At issue: Trip wires and speed bumps in service of global
financial stability: A proactive role for the IMF

Under the current IMF strategic review, a "review of the effectiveness of the Fund's
instruments to facilitate crisis resolution" is planned. Ilene Grabel, Professor of International
Finance at Denver University, argues that the Fund must move from being a reactive institution
to being a pro-active one. The IMF should use its technical expertise to mitigate the risks that
culminate in financial crises, involving a programme of 'trip wires and speed bumps'.

Since the 1990s,finanda crises in developing counties have
become both more frequent and more severe. The interconnected
naure of finanda markets means tha finandal crises easily
spread acrossnaiond bordes. By now, there isincontrovertible
evidence tha finanda crises imposesignifi cant econonic, polit-
ical and soda cost on developing counties. Trip wires and
speed bunpsare straightforward, transpaent policy toolstha can
be usal to identify and mitigate finandal risks as soonas they
become appaent to the IMF and to naiond policy makers.

Trip wires are atype of diagnostc tool, indicators of vulnera-
bility that can illuminae the speeific risksto which developing
econorries are exposal. Among the most significant of these
vulnerabilities are therisk of large-scale currency depreciations,
therisktha investorsand lenda's may suddely withdrav capital,
and the risk tha the depreciation of the local currency or an
increasein thecostof new foreignloanswill makeit morediffi cult
for a developing county to repay its exisiing obligations to
internationd lendes.

Currency risk refersto thepossbility tha acounty'scurrency
may experience a sudde, significant depreciation. It can be
approximated by theratio of reseves hdd by the govanment
to shortterm externd obligaions (the sum of accumulated
foreign portfolio investment and shortterm hard-currency
denominated foreign borrowing); and the ratio of reseves to
the current accountddfi cit (the excessof imports over exports).

Fragility risk refers to the vulnerability of an economny's
borrowesto shokstha jeopadisether ability to meet current
obligaions.Fragility risk occurswhen borrowesfinance long-
term obligationswith shortterm credit, causingwha istermed
maturity mismatch. This leaves borrowes vulnerable to
changesinthesuppl of credit. A proxyfor maturity mismatch
could be given by the ratio of shortterm debt to long-rm
debt.

Lender flight risk refers to the possbility that private, bi-, or
multi-lateral lenders will call loans or ceasemaking new loans
in theface of perceived difficulty. An indicator of lende flight
risk is the ratio of reseves to private and bi-/multi-lateral
foreign-aurrency denominated debt (with shortterm obliga
tionsreceiving a greater weightin the calculation).

Portfolio investment flight risk refers to the possbility that
investors in a county's stock and bond markets will sdl off
theasses in ther portfolio, causing aredudion in asse prices
and increasing the cost of raising new soures of finance.
Vulnerability to theflight of porffolio investment can bemeas-
ured by theratio of total accumulated foreign portfolio invest
ment to grossequity market capitalisaion or grossdomestic
capital formation.

Speed bumps are narowly targeted, gradud changes in
policies and regulations that are activated whenever trip wires
reveal vulnerabilities in the economny. It would be the task of
policymakers within their own counties to work with the staff of
the IMF to establish approprite thresholds for each trip wire,
taking into accountthe county's particular characteristics and its
unique vulnerabilities. Critical values for trip wires and the
calibration of speed burmps would be revised over time in light
of experience, changes in the econony, and improveaments in
insitutiond and regulatory capecity.

Sensitive trip wires would alow policymakers to activate
graduaed speed bunmps at the earliest sign of heghtened risk,
well before conditions for nvestor panic had materialised. When
atrip wire indicates tha a county is approahing trouble, poli-
cymakers could then take steps to prevent crisis by activating
speed bunps. The speed bunp mechanism provides a meansto
manage measurale risks, reludng the possbility that theserisks
will culminate in a crisis. Speed bunps affect investor behaviour
directly (e.g., by forcing them to unwind risky postions, by
providing them with incentives to adopt prudent financing strat-
egies) and indirectly (by redudng ther anxiety aboutthefuture).
Togeher, thar effects mitigate the likelihoodof crisis.

Trip wires and speed bumps in practice

Currency risk @an bemanaged through ativation of sped bunps
tha limit the fluctudion of the domestic currency value or that
restrict currency convetibility. For nsiance, the govenment can
manage convatibility by requiring tha thosesesking accessto
the currency apply for a foreign exchangelicence. This allows
authorities to influence the pace of currency exchanges and
distinguish among transactions based on the degree of currency
andfinandal riskassodated with thetransaction. Thegovenment
can imposeor strengthen foreign exchangelicensing as a type of
speed bump whenever trip wires indicate the early emergence of
currency risk. It is important to note tha the IMF's Articles of
Agreement provide for this type of sdective convatibility.
Policymakers would monitor a trip wire tha measures the
econony's vulnerability to the cessdion of foreign lending. If
the trip wire approached an announed threshol, policymakers
could then activate a graduaed speed bunp tha precluded new
inflows of foreign loansuntil circumstances improved. Alterna
tively, aspeed bunp mightrely uponthetax sysem to dismurage
domestic borrowes from incurring new foreign debt obligations
whenever trip wires indicated tha it would be desirable to slow
the pace of new foreign borrowing. In this scenario, domestic
borrowes might pay a fee to the government or the central bank
equd to a certain percentage of any foreign loan undetaken.
This surcharge mightvary based onthe structure of theloan, sut
tha loanstha involve a locationd or maturity mismatch incur a
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highe surdhage Surcages mightasovary based onthelevel
of indebtedness, such tha borrowes who aready hold large
foreign debt obligaions face highe surcdages than do less
indebted borrowes. This would encourage borrowes to use
(untaxed) domestic soures of finance. Surdharges might also
vary according to the type of activity tha was being financed.
Forinstance, borroweas mightbeeligible for apartial rebate when
loans are usel to finance export-oriented produdion.

If atrip wirerevealed tha acounty was particularly vulnerable
to thereversd of porffolio investment inflows, a graduaed seies
of speed bunps wout sbw the entrance of new inflows unil the
ratio falls either becausedomestic capital formation or grossstock
market capitalisaion increasaed sufficiently or because foreign
portfolio investment falls. Asped bunp on porfolio investment
would slow unsusainable financing paternsuntl alarger propor-
tion of any increasein investment could befinanced domestically.

Guidelines for designing speed bumps

Speed bunps that goven inflows are preferable to thosetha
goven outflows becausethey exert thar effects at times when
the econony is attractive to foreign investors, and so are not as
likely as oufflow restrictions to trigge investor panic. Inflow
restrictionsalsoreduce thefrequency with which outflow controls
mustbeusad, andther magnitude Outflow controlscan beusdul
during imes of heghtened vulnerability, especialy if the goven-
ment uses the breasthing room to make changes in policy or to
providetime for an investor panic to substde Malaysia's suaess:
ful useof temporay controls onoutflowsin 1994and 1998shows
that temporay outflow controls can protect the econony from
cross-bordecontagion risk in times of heightened finandal risk.
Graduaed, modest, and transpaent speed bunps can addressa
finandal risk before it is too late for regulatorsto take action.

Shoul speed bumps be automatic (i.e., rule based) or subpct
to policymaker disaetion? Automatic speed bunps have the
advantage of transpaency and certainty, attributes tha may be
paticularly important to investors. They alsohave lower admin-
istrative costs. But disaetionay spesd bumps have advantages,
too. They provide regulators with the opporunity to respondto
subte and unigue changes in the internaiond and domestic
environment. However, disaetionay speed bunmps have highe
administrative costs and require a greater level of policymaking
capecity. The mostprudent answe to the question of disaetion
istha there is no single, ideal framework for speed bunpsin al
developing counties. In generd, the besttha can besdd is tha
speed bunmps shout be largdy automatic and transpaent in ther
opeation, thoughthis does not mean tha regulatorscould or even
shoutl be expected to eliminae all disaetion in the activation of
speed bunps. ltis thetask of heIMF and ndiond policymakers
to determine the appropriete badance beween automatic and
disaetionay speed bunps,paticularly inlightof their assessnent
of immediate technical capecities.

Responding to skeptics

Conaern #1: Unpredictability and volatility of cross-boder
andbr cross-airrency capital flows.

Thisapproah to policy respondgrecisdy to thisconaern. Rather
thantryingto doabetter jobof predictingwhat cannotbepredicted
(i.e, finendal flows in unrgulated globd finanda markets), his
approah manages and 'domesticates’ otherwise unruly flows.

Concern #2: Theactivation of trip wires and speed bumpsmight
trigge the very instability that they are designed to prevent.

This conaern does not take account of the possbility that if an
econony is lessfinandaly fragile by virtue of a trip wire-speed
bunp progranme, then investors and lendes will notbeso ikely
to rushto the exits at the first sign of difficulty. Moreover, an
econony in which finanda risks are curtailed will be more
resilient in the face of investor/lende flight risk.

Concern #3: Private investors and credit rating agencies do a
better jobofidentifyingfinandal vulnerabilitiesthangovernments.

The panicked responss of private foreign and donestic investors
to identified risks can actudly aggravate finanda instbility.
Evidence showstha assessrents by credit rating agendies failed
to highlightemergingproblemsin EastAsia, Argentina, or Turkey.

Concern #4: Evasion

Policy evasion cannotbeignoral. However, the middle-income
counties tha have the mostto gain by this approach are alsoin
the best postion to enforce them. A degree of evasion does not
imply policy failure

Concern #5: Lack of technical policy-making capadty

Thosedeveloping counties tha have the highestlevels of policy-
making capecity are certainly in the best postion to utilize trip
wires and speed bunmps. Policymakers in these sane counties
have the mostto gan by curtailing many of the risksthat they
target. The technica prerequisites for opeaating trip wires and
speed bunmps are no greater than thosetha are demanded of
policymakers that operate in an environment of liberalised, inter-
naiondly integrated finanda markets. Moreover, technical ca
pacity can be acquired, paticularlly were the IMF's role
reconaeptudised to provide the needed technical support

Concern #6: Increased capital costs andlower rates of growth.

There is no unanbiguousempirical evidence of a trade-off be-
tween speed bumpsandincreased capital cost or reduced growth.
Although foreign investors value the liquidity assod¢ated with
unregulated finanda markets, they may come to favour econo-
miestha givethem lessreasonto fear finandal crisis. Developing
economesmay findit subsantially easier andlesscosty to attract
private capital flowsif they reduce thar vulnerability to crisis.

Thetrip wire and sped bunp progranme represents apromising
meansby which thelMF can reduce the speifi ¢ types of finandal
riskstha sooften culminate in costy and panful finandal crises
in developing counties. The chief advantages of this approah
aretha it can target only thoseriskstha policymakers deem most
important, it can beimplemented gradudly, and it is transpaent.
Moreover, this approah provides a way for policymakers to
promote globd finandal stability, to managefinandal integration,
and to prevent interactions with the Fund tha are corrosive of
policy spae.
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