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DEPARTMENT OF THE TREASURY 
WASHINGTON.D.c' 

February 27, 1995
SECRETARY OF THE TREASURY 

MEMORANDUM FOR THE PRESIDENT . 

FROM: Robert E. Rubin as tA.... 
SUBJECT: Failure of U.K. Bank: Barings PLC 

In your economic briefing this morning, you requested more 
information about the failure of the U.K. bank, Barings PLC. 
Barings is a world-wide U.K. merchant bank with subsidiaries and 
affiliates that are broker-dealers, asset managers, and futures 
merchants. The bank, while not large terms of capital or 
assets, is considered significant because it is over 200 hundred 
years old and had a sterling reputation. The bank filed for an 
"administration", the equivalent of bankruptcy, in London. The 
filing was caused by a huge estimated at between $800 
million to a billion U.S. dolor roughly twice the firm's 
capital, from unhedged trading in futures and options in the 
Singapore and Japanese markets. It a~pears the unauthorized 
trades were the work of a single trader. The main con~racts 
involved are a Japanese stock index(the Nikkei,225 share Average) 
and the Japan~se Government Bond. The contracts are so 1 
that, for examp ,a 1% decline in the Nikkei index would 
increase the loss by $70 million~ 

The Bank of England is the supervising entity because its primary 
operatin3 company was registered as a bank in the U.K. 
members of the U.S. Working Group on Financ 1 Markets (Treasury, 
SEC, CFTC and the Federal Reserve) coordinated 9ur ct finding 
and were in contact with the Bank of England over the weekend to 
understand the unfolding facts and determine what, if any, impact 

I 	 this ·failure might have on U.S. markets and financial 
institutions. Barings owns a medium sized broker dealer in the 
U.S. regulated by the SEC which appears to have sufficient 

capital and no substantial financial exposure io the bankrupt 


filiates. In addition, Barings owns 40% Dillon Read; the 
management of Dillon Read has announced that they are willing to 
buy back that investment. No U.S. bank appears to have a 
significant financ 1 exposure to Barings. 

The initial financial market reaction to these' events appears to 
be primarily in Asia, especially in Japan. The Nikkei declined 
as much. as 5.46% today before recovering to close down 3.8%. 
Japanese G0vernment Bonds rose slightly in a "flight-to-quality" 
reaction. On the Hong Kong exchange, stock prices declined 1.1%, 
while in Singapore, stock prices fell 0.97%. This may have had 
an impact in the European markets, .although there were many other 
factprs at work. Certainly the Bank of England's reputation as a 



premier regulator has been tarni , and there may some 
cbllateral damage to the reputation of British financ 1 
institutions. u.s. bond markets continued their rally, although 
our stock markets were down slightly after hitt record highs 
last week. 

In the U.S. we have regulatory structures in place t t should 
prevent unauthorized or inappropriate risk taking, or at least 
limit the damage and stop systemic contagion. At the 
institutional level, in addition to capital standards, our 
regulations stress strong internal management controls including: 
separate trading and control functions, limits on position taking 
and counterparty exposures, and regular information reporting. 
On the broader market level, ~he CFTC has large trader position 
reports aggregated across the U.S. futures exchanges on a daily 
basis. They use this info~mation'to spot large or unusual 
positions in the U.S. futures markets and question the exchanges 
and the positions takers. They also work. closely with the other 
U.S. regulators to alert them to potential problems and combine 
information from the futures and cash markets. Unfortunately, it 
is impossible to prevent stupidity or fraud, but systems and 
surveillance can limit the ~xtent of t problems that result 
from either. 

I will continue to monitor this situation closely and will ke 
you informed as to further significant developments. 

\ 



Background on Barings PLC 

• 	 After suffering losses in Asian markets that press reports 
put as high as $1 billion, Barings filed f6r 
"administration" (apparently similar to a Chapter 11 
bankruptcy in the U~S.),. Britain's High Court appointed 
Ernst & Young to be the administrator. 

• 	 The Bank of England had previously attempted to devise a 
bailout of Barings in~olving other British banks, but it was 
unable to do this. Efforts are reportedly still ongoing to 
have Barings acquired by another bank. 

• 	 Bar:Lngs has a large asset 'management operation that it could 
presumably sell in order to meet its liabilities. 

• 	 According to the SEC, Barings was long $5.5 billion, 
(no1:ional) in Nikkei futures on the simex (Singapore) and 
Osaka exchanges as of Friday's close. It was short $16 
billion in Japanese Government Bond futures on the Tokyo 
Stock Exchange. As of Friday, it had lost $500 million on 
Nikkei futures and $140 million on the JGB futures. (We are 
attE~mpting to obtain more information concerning the time 
period over which these losses occurred, the status of 
v'ariation margin payments to the clearinghouses, and the 
extent to which these contracts have now been ~iquidated.) 

• 	 A 28-year 61d trader in the Singapore office of Barings is 
being blamed for the losses. The Wall Street Journal 

'reports that the trader has "disappeared." 

• 	 The British parent bank advanced the funds to make margin 
calls on the Asian exchanges. The problem for the parent 
bank is that these loans to its subsidiary apparently now 
have no value. It is not clear why the parent bank did not 
spot a problem earlier~ since it was advancing funds and 
there was no inflow from other positions.

t 

• 	 The Monetary Authority of Singapore has issued a statement 
that the Simex has adequate resources and that no customer 
funds are in jeopardy. 

• 	 Out of an outstanding 27,000 contracts Barings had on Simex 
on Friday, 7,000 contracts have be~n liquidated. 

• 	 According to the CFTC, the Tokyo Stock Exchange has frozen 
Barings' positions. It is not clear why they did this 
rather than attempt to liquidate the positions as simex is 
doing. 

• 	 A press report indicates that Barings had entered into 
"short str~ddle" positions in the Nikkei on Simex late last 
year. This, according to the report, was a bet that the 
market would not 'move much, but the Japanese stock market 



fell and then suffered a sharp loss after the Japanese 
earthquake. The press report (Bloomberg News Service), 
relying on other traders in the 'market, goes on to state 
that Barings then "bought an estimated 15,000 to 20,000 
futures contracts on the Simex and Osaka Securities 
Exchanges, the four traders said. That's a $3.4 billion bet 
-- a bet so big that Barings was hoping it would pull 

;futures prices, and the'Nikkei average, up,with it." 

• 	 other reports suggest that Barings sold puts in order to use 
the premium to meet margin requirements on the futures 
exchanges. We do not have any hard information on this. 

• 	 According to the SEC, major U.S. broker-dealers have no 
significant credit exposure to Barings. The bank regulators 
indicate that there are no significant U.S. bank exposures' 
to Barings. ' There is one bank with an exposure of_,over $10,0 
million. All other banks have exposures that are much less. 

• 	 Barings owns 40 percent of Dillon Read. This is a passive 
inv4~stment. Apparently, Dillon -'Read management, which owns 
the other 60 percent, could buyout Barings' share. The New 
York stock Exchange will call Dillon Read today. 

• 	 Baring owns a medium-size U.S. broker-dealer that we 
und~rstand has sufficient capital. 

• 	 The Japanese stock market was down as much as 5.46 percent 
today, but closed down 3.8 percent. Other major Asian 
markets showed lesser declines, for example, the Kuala 
Lumpur index fell 1.72 percent. The Taiwan benchmark equity 
index fell 3.15 percent. Most European stock markets were 
down less than 1 percent this m6rning. U.S. financial 
markets do not appear to have been affected in any 
significant manner to the ~arings situation. 



DEPARTMENT OF THE TREASURY 

WASHINGTON, D.C. 20220 


February 27" 1995 

MEMORANDUM FOR SECRETARY RUBIN 


THROUGH: DEPUTY SECRETARY NEWMAN~~ 

FROM: Darcy Bradbur~ 


Deputy Assistant Secretary (Federal Finance) 

SUBJECT: Memo to President on Failure of Barings PLC 

ACTION FORCING EVENT: . 

In the economic briefing meeting this morning, President requested 
a briefing memo on'the failure of Barings PLC: 

RECOMMENDATICiN: 

/
t you sign the attached memo to the President. 

/ ___________Disagree t's Discuss 
---------~.~ 

ATTACHMENTS: 

A: Memo to President 
Tab B: Background on Barings PLC 
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DEPARTMENT OF THE TREASURY 
WASHINGTON. D.C. 

SECRETARY OF THE TREASURY April 11, 1996 

MEMORANDUM FOR HILLARY RODHAM CLINTON 

FROM: Robert E. Rubin 02- i/L.-

SUBJECT: National Economic strategies 

This is. a somewhat belated response to your question some time 
ago about other countries' economic strategies that might be 
instructive to the united states. You specifically mentioned 
DenmarK. Having recently returned from an APEC Finance 
MinistE!rs' meeting, I was struck again by the truly remarkable 
transfc)rmation of most of these countries from impoverishment 
thirty years ago to consistent growth and enormous improvements 
in levE!ls of prosperity today. Moreover, _many of their 
strategies -- though not all -- are consistent with the 
strateqies the President has pursued for our economy. 

MostA::;ian developing member nations have· very low deficits and 
some, :notably Thailand and Singapore, are running fairly 
sUbsta:ntial budget surpluses. By and. large, these countries 
invest heavily in education, and are extremely focussed on 
promoting exports. As to differences, they generally have much 
higher levels of savings and, with only two exceptions, have 
significant barriers to free trade though these are gradually 
coming down. 

Denmark, by contrast, is more typical of Europe as a whole. As 
you'can see from the·attached memo, Denmark instituted a very 
generc1us and expensive social safety net. While- it reduced 
povert:y, this program has produced unintended and harmful 
consequences such as disincentives to work, high minimum wages 
that price low-skilled workers out of the market, high levels of 
unemployment, and very low levels of new job creation. 1995 
taxes and public sector spending accounted for 60 and 62 percent 
respectively of Denmark's economy, more than double the 
comparable figures for our economy. Moreover, Denmark currently 
is registering an unemployment level of 9.1 percent, down from 12 
percetlt in 1993, and a roughly zero rate of growth. 

( 
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As you know better than anyone, the President has had a 
comprehensive and sophisticated economic strategy from the 
beginning of this Administration, and has either added on or 
fleshed out elements through the past three years. ,Because of 
culturc"tl, demographical and other differences, it is always 
difficult to judge the applicability of the experiences of other 
countries, but clearly there is much food for thought in these 
experiEmces, good and bad --perhaps for now but especially in 
thinking about additions to the economic program to be pursued in 
the second term. 

I know that our offices have been trying to set up the dinner we . 
talked about, in conjunction with Laura. More generally, I think 
it would be a good idea for you to have some sort of periodic 
dialo~le on these economic issues, to provide a better framework 
for Y011r discussions elsewhere. 

On another matter, you asked about tax laws that encourage 
Americans to invest abroad. I am told current law does not 
discriminate in favor of foreign investment. It is also worth. 
noting that a sUbstantial fraction of·American exports follow· 
overse.as investment. 

Attachment 

http:overse.as
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Denmark 

Denmark is at an ihteresting point in its national economic strategy. In recent years,it has 
chosen to preserve its generous safety net and to use austere macroe.conomic policies 
(including closely linking its exchange rate to the ERM) as a means of lowering inflation and 
reining in unsustainable fiscal deficits. Overall, its fisc;al policy has been tight, but deficit 
redw;tion has been achieved primarily through tax increases rather than spending cuts. 
Growth slowed to an average of 2 percent during the transition from 1987 to 1993, 
quickened through mid-1995, but fell back to zero since then and has remained' flat. 

The government's generous income redistribution policy has come at a hefty price. In 1995, 
the OECD estimated that Denmark had the highest tax burden in the OEeD at 59.7%, and 
after Sweden, the highest level of government spending at 61.6% of GDP. 

While it successfully lowered inflation, Denmark's high level of structural unemployment did 
not drop as much as expected during the recent expansion. In DeCember, Denmark's 
unemployment rate was 9.1 % compared to its previous high of 12% in 1993. Generous 
unemployment benefits have reduced poverty, but also, have significantly rectuced the' 
economic incentives for active job-seeking. Unemployment benefits cover up to 90% of the 

. . 
wag(~s of some low paid workers for up to seven. years. Similarly, job training programs 
provide full unemployment benefits to workers choosing toretum to school. While designed 
to encourage skill acquisition and job rotation, tllese programs have been loosely 
administered, and have created real negative incentives to work. 

The government is responding to these problems by improving work incentives. These 
effolts include: reducing. the tax rate on most employees; broadening the tax base; and 
redu'cing eligibility for unemployment benefits to five years. 
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DEPARTMENT OF THE TREASURY 

• 	
. WASHINGTON. 

March 15, 1999 

NOTE FOR DEPUlY SECRETARY SUMMERS 
UNDER SECRETARY GEITHNER 
UNDER SECRETARY GENSLER 
ASSISTANT SECRETARY TRUMAN 

FROM: Caroline Atkinson * 
SUBJECf: Systemic Risk from International Financial Crises 

The attached notes and charts from a presentation by Lewis 
Alexander (FRB) are interesting. 

They show that: 

• 	 The recent incidence of international financial crises is not .. 
extraordinarily high by past standards; 

• 	 In the US traditional systemic vulnerability (til!'ough bank credit . 
exposures) to international crisis is now far lower than in the 
1980's; 

• 	 US banks contributed less than Japanese and European to the run 
up in exposures in the latest crisis, probably reflecting better risk 
mapagement; 

• 	 However, exposures through them in the derivatives (and market 
risk) are proportionally much greater now, complicating risk 
management, and; 

• 	 The spillover from emerging markets volatility to US markets was 
negligible in 1994-1995, still small in 1997 - early 1998, and then 
substantial after Russia. . 

CC: DAS Zelikow . 
, DAS Medish . 


DAS Sachs 




DMSIONOF 
lNTERNATIONALFINANCE 

Date: March 5,1999 

To: Governors Meyer, Kelly. and Ferguson 

From: . Lewis Alexander A. A.' 
Subject: Notes from my presentation to the F-6 

Attached are the notes I spoke from in my presentation to the F ..;6. I hope to tum this 
material into a short paper at some point, ~ut I thought you might fmd the notes useful in the 
meantime . 

. Attachment 

cc: Spillenkothen, Ettin, Hooper, Henderson, Howard, Frankel, Connors, Dooley 



March 4,1999 
Lewis Alexander 

1) 	The question to be addressed: 

a) 	Has the systemic risk ....generated by international financial crises 
changed? 

b) 	Ifsohow? 

c::} 	 The basic conclusions: 

i) 	 It is not obvious that the systemic risk generated by international 
financial crises has increased, but it is clear that the nature of that 
systemic risk has changed. 

; ii) 	 In the 1980s the source of systemic risk was straightforward: U. S. 
banks' direct exposure to Latin governments were·vety large relative to 
their capital and the value of those loans were extremely impaired. 

iii) In contrast, U.S. banks' direct exposures to Asian borrowers in the late· 
1990s were much smaller. 

iv) However, the events of the last two years suggest that policymakers 
may need to pay increasing attention to the following: 

(1) measuring and monitoring potential exposures ariSing from off
balance sheet transactions; 

(2) potential risks arising from latent weaknesses in financial 
institutions from other industrial countries; and 

(3) possible disruptive spillovers from international financial crises to 
other financial markets. 

2) The first issue I want to consider is l1tts the incidence and 
magnitude of international financial crises over the last two 
decades. 
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:.. 
a) 	Exhibit 1 shows the incidence ofcurrency and banking crises in", .-. 	 emerging market countries. There is no obvious trend. Recent 


increases are not out of line with earlier experience. 


b) 	We took a more systematic look at this issue by looking at 
unexpected changes in exchange rates. 

i) 	 We used monthly real exchange rate indices for 15 different emerging 
market economies in Latin America and Asia that we have calculated 
over the floating exchange rate era. 

ii) 	 For each index we estimated a simple AR-12 model recursively. 

iii) 	For each estimation period we calculated a one-period ahead (out of 
"sample) forecast and then calculated the forecast errors. 

iv) The forecast errors for the Mexican peso and the Korean won are 
shown in exhibit 2. These forecast errors are exchange rate shocks. 
Large unanticipated exchange rate changes are one indicator of 
international financial crises. 

v) 	 The upper panel of exhibit 3 presents a measure of th€! standard 
deviation of the forecast errors. (In this measure the out of sample 
forecast errors are divided by the standard error of the regression used 
to make the forecasts. Thus a magnitude of one indicates the forecast 
errors have the same variance as the errors from the regression.) 

, vi) There is no obvious upward trend. The period 1991 to 1996 was ~ 
relatively calm, and the volatility of the last two years is clearly large 
compared to the recent past, but looking over a longer period it is not 
obvious that the incidence of crises has increased. 

viQ The bottom panel shows the incidence oferrors larger than two 
standard deviations. This does indicate that the recent experience is 
extreme. 

3) 	irhe next question ;s how has the nature of the systemic risk 
11enerated by international financial crises changed~ 

4) 'rhe systemic risk generated by debt crisis in the 1980s was 
very direct. 

a) 	 US banks' direct exposure to credit risk was substantial (Exhibit 4) 

2 



b) The potential credit losses on those exposures were large and 
protracted (Exhibit 5) . 

5) TJ1e situation in the 1990s is very different 

a) Direct exposures are much lower (Exhibit 4) 

b} However, those exposures are more concentrated (Exhibit 6) 

i) 	 This could be problematic by increasing the vulnerability ofkey ._ 
institutions. However, even exposures of large institutions are down. 
(Exhibit 4) 

ii) It may help by concentrating exposures in institutions with better risk 
management. 

c) Exposure through off-balance transactions have become more 
important (Exhibit 7), particularly for large institutions. 

i) As exchange rates moved the value of those positions increased 
sharply. 

ii) Even taking these positions into account, however, exposures are less 
than they were in the 1980s. . 

iii) 	But the importance of these exposures says something about the 
adequacy'of existing reporting regimes. Existing on-balance sheet 
measures are increasingly misleading as measure of the true 
exposure. 

d) 	But even taking these factors into account, the exposures of U.S. 
institutions have declined. 

6) 	'The lower exposures in the 1990s reflect, in part, better risk 
lmanagement in U.S. banks. 

a) U.S. banks contributed less than others in the run up ofexposure to 
. Asian countries in the 1990s (Exhibit 8) 

i) 	 The increase in exposure by Japanese and European banks were 
much larger than those by US banks 

b) This disparity is particularly striking when the changes in exposure 
. are compared to changes in capital. ' 

/ 

3 



? 
,c)l Work by the ECSC suggests that to a significant degree this 

..- difference in pelformance reflect better risk management in U.S• 
institutions. 

7) 	One potential channel for international financial crises to 
adversely affect U.S. financial institutions is through the 
Il,resence of foreign banks in the United States. 

a) 'Foreign banks have a large presence in the U.S. (Exhibit 9). 

bJ 	A major problem in a foreign banking system, ifmanaged poorly, 
could be a source ofsystemic risk for the U.S. 

(~ 	 It is important to reCognize, however, that we have already 
experienced such a problem with Japan. (Exhibit 9) . 

i) 	 The Japanese banking system has experienced ser;ous problems in 
the 1990. The presence of Japanese banks in ,the U.S. has contracted 
significantly. 

ii) 	 The contraction of the Japanese banks has had little impact on the 
U.S. in part because Japanese authorities have managed their 
problem with an eye to minimizing the international impact. 

8) 	The last two years have reminded us ofsome key lessons 
about risk management 

a) 	The link between market and credit risk is importanf-e.g., GKOs and 
Russian banks. 

b) 	It is difficult to assess the likely character and potential frequency of 
extreme events, particularly in an environment of rapid structural 
change in financial markets. This dramatically complicates the 
problem of risk management . 

9) In this context it is important to note that systemic risk can 
arise even when the solvency ofmajor financial institutions ';S . 
not in doubt. As the Promis..!1 Report,§tressed, disruptions to 
financial markets caiJii"enerate systemic risk. The financial 
market volatility we experienced last fall, and its relationship 
to financial crises abroad, should be evaluated in this co~text. 

a) 	 The financial market reactions in the period Aug-Oct of last year 
were significant from two perspectives: 

4 



i) They were an extreme event that seemed out of line with previous 
financial market behavior. 	 .·

ii) 	 Those reactions appeared to be triggered byevents in emerging 

markets. . 


b) 	To assess the significance of these effects we looked at the behavior 
of four basic credit spreads since 1992. 

i) 	 The spreads considered were: 

'(1) The credit spread, relative to Treasury risk, on an index of 
Emerging market bonds, i.e., mostly Brady bonds .. 

(2) The US dollar interest rate swap spread. 

(3) Credit spread for AA corporate bonds. 

(4) Credit spread for high-yield corporate bonds. 

ii) 	 For each credit spread we estimated a simple V.A. R. model recursively 
using weekly data. 

iii) 	We used these models to estimate one-period ahead forecasts and 
forecast errors. . 

iv) 	We used the forecast errors as a measure of unanticipated changes in 
those basic credit spreads. . 

v) 	 The purpose of this exercise was to gauge to degree to which financial 
disruptions affecting emerging marl<ets spilled over to other financial 
markets. ' 

vi) The estimated forecpst errors for the Emerging Market Bond Index and 
. for the ,1O-year interest rate swap spread are shown in Exhibit 10. 

vii) Three periods of financial disruption in emerging markets were 

considered: 


(1) Dec 1994 to May 1995, a period covering Mexico's devaluation. 

(2) Oct 97 to Mar 98, a period that began with Hong Kong's interest 
rate shock and spanned the worst parts of the Korean and 
Indonesian financial crises. 

5 
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(3) Aug 98 to Feb 99, the period following the Russian devaluation. 

viii)Both the standard deviation of the individual forecast errors and the 
correlation among the errors were calculated. 

ix) The main conclusions are: 

(1) The degree to which volatility in emerging markets spilled over to 
other financial markets varied: 

(a) Essentially no spillover following Mexico's devaluation in Dec 94 

(b) Modest spillover following Hong Kong's interest rate shock in 
Oct. 1997. 

(c) Very substantial spillover following the RussiC:ln devaluation in 
August 1997. . 

6 



· ' 
(2) Correlations across these markets were modest in the Mexican 

case, but they were significantly elevated in the latter two periods. 

(3) The combination of high volatility and correlations across markets 
in the latter period is indicative of why this period was so difficult for 
a wide range of financial institutions. 

10) Questions for policy 

a) , 	The first question for policymakers is what can be done Ito prevent 
international financial crises. There are two broad policy approaches 
to this problem. I 

i) 	 Improve basic macroeconomic and financial sector policies in 
emerging market countries. 

ii) 	 Change the way we respond to international financial crises in a way 
that make international investors, including banks, bear a greater 
burden for the risk they take in extending credit to emerging market 

, economies. 

b~ 	Given the fact that international financial crises will happen, there 
are several other questions worth considering., 

tJ 	 Given the risks that could potentially arise from foreign banking 
systems it is worth considering what information should be shared 
among supeNisors. 

ii) 	 Given the increasing role ofderivatives, we need to assess whether 
existing reporting regimes, both for individual institutions and for 
aggregate data, are adequate for assessing vulnerabilities to 
international financial crises. 

iii) 	 We need to understand the causes of the financial sector disruptions 
that occurred last fall-in particular, we need to understand the link to 
international financial crises--in order to be able to assess whether the 
events of last fall are likely to be repeated. 

ivY 	 Fin~lIy, we need to assess the implications ofsuch financial market 
disruptions both for major financial institutions and the economy more 
generally. 
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Exhibit 1 


Incidence of Cu~~ency and Banking Crises in 
Emerging market C(Juntries 
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E~hibit 2 

Forecast Errors: Real Exchange Rate Indices 
(monthly) 

1985 1990 1995 

1985 1990 1995 

Percent 

30 

20 

10 

0 

-10 

-20 

-30 

-40 
2000 

Percent 

10 

5 

0 

-5 

-10 

-15 

-20 

-25 

-30 
2000 



'f 

3.5 

3.0 

2.5 

2.0 

1.5 

1.0 

0.5 

0.0 

Exhibit 3 

Standardized Forecast Error for Real Exchange Rate Indicies· 

Total 

Latin America 

1980 	 1985 1990 1995 
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* Square i'Oot of the mean of the square of one-period ahead forecast divided by standard error of the 

. regression. 	 If the forecast errors have the same distribution as the historical regression errors then this 

statistic should be one. 
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Exhibit 4 

Cross-Border Exposure Relative to Capital for Groups of U.S. Banks, 1982, 1997 1 

(percent) 

End of June 1982 End of JURe 1997 

All Banks 

Money 
Center 

Banks2 

Other 
Large 

Banks2 
All other 

Banks All Banks 

Money 
,Genter 

Banks2 

Other 
Large 

Banks2 
All other 

Banks 

DEVELOPED COUNTRIES 297 413 300 176 67 139 64 15 

DEVELOPING COUNTRIES 189 287 192 87 31 63 26 9 

Latin America 125 181 129 65 18 36 14 5 

Argentina 
Brazil 
Chile 
Mexico 

13 
31 
9 

38 

21 
46 
12 
50 

14 
33 
10 
41 

5 
15 
6 

24 

3 
5 
1 
5 

6 
11 
3 

10 

3 
5 
1 
2 

0 
1 
0 
2 

Asia 53 86 56 20 13 . 26 12 4 

Indonesia 
South Korea 
Taiwan· 
Thailand 

4 
14 
7 
3 

7 
19 
10 
4 

3 
17 
10 
3 

0 
7 
2 
1 

1 
5 
1 
1 

3 
9 
3 
3 

1 
4 
1 
2 

0 
2 
0 
1 

TOTAL ALL COUNTRIES 519 754 521 277 108 226 95 26 

Source: Country Exposure Lending Survey 

1 Exposure measured after reallocating claims from country obligor to country of guarantor. Exposure excludes derivatives-related 
exposures shown in Exhibit 7. Capital d~fined as equity, subordinated debt, and loan-loss reserves. 

2 The Money center banks include: BankAmerica, Bankers Trust, Chase Manhattan, Citicorp, First Chicago, and J,P. Morgan. Other large 
banks include: BankBoston Corp., Bank of New York Co., First Union Corp., Republic NY Corp., and State Street Corp. 
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Exhibit 5 
Indicative Secondary Market Prices of Sovereign Bank Loans 

(percent of face value, end of period) 

1985 1986 1987 1988 1989 1990 
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13 

11 
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14 
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Exhibit 6 

Herlindahl Measures of the Concentration ofU;S.Banks· 
cross-border Exposure 
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Exhibit 7 

Derivatives-relative Exposures of U.S. Banks 1 

($ millions, figures in parentheses are percentages of total exposure) 

1997 1998 
Mar. June Sep. Dec. Mar. June Sep. 

Indonesia 447 425 2,210 2,669 1,998 1,510 973 
(7) (6) (25) (30) (30) (30) (22) 

Korea 1,592 1,415 1,486 5.910 3.577 3,135 2.656 
(7) (6) (6) (23) (16) (16) (15) 

Thailand 428 681 2,389 2,855 1,500 1,203 1,014 
(5) (6) (23) (31) (19) (18) (15) 

Subtotal: 2,467 2,521 6,085 . 11,434 7.075 5,848 4,643 
(7) (6) (14) (26) (19) (18) (16) 

Argentina 258 185 297 490 520 586 609 
" (1) (1) (1) (2) (2) (3) (3) 

Brazil 255 284 273 600 582 253 570 
(1) (1) (1) (2) (2) (1) (2) 

Mexico 724 600 909 1,007 1,014 1,271 1,601 
(4) (3) (4) (5) (5) (7) (7) 

Russia 6 75 898 71 144 203 157 
(0) (1) (10) (1) (2) (3) (9) " 

Cayman Islands 981 1,296 2,022 2,664 2,599 2,445 2,129 
(11) (33) . (44) (24) (28) (27) (17) 

' .. '
Total: 4,691 4,961 10,484 16.266 11,934 10,606 9.709 

(4) (4) (8) (12) (9) (8) (8) 

1 Market value of OTC derivatives positions after netting and other adjustments. 

Source: Country Exposure Lending Survey 
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---- Exhibit 8 
Exp(:Jsur~~ ofDomestically-owned Sanks to KOREA, INDONESIA AND THAILAND 

Exposure Proxl 

Nationality of banks1 
. 

Dec. 

1992 
June 

1997 Change 

Change in 

Capital3 

(billions of U.S. dollars) (billions) (percent) (percent) 

United Statt~s 13.0 .32.8 19.7 152 88 

Japan 41.5 78.0 36.5 88 -8 

Belgi~m 2.4 7.7 5.3 220 106 
luxembourg 0.1 0.8 0.7 1171 81 
France 8~1 21.2 13.1 162 8 
Germany 5.3 22:6 17.3 327 67 
Italy 1.0 2.0 1.0 101 0 
Netherland::; 2.3 6.9 4.6 199 67 
Spain 0.3 0.9 0.7 260 n.a. 
Switzerlancl 1.4 5.5 4.1 286 38 

Subtotal: 20.8 67.6 46.8 225 35 ,,-
United Kin~ldom 3.2 13.1 . 9.9 309 127 
Canada 1.1 3.3 2.2 190 44 

ALlBIS REPORTERS 31 95.9 237.2 141.3 147 n.a. 

1 Data for the United States and other consolidated banking systems are for domestically owned 
consolidatE!d reporters. 

2 Exposure proxy is total claims (which are cross-border and foreign currency claims) plus local currency 
less claims on branches and subsidiaries of non-local banks. 

3 Data for all BIS reporters include "domestically owned" consolidated reporters, non-domestically owned 
claims con::;olidated reporters (subsidiary banks), and unconsolidated reporters (agencies and branches 
of banks headquartered outside BIS countries) located in the BIS.reporting countries. 

Source: BIS semi-annual intemational banking statistics. 
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.... Exhibit 9 

Foreign Banks' Sh~re of the U.S. Market 
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Exhibit 10 

Forecast Errors: Credit Spreads 
(weekly) 

Emerging MarA:et Bond Index . Basis points 
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Exhibit 11 

Mean Standardized Forecast Errors for Credit Spreads' 

Emerging U.S. Dollar MCorporate High Yield 
Market Bond 1 O-year Swap Bond Spread Bond Index 
Index Spread Spread Spread 

Jan. 1992 to Jul. 1998 1.269 1.088 1.044 1.051 

Dec. 1994 to May 1995 2.138 1.015 0.836 0.974 

Oct. 1997 to Mar. 1998 1.334 1.354· 1.089 0.965 

Aug. 1998 to Feb. 1999 2.871 2.685 1.969 2.111 

'Simple vl;ctor auto-regressive equations were estimated recursively using weekly data on each of the 
four credi~ spreads. One-period ahead forecasts were calculated. The figures reported are the square 
root of thE! average of the square of the forecast errors divided by the standard error of the regressions. If 
the forecatst errors have the same distribution as the errors over the sample period then the mean 
standardi,~ed forecast errors should be equal to one. 

.r-
Correlations Among Forecast Errors for Credit Spreads2 

. Jan. 1992 to JUl. 1998 Dec. 1994 to May 1995 
EM SW AA HY EM SW AA HY 

EM 1 EM 1 
oS 0.177 1 S -0.101 1 
AA -0.042 -0.061 1 AA -0.181 -0.136 1 
HY -0.001 0.017 0.627 1 HY -0.163 0.110 0.727 

Oct. 1997 to Mar. 1998 Aug. 1998 to Feb. 1999 
EM SW AA HY 

EM 1 EM 
is . 0.623 1 S 
AA 0.410 0.430 1 AA 
HY 0.630 0.607 0.682 1 HY 

EM SW AA HY 
1 

0.669 1 
0.103 0.116 1 
0.404 0.476 0.586 

2Correlations among one-period ahead forecast errors for the different credit spreads. 
EM - Emerging Market Bond Index spread; 
SW- U.S. dollar 10-year swap spread; 
AA - M corporate bond spread; 
HY - High yield bond index spread. 
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SENSITIVE - CLOSE HOLD1 • 

DEPARTMENT OF. THE TREASURY 
WASHINGTON, D.C: 

August 5, ,1999 
ASSISTANT'SECRETARY 

.MEMORAN'DUM FOR SECRETARY SUMMERS 

FROM: Edwin M. Truman ' ,,' '} 
. Assistant Secret or ternational Affairs 

SUBJECT: Risks in the International Economy 

. and External Vulnerabilities of the U.S. Economy 
, 

The risk of a global recession and an international financial meltdown - that emerged in' 
1998 after the colhipse of Russia and the ensuing bout of global contagion - has receded. The· 
current prospects for world economic growth in 1999 and beyond appear brighter than at the tum 
ofthe year. However, the world economy and [mancial system still face significant ' 
vUlnerabilities and risks that have to be monitored and addressed in the interests of the U.S. 
economy. This memo describes such risks and suggests some policy responses. There are three 
broad areaS of concern in the international arena: 

1. 	 Some emerging market economies ofsystemic significance may experience a 
financial and economic crisis that could spread to other emerging markets and to the 
U.S. and world economy. \ 

2. 	 The United States economy and its financial markets face potential vulnerabilities 
from ourexternal position. These include: the sustainability of our growing current 
account position; the risks deriving from a sudden sharp weakening of the dollar; the 
uncertain growth developments in the rest of the world; and the potential impacts of 
such external factors on the stock market and domestic growth. \ ' 

3. 	 The Y2K problem poses potential risks for the liquidity of the international financial 
system and the world business cycle., ' ' 

1. 	 Risks of Financial Crisis in Emerging Market Economies 
Some emerging market economies ofsystemic significance may experience a financial 

a'nd economic crisis with the risk that financial contagion to other emerging markets may occur, 
as in 1998. We focus on three groups ofcoUntries: ' 

a. 	 Large emerging market economies that would have a systemic impact on global financial 
conditions if they were to experience a crisis. Argentina and China at this point appear to 
be the most vulnerable among this group. \ 

b. 	 Other large emerging market economies that are potentially fragile and thus may face 
problems with systemic implications: Brazil" Mexico, Russia, Korea, Indonesia, and 
Turkey. 

c. 	 Financially fragile smaller economies that may be trigger a broader financial crisis, for 
example,Ecuador, Colombia, Venezuela, Romania, and Ukraine. 

SENSITIVE - CLOSE HOLD 
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a. Large P(Jltential Crisis Economies 

Argentina 
Problem and Risk: 
Argentina has beenrecently buffeted by a series of severe external shocks. The global 

contagion of 1998 led to a sharp increase 'in its sovereign spread and a reduction in the 
availability ofprivate international financing; the sharp fall in commodity prices hurt the 
country's terms of trade and exports; and the devaluation and recession in Brazil worsened the 
external balance., '. 

All these shocks have taken a toll on Argentina, where the straitjacket of a currency board 
does not allow monetary autonomy (and exchange rate adjustment) and where a small financial 
system leaves little room for domestic financing of a fiscal expansion. 

The economy is currently in a severe recession and the prospects for early recovery are 
qim. As the recession continues, the'build-up in non-perforrp.ing loans:will weaken the banking 
sector. The recession, the large burden of external debt (very high relative to exports (449%) due 
to the small traded sector (I 1.6% of GDP)), a real appreciation in trade-weighted tenns that has 
led to a loss in competitiveness, and the uncertainty about the future course of economic policy 
following the presidential election in October have led to nervousness in domestic and 
international financial markets. The ensuing sharp increase in dollar and peso denominated 
\interest rate::; has worsened the economic ~ontraction and the country's ability to finance its fiscal 
and externaI imbalance. 

, The risk of a speculative attack on the currency, a sharp loss ofconfidence by investors, 
and an ensuing financial crisis is growing in part because there are legitimate doubts about the 
long tenn viability of the current exchange rate regime. . { 

. Proposed response: , 
In the short-tenn (until the October election), the authorities should ride out the fmandai 

pressures by maintaining fiscal discipline, and should pass a proposed law to help ensure 
continued dfeclines in the fiscal deficit over the medium~tenn. ' 

The U.S. should keep in close contact with the Argentine authorities and support a 
beefed-up IMF program ofprecautionary financing. Such a program could rely on alternative 
IMF Jacilitil:ls: either an augmented precautionary EFF program such as the one that Argentina is 
currently foUowing, or an application for the new Contingent Cre4it Line (CCL) designed to 
provide precautionary financing to countries with sound fundamentals that are buffeted by 
international contagion. The, IMF has, however, expressed some tentative concerns about 
whether Argentina would qualify for a CCL. 

In the medium tenn, Argentina will have to consider whether to proceed with 
dollarization, and the U.S. will need to consider whether and under which conditions it would 
support suchdollarization. 

, Regardless of whether Argentina proceeds withdollarization or maintains its current 
system, the Argentine authorities will have to address the competitiveness problem through . 
refoIDls that make labor markets and nominalwages more flexible and micro refonns that 
increase the long-run growth rate of productivity. While the management of public debt has been 
reasonably sound, as maturities have been lengthened, the country will also need to further 
tighten fisc~t1,policy to provide a cushion against future market turbulence to generate a long run 
decline in the relatively high level of domestic' and external public debt. 

\ 
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China 

Problem and Risk: 


, The recent slowdown in economic growth and contraction of exports in China is a source 
of serious risk and increased vulnerability. China's exports have declined by 4.6% over the first 
six m0nths of 1999 compared with 1998 and its trade surplus has shrunk by 64.5% over the same 
period. The ambitiouspregram ofmedium term economic reforms pursued by Premier Zhu-
continued economic liberalization, phase-down ofunprofitable state-owiled enterprises, clean-up 
of a distressed financial institutions, trade liberalization and WTO accession -- was politically 
conditioned on economic growth remaining high and exports.growing at sustained rates. 

The slowdown of economic growth has raised fears of unemployment and social 
instability and could lead to reluctance by the Chinese authorities to aggressively pursue reforms. 
In addition, slower growth, persistent deflation and sluggish exports have Increased the pressure 
on the government to change its exchange rate policy and to consider a 9.evaluation. ',' 

Large sections of the financial system are un.der serious financial distress as noh
performing loans are increasing and many banks and financial institutions are effectively 
insolvent. The implicit liabilities for the government deriving from the likely eventual bail-out of 
the financial system are large and growing; they add future fiscal burdens to a fragile fiscal 
situation where actual fiscal deficits are even larger than' what is revealed in official figures. The 
true deficit is close to 10% ofGDP. ' 

, Foreign reserves are rising very slowly and capital controls have been tightened to stem 
, capital flight, which had accelerated last year. . 

, The medium-term sustainability ofthe current exchange rate regime, a de facto currency 
peg, is in doubt. While the risk that a speculative attack may force a devaluation is small, given 
capital contl'ols and high reported reserves, economic considerations may eventually lead to a 
change in p~)licy., 

A mismanaged devaluation, in a regional environment that is still fragile and where 
political and..military tensions are mounting, may have the potential to create serious contagion, 
effects. The risks of such contagion are not as high as last summer, when a yuan devaluation 
would: have put severe pressures on the Hong Kong peg and would have led to another round of 
devaluatioml in the Asian region, but the risks of a mismanaged devaluation are real. Although 
China does 110t have an overall large amount of foreign currency liabilities, a devaluation may 
lead to financial distress in the non-trade sectors and among those firms and fmandal institutions ' 
that have significant foreign currency liabilities. " 

Prollosed response: 
In the short-run, the United States should not rigidly lock China into maintaining a 

particular exchange rate regime. 
n should be China's choice whether and when to change its policy, and we should engage 

them in a dialogue on their choice ofcurrency regime if they wish, which is unlikely. (hi 
China's latest Article IV consultation with the IMF, the staff encouraged the Chinese authorities 
to consider a move toward a more flexible exchange rate policy over the longer-term.) 

For the medium term, we should continue to emphasize the need for sustained market
oriented economic reforms, including an early decisive clean-up of the financial system, a down
sizing of the inefficient state-owned enterprise sector and a strong support ofa,WTO accession 
by China on commercially viable terms. / 

, " 
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b. Other L~lrge ,Econ9mies at Possible Risk 
Brazil: Absent full implementation of the medium-tenn fiscal refonns in last year's fiscal 

package and a rapid government response to any judicial setbacks on the 
package's tax measures, Brazil is not yet on a sustainable fiscal path and the 
current stabilization plan may fail. . 

Mexico: 	 The financial outlook is good heading into the 2000 presidential election, but 
political uncertainties surrounding what may be a truly democratic transition 
present risks for the exchange rate and the economy given the country's past 
history of election cycle currency crises. 

Russia: Political constraints and election jockeying may affect the incentives to 
implement a modest program ofstabilization and refonn.. 

Korea: The political momentum for corporate and bank restructuring is fading given the 
strong economic recovery .. However, the financial collapse of Daewoo may affect 

. the recovery ofKorea. A failure to restructure Daewoo properly may seriously 
undennine economic and political refonn in Korea. 

Indonesia: 	 Presidential election uncertainty and related uncertainty about the economic 
policies of the new administration may negatively affect prospects for economic 
recovery in an environment in which financial and corporate restructuring is 
lagging. . 

Turkey: 	 A history of high inflation and a precarious international financial situation, 
combined with high domestic real interest rates and an unstable political situation, 
raise concern about the Turkish authorities' ability to maintain macroeconomic 
stability. Efforts to put together a stabilization program could well be too little too 
late. 	 . 

2. 	 Vu;lnerahilities from the External Sector 
Problem and Risk: Vulnerability to "Hard Landing" Scenarios 
Four interrelated macroeconomic d~velopments pose potential threats to the U,s. economy: 
-the growing trade and current account deficit may become unsustainable and require a 

. sharp adjustment, 

- the dollar may experience a sudden and sharp weakening, 

- the stock market may suddenly crash, and 

- ,growth developments in the rest· of the world may be unfavorable to the U.S.: 


While ea()h of these developments may have potential beneficial effects, it may also be a 
source of serious disruption to the U.S. economy in the short run. Four risky "hard landing" 
scenarios, ealJh triggered by one of these developments could become a matter for concern. 

Each one could involve a scenario where the movements of asset prices and real economic 
quantities may become excessive. Regardless of the source of the shock, in each scenario the 
dollar could overshoot, the stock market could fall too far too fast, and the bond market may also 
experience a sharp contraction. This generalized asset deflation may turn a desired "soft-landing" 
of the U.S. e(;onomy into a "hard landing/crash" with systemic risks of a glo~alized recession.. 

a. 	 An ullsustainable current account deficit 
The current account deficit is large ($221 billion or 2.6% of GDP in 1998) and forecast to 

widen further in 1999 (to $331 billion or 3.1% ofGDP) all,d to continue to widen in the 
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foresee~ble future. This worsening ofthe current account deficit could trigger a sharp and 
sudden fall in the value of the dollar. 

Although such a depreciation of the dollar would, over time, improve the trade deficit, it may 
,also cause unwelcome economic and financial effects in the short run. Investors may dump U.S. 
assets; (equities and bonds) leading to a crash of the stock market and an increase in long-term 
interest rates. As a result, ,the U.S. economy may cool, but a recession could ensue. 

Protectionist pressures around the world and in the United States (and threats of trade wars) 
co~ld trigger or exacerbate these developments, reduce investors' willingness to finance our 
deficit and trigger a sharp dollar downturn that mayhave the nefarious consequences described 
above. ' 

b. A sbarp depreciation of tbe dollar 

The, rev~:rsal in the flight to quality and/or sudden shifts in investors' expectations and 


appetite for U.S. assets may trigger a sharp contraction in the value of,the dollar. 

This could, in due course, be benefiCial for the current account, but a sharp and sudden 


depreciation of the dollar may also spark panic about capital losses on U~S. assets and concerns 

about inflation. ' 


A rapid fall of the dollar could cause a sharp fall in the stock and bond markets with further 

negative feedbacks on the currency value., . 


A domestic and global recession could be the eventual outcome. 


c. A sbarp and rapid fall in tbe stock market 

Although a gradual leveling offof the stock market could aid the cooling offof the U.S. 


economy, a sharp sudden crash in the stock market could have serious consequences. 

, Domestically, wealth and confidence effects may lead to a rapid fall in domestic demand 


(consumption and investment) triggering a recession. 

The stock market contraction would likely lead to a selloff of the dollar. Although the, ' 


slowdown of the economy and the weaker dollar would improve the current account over time, 

an excessive sharp depreciation of the dollar may have serious near term economic and financial 

consequences. It may make it more difficult for the Federal Reserve to make the best policy 

choice. 


d. 'Faste:r economic growtb in tbe rest oftbe world 
Although a recovery in world economic growth will be beneficial as it will induce an 

, improvement in the U.S. current account, it may also present some risks. 
Eco:nomic recovery in Japan, more sustained growth in Europe, and faster global growth 


among 'emerging and industrialized countries will pu~ downward pressure on the dollar as it 

might lead to expectation ofincreasing interest rates in the rest of the world and increase the 

relative attra(;tiveness of investments in those economies, as we may have seen in recent weeks. 


An econorriic recovery in Japan arid Europe may also lead to greater current account deficits 
in emerging markets, thus inducing competition for scarce world savings and causing the 
reversal of the flight to quality that supported the recent financing of the growing U.S. cllITent " 
account deficits. Thus, higher world growth may weaken the dollar and make it more difficult to 
attract net capital inflows at unchanged interest and exchange rates. The negative effects may set 
off a sharp contraction in U.S. asset prices (stock and bond prices), a contraction in U.S. 
econOInic,activity and, possibly, a global downturn. 
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Proposed policy response: 
The likelihood of a four crash scenario is not large, but careful management ofour 

policies will be required to insure an outcome where U.s. growth slows to a sustainable rate, 
world' growth picks up, the current account improves over time (perhaps associated with a 
modest and gradual depreciation of the dollar), and the stock market is part of a slowdown in the ' 
growth of domestic demand as part of a process that leads to a needed improvement in the 
external balance. ' 

In this context, we should: 
maintain our strong-dollar policy and counter any p~ception of deviation, from it. We 
should be prep~red to intervene in foreign exchange markets as appropriate. 
focus on our fundamentals: maintain sound fiscal policies and avoid fiscal actions that 
reduce national savings; impleinent policies that boost private savings; and follow 
policies that support high growth rates ofproductivity 
continue to push for domestic-demand led growth in Japan and Europe and for the 
pursuit of sound economic policies and reforms around theworld 
avoid protectionist pressures at home while seeking broad-based trade liberalization and ' 
market opening abroad 

, respond to severe systemic shocks that may cause a global, liquidity crisis,by supporting 
. easi,er monetary policies among G7 countries; IMF programs for emerging m~ket 
eC01:lomies in distress, and in extremis being prepared to consider an increasein world 
liquidity, via a special SDR allocation. , 

3~ Global macroeconomic implications of the Y2K problem 
Problem and Risk: 

• Everyone is aware of the nature of the problem and different courttries are at different 
levels ofpreparedness in addressing it. The direct risk of a meltdown in financial markets is 
negligible as financial institutions in the U.S. and in major countries abroad are well prepared for 
the Y2K problem. 

A bigger risk may be that economic agents' and investors' overpreparedness may cause 
undesirable economic and financial repercussions. The risks are here twofold: 
• 	 On the n:al side, over-preparing for Y2K may cause a boom and bust sequence at the turn of 

the year, due largely to an inventory cycle. 
• 	. On, the financial side, the investors' potential unwillingness to be exposed to liquidity and 

credit risks at the turn ofthe year may cause a shift in the preference toward highly liquid and 
safe assets (such as U.S. Treasuries). This increase in risk aversion and preference for 
liquidity may cause a liquidity squeeze and a credit crunch for a broad range ofborrowers 
(especially governments, banks and financial institutions and firms in emerging markets). 

The dollar could also be affected to the extent that non-dollar-based investors reduce their 
claims on largely 'dollar-based emerging market economies, and instead "repatriate" their 
holdings to their home country. Moreover, as the U.S. is a net debtor (in terms of stocks and 
flows), it might face generalized downward pressure on the dollar from Y2K in the uncertainty 
leading up to the end of the year. 
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Proposed ]'olicy Response: 
, Although it may be too late formost countries to address comprehensively the direct 

effects ofY2K disruptions, the international community can work to minimize the financial 
.implications of the problem. A set of actions that may reduce the risk ofa generalized liquidity 
crisis ,and e:l(cessive real side boomlbust cycle could include: ' 
• 	 an IMF overdraft facility that provides transitory lending of liquidity between December 

1999 and January 2000 to minimize the risk ofa global liquidity squeeze; 
• 	 the implementation in other G7 countries and em~rging market economies of central bank 

liquidity facilities modeled ,along the lines of the facility designed by the U.S. Federal 
Reserve to address unexpected liquidity shocks that may hit the U.S. financial system at the 
turn of the year; and ' " 

• 	 a willingness by major\entral banks to ease monetary policiesl5ii"atemporary basis if 
evidence of a serious liquidity crunch emerges. 

cc: 	 ,Dep'uty Secretary Eizenstat 
SheIyl Sandberg 
Todd Stem 
Stephanie Flanders 
Tim Geithner 
Gary Gensler 

'Lee Sachs 

Davi.d Wilcox 

Robert Cumby 

Neal Wolin 

Caroline Atkinson 

Nomiel Roubini 

Martin Baily (CEA) 

Robert Lawrence (CEA) 

Douglas ~lmendorf (CEA) 

Steven Braun (CEA) 




, 
\ 

,,', 

DEPARTMENT Of THE TREASURY 

WASHINGTON, D.C. 


SECRETARY Or 7:-!E 7~:::ASUrtY 
August 16, i999 

1\-IEi\IOR~.NDITi\'I FOR.THE PRESIDENT 

FROM:. "~aWrenceH,Summers ~ 
SUBJECT: .' Potenti8.IRisks to the GlobalEco~omy' 

one topic we didnot have a chance'to coveriIi our August 1.1 meeting that I wanted to bring to your 
attention is the deterioration in recent weeks ofmarkets for.corporate bonds, -interest rate swaps, 
mortgages and asset~backed securities. ~preads are approachiIig, <;nid iIi some cases have surpassed, 

. levels reached during the fallof 1998 .. For example, the spread of3D-year :fixed rate mortgages dver 
. 3D-year Tieasurieswas 205 basIs points as of last Friday; compared to an average of 110 bps between 
January 1997 and July 1998~ Similarly, the spread ofAAAcorpoiate bonds over 3D-year Treasuries 
was ·139 bps as oflast Friday versus an average 0,£74 bps betweepJanuary 1997 and July 1998. 

Th~ spread vvidening appears to result from several factors, includiIig: 1) an ac~eleration of corPorate 
borrowing for year:-end financing (possibly linked to Y2K concerns); 2)a reduction in liquidity 
resnltiIig from a reduced appetite for risk among market makers; 3).an iIicreaie in the use of 
instruments other-than Treasunesas hedgiIig vehicles in the bond markets; ana 4) general caution in 
the do~esti(; debt markets given recent weakness in the dollar and the possibilitY of the Federal 
Reserve raising interest rates further. I .' . . . . . .' 

I '. 	 ., . '" .' 

\Vhile these spreads are high, they do not appear to be posiIig major risks t6 the. financial system at 
this tirhe~ We should be less concerned about the impact this spread movement is having on the . 
financial system than: we should be about the impact on'the real economy caused by the higher 
absolute borrowing costs that result from the widening ofspreads and an increase in yields on . 
Treasury securities: .We.willcontinue to monitor the situation,and provide updates as they become... . . 	 ...... J . 
necessary.' 	 . . . 

. 	 . . .'. 

I am also attachiIig several articles thatI thought would be of interest: 

1. '. An August 13 FincIncial Times article describing this recent widening ofspreads and tying itto . 
the underlying question of the sustainability ofoui current accoUnt deficit.· . 

2. 	 A short article'by Paul Kfugman oflVlIT outlining his view of-the risks to thedollar~ 
. " 	 .: -.-.,' .'.,". . , 

3. 	 An excerpt from a report by H~ng Kong Shanghai Bankirig Corporation (HSBC) o~ the 
implications ofa possible :fi..r1ancial market bubble iIi ¢e United States. 

4. 	 . A recent piece by Salomon Smith Barney highlighting current market concerns about· emerging 
markets. 
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Bond markets are under stress and investment banks . 

~nd hedge funds may be suffering, says ,John Plender 


F

or the third year in sue, This is llOteWOl"thY ~tise ,il, .. 

eession August is provo was the extreme gyration m' 
ing to be a month o:f swap spreads that helped to. 
extreme financW turbu· inflict such heavy damage on 

'lenee. Tlie US- eqllity and bond John Meriwether's Long·Term 
markets bave been nervous. Thi!· Capital Management. the ~ 
dollar looks distinctly tired ·afte:r , fund tha: was rescued .. by Its. 
its long bull rtm. Meanwhile.· bank creditors a year, ago~ To the 

·rumoUrs are rife that at least DJl1! . extent that LTCM and others . 
investment bank has inctUT!!!1 have st:w:k to their original mat· . 
big losses on its proprietary tr.u!. egies in the hope that they would 
jag activities. .. ,. . become profitable again in ,less . 

The trouble is t!rought to baVl~volatne markets. there is obvious. 
arisen in the interest rate swaps· scope for more trouble. That 

. market. which is going througll trouble amJd affect both hedge , 
unprecedented and· ~ CCI,' 1\mds ~ the proprietary trading . 
tortiOIlS. .Such swaps are the desks of mvestment banks.. 
derivative in:st:'W:nei1ts that allo~, , Sticking to .the original trading 
companies . and .banks to strate~es wowd have seeu;~ 
exchange their fixed intereSt amply justified as late as .Tune 
income· flaws far floati,ng one!i, ~ year. But tlu!market gyra
and viee versa. tionS of the past SllC weeks amJd 

Last .weekend ,Williiuo. ba:ve reversed ma%iy of the gains; 
. ~ the head of the Nei~ .. Indeed. alltinam:ial institutions 
. York Federal Reserve., felt the . that have based their trading 
. need'· to tell Dow Jones New:i- strategies on the assumption that 
wires that he knew of no sitUll" historical relationships in the 
tiIm that pQsed a systemic risk. :itmarket.s would bold firm are now . 
was the .kind ofcenual~ bankei-;s likely to be.f3dng kisses. What is 
denial that offers mixed COmfol:t ' causing the trouble?· . 
to nervous investors and tradeis. . The :immediate financial pres-

By the middle of t1ii.s weelt. sure reflects. concern that the 
conditions in the markets had. Federal Reserve w1l1 shortly raise 

.started' to stabilise. Does that . US interest rates again.. Campa... . 
mean the scare is already at an . ni~ arerefmancing ballk bor· 
end? Probably not. because the rowings.in the corporate bond 
behaviour of m.i1rkets still points· market in on:ler to lock in today's . 
to considerable aversion on tite' low interest rates. 

. part of inVestors and borrowers Many are worried that the cor· 

. to taking on financiafrisks. porate bond market will.become 


Even after Mr McIionough'siDiquid because of the Y2K Dill.. 

statement. spreads on 10-yeiU' lennium computer problem. They 


, .swaps were higher than at· tile bave brought forward their bor· 

tinle of· the financial crisis in rowing plallS. The pressure that 

August 1998. The spread reflects arises from such heavy issuanee 

the ditIerence between'tl:ie fixed ' is part of the reason why spreads 

rate .betng swapped and the yield . have widened in relation to the, 


. on a bencl:una.rk TreaSury OOlld US Treasury market.. where the 

~.;' 	 of comparable maturity. AIly w:ld. . government is now buying .back 

ening of· the spread points to· its own debt. 
increased concern about the risk· The same pressui:e is reflected 
of lendinir money. to compan\.e5 in spreads in the swaps market 
relative to lending it to the 11S where corporate treasurers. 
government - regarded as lhe- . 
mostcreditworthy ofborrow.mi. 

simnltaneotisly hedge interest cisel\" when international inYes· 
rate risk in deals related to the torsWru shy away from ~C"..ng • 
bond. issue. While corporate a current accoant deficit that is 
demand for bond finance is rurming at S30bn a month. 
excep:tionally SC'OIlg. the supply With the European economies·' 
of capital is now affected by a ' 3rid mw:h of Asia now recover· 
shiftin the global economic back· mg, the growth of globailiquidit}" 

. ground. and possibly also in the .is slowing. Moreover. the change 
way the. US economy works. in sentiment towards tbedellar . 

The US economy's ability to since mid.July carries a ~ng 
grow raster.tba.n its :underlying hint that global capitalfiows ma,.. 
potential for .long..term growth be . dlanging directlon. Certainly 
has depended. recently on the US aDd European. institutional 
c:on.tim.lation of a virtuous c:ircle; _.-"-__._.-__••_ .. 

The eXiStence of surplus. capacity • Is a· rep·,,eat of th.Etin the much.weaker Asian and
European economies baS imposed . 
benign disinflationaiy pressure financial crisis that ' 
on the U5.Surplus liquidity from 
the· weaker economies has also followed last years 
been sucked into· the US capital
markets. thereby·contributing to RussiandefauH 
dollar strength.. That·bas in turn 
kept import prices in cbeck:.. underway? . 

These strong capital inflows. .----..--••- ..........-.-...... . 
bave helpedfinanl:e a stock mar·· . 
kat. and corporate 'investment investors have been paWing, 

, boom al: a time when US house- .large stuns 'into. the Tokyo ·mar· 
holds arespenil.ing in excess of ket this year. The weakness of 
their income. So tbe economy bas the US bond market points to' a .. 
continued to grow despite a ,similar conclusion.
,rowing currentaccollnt dclicit' So the widening of. credit and 
that reflects the shortfall oC swap ipreadsis a direct reflec· 
domestic savings against invest· tion. of ,tighter supply· and 
ment.. .. Economists such as Tim demand conditions in the capital ' 
Congdon· of. Lombard .. Street mar.kets. The question is whether 
Research and Bill Martin oC a repeat 'of the financial crisis . 
Phillips & Drew have long argued that followed last year's. Russian . 

. that these imbalances in the'US default is under way. The present 
economy are unsustainable. The credit crunch is clearly less. 
·difficulty bas been to predict pre- se'(ere. Big ctlmpanies are still . 
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able to raise, funds in the bond 
market - at a price. Nor' are 
S]lreaO.s in the US fi!!aSlU! taar· 

, ket ~ideniDg as they did in 1998 
to reflect fiactional differences in 
liquidity between boIids, 

Yet the markets have a 'iCl'Y 
fragile feel And if a ,shift in the 
Pattern of global capital nows is 
indeed under, way, the scope for 
shocks will increase. One poten· 
tial horror story concerns the 
currency markets. AS Paul Krug
man. the US economist, ,has ' 

, ,pointed out. a weak dollar Wtiuld 
lead to economic contraction 
almost everYwhere.,' ThiS is 
because currency depreciation 
prompts ,a positive demand sJj,ock 
in the US and a negative' SUj:rplY, 
sllock for the countri COnceriled. 

That is to say, US goodswciuld 
become more competitive arOund 
the world. thereby, inereaioing 
demand in an econOmy wtlere 
demand alreadY outstriPS Sup'ply. 
'At the same time a deviluation
induced increase in uhPortprices 

'would further constrain suilPly 
i 	 : that ~,alread{:'raus' ,.short of 

demand. With' the US econmny 
operating with no slack at aU. a ' 

" ' sudden dollar decline would lead 
to a wage-prictl spiral. wInch 

:, 'would probably force the Fed to 
, "raiSe interest rates. , , 

, For the rest of the World.' which 
still 'su1fers from wellk deItI.and 
and is only now beginninlr to 
recover from an economic set· 
back.1 currency a~precia~ion 

, 	 ' 

Wo6BLie~+ 
would have an equal a:cd QPiX>

' site effed.lt wauld no lcmger be , 
possible to rely on the '[IS as th~ 
global spender of last resort. Yet 
the ability to respond to a falling 

, dollar bY reducing int:er.'!St rates 
is limited in Europe 'and more , 
especially' Japan. where 
short-term interest rates are 
close to zero. 

, A cbanging pattern of capital ' 
nows alSo poses a threat to heady 
wluations in US equities. For as 
Brian Reading. the economist. ; 
argues; there are iiltrig'aing par- ' 

'allels with 1987.' The crash of 
October that year. the 'Rorst .' ' 
since 1929. is thought to have 

,been partly, caused by rising 
~ rates around the world, 

' 	 and a :raw between James Baker. ' 
the then T.reasurY secIetary. and ' 
the Germans' after a BundeSbank ' 
rate increase. Mr Baker was wor· 
ried that the Germans were' , 
reneging OD their obligation 
under the 1987,I.otme Aa:ord 'to 
mpport the dollar when the car· 
rent account deficit on' the US' 
balance of ,payments 'was 

,apProaching 4 per cent of gross 
domestic product.. 

Mr Rliading says the role of the 
Japai:tese. though Iarge.Iy ignored 
at the time. was il:irpottant. On 

,the eve of thecrasb. the Japanese 
Min:istr)'of Finance was arm· 
twisting domestic financial insti· 
tutions ,into tmyiDg S40bn~worth 
of priVatisation sl:!a:res in Nippon 
Telephone and Telegraph at an 
astcm.isIli.ng multiple' of 300 times 
earnings. As a result. the now of 
portfolio capital to the US from 
the world's biggest creditor cmm
try dried ,up. The recentinterven· 

, tion to curb the appreciation of 
the yen carries an, interesting 
echo, of tlie Louvre interventions. 
There are equally suggestive par. 
allels in today's weakening bond 

markets and r'.smg mteres. rates. 
accomparued by a- de!er.ora~ 
US current attetmt. ' 

Of course. when the US equit:.. 
market finally collapsed in Octo
ber 1987. it was none other than 
Alan GreenSpan. the Fed chair·' 
man. who ,came to '. the rescue. 
Confronted with a shock that, 
threatened the filla:nc:ial sYStem., 
he opened the mcineur:; sluice 

" gateS. as he did in, the crisis last ' 
autumn. Can the markets,rely on 
Greenspan coming to the rescue 
yet again if the collapse ofa big, ' 

, 	institution poses ,a systemic 
threat or the markets take a 
severe ttunble? , , , ' 

It would certainly be harder for 
him to do so. Last year. the 
threat ot: deflation was sUffi, 
ciently real to justify a signifi. 

, cant loosening of policy • This 
year, the economy is still grow. 

"ing strongly. Jabour ri1arket, con
ditions have tightened and the 
dollar bas weakened. The threat 
of in!Iation is more patent. which 
means that' the central' bank
raCes a larger dilemma. ' , 

The economY is no doubt Suffi, 
ciently robust to survive a faD' 
measure ot: financ:ial turbulence. 
Mr Greenspan must also be COD
cerned.' that moral hazard - the 
belief that the Fed Is putting a ' 
safety net ,unilerlhe' market fol· 
lowing last years 0.15' per, ,cent' 
crisis cut in' interest rates ,- is 

'contributing to high wluations ' 
on wan Street. ' " 

But much wiD depend on the 
scale of any problem. Stephen " 
Lewis. chief economist of 
London·based Monument Deriva~ 
tives, argues powerfully that the 
Fed cannot allow historically 
high swap rates to deter it from 
tightening, credit. Other'\Vise it , 
would undermine confidence in , 
the anti·inflationary thrust of 

, 'Fed policy. 
Yet a full·blown steck market 

collapse might be another matter. 
Mr Lewis also forecasts a' very 

'interesting month. He could wen 
be right. 

, 	 , . 

lit!, 
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A DOLLAR CruSIS? by Paul Krugman, August 1999 

time does fly. A year ago Asian currencies were pluriging, hedge funds were attacking, and the world 
seemed on the brirlk of crisis. Now Asian currencies are if anything too strong, it's the dollar that's under 
pressure - and the world is, possibly, on the brink of another crisis. . . 

.:' JIs all the.buiz - from investment newsletters, the Medley Report, and so on. - about a looming dollar crisis 
justified? The truth is, I don't know: "vhiIe the dollar is surely overvalued on any "sustainability" . 
calculation (see below), so is the stock market, and that bubble has gone on for a very long time. But 
people in Washing~on are reported to be worrying about the subject (although the Medley Report's 
statement that there is a formal working group turns out to be untrue), so some outside kibitzing seems to 
be in order. 

· Let's:·run through four questions: 

1. \Vhy should we believe that the dollar is overvalued, and hence due for a fall? 

2. Why might a dCIllar decline turn into a dollar plunge? 

3. Whywould that be a bad thing? 
:.,' 

4. What ~hould be done about it? 

1. Is the,dollar overvalued? 

The basic reason for believing that the dollar is overvalued is, of course, that the United States is running 
very large current account deficits, and that the possessors'of other major currencies - especially the yen-
are correspondingly running large current surpluses. .' .' " . '. 

,Now current account imbalances are not necessarily a warning sign. Indeed, they are th~ necessary 
counterpart of any transfer of funds from places W:ith excess saving (Japan) to places with high returns on 

· investment (the U,S.). Still, massive current account imbalances mean that the surplus countries are 
holding an ever gI'owing share of their wealth in the deficit countries, a process that cannot go on forever; 

· and (Herbert) Stein's Law reminds us that things that cannot go on forever, don't Eventually the U.S. 
deficit and the r~st-of-world surplus must be sharply reduced, perhaps even reversed; and while this 
adjustment could take place in other ways, it is likely that much of it will occur via a decline in the value of 
the dollar vis-a-vis the yen, the euro, and so on.. 

, . -.' . . , . 

The "sustainabili~y" question - which as far as I know I first posed back in 1985, in a paper titled '.'Is the 

strong dollar sustainable?" - is whether the market seems to be properlyallowing for that required future 

currency decline. Ifnot, the dollar is doing a Wile E. Coyote, and isdestined toplunge as soon as investors 

take a hard look at the numbers. (For those without a proper cultural education, Mr. Coyote was the hapless 

pursuer in the Road Runner cartoons. He had the habit of running five or six steps horizontally off the edge 

of a cliff before looking down, realizing there was nothing but air beneath, and only then plunging . 

suddenly to the gI'ound). 


And the nuIhbers do have a definitely Coyoteish feel. True, interest rates in the United States arehlgher 
than those iIi Japan or Europe, whichrneans.that the market is in effect predicting gradual dollar decline. 
But inflation is also a bit higher in the United States; the real interest differential on long-term bonds is 
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probably only about 2 percent -vis-a-vis Japan, less -vis":a-vis Europe. Thus investors are implicitly 

,,~e~pecting qnly a 2 perc~nt per annum real depredation of the dollar against the yen over the long term; 

given the size ofthe current account imbalance, that just isn't enough. Beep beep! ' , 


. . . , 

2. A dollar plunge? 

There are, then, good reasons to expect a dollar decline, perhaps even a sharp drop as markets start to pay 
attention to trade numbers again. Remember that in 1985, when the u.s. current account deficit was about 
the same share of GDP as, it is today, a revision ofmarket perceptions caused a drop from 240 to 140 yen, 
from 3.3 to 1.8 Deutsche marks. " " , ' 

But there is also a new element, which could amplify dOllardeclitie, and cause a truly dramatic plunge: 
balance-sheet dOIIlino effects; According to peoplewho ou'ght to know, the "carry trade" that did so much 

" to drive exchange rates last fall is back in force: a relatively small group ofhighly leveraged investors have 
borrowedin:yen (and euros? the gossip is less clear) and invested the proceeds in higher-interest dollar 
assets. Should the dollar fall sharply, they will suffer losses -which will force them to contract their 
balance sheets, selling dollars, and driving the currency lower still,in what could be a maSsive overshoot. 

, ' 

Now Rube Goldberg effects - mechaIricallinkages via balance sheetS, producing predictable niispricing 
aren't supposed to happen in an efficient financial market. Efficient markets theory would tell us that in the. 
face ofan excessive depreciation of the dollar investo~s would recognize the long-term profit opportunity 
and buy greenbacks en masse -long-sighteq Buffetts compensating for the balance-sheet problems of the 

, hedge funds, \Vell, maybe - but maybe not. ' ' , 

3. Who e:ares? 

Currencies rise, currencies fall. Isn't it a zero:-sUm game, and ~or that matter aren't the stakes pretty sma11 in 
,any case? 

'. 
 . '. . ....' . . , 


' ". .;".. 

In general, yes. And even if we are now facinganimsustainable dollar overvaluation comparable to that of 
early 1985, those old enough recall that despite grim warnings oran impending "hard l~ding", the' , 
.correction of that overvaluation was almost entir~lybenign. (Yes, some claim that it led indirectly to 
Japan's bubble economy - but that is a complicated s~ory). 

But matters are, a bit different n~~, because we start from a different place: 'Arguably, th~ state ofthe worid 
'economy right now is such thata sharp dollar deCline would becontractionary almost everywhere (except 

Argentina and Hong Kong). '" ' 

To understand why, bear in mind that a currency depreciation (or, more strictly, a revision of expectations 
leading to a currency depreciation -the exchange rate is; of course, an endogenous'variable)cortstitutes a 
positive demand shock and a negative supply shock to the depreciated country. It is a positive demand 
shockbecause the country's goods become more competitive on world markets; .it is a negative supply 
shock because import prices increase. And conversety,of course, a currency appreciation is a negative 
demand shock and a positive supply shock. , ' ' , 

The reason to be concerned abouta sudden doll~ decline, then, is:that it so happens that the United States 
is currently a supply-constrained economy, while much of the rest oft:p.e world is demand-constrained. So 
the net effect is negative almost everywhere. 

" ' 

In the United States, where wages are finally beginning to reflect a more-than-full-employmentJabor 
market~ a sudden dollar decline would at least threaten to produce a wage-price spiral- and the mere threat , 
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wauld mean that the Fed wauld likely be farced to. raise rates. Whether this wauld lead to. a substantial 

'Contractian is unclear -who the heckunderstands aggregate supply behaviar these days? - but a dallar 

decline is certainly nat pasitive far the U.S. right naw. " 


, , 

Asfar the rest afthe warld, dem3.t""1d shacks from a cUJ.Tencyappreciatian are narmally easy to. deal with: 
j!lst ~ut interest rates, which amang,ather things limits the appreciatian, Butafcaurse Japan is firmly in a 
liquidity trap, and cannat cut rates; the eura-zane is, nat in a liquidity trap, but a sufficiently sharp dallar 
deeIinecauld put it into. ane. The anly places'that clearly benefit fram a weaker dallar are 
demand-canstrained ecanamies pegged to. the dallar; and Argentina and Hang Kang arejust nat big, 
enough to. change the general picture~ , 

" , 

Simple textbaak ,apen-ecanamy macroeconamics, then, tells us that starting frain where we are right naw -, 
'a U.S. ecanamyatarbeyand capacity, a large part.pfthe rest afthewarId wellbelaw capacity,'and in ar " 
near a liquidity trap - adrap in the dallar will bea glabal cantractianary farce. Haw strang a farce?,Well, it 
depends an the drop; if markets were to. farce the U.S. to. mave rapidly to. current accaunt balance ar 
beyand, the numbd..s wauldbe very,traubling. This is unlikely, I think; but then seriaus crises usually are, 
ex ante. 

4. What is to be done?, 

Can the disturbing scenario. just sketched aut be'preve:tted? 

. ~. ~ 

,The U.S.'cannat, af caurse, relax its supply canstraint. We've alIeady had a virtual miracle in aurability to 
expand this far before inflatian started to. appear; it's nat just silly ,but greedy to. ask far anather. 
" 

I 

Can interventian stabilize the dallar? If it is sterilized, ar mare generally ifit is nat-backed by same 
fundameritalchange in palicies, the answer is prabably nat. Interventian can sametimes turn araund a 
market panic, but it cannat sustain the unsustainable~ Laak at the issuefram Japan's side: asl argued 
repeatedly last year, a liquidity-trap ecanamy faces the persistent prablem ,that it cannat get its currency 
weak enaugh, because even ata zero. naminal interest rate its real rate is tao. high. Yau wouldn't expect' 
sterilized interventian - ar any interventian: that daes not change expectatians abaut Japanese inflatian - to. 
,wark; and it wan't. ' 

',What1:Vill)\,:9~k is,:radicalmonetary expansian ~tile demand-canstrained.ecaI1(rlni~s_-).apandefinitely, " 
maybe alSo. Eurape! ifIiecessary. I don't think I need ta:ga thraugh the lagic agam -iiis'alfthere in Japan: . 
Still trapped. But nate that monetizatian will nat anly expand -damestic demand" but help to limit the 
dollar's fall (and relax the"sustainability" canstraint by increasing demand far U.S. exparts). These are the ' 
same effects that would flaw framinterest rate cuts in the appreciating cauntries under normal 
circumstances. ' ' 
, ' ' 

An,d that is the mrun paint. The last time we had a seriausly 6vervalueci dallar, the inevitable carrectian did 
, .little harm, mainly oecause the appreciating countries were easily able to. expand domestic ,demand. lithe 

current situation looks mare troubling, it is because non"dollar cauntries cannot increase demand using. 
conventional palicies, and are unwilling to. cantemplate uncanventianal palicies. That unwillingness,not 
the dallar per se, isthe saurce afthe pra,blem. ' 

8fl6/99 6:45 PM 
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Bubb'le.troulile 	 Global 

Bubbles past and present and what 

. hapPf3ns if the US bubble bursts 


BubblE! indicators and bubbJe reality 	 E:onomists 
'. 	 ' . . '. 

Gleba! 
• 	 Even with the advent of low inflation, financial market bubbiescan;,..: +44171 336+ 

~rovide! a significant threat to economic stability, With'booms typically· Stephen King . 2440 
followed, by subsequent bus+..s We examine a number of previous stellhen.icln<;'$~cill.:am 

bubblel; to derive a set of bubble indicators. Tnese indicators suggest . 

that the! US productivity miracle of recent years has now given way to a 

financicd market· bubble, fuelling. an economic boom. Good news on 

growth in the short term, is likely to be replaced by declining asset prices 

by th'e emd of t~is year and, possibly, a recession by 2001. 


• 	 Althou~)h welcome, the ongoing high-tech. revolution is. reminiscent of 

t.~e prclduction, and communication breakthroughs of the 1920s 
'g'~nuine! improvements in productivity which,never".heJess, gave way to 

oL.-o s:~'o e""t~# .. .,l'fa+;""'''' -:-... ',..t. +o..:-~+;-- lIS _ ••_'!!!III_. ---..._+
_"........ s I ",w "1W."1 "'w......"",,,,s.· I He· "",e"_,, '~j (;h.....'d '-' """'*. """.,'4 av-...,...llt. 

position is a classic indicator of bubble ecOnomies. as are strong 
domestic money supply growth and heightened inflows of capital from . 
abroad '. alegacy of the Asian crisis. 

• 	 We shcjwthat the recent period of, strong growth in '.the US, 

accompanied by an absence of inflationary pressures, is again' a 

phenomenon associated with past bubbles. 'Tne combination, although 

good news in the short term,'seduces investors into believing in 

perman'~nt "new paradigms". These beJiefsllormally end in tears. 

Inflation may be low, but. excess demand, pressures:typieally still trigger· .. 

an inter'~st rate response. Moreover, excessive focus on the, pursuit of 

inflation targets may increase the danger of financial bubbles. 


,The aftermath ot a US bubble 

• 	 TheUS bubble is likely to burst through a combinatjo~ of rising interest 

rates and a falling dollar .. We see both coming through in the seCond 

half·of this year, suggesting a significant risk of a sharp and s~s+.ained . 

faU in asset prices towards the. end of the year and in the first half of 

2000. 


• 	 This combination is likely to deliver a slowdown in growth through 2000 

and rais~s the risk of outright recession in 2001. The rest of the world 

will not be immune. Falling US equity prices and a weaker dollar will. 

create new problems for· beth Japan and Euroland, increasing the 

dangers of outright glebal recassior:. 




7ne strength lind durability of the ec::ncmic u;::swing has now ex:::eeded 
all post-war n~c:;rt1s_._r,7is performancg campa~. favourably not only . 
with 'our own past. but aiso wittI the ec::mcmic periormancs of other 
countrie,s.•••r"e' plain fact is that the:: British . economy has been 

. transformed. F'r..:dimt fisCal policies hav~ ~iven business and industrl the 
confidence to f!Xpand, while suppiy side reforms have gradually removed , 
the barriers to !mrsrprise. ' 

Nigel Lawson. Budget Speech, 15 March 1988 

"'WhatJapane~;e investors have become aware of is the dramatic way 
, Japan's blue-cflip companies have changed the sources of their earnings 

tryrough restructuring. This has made their profits too erratic to give any 
meaning to ria1d measures sirC;h as a pie ratio. ··lnStead in.vestorshave 

. started to asse~.~a company's future Stream ofearnings by looking at the 
total value of .! firm's assets.... : ••••The Implication is that share.s 177ay be 
undetpricf!'!d.," 

Tne 5conomiS" ... 15 April 1989 

., I 

. . " 
.....:the fundamental !-lndeipinnings of the recent US ~conomic performimr;e 
areStrong. Rexible labour-markers and theshiftcros~rpi~s'on thebooi:s of 
the federal government are facilitating the build up in cutting edge capital 

I 

stock.....The nE!W technologies and the optimism ,of consumers and I 
'Iinvestors are supporting asset prices and su~.aining spending. " 

Alan Greenspari, Humphrey-Hawkins Testimony, 24 February 1999 . 

.:2 . HSaC Economics & Investment Strate;y: EconomiCS. 
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umrnarising bubbles 
;1 : 

Finana;:!1 mari<st bubbles provide ene of t.'ie greatest risks to economic 
perfcm:ance. They c:ntrlblJ'te to booms in the short term'which often 
give w~1Y to subsequent bUS'"iS. Tney are difficult to spot and are cf".en 
c;mfused with productivity miracles. Tney lead to huge errors in terms 
of resource allocation. Countries canscmetimes take years to recover 
after atlubble bursts. > 

• 	 Tnis paper is an attempt to provide some guidance on the development· . 
of financial market bubbles. It is divided up into nine main sections • 

. After a short imrcduction, we look at typical developments during 
bubble periods (page 10) and assemble a bubbles checklist (page 27). 
We then examine when bubbles burst (page 2S). We assess the real 
coS'".s of b,ubbles (page 32) and look at evidence for bubbles today (page 

· 37).. All arguments support the idea of a US. bubble now and, as a 
. result, we map . out a scenario for a bursting of this bubble (page 44). 
We coni:iude by suggesting that inflation targets may increase the risk' 
of·finandal market bubbles (page 51). 

. 	 .. '. 

• Our analysis of previous bubbles focuses on four countries • Japan, the 
UK, Spain and Mexico. We find a number of similarities.which enable 

. ····'lIs :oc:nstruct a bubbles "checldist'" which expands, the results from 
our four case sucHes to cover other countries which have also suffered 

, from bubbles .. ' 
. . 

• 	 We are able to debunk some common myths reg~rding enhanced 
productivity performance. , We show, for example, that most bubbles 
develop during a period of above average growth and below average 
inflation. Although a,n ideal combination, we show that these periods , . 
are typically unsustainable, giving rise to current account problems and, 
more often than not, an interest rate response which brings growth 
expeCtations ~ack to reality. with a bang.. . 

• 	 Tne association of bubbles with low inflation is an odd result. After all, . 
. ~ bubbles are typically a financial phenomenon associatea. with rapid 

growth of domestic money supply and, more often than not, substantia!' . 
· inflows ()f liquidity from abroad 	as investors attempt to buy into a 
supposed new paradigm. However, we show that ~ubbles often are 
helped .dong by declines' in global. commodity price$ or strong 
exchangE! rates, both of which tend to restrain inflationary pressures in 
the short term. 

• 	 We also :shpw that bubbleS tend to develop because policy makers are 
unusually happy to disregard potentially worrying indicators of excess 
domestic demand. Prime examples of this approach are the Japanese. 
attemp.ts to reduce the current account surplus in the late 1980s, UK. 
attempts to followa 01'.113.00 policy in the late 1980s and, more recently, 

· the' Fed's decision to lower interest rates in September al!d October of 
last year. 

. 	 . '. 

• 	 Ou~ HSEC bubbles checklist shows a consistentpanem among our four' 
case studies together with other previous bubble examples- including 

5ut:!:ie ':!'Cucle i
•-~ ~ 
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Surnma:rising bubbies' 

:; 	 : 

Sweden, NorNay" Finland and Thailand~ The checklist also strongly. 
SUppClts our conclusion that the US is now facing a similar bubble 

,t':: experiEmce•. 

• 	 Bubble!s typically burst after a series of official interest rate increases. . 
. , One increase alone i~not normally enough to do, the trick..... ~nly when 


markets are perslJaded both tha:t there has been a permanent increase 

, '" 	 " ," 

in the discount rate'to be applied to future earnings growth and that 
eamin~js growth itself is likely to weakenare asset prices likely to fall , 
aggressively. In other words, central banks have to do enough to 

. persuade markets that the party. is over and this typically implies a 
, .;.~,. 

'sustained penod of monetary tightening~ 

.: : 
• ExceptiOns to this rule are those countries who have benefited from 

abnOnllally high capital inflows from abroad, perhaps as a result of very 
low returns elsewhere in the world., Mexico's bubble. for example, was 

, partly the result of very low US interest .rates in the, early 1990s. . A ' 
· sudden increase in Tatums elsewhere. can have' an effect simifar to a 
series of domestic interest rate increases. Mexico's 1994 crisis was. .' 

":." triggemd by this process and it is possible that the US n~w is vulnerable 

,. tplhe same threat, as recovery gathers pace elsewhere in the world. . 


• 	 Current US performance is in line with previous bubble examples. 

Virtually all olthe indicators on the bubbles checklist are flashing red for 

the US" ' Although there may be a 'productivity miracle, it is unlikely to 

be sufficient to account fully for the exceP,tional GOP growth rates 

achieved in recent years.· As with previous bubble examples, actual 

long term gains in productivity are Iikei't to be much smaller .than is 

currently being claimed. 


• 	 Yet the continued gains in equity. prices and the private seCtor liabilities 

built ~p along~ide th~m • ~f1ected in -the widening current acaJunt 


· d,eficit. are probably basedoJ'.1 faith in anong~Lng p,roductivitymiracle. 
Reality, however, is likely to be less favcurabie.Strong growth 'in
money supply, a rapidly rising investmentshare within GOP, a widening' 
clJrrent account deficit and a personal sector spiralling into deficit are all 

· classic indicators of a ,domestic bubble. 

, • 'The bubble will prompt interest rate increases from the Fed. As with 

previous bubble examples, these rate increases are more likely to reflect. 

worries about future' inflation than about existing' price increases. 

Monetary·tightening will, in tum, threaten the resilience of the domestic 


f' stock market and asubstantial correction is now likely by the first half of 
t 2000. 	 . . . . 

. :t 
• 	 On this basis, th'e risks of an ultimate hard landing 'have substantially . 


increasl!d. When b_~bles bu~ soft landings never seem to be within 

reach. Although the short term outlook for the US economy remains 

rosy, the risks of recession in 2001, both in the US and through the rest' 

of the world, have grown. significantly. 


'. 
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Increased concerns over a possible Chinese renminbi devaluation have been 
most recently manifest in major spikes in implied non..<feliverable forward.(NDF) 

"", 	

yields. Fuelled also by a major deterioration in relations with Taiwan, one~year 
NDFs hit an early August peak of just under 20% in the one year tenor, thus 
discounting sizeable devaluation. The Chinese authorities are under pressure . 
to stimulate private domestic demand; with major fiscal stimulus and successive 
cuts in interest rates yet to have the desired effect Currency devalilation remains. 
the one major stimulatory weapon left in the armoury. 

In.our opinion, there are several reasons why renminbi devaluation may not yet be 
( 	 . 

imminent FlI'St, aspirations towards wro memb~hip remain. Second, devaluation . .. 
would be untimely in the run-up to the fiftieth anniversary of the founding of the 
PRC on 1 October. Third, fiscal and monetaty stimulus measures are probably not yet 
exhausted. Fourth, ~valuationnow would come at a bad time for Hong Kong which 
is battling still to re~stablishpositive growth post a succession of recent crises· of . 

. confidence. Fifth, wider regional economic recovery may not yet be sufficient to ward 
off the threat of competitiveness nullifying-depreciation. Sixth, the strongerJapanese 
yen may draw some more of the immediate sting out of devaluation concerns• 

.	All the above said, there. are clearer signs over recent weeks of a more open policy 
debate within China over the Virtues of a mo~ flexible exchange rate policy which may 
be part of a prolonged period of 'expectations management' on the part of the authorities. 

We are comfortable with the view that there is no intention in Beijing to undermine the . 
Hong Kong dollar peg, even in the event of a renminbi devaluation.: To do so would be 
to damage irretrievablyHong Kong's status as an,international financial centre. However 
CNY devaluation concerns, the intensely complex geopolitical tensions .with Taiwan, 
as well as higherUS interest rates, all mean higher Hong Kong dollar interest rates at 
precisely the time when economic fundamentals are demanding stable to lower rates. 

4 
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In Latin America, we pJaintain the view that the converti'bilityplan in Argentina will ..... 
'f ' .. 	 . . . . 

endure. However the' external environment remains a challenging one, given downward 

pressure on agriCnIturaIcommodity pri9e.S, the government's counter-cYt:licalpolicies, 


. and the prospect ofa furtherrise in US iIitere~trates. ~e recent weakeni:flg of the 

US dollar on international foreign.exchange markets will be.of some relief to Buenos 

Aires. While the furore over election candidate Duh3Ide's debt forgiveness remarks has 

passe~ further populist rhetoricjs possible ahead of the hotly contested late October 

presidential election. 


.. 	 Mexican peso economic fundamentals remain supportive. However market attention 
will gradually shift to prospects for neXt yeari"s Presidential election. In this context,· 
the upcoming 2000 budget debate is likely to be lively. 

Adherence to a floating exchange rate has allowed the Brazilian authorities the 

luxury of continuing to cut local currencY int~st~tes. We look for furthermarked 

· declines by ca1endaryear end at the expense perhaps offurther currency volatility. 

Stronger-than-expectedgrowth and low inflation provide astrong fundamental 

undeIpinning for financial markets, though more durable international confidence . 

will be dependent on President Cardoso's ability to regain political popularity and 

to drive through more stringent fiscal refoI'Ili measures. 


Resistance to excessive ctlrrencystrength haS been a prominent feature of CUIre1lcy 

markets over recent months. Bank ofJapan is fighting a losing battle, while Bank of 

Korea has played a much stronger intervention hand Now, the CzechNationaiBank 

has expressed a desire to see a weaker koruna over the next few-months. We believe 


· that this may prove difficult to achieve given the probability of strong privatisation 

· related capital (inflows later this year, and a dwindling current account deficit 


Improving fundamentalsjusPfy a progressively lower risk premium on Turkish local 

currency interest rates. Ankara is moving towards concluding a deal with the ThIF 

later this year, the domestic political environment is relatively stable. and the cur.rent 

account is improving. Also; despite a disappointing July number and the threat of 

higher oil prices, inflation expectations are, at last, in dec1ine~ FISCal policy though 

remains a major area for policy vigilance. 


) 
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SUBJECT: 'Update on Global Markets ' 

The Week Ending July 30, 1999 


"Global markets were-again-this week dorninateci bythe,irnpactofPQtential inCr~s in US. 
intereSt rates, moves in major currencies, ongQing uncertainties in several Latin economies, and 
continued concerns about a possible Chinese devaluation. ' ' 

• 	 Market expectations ofhigher U.S. interest rates increased following Ch~an 
Greenspan's Humphrey-Hawkins testimony and higher-than-expected us. Q2 
employment costs. The resulting decline in US; stock and bond markets fed 
through to markets overseas, but currency and dollar spreads were relatively stable 
in emerging markets. ' 

II The eUro and yen appreciated mOderately further this week, rising to their highest 
levels versus the dollar since mid-May and mid-February respectively. There 
appears to be a growing perception among market analysts that the dollar could 
face significant downside risks. The euro continues to receive support from 
growing evidence ofEuropean recovery., Japanese economic prospects remain 
more tentative. 

',t 	 Russian equity markets fell sharply this wee~ despite the IMF Board's approval of 
a $4.5 billion standby loan. Markets had aIfeady priced in approval ofthe IMF 
loan but were concerned by critical statements from IMF managment regarding 
Russia's past reserve management practices and by the fact that the,Central Bank , 
has recently been forced to intervene in the currency market to keep the ruble 
steady. Russian reserves fell $500M last week to $11B, their lowest level since 
March 1st. 

Gold ptices remained near recent lows despite fading prospects that Congress would approve the 
sale ofIMF gold and despite rising US. inflation concerns and signs ofstronger global growth 
that could increase demand for gold. We are currently exploring alternatives to IMF gold sales, 
that would not negatively impact the gold market. We are close to a solution, which we plan to 
combine with a broader announcement, after the Congressional recess, ofAdministration support 
for an increased budgetary contn"bution for debt relief. 

fXECUTIVE SECRETARIAT' 
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llULTILATERAL SUPPORT FOR.... RUSSIAN ECONOMIC REFORM 

At an April 1993 Tokyo conference, G-7 Foreign and Finance 
Ministers announced a support program for Russia to provide up to 
$43.4 billion. This extraordinary initiative reflected the 
critical importance to world peace of Russia's successful 
transition to a democratic market economy and Russia's special 
needs during this unique transition process. 

The G-7 stands by its commitment to provide the full amount of 
support agreed upon at Tokyo. Of this total, .about $29 billion 
has already been approved to support structural reform and 
initial efforts toward sound macroeconomic policies, and for debt 
rescheduling. The remainder of our support has not yet been 
activated because Russia has not yet made adequate progress in 
implementing.a full stabilization program.

\ .: 

The report below provides an update on the status of the four 
parts of the ,Tokyo package (amounts are in billions. of dollars) 
and on other G-7 sUJ>port initiatives. 

MULTILATERAL SUPPORT PROGRAM AMOUNT APPROVED 

I. Support for Initial Stabilization $4.1 $3.5 

In 1993, the IMF created the Systemic Transformation Facility 
(STF) to support initial stabilization. Russia has drawn $3 
billion under the STF in two equal tranches, in June 1993 and ) 

- April 1994. ' 

The World Bank also agreed to provide up to $1.1 billion in 
initial stabilization support through critical import loans. The 
Bank has disbursed almost all of the remaining $500 million under 
a $600 million critical import loan made in 1992 and a second 
loan of $600 million is expected to be approved this fall. 

'; , .

II. ~ort for Full Stabilization $10.1 $0 

The G-.7 envisaged that Russla would move from initial 
stabilization supported by the STF toward full economic 
stabiliza,tion with the support of an IMF (standby)· loan of up to 
$4.1 billion. Discussions between, the IMF anq Russia on a 
program that can be supported by an IMF standby loan are expected 
to begin in the second half of 1994. 

The G-7 a.lso agreed to create a $6 billion currency stabilization 
fund to s,upport the ruble,' once Russia has implemented a rigorous 
standby program for several months. 

III. Support for Structural Reforms $14.2 $10.6 

Structural support for Russia is needed to help privatize 
industry, build market institutions and infrastructure, and 
develop sectors such as energy and agriculture. It can proceed 
apart from the pace of stabilization support. 



The World Bank agreed to provide up to $3.4 billion in loans to 
support r4~structuring. Of this total $2.3 billion has now been 
approved, including loans to support oil sector restructuring, 
highway r4ahabilitation, financial. institution development, and 
privatizat.ion. The EBRO also approved $250 million in co
financing for a World Bank oil sector loan. 

, ' , 

Under the $300 million Small and Medium Enterprise Fund (SME) 
initiativE!, the G-7 and the EBRO will each provide $150 million 
to financEa small emerging entrepreneurs. A pilot project is 
currently underway and will be reviewed as the basis for the 
entire project. 

The G-7 a9reed that their export credit agencies (ECAs) could 
provide $10 ,billion to finance needed capital imports. Over $5 
billion in ECA assistance was granted in 1993 and,the G-7 is 
prepared 1:0 offer a similar amount in 1994. The United states 
has approved close to $900 million in Eximbank guarantees and 
will provide up to $2 billion under our oil and gas framework 
agreement .' 

IV. Official Debt Rescheduling $15 $15 

In April J_993, Paris Club countries rescheduled roughly $15 
billion of official principal and interest payments due in 1993. 
The United States rescheduled $1.1 billion. (In June of this 
year the Paris Club countries concluded a new rescheduling , 
agreement with Russia for debt due in 1994, which offers more 
favorable terms than, last year's rescheduling.) 

TOTAL HUL'l~ILATERAL SUPPORT ' $43.4 $29.1 

,Special Privatization and Restructuring Program (SPRP) 

Responding to a U.S. proposal, G-7 Heads of State, the World 
Bank, IFC, and EBRD agreed in Tokyo to create the SPRP, to assist 
in restruc:turing large firms. The SPRP will provide up to $3 
billion in equity, loans and ECA support for enterprise 
restructuring. A network of up to ten regional venture funds is 
being esta,blished to make investments in Russian firms. 

The United states contributed $100 million in grant support pnder 
the SPRP t.o create the Fund for Large Enterprise Restructuring 
(FLER). 'I'he FLER is now up and running under former Treasury 
Secretary Michael Blumenthal, and will provide equity and loans 
to newly privatized Russian firms. The United States also 
pledged $250 million in ECA support under the SPRP. 

Support Implementation Group (SIG) 

At the Vancouver Summit, Presidents Clinton and Yeltsin agreed to 
explore creation of a body to coordinate external assistance for 
Russian reform. The United states took the lead in creating the 
SIG, which was endorsed by the G-7 in Tokyo and initiated its 
activities on September 1 of last year in 'Moscow. 



STATUS REPORT ON THE FIVE INITIATIVES 
PFtESIDENT PROPOSED TO PRESIDENT YELTSIN IN JANUARY 

In January, President Clinton proposed five initiatives to 
President Yeltsin :to accelerate the pace of Russian reform and 
western sllpport. Below is a status report on these initiatives. 

1. Intenllified enqaqement by G-7 F,inance Ministries has moved 
the IMP and World Bank to deepen their support for Russian 
reform. ]~fforts by the IMF and World Bank to support Russian 
reform were, flagging last year. Responding to direction from the 
G,-7, both institutions have revitalized their programs this year. 
IMF Managing Director Camdessus traveled to Russia in March and 
worked pel:'sonally with Prime Minister Chernomyrdin to get 
agreement on a new $1.5 billion IMF loan. The World Bank 
completed a $1.5 billion pipeline of projects by July and plans a 
substantial increase in its fiscal year 1995 lending. 

2. Effor1;s are underway' to mobilize further mu1ti1ateral 
financinq., We are urging the IMF and Russia to work together on 
a i995 economic program that can be supported by a new $4 billion 
IMF loan t:his autumn. The G-7 is prepared to finance a $6 
billion fund to", stabilize the ruble as part of an overall 
economic ~stabilization effort. We have also l:?ecured agreement of 
other Paris Club creditors to consider. a comprehensive multi-year 
rescheduli.ng of official debt when Russia and the IMF agree on a 
1995 program. ' 

3. IMP resources available for Russia and other ex-soviet states 
will soon be expanded. Former Soviet countries face 
unprecedented challenges as they strive to build democratic 
market economies while reknitting their social safety nets and 
maintaining public support for reform. At our urging, the G-7 
countries have agreed that the IMF should raise the amount of 
support available to these countries. Work on this initiative is 
well-advanced and we expect the results to be announced in early 
Oct9ber at the Annual Meetings of the IMF and World Bank. 

o By increasing the amounts the IMF can \lend under traditional 
programs, Russia could draw $1.4 billion more annually. ' 

o Russia has drawn $3.0 billion from the IMF's special 
systemic facility. By extending this facility, Russia will 
be eligible for further borrowing of more than $2 billion. 

o The IMF could distribute a special reserve asset to former 
. sovie't countries, 
$1.5 billion; 

which could provide Russia with close to 
, 

http:rescheduli.ng
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4. support for Russia's social infrastructure ~s beinq expanded 
under a number of initiatives. The World Bank recently approved 
a $1.5 billion pipeline of projects, including loans to maintain 
highways ($300 million), rehabilitate the oil sector ($500 
million), develop financial sector infrastructure ($200 million), 
and advanc:::e agricultural reform ($240 million). 

The $3 billion Special Privatization and Restructuring Program is 
building a network of equity funds to help restructure large 
privatized firms. This may include a $500 million World Bank 
loan to hE~lp transfer social services from firms to the public 
sector. 

The Bank is considering other social loans, including $400 
million fc'>r housing and $150 million to support renovation of 
clinics, s;chools, a'nd day car~ centers. at the local· level. It is 
also. planning a program to transfer operation of kindergartens 
from enterprises to local governments~' 

5. The G--' rescheduled Russia's official debt due in 1994 on 
very favol~able terms. In June the G-7 concluded a rescheduling 
that givesiRussia more favorable terms than last year, requiring 
'only $3 billion in payments to official creditors this year. 
Unlike lasit year, the agreement was reached quickly, to the 
satisfaction of all parties. . 
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DEPARTMENT OF THE TREASURY 
WASHINGTON 

, UNDER SECRETARY 

November 17. 1994 

MEMORANDUM FOR SECRETARY BENTSEN 

. FROM : LAWRENCE H. SUMMERS h. 
SUBJECT: MEMO TO THE PRESIDENT ON UKRAINIAN ECONOMIC REFORM. 

. AND PRESIDENT KUCHMA'S STATE VISIT 

ACTION }i'ORCING EVENT 

Ukraine's President, Leonid Kuchma, will visit Washington on 
November 22-23 for a state visit. President Clinton's , 
discussions with him will focus importantly on Ukraine's economic 
reform program and Western financial support for it~ Treasury 
has worked closely with 'Ukraine's leadership in urging that 
Ukraine proceed down the path of reform and in mobilizing G-7 
financial support. For these reasons, :r believe it would be 
extremely useful for the President to receive your views on these' 
issues. . 

RECOMMENDATION 

That Y01~ ~rQttached ,memo to thePr~sident 
Agree~~ DtJagree Let's Discuss _________ 

EXECUTIVE SECRETARIAT 
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DEPARTMENT OF THE TREASURY 
WASHINGTON

ACTION MEMO 
ASSISTANT SECRETARY 

MEMORANDUM FOR SECRETARY RUBIN ACTION 
THROUGH: Lawrence Summers 

~~9Deputy Secretary . 

FROM: \(A~S1/YJeffrey Shafer ' 
Assistant Secretary (International Affairs) 

SUBJECT: Memo to Vice President Gore on Economic Themes for Visit of 
Ukrainian Prime Minister 

\ 

ACTION FORCING EVENT: 

Yevhen Marchuk, rime Minister of Ukrain;1,m be in 
will be meeting with Vice President Gore and other cabinet members. This memo outlines 
the key economic themes which should be highlighted during those meetings. A background 
paper is provided alSQ whic~,provides additional information on the status of reform. 

/ 

RECOMNIENDATI ~ 

attached memorandum to Vice President Gore. 

Disagree ____ Let's Discuss· 
--

BACKGROUND ANALYSIS: 

Prime Minister Marchuk's visit comes at an important time in Ukraine's economic 
transformation effort. While progress has been made toward stabilizing the economy, reform 
momentum has slowed and Ukraine still has not completed its second IMF standby review. 
Recently, the Government again has suggested weakening stabilization to help boost output. 

This memo lays out the key economic messages which should be delivered to the Prime 
Minister during his meetings with Vice President Gore and other cabinet officials. Marchuk 
needs tobecome actively involved in pushing forward Ukraine's economic reforms. 

In response to your inquiry about what the United States can do to support Ukraine's 
reforms: Marchuk's visit is a key opportunity to send the messages outlined in this 
memo. Tfu! Administration is working also to adjust its llnancial suppo-rCpi~ogl·ani· to 
better" meet Ukraine's immediate needs. To improve the quality of Ukraine's economic 
policies, the USG is preparing to send out a group of resident advisors to work in Kiev. 
This project will concentrate on all m~jor areas of macroeconomic policy. 

ATTACH.MrENT: 

Tab 1: Memorandum to Vice President Gore 
Tab 2: Background on Economic Reform in· Ukraine 
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