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Comments session 1.1: Global Governance and the Functioning of Global Financial Markets

Marion Eeckhout, Ministry of Foreign Affairs, The Netherlands.

I was awaiting this introduction in trepidation, since I know the organizers from a previous position when I was in multilateral aid, allocating macro aid to good performing countries.

The good thing about being new to a network is that you don’t get a lengthy introduction in which all your mischiefs / misdemeanors/ mistakes get mentioned along with a few, superficial compliments. Also I did not publish enough on the subject to get reminded of my errors in previous positions and / or presentations.

I will make use of other people’s errors however, since I have to base myself on previous papers of the presenters only. [The new papers arrived this morning]

Since I am the only one this morning from the development cooperation “business”, in my comments I will pay particular attention to the perspective of development cooperation and the policy implications for EU programs. After all, this is the EU-LDC network. 

Since I am the only thing standing between you and lunch I will be brief.

Structure of comments

I will first comment on the Argentina case and how this poster child of the nineties could switch to a basket case after all. I will distinguish between the external and internal  [or institutional] dimension and close off with some suggestions about EU donor support programs, since I am the only one here from the development cooperation business.

I will then quickly comment on Raffer’s detailed/ particular proposal for a debt work out mechanism (and put it in the wider perspective of the global financial system)

ARG first

ARG is a great example of the Boom Bust cycles in Lat Am over the last decades. (as Ocampo describes in Fondad 2001

· In the eighties it was in serious trouble and took very strong policy measures to align fiscal policy

· In the nineties the crisis was soon forgotten, capital flows skyrocketed and growth rates were 5% on average.

· The introduction of a currency board and the hard budget constraint appeared to be a success. Most policy advisors (and mutual fund managers) soon forgot to take into account that the currency board meant that ARG’s hands were tied so that monetary policy could not be used to stabilize the economy in case of crisis (in Brazil the opposite????)

· Up to 2000 ARG was described as a poster child, so how could it happen it changed into a basket case after all?

The question is whether this can be attributed to “bad policies as in 1990, to bad luck like in 1994 or to bad institutions” 

[Footnote: I will describe good institutions in line with Tomasi as systems that facilitate intertemporal cooperation. Thus much more than democracy and formal technical arrangements: (in the words of transaction theory of Spiller and Tomasi) ]

Causes of failure EXTERNAL 

· Is Stephanie Griffith-Jones right saying that “the emperor had no clothes on” and thus that capital flows in the end did not bring the expected benefits? For instance privatizing Banks and Utilities did not bring in extra resources and did not bring in extra technical know how. Perhaps it would have been better to bet on domestic investors for sustained growth.  Stephanie Griffith-Jones argues that the global financial system fails and does not deliver the benefits

· Secondly, is the failure of policy advise on fiscal reforms to blame (and were provincial authorities not reigned in sufficiently, which resulted in ever rising provincial debt which stood at 5% of GDP in 2002 and even higher contingent liabilities)

· But then the question is why India managed to balance the provincial debt and ARG cannot? 

· Why is it the political game between the mayor of BA and the president turned sour in 2001? Is it just a matter of short time spans of politicians?

It is striking that a WB paper by Dillinger in 2000 praises the exemplary reform program (bank reform, pension reform, recurrent expenditures, and fiscal deal with Provinces). He praises the way ARG weathered the storm of the Tequila crisis in 1994 which had much to do with the fact that the largest province such as Buenos Aires did not obstruct the reforms (but he did not mention the effect of the Russia crisis in 1998).

Tomasi would say that was just the title of the reform, but in reality privatization was badly implemented and regulatory arrangements were uneven so that the provinces could easily escape enforcement of reform.

I am convinced a mix of these factors was at play and that indeed by opening up the economy the volatility of the global system was imported, but the explanation is not sufficient to explain why ARG survived in 1994, but drowned in 2001.

INTERNAL FACTORS COUNT

In my view national policy matters and therefore we must have a closer look at internal factors.

This is not a matter of simply striving for good governance and democracy (as Rappoport suggests): it is a much more complex balancing act.

I don’t believe it is a matter of putting the right formal institutions in place and particularly not of providing TA to institutions.  That is just the technical aspect of reforms.

What is lacking in Rappoport’s analysis is an insight in the political alliances and arrangements BEFORE the reforms took place. As Tomasi puts it so nicely in his article on ARG for the ABCDE conference “its not the policy, but the polity stupid” (of course I don’t mean to address the honorable presenter in this way) This is just a liberal quote from Clinton.

Tomasi’s argument is [and Mustaq Khan’s], that a growth-oriented government must be able to balance the game of distributing rents (of course there are rents) to different groups for as long as these groups deliver the needed growth. In fact the trick is not to get captured by political pressure groups.

His analysis is built on two observations: 

a) It is not the title of the reform that matters, but the quality of the implementation of reform 

b) Determinant of success is the enforcement capacity of balancing rents between different elite groups.

This may explain why ARG survived the Tequila crisis in 1994, but not the Russia crisis in 1998. The argument perhaps can be expanded to look at the process in Japan, Sri Lanka and (success) in Malaysia. 

Implications for EU support programs?

In fact, the ARG case shows that EU and other donors can do very little (Or stand empty handed). Building the formal institutions is not a solution.  This counts for middle-income countries but also so called LDCs (isn’t it Debaprya Bhattacharya?)

The EU does not (and cannot) have sufficient insight in the political ramifications in a country to choose which institutions to strengthen; the same counts for WB, IMF.

In my view, EU should not attempt to interfere in national institution building, but provide support to strengthening regional support structures.

Regional arrangements

I am very much in favor of Jose Antonio Ocampo proposals about regional structures like:

- Peer review among neighbors (after all the region is the stakeholder as they will be the victim of contagion)

- Regional technical support systems e.g. by IDB, ECLAC. Asean etc.

- Regional trade associations such as Mercosur,...etc.

- Lastly he has some interesting ideas about currency swap arrangements, though I am not sure it is feasible in the end (in Asean and FLAR).

Voice of the poor countries

I also support Stephanie Griffith-Jones’s ideas for strengthening the voice of poor countries through a virtual technical support structure for Executive Directors of developing countries in WB and IMF Boards 

(this can be copied from the support mechanism for WTO negotiations, not only Integrated Framework, but on negotiation skills). 

Policy coherence

Developed countries can do much more at the global level of policy coherence. My minister Herfkens used to say “coherence begins at home”, for instance in getting a coordinated viewpoint on issues of particular relevance to LDC. One example is a coordinated viewpoint in WB, IMF and WTO, but also financial forum such as BIS, Basle and FSF where the Voice of the poor countries is not well represented. More can be done to get the concerns of developing countries on the table and translate these messages to cabinet meetings, but also towards private sectors e.g. Banks in the IIF to get certain proposals accepted. 

We (the Netherlands) have recently established a coherence unit to feed this kind of concerns into cabinet meetings and into EU negotiation circuits.

On Raffer’s paper: I know he is a strong advocate for a chapter 9 solution, rather than a chapter 11 since 1990. 

I admire his endurance in the issue, but wonder whether it is not barking up the wrong tree and a partial solution. 

- First of all, a liquidity crisis can be just as severe/ disturbing as a solvency crisis. For instance in the case of ARG it was a liquidity crises rather than a solvency crisis (Stephanie Griffith-Jones) 

[We need more liquidity just as well either through the CCL or SDR ratification. I don’t understand why there is not more lobbying on that issue]

-  Second, shocks in trade flows (ToT) can be just as disturbing [as we will learn in the next session] and 

- Lastly, the internal political arrangements matter as well. 

The ARG case shows you cannot stop the boom-bust cycle through a debt work out mechanism. 

I think it has more to due with regulating financial and banking sector and with some control mechanism on provincial borrowing.

On the other hand we should not lose sight of the progress we have made. One year ago we were discussing ways to get the private sector involved in debt restructuring at all. I think we had better make use of this window of opportunity. It seems to me preferable Rather to come to an organized debt work out rather than a chaotic work out like in ARG.

[NB Banks did not manage to find a way out on their own. It took Krueger to rock the boat.]

As to your stance on the preferred creditor status of IMF, we shouldn’t forget they are the only ones continuing to lend to difficult countries and in difficult situations, even lending into arrears, and therefore have an exceptional position. Well, I am sure you are aware of all the familiar arguments at the Boards, thus I will not repeat it here.  Trevor Manual (Minfin South Africa) once said: “ if we abandon the WB and IMF, it is equivalent to abandoning all LDC who HAVE no other recourse”.

Global financial system 

I guess we have to look at the role of the private sector as well in the global financial system.  Investors and brokers continued to speculate on a breakdown of the currency board for a very long time (let’s not forget the new instruments of hedging and derivatives that make the world much more volatile than before). Are these not the questions to address in a session about the financial architecture? (Stephanie Griffith-Jones would say so)

Lastly, I wonder about the innovative (if not unholy) alliance between American banks lobby and NGO’s in stressing chapter 9. For instance lawyers like Pell insisting that all procedures must be aligned to American jurisprudence (precedence)

It makes me wonder whether both sides of the spectrum have the same expectations of the instrument. 

For instance: Tarullo [of Georgetown University] stresses that rather than providing more democracy for civil society to dispute the capacity to pay more debts, indeed chapter 9 procedures will lead to stricter use of the criterion of cash flow and taxation capacity (which can always increase) rather than asset position. Is that why chapter 9 is hardly used in the US?

In my understanding it is not a matter of interfering in sovereignty (what you always do) but in how far you interfere. 

Again, I would stress the urgency of strengthening the voice of poor countries in standard setting bodies such as Basle, BIS en FSF. 

As G Helleiner once said: No standardization without representation (quote Stephanie Griffith-Jones).

In closing I would like to quote Tomasi’s paper: it is not the title of the reform that counts, but the capacity to enforce its implementation.

Sources ARG

B. Dillinger WB 2000

J. Fanelli, Fondad 2001

M. Tomasi ABCDE 2002

M Khan ABCDE 2002

Fondad 

Debt workout mechanism

S. Griffith Jones 2002

J.A. Ocampo ???

G-24, South center etc

