrow (GAB), the Stand-by 
Arrangements, and, more recently, the New Arrangements to Borrow 
(NAB) and the Supplemental Reserve Facility (SRF).13 These 
bilateral arrangements are essentially agreements between the Fund 
and a member country that wishes to draw on its resources. The 
arrangements are not legally binding, but they create expectations and 
conditions regarding the use of the Fund’s resources. This section 
describes these arrangements and examines their role in providing 
emergency lending assistance to IMF members. These bilateral 
arrangements provide the institutional framework on which to build a 
more effective function for the Fund as international lender of last 
resort.

Stand-by Arrangements 

The stand-by arrangement provides the Fund with the opportunity 
to examine a state’s economic activities and policies before entering 
into an arrangement that would allow the state to draw against Fund 
resources.14 Article XXX (b) of the Amended Articles defines a 
stand-by arrangement as “a decision of the Fund by which a member 
is assured that it will be able to make purchases from the General 
Resources Account in accordance with the terms of the decision 
during a specified period and up to a specified amount.”15 Stand-by 
arrangements enter into force once the Executive Board approves the 
stand-by in consideration of a letter of intent to the Managing 
Director signed by the minister of finance or the governor of the 
central bank of the applicant state.  

The letter of intent lays out the undertakings the Fund requires in 
return for granting the line of credit. The legal status of stand-by 
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arrangements has been debated. While former IMF general counsel 
Sir Joseph Gold argued that a stand-by is an “arrangement” and not 
an agreement creating legal obligations, others consider the letter of 
intent, together with the stand-by arrangements, to “constitute a 
legally binding agreement.”16

The Executive Board of the Fund itself has issued a 
comprehensive decision on “the Use of the Fund’s General Resources 
and Stand-by Arrangements of 1979” that expressly denies any 
contractual function and binding language of the stand-by 
arrangements.17 For instance, a state that fails without justification to 
fulfill a commitment under a stand-by arrangement is not regarded as 
having breached the Articles of Agreement, and is not subject to 
sanctions. Nonetheless, nonfulfilment of a commitment may lead the 
Fund to refuse to renew the stand-by or to limit the state’s future 
ability to draw against the stand-by. It has been therefore argued that 
“it is not unfair to regard a stand-by arrangement as constituting an 
obligation of a state on whose behalf a Letter of Intent is signed and 
to which a stand-by has been granted.”18 This narrower contractual 
view of the stand-by, however, does not adequately take into account 
the broader legal authority of the Fund under Article V of the Articles 
to impose conditions on its members regarding their use of Fund 
resources.19

Precautionary Stand-by Arrangements  

Precautionary stand-by arrangements are facilities that certain 
states may draw against to prevent a capital account crisis. Under 
such an arrangement the country indicates its intention not to draw 
upon the Fund's resources unless its economic circumstances 
deteriorate. The use of these stand-bys was first discussed by the 
Executive Board in June 2003 to determine whether there was a 
possibility that precautionary arrangements might, to some extent, 
replace the IMF Contingent Credit Line (CCL). The CCL was created 
in 1999 to provide eligible states with “a precautionary line of 
defense” for members with economic and financial policies that do 
not put the Fund’s resources at risk but which may nevertheless be 
vulnerable to financial-market crises. The CCL had not been used 
when it expired in November 2003. The newly proposed 
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precautionary stand-by arrangements replaced the CCL and serve the 
purpose of promoting crisis prevention.  

Since the expiration of the Contingent Credit Line in 2003, views 
of the Executive Directors have been divided regarding whether or 
not there remain any gaps in Fund emergency lending instruments. 
The effect of this could potentially be that in a capital-account crisis 
arising from exogenous factors, such as the loss of confidence by 
foreign investors, a country that maintains strong domestic policies 
under Fund surveillance may still not be able to avoid a crisis unless 
a new emergency funding policy were in place to provide ex ante
assurances of appropriate financial support.20

Extended Arrangements 

Another area of IMF reform was the plan to increase affordable 
funding for developing countries for longer terms. The first official 
initiative in this area occurred when the Fund adopted so-called 
“extended arrangements” in 1974 by establishing the Extended Fund 
Facility (EEF), whereby member states could conclude stand-by 
arrangements for longer-term assistance both with respect to time 
(longer periods of borrowing) and quota limits (larger amounts) than 
under the original stand-by arrangements. In addition to these 
extended arrangements, the IMF introduced six other types of special 
conditions for stand-by arrangements, all regrouped under the term of 
special facility.21 These extended stand-by arrangements could be 
utilized by the Fund to make longer-term loans to a country that has 
suffered a financial shock and as a result has experienced severe 
economic contraction with a substantial impact on its long-term 
economic development. In this situation, the ability to make long-
term loans for economic recovery following a crisis should be 
considered a complementary policy tool to emergency lender-of-last-
resort lending.  

General Arrangements to Borrow  

By the early 1960s, post-war economic recovery in Western 
economies was leading to a number of structural changes in the 
international monetary and financial system. The first steps towards 
currency convertibility for the current account were taken by the six 
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countries that established the European Economic Community in 
1957 when they adopted the European Monetary Agreement of 
1955.22 As the Bretton Woods regime of fixed exchange rates took 
full effect for the main Western European countries in 1959 
following the termination of the European Payments Union, the IMF 
began to push for currency convertibility for these countries to 
promote global trade and to relieve some of the pressure on the IMF 
exchange parities.23 Convertibility, however, had the potential to lead 
to volatile capital movements that could undermine financial stability 
and could potentially lead to a deficit of reserve currencies (dollars or 
sterling) for some countries trying to finance trade deficits.24 In 
response, the Fund issued a decision in 1961 that it had the authority 
to make its resources available to assist members having balance-of-
payments problems that are caused or exacerbated by capital flows.25

During this period, IMF membership was growing faster than the 
increases in its membership quotas, and because the subscriptions of 
member states of 75 percent of their quota did not add to the pool of 
freely usable Fund resources, the Executive Board began debating the 
merits of creating a funding source that would allow it to borrow the 
reserve currencies at market interest rates and  lend these funds to 
other G10 members to cover their current account imbalances when 
these imbalances were perceived to threaten the Fund’s exchange rate 
parities.26

To address these concerns, the General Arrangements to Borrow  
(GAB) was created in 1962 by a decision of the Fund’s Executive 
Board.27 The GAB was an international agreement that was 
interpreted at the time to be a set of bilateral credit arrangements 
between the Fund and each government or central bank of the main 
industrial countries.28 The Fund’s competence to act in the GAB 
derives from Article VII (1) of the Articles of Agreement, which 
contains broad language permitting the Fund to borrow currencies 
from any source whether within or outside IMF member states.29 The 
GAB was not part of the Articles, but it had the purpose of 
supporting the Fund’s treaty objective of promoting international 
monetary stability by giving the Fund access to the currencies of the 
G10 countries in order to lend them to other G10 members or 
approved IMF members that were experiencing economic imbalances 
or temporary payment difficulties on a large scale that exceeded the 
Fund’s resources.30
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The GAB created a framework whereby the Fund was authorized 
to make calls for currency from the G10 countries (GAB 
participants), but only after it had consulted with GAB participants 
and had obtained majority approval of the Executive Board and 
special-majority approval of GAB participants. Once these conditions 
had been met, the Fund could borrow the currency and lend it to the 
GAB participant country that had sought the loan to cover an 
imbalance in its current or capital accounts. Specifically, the Fund’s 
role was to act as an intermediary between the GAB participants to 
replenish their holdings of reserve currencies by borrowing from 
participants in surplus and lending to participants in deficit.31

The Managing Director’s call to borrow currencies can only take 
effect if approved by the Executive Board.32 When the IMF borrows 
under the GAB from GAB participants, it has a legal obligation to 
repay the loan to the lending state(s) within five years and to allocate 
its repayments proportionally to reflect the proportional commitments 
of each participant.33 If the IMF does not perform its obligation to 
repay the loan (e.g., late payment of the loan is considered non-
fulfillment), it will be considered in arrears. GAB loans are 
enforceable contracts, with a legally binding effect between the IMF 
and the lender.34

One of the weaknesses of the GAB in its role as an effective 
lender of last resort was that each GAB participant country that was 
called upon to loan its currency to the Fund was not legally bound to 
do so, even though the Executive Board and a special majority of 
GAB participants had approved the loan and the Fund was obliged to 
repay the loan over a period of up to five years.35 This created a level 
of uncertainty regarding whether the Fund could borrow adequate 
reserve currencies in a financial crisis.36 The absence of a specific 
legal obligation to lend was a political compromise for the benefit of 
the United States or any other GAB participant that wanted the 
flexibility, during “the world dollar shortage”, of retaining its dollar 
assets for national economic policy objectives.37

Nevertheless, the GAB created legal relationships between the 
Fund and the G10 countries by which the latter agreed they would 
cooperate to strengthen the Fund and the international monetary 
system.38 In practice, the effectiveness of the GAB depended on the 
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IMF Managing Director consulting and negotiating with the 
Executive Board and the GAB participants in advance over the terms 
and conditions by which the participants would lend their currencies 
to the IMF.39 These negotiations addressed a number of issues, 
including whether the currencies and amounts to be called from a 
participant under its credit arrangements reflected its economic 
ability to lend its currency and how much of that currency the Fund 
held along with the allocation of responsibilities across different 
participants for lending the currencies.40 The negotiations also 
addressed the type of transaction through which the Fund would 
make the funds available—for instance, either an exchange 
transaction, an exchange transaction under stand-by arrangement, or 
an extended arrangement.41 Indeed, Gold notes that it was intended 
but not required that calls would be made under several credit 
arrangements to provide financing for a participant’s borrowing from 
the Fund or for a stand-by arrangement with the Fund.42

A participant was expected to make its currency available upon a 
call by the IMF Managing Director.43 The call would be in proportion 
to the participant’s commitment of funds. Between 1962 and 1983 
the total value of credit commitments by GAB participants was SDR 
6,344 million, and the country with the largest single credit 
commitment was the United States with SDR 1.883 billion, which 
was 29 percent of the total commitments.44 By 1983, several 
amendments were made to the GAB to bring it up to date with the 
Second Amendment of the Articles of Agreement, which became 
effective in 1978, and this resulted in GAB participants agreeing to 
enlarge their credit arrangements to enhance the capacity of the Fund 
to draw on reserve currencies for emergency lending in a financial 
crisis.45 The total value of credit commitments was substantially 
increased to SDR 1.7 billion, and the United States remained the 
largest individual contributor with an individual amount of SDR 4.25 
billion, which was 25 percent of the total commitments.46 This means 
that today if the Fund issued a call for currencies, and if a special 
majority of GAB participants including the United States approved 
along with the IMF Executive Board, the United States would be 
obliged therefore to contribute 25 percent of the total value of the 
approved call. 
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Besides increasing the credit arrangements of GAB participants 
to reflect their size and role in the global economy and capacity to 
provide loans to the Fund, the revised GAB contained other 
amendments, the most important of which was that the IMF could 
now borrow under the GAB for the benefit of nonparticipants. 
Conditions applied, however, including that members benefiting from 
such loans must have been approved for adjustment programs with 
the IMF.47 The Managing Director may only initiate calls for the 
benefit of a nonparticipant if certain criteria are met: (1) that the 
Fund has inadequate resources to meet expected or actual requests for 
financial assistance and (2) the occurrence is an exceptional situation 
associated with a member’s balance of payments problems of a size 
that could threaten the stability of the international monetary 
system.48 These criteria are more stringent for nonparticipants than 
for participants, as there is a requirement that the Managing Director 
make a determination that an exceptional situation “threatens” 
international monetary stability, which is not required for GAB 
participants.49 Moreover, the Managing Director has a responsibility 
to pay due regard that loans for the benefit of nonparticipants do not 
prejudice GAB participants’ access to these resources. The rate of 
interest charged on GAB loans was increased to a minimum of 4 
percent per annum, which provided additional revenue for the Fund 
to offset any losses associated with fluctuations in exchange rates 
during the period for repaying the loan.50

Since its inception, the GAB has been invoked by the Fund and 
approved by GAB participants on ten occasions. The most recent 
occurred in 1998, when the GAB approved a Fund request of SDR 
6.3 billion in connection with an extended financing arrangement for 
the Russian government to support its currency and government bond 
market, both of which had collapsed in the 1998 Russian financial 
crisis.51 After disbursing only SDR 1.4 billion, the Fund terminated 
the arrangement in response to the Russian government’s default on 
its government bonds and its failure to fulfill other conditionality 
commitments.52 The GAB has resulted in an institutional framework 
that allows the Fund to play the role of a lender of last resort by 
borrowing surplus reserve currencies, the value of which far exceed 
its own resources, so that it can lend them to GAB participants 
suffering economic imbalances or a financial crisis.53 The Fund’s role 
as an intermediary in providing short-term emergency loan assistance 
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to GAB members creates coordination benefits between countries and 
reduces transaction costs in allocating surplus currencies from GAB 
participants in surplus to other participants in deficit and in need of 
immediate assistance.  

The GAB system has worked well for the benefit of the G10 
countries and other approved GAB participants54 that were expected 
to provide reserve currency liquidity at market rates to the IMF, 
which would then lend the currency to another GAB participant 
experiencing a deficit in that currency. The GAB allowed the Fund to 
play a limited role as lender of last resort by borrowing directly from 
GAB participants and then lending to GAB borrowers in order to 
cover temporary imbalances that were putting pressure on the Fund’s 
fixed exchange rate parities.  

The GAB system, however, has been criticized as being for the 
benefit of the prosperous industrial countries Developing countries 
were disadvantaged by not being able to access reserve currency 
assets on such generous terms. This LOLR function for the G10 
seemed to work well for GAB participants but not for the majority of 
IMF member countries, which were not participants in the GAB and 
not  generally able to access reserve currencies through the GAB. 
Moreover, GAB participants even proved reluctant to make their 
funds available to other GAB members because the special-majority 
requirement to approve calls for funds by the IMF Managing Director 
was often a difficult threshold to reach.

In addition, the requirements for non-GAB countries to qualify 
for GAB loans proved difficult to meet. Although paragraph 21 (a) 
allowed the Fund to make calls for foreign exchange for non-GAB 
members in one of four circumstances which most members could 
meet based on their usual drawings from Fund accounts, the approval 
of a proposal for calls depended on acceptance by a special majority 
of GAB participants and approval by the IMF Executive Board. Even 
if the special majority and Board approval were obtained, an 
individual GAB participant could still unilaterally decide, based on 
its balance of payments and reserve position, that “calls should not be 
made on it, or that calls should be made for a smaller amount than 
that proposed.”55 These obstacles explain in part why no country 
outside the GAB membership was approved for a GAB loan until 
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1998, when Russia obtained a loan because of the consensus among 
GAB countries that the Russian financial crisis was a serious threat to 
international financial stability and to the financial institutions in 
their countries. In addition, the absence of legal obligation for an 
individual GAB participant to make a loan according to an approved 
call raises serious issues regarding the stability of expectations and 
legal certainty of the function of an emergency lender of last resort.  

New Arrangements to Borrow and the Supplemental         
Reserve Facility 

The New Arrangements to Borrow (NAB) emerged as a result of 
the Mexican financial crisis of 1994–95 and the conviction by IMF 
members that more resources should be made available to the Fund to 
stabilize financial crises for developing and emerging market 
economies.56 The NAB contains a set of bilateral credit arrangements 
between the Fund and 26 IMF members and institutions that enable 
the Fund to borrow their currencies in order to forestall or prevent an 
impairment of the international monetary system or to deal with a 
threat to financial stability. The larger membership of the NAB also 
includes a number of developing countries, such as Korea, Malaysia, 
and Thailand, but its membership is primarily composed of wealthy 
developed countries.57

The NAB contains total credit arrangements of SDR 17 billion, 
equal to the GAB arrangements and resulting in a combined total of 
SDR 34 billion for both programs. NAB is not intended to replace the 
GAB, but rather to enhance the amount of resources available to the 
Fund from which it can borrow to forestall a financial crisis. The 
NAB was designed to allow the Fund to have access to substantially 
more resources than were available under the GAB so that it could 
address systemic problems in the global financial system. Like the 
GAB, NAB participants are eligible to draw on Fund resources 
through GAB and NAB financing, and non-NAB states that are Fund 
members are eligible for NAB financing subject to the same terms 
and repayment conditions as NAB participants, whereas non-GAB 
states are subject to less favorable repayment terms than GAB 
participants.58 Under NAB financing, therefore, there is no 
discrimination between NAB and non-NAB members in the financing 
conditions for an approved NAB credit, whereas under the GAB, 
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GAB participants receive more favorable treatment  than non-GAB 
members.  

Any IMF member wishing to draw on resources in the NAB must 
apply and conclude a stand-by arrangement with the Fund and to 
present a letter of intent with the Fund before it can draw on 
resources. As with other stand-by facilities, such as the Poverty 
Reduction Strategy Program (PRSP) or Supplemental Reserve 
Facility (SRF), a failure to meet the objectives of the program does 
not lead to sanctions or punishment, but only to a suspension of the 
right to draw or the denial of a renewal under the stand-by 
arrangements.59 Fund conditionality, therefore, plays an important 
role in the member having continued access to NAB financing.  

As mentioned above, the GAB has only been invoked on ten 
occasions, and in each instance financial support was provided to a 
G10 or G8 country that was either in deficit or needed assistance to 
purchase part of its reserve holdings. In contrast, the NAB has been 
activated only once, when it was used to provide a stand-by 
arrangement for Brazil in December 1998, when the country 
experienced a temporary loss of confidence by foreign investors that 
led to a collapse in its currency. Acting through the NAB, the Fund 
made a call for SDR 9.1 billion, of which SDR 2.9 billion was used 
to support the Brazilian currency and its government bond market. 

The actual drawing from the Fund by the borrowing member 
under the NAB (or GAB) is considered a legal act. For example, it is 
considered a purchase, which is given in exchange for the obligation 
to repurchase special drawing rights or “freely usable currencies.”60

Moreover, as with the GAB, the Fund, when borrowing from NAB 
participants, assumes a legal obligation to repay the NAB lenders 
within five years.61 The NAB does not replace the GAB, but the NAB 
is the facility of first and principal recourse for non-GAB members, 
with the exception that if a country is a member of both the NAB and 
the GAB, it may request funding under either facility.  

Another short-term financing facility approved by the Fund in the 
late 1990s was the Supplemental Reserve Facility (SRF), which was 
established in 1997 during the Asian financial crisis. The SRF facility 
provided the Fund with another lending mechanism to make short-
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term loans at market rates to members suffering from a financial 
crisis. Member borrowers would have to comply with a Fund 
restructuring program in order to maintain eligibility to draw on the 
facility.  

The NAB and SRF provided needed additional facilities for IMF 
members to access reserve currencies in a crisis. However, the 
available credit under these programs is inadequate, even when 
supplemented by existing Fund programs, to stem a major financial 
crisis. Although these lending programs may provide adequate 
resources for countries experiencing temporary economic and 
financial imbalances, the amount that the Fund could borrow under 
the GAB, NAB, and SRF would likely be inadequate to stabilize a 
contagion-like crisis similar to the crisis that affected the East Asian 
countries in 1997–98. This undermines the Fund’s ability to play a 
credible role as lender of  last resort .

Based on the inadequacies of the GAB, NAB, and other 
emergency lending facilities in serving an LOLR role, high-level 
debates have occurred involving former senior officials of the Fund 
regarding what role the Fund should play in providing emergency 
lending in a financial crisis with systemic proportions. Should the 
Fund have an enhanced role with an added institutional dimension, or 
are the existing borrowing arrangements adequate? One view holds 
that the emergence of a globalized financial system requires an 
international lender of last resort, and the IMF is in the best position 
to play this role because of its experience in dealing with a number of 
financial crises.62 Former IMF Managing Director Michel Camdessus 
has argued that the Fund has been performing and adapting to this 
role for the last fifty years and that it would be important for 
promoting financial stability to reaffirm its role in this area so it can 
more effectively fulfill this vital function. Furthermore, the Fund’s 
experience and expertise provide it with enough judgment to avoid 
any influence of moral hazard either from governments or market 
participants. Similarly, Paul Krugman and Stanley Fischer assert that 
the Fund has become a de facto international LOLR because of its 
many interventions on behalf of countries in financial distress. They 
argue that because there is a general acceptance of a domestic lender 
of last resort, by analogy there needs to be an international LOLR to 
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stem a bank-run-like scenario when foreign investors lose confidence 
in a country and began to liquidate their exposures.63

On the other hand, Horst Köhler recognizes that the Fund is not 
an LOLR in the traditional sense and that its inability to act quickly 
with substantial resources precludes it from preventing most crises or 
stabilizing a country undergoing one. Moreover, the political 
constraints on providing financial support in the GAB or NAB and 
the lack of legal certainty once a special majority has approved 
financial support undermines the Fund’s credibility to be able to act 
decisively and obtain adequate resources through the GAB and NAB 
to stem a major crisis. The absence of legal certainty regarding the 
Fund’s powers to obtain the necessary supplementary resources from 
the pre-existing credit arrangements of GAB participants means that 
its effectiveness in exercising the LOLR function is undermined. 
Although it is important on moral hazard grounds for the market not 
to know at what point the Fund might intervene to provide liquidity 
support, it is also equally important that investors believe that the 
Fund has the capacity and willingness to stabilize a crisis if 
necessary. Otherwise, it will be more difficult to incentivize foreign 
investors to play their part by not exiting the market so quickly when 
there is an apparent loss of confidence in the market.64

Crisis Management and the Lender of Last Resort  

The financial crises of the 1990s triggered vigorous discussions 
among economic policymakers and academics about how to reform 
the IMF and World Bank so that they could more effectively address 
financial disruptions in international markets, and how to avoid 
financial crises. Following the Asian crisis, the debate focused on 
achieving greater financial stability through a two-pronged approach, 
namely, crisis prevention and crisis management. A vast literature has 
arisen on crisis prevention,65 which addresses how to improve the 
predictability of a financial crisis and how to minimize the social 
costs once it occurs. By contrast, crisis management focuses on  
measures that should be adopted ex post, once a crisis has occurred or 
is imminent, and how to manage the contagion across countries and 
the potential spill-overs on the rest of economic activity.66
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The following section examines existing approaches to crisis 
management, highlights the main problems, and suggests a reformed 
international LOLR framework that would address the need to 
provide more legal certainty in the ex post crisis lending mechanism 
for GAB and NAB participants to lend reserve currencies to non-G10 
countries who are experiencing a financial crisis. The GAB and NAB 
credit arrangements would be consolidated and substantially 
increased to SDR 100,000 million. The Fund would play the role of 
intermediary by certifying when a financial crisis is occurring and 
assessing the amount and composition of reserve currencies needed 
to stem the crisis. In doing so, the Fund’s Managing Director, after 
consultation with the Executive Board, would consult with GAB 
participants and consider any objections to the use or composition of 
GAB currencies and then a make a call for loans. Once the special 
majority requirement is reached, the Managing Director would have 
the legal authority to obtain the respective currencies in their 
prescribed allocations and disburse them through Fund drawing 
operations for the borrowing sovereign debtor. Legal certainty would 
be enhanced because once the special majority requirement was 
reached, all GAB and NAB participants for whom the proposal for 
calls applied would be obliged to lend according to the call. 
Moreover, procedural transparency would be enhanced because the 
authority of the Managing Director would be recognized to make a 
determination when a financial crisis or sovereign debt crisis was 
occurring, and then to consult and obtain approval from the 
Executive Board and from GAB members to make a call for 
currencies. Transparency would be further enhanced because the 
composition of currencies required for any bailout would depend on 
the relative proportion of currencies in which the defaulted sovereign 
debt was denominated. Thus, central banks would be on notice 
regarding their potential exposure in a bailout. The most practicable 
approaches to crisis management will now be reviewed.  

Managing a Financial Crisis 

The management of a financial crisis is usually an essential 
function of a central bank. Remedial action in managing a crisis must 
target the source of the crisis, and there must be adequate resources at 
hand and sufficient legal discretion for the central bank to take the 
necessary measures. If these conditions are in place, the impact and 
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potential contagion of the crisis to other sectors of the economy or 
financial system as a whole may be minimized or even prevented. 

If crisis prevention cannot avoid the occurrence of a crisis, crisis 
management becomes all the more important for the soundness of the 
financial system. Barry Eichengreen notes, however, that the 
achievements of crisis management have been particularly small in 
comparison with prevention efforts.67 The lack of progress in the 
field not only lies in its intrinsic challenges, such as moral hazard, 
distinguishing between insolvency and illiquidity, and determining 
adequate levels of assistance; it is also due to the prevailing rigidity 
of the institutionalized approach and the need for reform of 
institutions and their mandates.

Inevitably, most of the debate over reform has focused on the 
institutions and tools that so far have been responsible for crisis 
management. Financial crises have traditionally been addressed and 
managed with financial assistance by the Fund, other IFIs, and the 
G10 countries. The subsequent sections describe the actors and tools 
outside the GAB framework involved, and discuss an array of 
alternatives, comparing their benefits and shortcomings with existing 
crisis-management techniques.  

Financial Assistance 

 Lack of sufficient, adequate, and speedy emergency financing is 
often considered to be one of the main threats to financial stability. 
This poses a considerable strain on crisis management, particularly 
when countries with sound macroeconomic fundamentals are victims 
of capital volatility.68 A general consensus has emerged that 
improved access to financial assistance in a crisis is necessary to 
provide liquidity for countries experiencing a shock to their financial 
systems.69 This has led to the design of various proposals and 
recommendations concentrating on other components of crisis 
management beyond mere financial assistance, such as institutional 
reform, participation and cooperation, and new instruments and tools. 

Furthermore, the lack of clarity and consensus on how to proceed 
partly explains why only limited progress has been made. For 
instance, IMF emergency lending to a country in crisis may be 
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accompanied by a temporary suspension of international debt service 
payments. Although IMF emergency measures in recent years have 
provided a needed respite for countries in arrears and suffering from 
liquidity problems, the real detriment of the IMF programs has been 
the stringent conditionality arrangements imposed on sovereign 
debtors as a result of the country accepting emergency financing 
support. These Fund programs have led to substantial economic and 
financial sector restructuring in the debtor country’s economy that 
has proved to be socially costly and in most cases has failed to 
achieve economic recovery and financial stability.  

Official assistance has come in the form of persuading and 
sometimes requiring private lenders and investors to incur some of 
the costs of the bailout and a restructuring of debt servicing, often at 
a high cost for the country in question. This is known as bailing in the 
private sector. Until the financial crises of the 1990’s, however, 
institutions like the IMF and other institutional and international 
creditors often did not consider the fundamental reason why a 
country should receive temporary assistance in a crisis. Rather, the 
main objective of the official international lending community was 
whether further lending to the country in crisis would enable it to 
resume making payments on its debt and eventually whether it could 
cure its arrears. Very little emphasis was placed on the systemic 
impact of  the country’s inability to continue making payments on its 
debts.

During the financial crises of the late 1990s, there was a growing 
awareness that the decision to provide emergency lending should 
depend on factors other than the ability of a country to resume 
servicing its debts to private and official creditors. Instead, the focus 
was placed on the systemic effects of providing a country or financial 
sector with financial support, and when to offer assistance by 
distinguishing between illiquidity and insolvency as a source of 
financial crises. In essence, this new approach raised questions about 
the efficiency considerations of financial assistance. Eichengreen has 
observed that “[t]he bottom line is that the IMF must make a 
judgement of whether limited assistance will help a country to 
surmount its financial difficulties and resume business as usual, in 
which case it should lend, or whether lending is unlikely to have its 
effect, in which case the fund should stand aside….”70
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Crisis management, as envisaged today by the IFIs, was  
conceptualized and tailored during the financial crises of the 1990s. 
In particular, many proposals materialized as part of a broader 
approach to the design of an international financial architecture. In 
particular, the G-7 Köln summit laid the groundwork by recognizing 
the Fund’s efforts in the Asian crisis and proposing a series of 
recommendations. For debt restructuring and reduction of Fund 
programs, a series of operational guidelines were laid down, such as 
medium-term financial sustainability, the need for broad 
comparability and fairness of treatment where both private and 
institutional creditors were involved, clarity in official financing 
terms, and public disclosure of policy approaches adopted by the 
IMF. Further, the G-7 urged the Fund to continue reforming its 
specific lending facilities according to a set of principles, such as 
offering institutional support for prevention of crises, sound 
macroeconomic policy design, and the observance of standards, 
among others.71

Sovereign Debt Restructuring 

 Sovereign debt restructuring is often an alternative for countries 
with an unsustainable debt burden. This may be the only way out of 
an insolvency crisis, when the borrowing country is unable to meet its 
long-term repayment obligations. Under such circumstances, 
creditors will call in their loans and subsequent efforts such as 
standstills and creditor committees will be enacted to try and deal 
with the debt overhang of the insolvent country.72

Private creditors, however, may resist engaging in orderly debt 
renegotiations, especially if individual creditors believe they will 
obtain improved conditions if they “hold out” after a debt 
restructuring process. As such, cooperation to achieve a balanced 
distribution of responsibility and losses is often undermined by the 
pursuit of individual interests, which may harm the indebted country, 
cooperative creditors, and international financial markets.73 To 
address this problem, leading banks and financial institutions, acting 
through the Institute of International Finance (IIF), have developed a 
set of principles for debt restructuring.74
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The IIF principles are organized under four pillars that offer an 
approach to debt restructuring that will ensure stability of capital 
flows and minimize the likelihood of unmanageable market 
disruptions. The four IIF pillars are: (1) transparency and timely flow 
of information; (2) close debtor–creditor dialogue and cooperation in 
order to avoid restructuring; (3) good-faith actions in debt 
restructuring situations, and (4) fair treatment of all parties. They are 
accompanied by a set of principles and a set of recommendations that 
are based on a market-oriented approach, which would be  
nonbinding and flexible for sovereigns and creditors to adopt in the 
event of a debt crisis. 

The IMF has commented positively on the IIF principles, but it 
has also stressed that it holds a different view from the IIF in relation 
to measures that the IIF recommends for a sovereign having 
difficulties in making its debt payments. The IMF notes that the IIF 
principles recommend “that the creditor community should consider 
appropriate requests for voluntary and temporary maintenance of 
trade lines and inter-bank lines to support a borrowing country’s 
efforts to avoid a broad debt restructuring,”75 but considers this 
recommendation as problematic if linked to continued debt servicing. 
The IMF argues that creditors could decide in favor of the country’s 
request for an emergency loan if interest and inter-bank payments and 
other debts are serviced, but that such a condition may place the 
sovereign debtor in a riskier position, since the creditors’ option of 
withdrawing trade and inter-bank lines could pose the threat of a 
greater default. 

Other relevant considerations in sovereign debt management are 
linked with the conditions of IMF financing. Such financing could 
alleviate a sovereign debt liquidity crisis if the interest rate on IMF 
loans was sufficiently subsidized so as to cover the debt overhang of 
the borrowing country. The cost of subsidizing the illiquid country 
would then have to be borne by either the creditors or the 
borrowers.76 An alternative to financing would be for the firms in the 
indebted country to negotiate and sign write-downs, depending on the 
share of the debt that is private versus public and also the willingness 
of the indebted country to take over the private debt. Such a write-
down would avoid a default and the suspension of credit from private 
banks, thereby ensuring the uninterrupted flow of capital. However, 
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neither of these alternatives will be effective if IMF lending is limited 
in both the amount and speed of the bailout. If private creditors 
expect IMF subsidized funds to be available, they would have an 
incentive to withdraw funds available in the form of equity 
investment and channel these to IMF lending, since these resources 
will be bailed out if there is a crisis. Further, such positioning will in 
turn raise the return on investment, given that the expected value of 
the subsidy will be greater, and thus pose a moral hazard.77

In light of the debate over these issues, the Fund staff developed 
and proposed the Sovereign Debt Restructure Mechanism (SDRM).78

The SDRM was proposed as a tool for equitable sovereign debt 
restructuring, having the dual objectives of avoiding the risk of 
default while restoring sustainability and growth in the affected 
economies.79 It consisted of a standstill mechanism that allowed for a 
sovereign to depart temporarily from its contractual obligations to 
make debt payments in a way that would adhere to the following four 
approaches:

The debt restructuring process is initiated and maintained on the 
basis of consent by a qualified majority of creditors in each 
creditor class whose claims are being restructured, and it is 
binding on all creditors of the class.  

It eliminated the incentive for individual creditors to start 
litigation by deducting whatever they may have recovered in the 
litigation from the residual claim submitted in the restructuring 
agreement. 

It offered protection of creditor interests by including safeguards.  

It allowed for the exclusion of new financing for restructuring 
unless there is qualified majority consent by each creditor class.  

The Fund Executive Board, however, rejected the SDRM 
proposal. This action was partly due to U.S. opposition, as well as to 
the fears of many developing countries that it could affect their 
ability to raise capital in financial markets, and in particular that it 
could affect the cost of sovereign debt issuance.80  Further, it was also 
argued that SDRM would create moral hazard,81 since the availability 
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of an IMF-imposed creditor standstill could reduce the incentives for 
sovereign debtors to fulfill their contractual obligations.82

At this time, the IMF continues to offer large-scale lending 
packages in crisis situations based on the acceptance by the 
borrowing country of strict conditionality.83 These packages are 
constructed with instruments intended to offer bridge financing, such 
as the GAB, the NAB, the SRF, or the Lending-into-Arrears policy. 
None of these instruments, however, necessarily distinguishes 
between illiquidity and insolvency or addresses the specific questions 
regarding the unintended incentives and social costs they may impose 
on the debtor country or on creditor-debtor relations. Indeed, former 
Managing Director Rodrigo de Rato has recognized that a wide range 
of views exists regarding what the extent and scope of the Fund’s 
financial assistance programs should be. As a result, there is a need 
for a review of the existing instruments for crisis resolution, in terms 
of their efficiency, the limits of the Fund’s resources, and the moral 
hazard they may create in international capital markets.84

Lender of Last Resort  

The concept of the lender of last resort (LOLR) originated in the 
theoretical contributions of Thornton and Bagehot.85 The LOLR 
function has become the essential role for central banks. The growing 
importance of an LOLR function may also be considered a symptom 
of the increase in banking and currency crises in recent years, as 
these types of crises originate from a sudden loss of confidence by 
private investors and lenders in a country’s banking sector and in the 
ability of the state or sovereign agency to manage its finances.  

In addition, central banks are confronted with yet another major 
challenge that involves the collapse of a certain financial institution 
or group of financial institutions as a result of a sudden loss of 
confidence by depositors or lenders when these institutions are “too 
big to fail.” The resulting speculative attacks can threaten to infect 
the whole financial system, as well as other sectors of the economy. 
In this sense, insofar as financial crises prevail and international 
financial markets remain exposed to systemic risk and contagion, the 
need for an LOLR is justified, since it goes beyond traditional 
financial assistance activities targeting a particular country. 
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Functional Challenges of the International LOLR 

Although an international LOLR function is attractive in theory, 
its feasibility has been questioned on the grounds that there is no 
political consensus regarding what type of powers such an institution 
would exercise or who would  provide it with adequate resources. 
Since the early 1990s, the IMF has played an increasing role as a de 
facto lender of last resort, especially in the Mexican and Asian crises. 
The Fund’s performance in resolving these crises, however, was 
strongly criticized.86  There are several explanations for this criticism.  

First, it relates to the difficulty of identifying whether a financial 
crisis stems from a liquidity or solvency problem.87 The absence of a 
clear demarcation between the two types of crisis resulted in the IMF 
following a policy that had the effect of providing indiscriminate 
assistance to any member state in crisis. This created a moral hazard 
among private lenders, who perceived the private costs they had 
incurred in making investments in these countries as having been 
shifted to, and subsequently shared with, official-sector agencies.  

Ideally, the LOLR function should be exercised on behalf of 
countries that are encountering liquidity problems, rather than for 
countries with solvency problems. In offering the same type of 
assistance, the IMF does not discriminate between countries in crisis 
because of irresponsible financial management and overexposure to 
risk provoked by speculators and private-sector participants, and 
those which have fundamental shortcomings underlying their 
macroeconomic and financial management. The former generally are 
illiquid because of speculative moves, which dry out reserves and 
other assets in speedy capital exits. The latter reflect weak 
government performance in macroeconomic management, which can 
eventually result in an inability to pay or even service debts acquired 
with foreign creditors.88

Indiscriminate lending disrupts market order because private 
lenders that under normal circumstances would not lend to a 
particular country have the incentive to take the risk, since they know 
they will be eventually paid with Fund resources. Evidently, private 
creditors taking this approach increase their risk exposure beyond 
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prudent levels, thereby transferring part of their costs to the country 
acquiring the debt.  

A second reason for the inadequacy of the IMF as a LOLR can be 
seen in the peculiarities of Fund lending policies. According to 
Stephanie Griffith-Jones and Jenny Kimmis, serious problems arise 
from the timing, scale, and conditionalities of lending.89 Excessive 
focus on satisfying lending conditionalities has disregarded the 
importance of timely assistance and has resulted in burdensome and 
lengthy consultation processes with the countries in crisis, in turn 
resulting in an increased need for more funds once the actual 
assistance comes through. In addition, the way in which Fund lending 
has been based on periodic arrears poses considerable strain on 
financial recovery expectations. The inability to assess whether the 
next arrear will come through or be suspended tends to trigger 
speculative reaction in financial markets. This behavior became 
evident in the Russian and Argentinean crises, contributing to an 
even deeper downfall of those economies. 

Although the IMF tried to solve the problem of timely assistance 
through the creation of contingent credit lines in 1999 as well as with 
the Emergency Finance Mechanism and the Supplementary Reserve 
Facility, its efforts have been inadequate. It has been observed that 
the actual amount needed for liquidity assistance by most countries in 
distress exceeds the Fund’s capacities and that more funds are 
necessary.90 Furthermore, current IMF lending has a negative effect 
on market discipline. As Eichengreen states, “Repeated rescues 
create moral hazard … weakening market discipline. IMF support 
allows governments to cling to unsustainable policies even longer 
than they would otherwise do, which allows financial vulnerabilities 
to build up, leading to more severe fallout when the collapse finally 
comes.”91

A third consideration as to why the Fund is an inadequate LORL 
relates to surveillance. Rosa Lastra notes that, together with an LORL 
role, enhanced surveillance and transparency is required, in order to 
monitor supervisory and regulatory policies. In this sense, the IMF 
would need to strengthen its mandate on surveillance, contained in 
Article IV of the Articles of Agreement. In addition, the organization 
would need to develop a ratings system based on a set of parameters 
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to monitor the financial systems of its member countries.92 The Fund, 
however, began to address the surveillance concern in 2002 by 
establishing the Capital Markets Department, which has a remit for 
reviewing the financial sector policies of members and the impact of 
member financial policies on global and regional financial stability. 

A fourth critique relates to the role of an LOLR as an undisputed 
function of central banks. At the national level, this may be a lesser 
problem, as most nations have a central bank or an institution vested 
with central bank functions. At the international level, however, this 
creates a considerable array of problems concerning which institution 
should exercise this function and how much sovereignty countries 
may be willing to cede to such an international organization.93 The 
main challenge therefore lies in the political will to devise an 
effective international institution for a lender of last resort.

 A fifth, and perhaps the main, reason for contesting the IMF as 
an LOLR lies in how its differs from the approach of national central 
banks in acting as a lender of last resort. At the national level, 
emergency liquidity would usually be provided in three types of 
crises: (1) payment system crisis, (2) general liquidity crisis, and (3) 
classic liquidity crisis.94

A payment system crisis can occur when there is a breakdown in 
the payment system between central banks and the main money 
center banks. As most payments are settled through the banking 
system, it is difficult to separate the supervision of the payment 
system from the supervision of individual banks. In this regard, the 
IMF could facilitate emergency loans through GAB to large money 
center banks or central banks in countries that were experiencing a 
payment system crisis. Presently, however, as discussed above, the 
Fund does not possess the resources or the legal and political 
authority to require G10 central banks to provide reserve currency 
loans through the GAB to provide an effective intervention in a 
payment crisis.  

 A general liquidity crisis can arise from a collapse of the 
financial markets in the form of a stock market collapse or a loss of 
confidence by banks and investors in each other. The central bank 
can inject liquidity to the market through open market operations, 
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which involves the central bank entering repurchase agreements for 
the debt securities of major financial institutions in order to increase 
the supply of money into the banking system. This can in theory lead 
to a reduction of interest rates on the loans made by banks to each 
other in the short-term loan market. During the 2007 world credit 
crisis, the ECB used open market operations to enter repurchase 
agreements with major Eurozone banks in order to make more 
liquidity available to the Eurozone financial system. Presently, the 
IMF lacks the legal authority and the institutional capacity  to 
conduct open market operations in this manner to inject liquidity into 
its member states  

 The classic response to a market liquidity crisis involves an 
individual financial institution providing sound collateral to the 
central bank in return for an emergency loan at a penal interest rate. 
The central bank’s objective is not to cure a problem originating in 
the broader financial markets (e.g., the payment system), but rather to 
address the short-term financial difficulties of an individual bank 
whose illiquidity could potentially spread to other banks and to the 
broader market. In the EU, national central banks and supervisory 
authorities and finance ministries are responsible for deciding 
whether to provide emergency lending based on good collateral.95  In 
this capacity, the central bank is providing a service in its capacity as 
a “banker’s bank.”96 These institutional attributes and capacities are 
what the Fund presently lacks.  

Private-Sector Involvement 

Critiques of the current state of crisis management also voice 
concerns about private-sector involvement. The IMF’s financial 
assistance, as well as that of other IFIs, does not apply to the private 
sector.97 As such, a private-sector crisis, such as a banking crisis, will 
only receive assistance once the country’s authorities decide to 
assume part of the private-sector’s obligations and apply for financial 
assistance in order to cancel the private-sector debt. Further, the Fund 
has abstained from involving the private sector by directly lending to 
it to resolve a crisis, though proposals for extending financial 
assistance to the private sector already exist.98
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Proposals to assist the private sector directly were made at the 
Köln Summit in 1999, where government and central bank 
representatives envisaged a framework for involving the private 
sector in crisis resolution. The focus was on cooperative solutions to 
manage crises with communication and dialogue. This approach was 
intended for creditors and debtors in the financial sector, as well as 
for countries and other market participants in the broader financial 
system. Several principles were suggested to address risk and 
responsibility sharing, adequate risk assessment, debt financing and 
payment, and equal treatment of private creditors and claims, seeking 
effective dialogue, cooperation, and market-based solutions.99

In 2000, at the G7 summit in Fukuoka, Japan, heads of state 
further clarified the particularities of private-sector involvement in 
crisis prevention and resolution. The proposals called for operational 
guidelines to enhance IMF lending program and a facilitative role in 
mediating negotiations between private creditors and sovereign 
debtors. Specifically, the proposals distinguished between the 
functions of the IMF and the Paris Club by stating that “in cases 
where a contribution from official bilateral creditors (primarily the 
Paris Club) is needed, the IMF financing plan would need to provide 
for a broad comparability desired and achieved between the 
contributions of official bilateral and private creditors. The Paris 
Club, if involved, should of course continue to assess the 
comparability desired and achieved between its agreement and those 
to be reached with other creditors.”100 Since then, the IMF has 
recognized the efforts of the Paris Club to foster support for  
consultation and coordination procedures between official and 
private bilateral creditors.101 However, the way that the Fund can 
respond to a financial crisis distinguishes it from that of private 
creditors in terms of speed, form, process, and comparability of 
restructuring.102 Further, joint consultations between the Paris Club 
and the IMF in seeking to improve the process of restructuring have 
led to the proposition of alternative solutions in cases where both 
official and private claims are significant.103

The involvement of the private sector in supporting a country in a 
financial crisis should be encouraged on efficiency grounds because 
private-sector foreign investors often do not calculate the full social 
costs of their risky investments and therefore have an incentive to 
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invest too much speculative short-term capital in countries with 
inadequate regulatory institutions and fragile financial systems. To 
address this problem, academics and policymakers have advocated 
various mechanisms of private-sector involvement in crisis 
prevention and resolution that takes the form of “bailing in” the 
private sector or “burden sharing.”104

The best approaches for involving the private sector should be 
determined on a case-by-case basis and take into account such factors 
as the severity of the crisis, the type of debt instruments issued and 
their term structure, the extent of foreign exchange exposure, and 
whether the state appears to be  suffering a liquidity or solvency 
crisis. Indeed, Goodhart has noted that because financial crises have 
gone beyond the scope and abilities of central banks, their 
management cannot solely depend on these institutions. He also 
notes, however, that private-sector participation in the form of 
assistance is by far more challenging than before, given the incentive 
structure against financial assistance in the private sector. He argues 
that “multinational banks will claim that the home country forces, 
whether shareholders, regulators, or their own domestic law, prevent 
them from risking their own capital in any co-ordinated rescue 
exercise in another country. If the multinationals will not play, then 
competition will prevent the domestically headquartered banks from 
doing so either.”105

Previous efforts to involve the private sector in crisis prevention 
and resolution have been inadequate, and the absence of an effective 
framework that involves creditors in negotiations on debt relief 
schemes and crisis management undermines financial stability. Not 
only is the allocation of responsibilities and risk burdens absent, the 
needed dialogue for fostering accountability and benefiting from 
private-sector expertise in crisis management so far remains a lost 
opportunity. Perhaps the Fund could play a more active role in 
coordinating the involvement of private-sector actors, in order to 
assume more of the responsibility of managing the risks of financial 
crises.
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Alternatives to Current and Future Financial Assistance 

Various alternatives to Fund lending programs have been 
suggested, including (1) presumptive lending limits on IMF lending; 
(2) standstills to protect a country and lend into arrears (e.g., bridge 
financing); (3) approved debt roll-overs with a penalty for liquidity 
shortages; (4) enforcement of collective-action clauses. 

Presumptive Lending Limits

Presumptive lending limits are viewed as more efficient 
alternatives to Fund lending programs because they address the moral 
hazard problem that became apparent in the Mexican and Asian 
crises in the 1990s, where Fund rescue packages were much greater 
than the actual quotas maintained by these countries with the Fund. 
Generally, Fund bailout programs would total, at the maximum, 100 
percent of a country’s quota, but in the Mexican and Asian crises, 
rescues packages amounted to between 500 and 700 percent for 
Mexico and approximately 1,900 percent of the actual quotas of 
Asian members. Eichengreen has suggested that the Fund should 
apply lending limits that aim to maintain the 100 percent rule in the 
first year of the bailout while committing a maximum of 300 percent 
for a whole lending program. The goal would be to restore the belief 
among foreign investors that the Fund would not continuously offer 
financing for a debtor country after it exhausts its Fund quota and 
will not provide indefinite support in the event of a prolonged or 
recurring crisis.106

This approach, however, may be more difficult to implement than 
envisaged. Though financial assistance is determined on the basis of 
quotas, so too are voting powers on the Fund’s Executive Board. 
Current quotas may not reflect actual or potential country needs of a 
bailout. Such differentiation could pose difficulties under systemic 
risk and contagion, or may actually favor some countries more than 
others, thus inadequately targeting the impact of a given financial 
crisis. In addition, reviewing current quotas would pose an immediate 
conflict of interest among IMF members seeking to maintain the 
voting status quo.107
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Finally, although setting limits on financial assistance may be the 
optimal solution, ultimately the question of credibility remains an 
issue. There is no point in establishing such limits if the IMF waives 
the rule, no matter how well justified additional financing in a 
particular case may be. 

Temporary Payment Standstills 

Temporary payment standstills (standstills), either sanctioned or 
endorsed by the IMF, are considered an alternative to current 
financial bail-outs in the event of a liquidity crisis. If a country were 
suffering from capital flight, a Fund-imposed standstill on debt 
payments could give the country enough time to seek an orderly 
solution, which could allow creditors adequate time to coordinate 
their actions and to allow the state debtor to make the necessary 
commitments to undertake economic reforms.108 This would reduce 
the risk of precipitating a solvency crisis because of creditor runs, 
and provide for the opportunity of corrective and timely action. In 
addition, the IMF could provide bridge financing during the time of 
the standstill in order to stabilize the economic situation. 

An alternative could also be to shift the sanctioning power of 
standstills to an independent institution, other than the Fund, 
allowing for a clear separation of the financial assistance role of the 
Fund from the actual decision to impose a standstill on debt 
repayments. Another variant on this approach might involve the 
sovereign borrower declaring the standstill, subject to approval by an 
independent international panel. Negotiations for debt rescheduling 
between the sovereign borrower and the creditors would be limited in 
time and subject to terms imposed by the panel if no agreement were 
reached within a given period. Under this approach, the IMF could 
simply endorse the standstill, which was imposed by another 
institution, in order to send a message of stability and credibility to 
the markets, and follow its endorsement with bridge loans that could 
stabilize the debtor country during the standstill.  

Debt Roll-overs with a Penalty for Liquidity Shortages 

A debt roll-over envisages the incorporation of clauses in debt 
contracts that allow for a one-time-only opportunity to defer the 
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interest payments while rolling over the principal debt. The debtor 
wishing to roll over debt would pay a penalty fee and would have a 
deadline to pay the deferred service (e.g., ninety days).109 This 
alternative presumes that the problems of liquidity could be solved by 
providing an extension of the period for servicing the debt. As with a 
standstill, the period during which the country is waived from its debt 
payments allows for corrective action and a return to stability in the 
market (i.e., speculative creditor reactions). If the sovereign’s 
payment difficulty, however, were of a solvency nature, such a 
mechanism would only offer a truce for initiating negotiations for 
major debt restructuring and a bail out. 

Collective Action Clauses  

Following the Fund’s rejection of the SDRM, the collective-
action clause (CAC) in sovereign bond contracts has emerged as an 
effective device to allow sovereign debtors and their bondholders to 
renegotiate the terms of their payments and possibly to restructure 
their debt in the event of payment difficulties. Traditionally, most 
sovereign bond contracts have been governed by New York law and 
usually contained clauses that required a bond issuer to obtain 
unanimous consent from all bondholders of a particular class of 
bonds before a change in payment terms could be agreed upon. Bond 
contracts under New York law made it difficult for sovereign debtors 
to restructure repayment terms because a single creditor (or small 
group) could object to the proposed renegotiated terms and block any 
restructuring. For instance, a small group of bondholders could hold 
out and attempt to enforce repayment under the original terms of the 
contract, while at the same time a majority of bondholders were 
negotiating with the sovereign debtor for a restructuring that might 
lead to a reduction in the principal or interest rate. By contrast, bond 
contracts under English law usually contain CACs that allow the 
issuers of the bonds to restructure the payment terms of the principal 
and interest if they can persuade the bondholders who hold a super-
majority of the value of the class of bonds to vote for the 
restructuring.110

CACs offer a flexible mechanism for debtors and bondholders to 
renegotiate payment terms and provide an incentive for all 
bondholders to participate in restructuring negotiations and not to 
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ride free on the willingness of other bondholders to renegotiate their 
claims.111 CACs also ensure a more orderly and coordinated action by 
bondholders if the servicing or payment of debts is disrupted. As 
mentioned above, it incentivizes bondholders to act in unison, 
eliminating the incentive of a few bondholders to institute litigation 
at the expense of the majority of bondholders. The advantage of 
CACs lies in their transparency, since creditors are bound to proceed 
in a particular manner in the event of a suspension of debt payments, 
as specified by the clause. By vesting the power to file suit in the 
hands of a trustee, and eventually also the decision to initiate buy-ups 
and distribute the proceeds of such buy-ups among the creditors, 
these clauses offer additional predictability and lower the levels of 
uncertainty for creditors, since the trustee will be expected to act for 
the benefit of all creditors bound by the clause.  

However, the incentives for some bondholders to abstain from 
participating in collective restructuring remain high, as dissident 
bondholders may try to enforce their claims in sympathetic 
jurisdictions. Further, the proliferation of bond holders in sovereign 
debt markets points to a greater number and diffusion of creditors, 
and, given the shift away from syndicated commercial bank lending 
to direct issuance of debt instruments, has resulted in a sophisticated 
secondary market of tradeable sovereign debt instruments. Finally, 
changes in legal systems have weighed in favor of more litigation, 
where limitations on “sovereign immunity” allow creditors to bring 
civil actions to recovers damages or to enforce specific performance 
in foreign courts. This partly explains why CACs, though potentially 
effective, may be increasingly difficult to implement because of the 
ability of individual bondholders to bring their claims against debtor 
states in court.112

Nevertheless, CACs are being used in a growing majority of bond 
contracts under both English and New York law, and represent a 
flexible market-based approach to addressing the problems faced by 
countries experiencing liquidity crises and other types of payment 
difficulties. Notwithstanding the difficulties, international bodies 
have proposed modified CAC structures.113 Also, other jurisdictions 
outside New York and England are adopting modified CACs in their 
international sovereign bond contracts.114
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Although the above proposals have addressed many of the 
challenges of building a durable institutional and legal framework to 
govern the LOLR function, each proposal contains inherent flaws 
that range from enhancing the powers of the Fund beyond what 
would be acceptable in today’s international political climate to the 
misalignment of incentives between creditors and debtors in the 
proposal for an SDRM. The CAC approach creates incentives for 
bondholders and the sovereign to renegotiate payment terms in light 
of changes in the economic environment and provides an effective ex
ante set of rules for bondholders to coordinate their actions for the 
benefit of a super majority of claimants. Nevertheless, greater 
coordination in the provision of, and access to, liquidity on a cross-
border basis is needed to support a crisis-management situation, 
especially where a sovereign’s debt exposure is denominated in one 
or more of the reserve currencies of G10 countries for which it does 
not have central bank support. This becomes particularly important in 
a financial crisis when a sovereign debtor or a large financial 
institution in its jurisdiction loses the ability to make current 
payments on its liabilities and therefore is in need of emergency 
funding for a short period of time until investor and/or depositor 
confidence is restored. The premise for such emergency lending is 
that the debtor state or bank is simply illiquid and not insolvent. The 
following section argues for a revised GAB framework that would 
support the Fund in providing a more effective international lender of 
last resort.

The Need for Multilateral Coordination of                   
Central Bank Intervention 

Recent non-G10 sovereign debt and banking crises (Mexico 
1994–95, Russia 1998, and Argentina 2001) demonstrate that the 
Fund does not have adequate resources to act on its own in stemming 
a financial crisis or, in particular, to play the role of lender of last 
resort. Fund negotiations with G10 countries such as the United 
States to obtain reserve currency financing for non-G10 sovereigns in 
a crisis is ad hoc and often results in delayed disbursement of badly 
needed liquidity, which has led in many cases to a deepening of the 
crisis. Moreover, there is a concern regarding the adequacy of the 
Fund’s resources to deal with a full-blown financial crisis that occurs 
on a regional or global basis. Only with the support of one or more of 
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the G10 central banks could the Fund preempt or stabilize a crisis in a 
large developing country (e.g., Mexico) or in a country with a large 
financial sector. Although the Fund’s authority is clear regarding how 
it would intervene to stem a crisis in a member state, its role is not so 
clear regarding how it would raise capital in a major financial crisis 
where its own resources were inadequate and it would be required to 
obtain resources from the central banks of the G10 countries.  

It is essential to ask what type of institutional framework could 
be devised to address a financial crisis caused by a sudden loss of 
investor confidence in a country or region’s economy and a resulting 
need to provide liquidity assistance to sovereign debtors whose cost 
for accessing international capital markets has become prohibitively 
high. Specifically, how might the Fund coordinate an emergency 
financial rescue of an ailing sovereign debtor? It does not have the 
resources to act on its own; rather, it would have to coordinate with a 
group of central banks from reserve-currency countries and agree on 
procedures and obligations to ensure that adequate liquidity can be 
made available to a sovereign borrower or state-owned or controlled 
bank that cannot meet its obligations. How might a group of central 
banks share responsibility for providing liquidity support to a 
sovereign debtor whose access to foreign lending in reserve 
currencies has been drastically curtailed because of an external shock 
to its economy or imbalance in its own economy or financial system? 

As described earlier, since 1962 the GAB has allowed the G10 
countries to voluntarily lend to one another and to other IMF 
members by lending reserve currencies to the Fund, which in turn  
would make these funds available through exchange transactions or 
stand-by arrangements to a GAB participant that was experiencing 
imbalances in its current or capital accounts. In 1998 the New 
Arrangements to Borrow was adopted that allows NAB participants, 
of which there are 26 (including GAB participants), to lend their 
currencies to the Fund if a special majority approves the Managing 
Director’s proposal for calls to lend and the Executive Board 
approves. As with the GAB, however, a NAB participant does not 
have a legal obligation to lend its currency to the Fund in proportion 
to its pre-existing credit arrangements for the benefit of a country in a 
financial crisis. This creates legal uncertainty precisely at a time 
when there needs to be stability of expectations on the part of foreign 
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investors that an ailing state is able to access emergency loans to 
stabilize a liquidity crisis or to prevent a further deterioration of its 
finances.

On the few occasions when GAB participants have loaned their 
currencies in response to the Fund’s call for loans, the Fund was 
borrowing the currencies to support another GAB participant that was 
experiencing persistent current account or fiscal deficits.115

Generally, non-GAB participants (non-G10 countries) have not been 
able to borrow assets through the GAB and have had instead to 
borrow from other, more limited, Fund lending programs. In the 
NAB, however, any IMF member is able to borrow from NAB 
countries (which includes GAB countries), but must be supported by 
the Managing Director and approved by the Executive Board. 
Moreover, even if the Managing Director proposes a call for loans 
from NAB countries, individual NAB members are not legally bound 
to lend. Despite the large number of banking and currency crises that 
have occurred since 1998, only one call for loans under NAB was 
approved—to Brazil in 1999. As with the GAB, the NAB has been 
underutilized as an international lender of last resort.  

The GAB and NAB processes have suffered from a lack of legal 
stability due to the absence of a legal obligation of GAB and NAB 
participating countries to lend their currencies once the Fund has 
approved a call for loans. This chapter argues that the Fund can play 
an enhanced role in serving as the intermediary through which 
developed-country central banks can lend to developing countries to 
prevent or stabilize a financial crisis. In doing so, the Fund can act as 
payment agent for disbursing funds on behalf of the G10 countries 
and by exercising enhanced surveillance over non-G10 countries that 
borrow reserve currencies in a crisis. This can only be accomplished 
by establishing a transparent institutional framework through which 
the Fund would act with G10 central bank support along with 
enhanced legal certainty regarding the Fund’s authority to coordinate 
central bank intervention in a sovereign debt or other financial crisis. 

An important aspect of the Fund’s inability to intervene 
decisively in a crisis are the political and legal uncertainties regarding 
the willingness and obligation of GAB participants to provide 
adequate resources to the Fund so that it can preempt an impending 
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crisis. A major weakness in the GAB and NAB in confronting 
modern financial crises is that the consultations and decision making 
by GAB participants and with the Fund and its Executive Board can 
be time-consuming and, if there is a proposal for calls, involve 
extensive negotiations between the Managing Director and each GAB 
participant in order to decide the allocation of GAB lending to 
individual members. Once an announcement is made that a 
commitment to lend is in place, an individual participant that did not 
vote with the special majority does not have to participate in the call. 
Moreover, a participant that commits itself to participate in the call 
can later decide to withdraw upon giving notice to the Managing 
Director and other GAB participants that its involvement will have an 
adverse impact on its currency reserves or create other significant 
economic imbalances. There are no specific tests to determine 
precisely what a participant has to prove in order to refuse, or 
withdraw from, participation in the call. Under both the GAB and 
NAB, the participants appear to exercise almost complete discretion 
whether to participate in a call for loans with the exception that they 
have an obligation to engage in consultations and to notify other 
participants and the Fund of any change in the circumstances that 
affect their decision either to be involved or not.  

The GAB framework should be amended to enhance the legal 
certainty of the lending obligation of a GAB participant once the 
Fund makes a determination that a financial crisis or impairment of 
the international monetary system is occurring, and when that 
determination has been supported by a majority of the Executive 
Board. Once the Managing Director has consulted with the GAB 
participants and the Executive Board, and obtained a majority 
approval from the Executive Board and a special majority of the 
GAB, the Fund could compel GAB members to lend in proportion to 
the relative amounts of their credit arrangements.  

Each time lending is requested, a G10 central bank would be 
designated to take the lead in coordinating the provision of reserve 
currencies from other G10 countries to meet the specific needs of the 
crisis. The Fund would consult with GAB participants to determine 
which participant should take the lead in lending to the Fund and in 
possibly encouraging others to lend to the Fund. An important 
criterion for determining which participant should take the lead in 
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lending for a bailout would be the portion of that participant’s 
currency that was denominated in the debt instruments issued by the 
ailing sovereign debtor and/or any related state-owned corporations. 
For example, if a state defaults on debt instruments of different 
classes that have a value in denominated currencies of US$60 
million, CH30 million, and £10 million, the Fund should ask the U.S. 
participant to coordinate the lending effort because more than half of 
the value of the debt instruments are denominated in U.S. dollars. 
Moreover, there would be a presumption that each participating 
central bank would lend a portion of the emergency loan that 
amounted to the relative share its currency composed of the defaulted 
debt instruments. The relative portion of each participating central 
bank’s exposure would be valued in Special Drawing Rights 
(SDRs).116 Only in exceptional circumstances—where, for example, a 
designated participant could show that by lending according to the 
formula it would have an adverse effect on its capital or current 
account—would it be excused from its proportional responsibility. 
This would promote more transparency in the Eurocurrency markets 
and create incentives for participants that issue their currencies to 
oversee and supervise the trading book of financial intermediaries 
that use their currencies in cross-border debt investment.117

In addition, an enhanced GAB framework would require some ex
ante regulatory safeguards that members should undertake to be 
eligible for GAB financing. All countries seeking GAB support 
would be required to have their economies and financial sectors 
subject to enhanced surveillance and oversight by the Fund so that 
more market information is available to foreign investors about these 
countries’ financial markets. Moreover, there would be a requirement 
that states seeking GAB assistance purchase credit-risk protection in 
advance, which could take the form of sovereign credit default swaps 
or other synthetic credit derivative instruments.118 The Fund could act 
as an agent in selling the credit-risk protection on behalf of a private-
sector financial intermediary or by directly providing the credit 
protection itself. Moreover, it could approve and monitor the 
provision of credit-risk insurance by third-party intermediaries to 
sovereign debtors. In return for complying with these ex ante 
safeguards, a member state would be eligible to access GAB 
members’ currencies by conducting exchange transactions or stand-
by arrangements with the Fund.  
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Finally, the GAB and the NAB should be consolidated so that 
their credit arrangements can be pooled and enhanced to at least SDR 
100,000 million. The new GAB framework would apply the same 
rules regarding lending and consultations and repayment 
requirements to all of its participants and to all IMF members who 
obtain resources through the new GAB lending arrangements. All 
participants and nonparticipants in the funding framework would be 
subject to the same requirements regarding conditionality and 
economic restructuring, which the Fund may impose in its discretion. 

Devising an effective international institutional arrangement to 
cope with or forestall an impairment to the international monetary 
and financial system requires that the cross-border dimension and 
externality of financial risk be controlled. As discussed above, 
sovereign debt crises raise serious concerns for international 
economic policymakers because of the threat that the financial failure 
of a sovereign or a large state-managed banking system could create 
significant spill-over effects on other economies and financial 
systems. Addressing these threats to financial stability in a way that 
promotes the treaty objectives of the Articles of Agreement, while 
still adhering to the more narrow objectives of maintaining currency 
stability for GAB participants, requires that the Fund play the role of 
intermediary and monitor in the provision of emergency liquidity 
assistance to a member country. This would involve devising ex ante
disclosure standards and financial practices for states to enhance their 
credibility with foreign investors. The Fund would also take on a 
more robust role in monitoring the global financial system and 
members’ economic and financial policies, but it would recognize 
that the sources of market failure can vary from country to country 
and that a one-size-fits-all approach to economic and financial policy 
should be replaced with a more flexible surveillance function that 
dispenses with strict conditionality and allows states to experiment 
with different economic policies and regulatory approaches.  

Moreover, it is necessary to enhance legal certainty in a 
consolidated GAB and NAB framework—GAB II—to ensure that if a 
financial crisis occurs and a sovereign is suffering from a liquidity 
problem, the Fund can access adequate G10 or GAB/NAB 
participants’ currencies by making calls for loans which, if approved 
by a special majority, would oblige all GAB II participants to make 
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loans according to a pro rata portion of the relative sizes of their 
credit arrangements.  

Devising an institutional and international legal framework to 
address these issues would not involve a substantial reform and 
modification of the present international financial regulatory and 
legal regime. For instance, Article VII (1) of the Articles of 
Agreement provides the IMF with authority to negotiate agreements 
with its members to borrow capital to support Fund objectives. It was 
pursuant to this authority that the original General Arrangements to 
Borrow was agreed to in 1962, so the Fund could borrow the 
currencies that were being used increasingly for cross-border capital 
transactions in order to lend them to other G10 countries to cover 
their economic imbalances. The GAB, however, was not available to 
non-G10 countries, mainly because when it was adopted strict capital 
controls were still in force in most countries and there was little need 
for these countries, which had not liberalized their capital and current 
accounts, to borrow reserve currencies. In today’s liberalized and 
globalized capital markets, however, all developed countries and 
many developing countries and emerging market economies have 
adopted some form of capital account liberalization, which means 
they are exposed to potential imbalances in the capital account that 
can shift quickly because of a change in investor sentiments. These 
countries therefore are in need of an emergency financing mechanism 
that would allow them to borrow currencies for which they have 
liabilities in the capital account and to finance substantial imbalances 
in the current account.

Conclusion

The IMF is confronted with demands to change its policy of 
“replacing private capital flows” to one of “dealing with market 
failures in private markets.” The main challenge before the IMF is the 
definition of its role in managing a financial crisis. Specifically, the 
question has arisen whether it should lend to sovereign debtors or 
large systemically important banks to help resolve an insolvency or 
liquidity crisis. If so, should the Fund lend into arrears in order to 
provide temporary liquidity to stabilize a crisis, especially in today’s 
globalized capital markets, when it has inadequate funds at its 
disposal?119 In the area of crisis management, the main challenges for 
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the IMF are, on the one hand, coordinating policy with the G-7, the 
Financial Stability Forum, the G10 central bankers, and financial 
regulators in order to share responsibility for bail-outs and guarantees 
from the IMF to central banks; and, on the other hand, playing the 
role of broker in assisting sovereign debtors by liaising with private 
creditors and central bankers to find alternative sources of liquidity in 
order to stabilize a financial crisis.120 The first task involves being a 
full actor; its second task is that of a facilitator. Under either 
approach, the Fund will have to accept a more limited role in directly 
intervening in financial crises and in using its lending activities as a 
policy instrument to bring about economic and financial reform. 

The IMF’s existing lending programs were adopted in the late 
1990s, along with other emergency programs for liquidity assistance. 
But most of these programs have been underutilized by non-G10 
sovereign debtors in need of emergency lending because of strict 
conditionality requirements that have often resulted in poorly 
designed economic policies and financial sector reform. The chapter 
therefore proposed the following steps to establish a more proactive 
role for the Fund in promoting financial stability by enhancing its 
facilitative role as a lender of last resort.  

First, the ex ante role would involve the Fund requiring that 
sovereign debtors comply with the disclosure requirements of 
Fund programs such as the General Data Dissemination 
standard. Also, to be eligible for emergency lending under 
the GAB framework, the Fund would facilitate and require 
the purchase by its members of credit-risk protection on their 
bonds or other debt instruments and loans.  

Second, the Fund’s role in crisis resolution would be to 
coordinate access to reserve currency assets by consolidating 
the GAB and NAB into one credit arrangement and increase 
the aggregate credit amount available to borrow to SDR 
100,000 million. Once the requirements for making a call for 
loans are fulfilled, each participating country (or regional 
organization) would have an obligation to lend a proportion 
of the call that reflected the proportion that its currency 
constituted in the defaulted sovereign debt instruments. The 
country or participating central bank with the largest 
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percentage would take the lead in coordinating the other 
lending participants. The Fund would play a facilitative role 
in providing technical advice regarding how the loans should 
be disbursed to the sovereign debtor.  

Although these proposals do not significantly enhance the Fund’s 
role in overseeing and maintaining financial stability, its key role as 
an intermediary in the provision of credit-risk insurance and in 
accessing emergency reserves from G10 countries keeps it at the 
heart of the international monetary system.  

These proposals set forth a realistic role for the Fund to play in 
contributing to financial stability and assisting countries to borrow 
reserve currencies during a financial crisis. Moreover, these 
proposals would only require an amendment of the GAB and not the 
Fund Articles of Agreement. Under this approach, the Fund would 
facilitate the provision of emergency financing, and there would be a 
principled framework for allocating financial responsibility among 
G10 countries and institutions so as to coordinate the disbursement of 
reserve currencies to an ailing sovereign debtor through the Fund. 

Finally, these suggested reforms are based on economic and legal 
theories that support the role of international economic law in 
regulating the negative externalities (or social costs) of international 
economic activity. In this regard, creating a more effective 
international lender of last resort to control the social costs of 
sovereign debt failure necessitates a Bagehot-like institution to play 
an effective role in providing reserve currency loans to sovereigns 
during liquidity crises. The GAB framework potentially allows the 
leading developed countries, acting together, to play the role of 
international lender of last resort by acting through the Fund to 
minimize the social costs of sovereign debt failure.  
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effectively its role in the international monetary system, the main 
industrial countries have agreed that they will, in a spirit of broad 
and willing cooperation, strengthen the Fund by general 
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under a stand-by or extended arrangement only after consultation 
with Executive Directors and participants.  
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