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GOVERNING THE GLOBAL ECONOMY:

DOES ONE ARCHITECTURAL STYLE FIT ALL?

Introduction

Financial market deregulation sets off a credit boom and an explosion in equity and redl
estate prices. Private sector debt shoots up from 85 percent of GDP to 135 percent within five
years. The economy becomes overheated, generating sizable current-account deficits. Unable to
borrow long-term abroad, the private sector accumulates a large stock of short-term foreign debt
in foreign currency. Foreigners are happy to lend in order to take advantage of high domestic
interest rates. A real appreciation of the currency leads to the weakening of export performance.
Meanwhile, the government denies rumors of impending devaluation, and insists that it will
maintain the currency peg.

A devaluation in anearby country reveals how vulnerable the economy is to the loss of
international confidence. All of a sudden, foreign creditors curtail their short-term credit lines.
At first, the central bank tries to hold the exchange rate. But eventually it hasto yield, and lets
the currency float. The cutoff in lending and the currency collapse trigger a huge wave of
bankruptcies. In amatter of three years, the private sector is forced to transform its external
deficit from 8 percent of GDP into a surplus of 11 percent--a turnaround of almost 20 percent of
GDP. Theloan losses incurred by the banking system amount to 12 percent of GDP. The
economy is faced with the most severe economic crisis it has faced in along time.

Thailand or South Koreain 1997-1998? It could be, but it isnot. The country in
question is Sweden in 1992-1993.> The similarities are striking, and they are areminder that

financial crises can overwhelm even those countries that lack the structural defects that (with the

1| have relied here on the account by Backstrom (1997).



benefit of hindsight) are presumed to have left the East Asian countries vulnerable to external
shocks. Crony capitalism, corruption, weak rule of law, lack of transparency, inadequate
financial regulation and prudential supervision, poor corporate governance, non-enforcement of
bankruptcy procedures, an insufficiently open capital account, overly-ambitious industrial
policies--these are hardly the characteristics that one associates with Sweden, or for that matter
Finland and Norway (two other countries that experienced severe financial turbulence in 1992-
1993).

Nonetheless, the view that such structural elements have played akey rolein
precipitating the Asian financial crisis has come to enjoy widespread support, not least in official
circles. Theresult is aremarkable development: the international community has now taken on
with great vigor the task of redesigning developing economiesin East Asiaand elsewhere. The
current IMF programs in East Asia proscribe structural reforms in minute detail in the areas of
business-government relations, banking, corporate governance, bankruptcy laws, labor-market
ingtitutions, and industrial policy. A key component of the new International Financial
Architecture is a set of codes and standards--on fiscal transparency, monetary and financial
policy, banking supervision, data dissemination, corporate governance and structure, accounting
standards--designed for application in al countries, but targeted especially on developing
countries.

An unappreciated irony in thisis that conditionality on developing countriesis being
ratcheted up at precisely the moment when our comprehension of how the global economy works
and what small countries need to do to prosper within it has been revealed to be sorely lacking.
It wasn't so long ago that East Asid's export-orientation and high investment rates were assumed

to provide protection against the kind of external crisis that periodically rocks Latin America. A




common exercise in the aftermath of the 1995 tequila crisis was to compare the two regionsin
terms of their current-account deficits, real exchange rates, export-GDP ratios, and investment
rates to show how East Asia, for the most part, looked "better." East Asia had its critics of
course, but what the critics had in mind was a gradual running out of steam and not the
meltdown that transpired. "l have learned more about how this new international financial
system works in the last twelve months than in the previous 20 years," Alan Greenspan
acknowledged recently.?

Ignorance calls for humility. The central theme of this paper is that there are dangersin
throwing at developing countries a Washington-consensus view of economic policy, even if this
consensus is now refurbished with new international codes and standards and with "second-
generation reforms." Therisks arise from several sources. First, the new set of external
disciplines come hand-in-hand with a particular model of economic development that remains
untested, and will foreclose some development strategies that have worked in the past, and others
that could work in the future. The narrowing of national autonomy in the formulation of
development strategy is a cost for which developing countries are unlikely to receive an adequate
reward. Second, it is doubtful that the new policy agenda will make the international financial
system itself much safer. Aslong as capital flows remain large relative to the liquid assets held
by national governments and are easily reversible, the international economy will be hostage to
spectacular boom and bust cycles. Indeed, by focusing attention on internal structural reformsin
the developing world, the risk is that the current approach will lead to complacency on short-
term capital flows, increasing rather then reducing systemic risks. Finally, the practical

difficulties of implementing many of the institutional reforms under discussion are severely

2 Quoted in Thomas L. Friedman, "A Manifesto for the Fast World" New Y ork Times Magazine, March 28, 1999, p.
71.




underestimated. Today's developed countries did not get their regulatory and legal institutions
overnight. It would be niceif third-world countries could somehow acquire first-world
institutions, but the safe bet has to be that this will happen only when they are no longer third-
world countries.

My argument is not against the substance of specific standards or codes. No one can be
serioudly against the introduction of proper accounting standards or against improved prudential
supervision of financial intermediaries. While, as| will argue below, some of the standards are
likely to backfire in practice, the more serious concern is that the standards are the wedge with
which a broader set of policy and institutional preferences--in favor of open capital accounts,
deregulated labor markets, arms-length finance, American-style corporate governance, and
hostile to industrial policies--will be imparted on the recipient countries. The danger is that such
an approach will privilege freedom of international capital mobility in the name of "sound"
economic policy, and that it will do so at the cost of neglecting other goals of development
policy that may potentially clash with it.?

The plan of the paper is as follows. The next section discusses the appropriateness of the
new-style IMF conditionality. Thisisfollowed up by an analysis of the issue of market
confidence, especially asit relates to the questions of structural reform and IMF conditionality.
Next, | discuss some of the practical difficultiesin implementing the G7 approach to the
international financial architecture, emphasizing the diversity of needs and circumstancesin

developing countries. The penultimate section questions whether international capital mobility is

3 See also Ocampo (1999) on the need to preserve autonomy for developing countries in managing their capital
account.



an appropriate objective for the international community in designing the new architecture. The

final section presents some concluding thoughts.

The new conditionality

The international financial architecture envisaged by the G7 will entail enhanced
conditionality on developing countries for at least three reasons. First, as mentioned previously,
one of the official lessons drawn from the Asian crisisis that the structural features of the Asian
economies played an important role in precipitating the crisis, and that preventing future crises
will requires reforms that undo these features. Second, the new codes and standards that are
being promulgated will need to be adopted by each country, and an international agency will
have to certify that countries are in compliance. Third, access to the IMF's new short-term
contingency facility will be available only to those countries that submit themselves to higher-
order conditionality. Faute de mieux, it isthe IMF that will dish out the conditionality.

The IMF program in South Korea provides awindow to the world of conditionality of the
future. Inlate 1997, the IMF organized a rescue package for Koreaof $57 billion, with $21
billion coming from its own resources. In return, the Korean government accepted an extensive
program of reform that, carried to its fruition, would completely overhaul the structure and
governance of the Korean economy. The program included:

tight money policies, higher interest rates, and afiscal retrenchment initially equivalent to

about 2 percent of GDP (the latter requirement was significantly relaxed in subsequent

programs as the Korean economy deteriorated more than anticipated);

a comprehensive financial-sector restructuring, including independence of the central

bank and the suspension of the operations of nine merchant banks,

the dismantling of “nontransparent and inefficient ties among the government, banks, and

businesses,” including the phasing out the system of cross guarantees within

conglomerates;

aprogram of trade liberalization, including the phasing out of trade-related subsidies, of
restrictive import licensing, and of the import diversification program,;



capital-account liberalization, including the lifting of al capital-account restrictions on

foreign investors' access to the Korean bond market; and

labor-market reforms, aimed particularly at making layoffs easier while enhancing socid

safety nets.*

The Korean government has signed atotal of seven letters of intent with the IMF between
December 24, 1997 and March 10, 1999 (the date of the most recent agreement as of this
writing). The general thrust of these agreements has been to relax the fiscal stance over time (in
order to counter the decline in domestic demand) and to impose an increasing range of
responsibilities in the areas of financia reform, corporate restructuring and governance, and
capital-account liberalization. The latest memorandum of economic policies submitted to the
Fund (on March 10", 1999) contains one-and-a-half pages on macroeconomic policy, and twelve
densely-packed pages on privatization, financial sector restructuring, prudential regulation and
supervision, corporate restructuring, trade and capital account liberalization, and transparency,
monitoring and data reporting.

The extent to which the conditionality imposed on Korea departs from the IMF's
traditional approach--with its focus on quantitative macro and financia policy indicators--is
striking. Moreover, this conditionality reaches beyond the difficult, but otherwise
unambiguously desirable objective of improving capital-adequacy standards, prudential
supervision, and data dissemination. In effect, the reforms in labor-market institutions, trade and
capital accounts, and government-business relations entail a remolding of the Korean economy
in the image of a Washington economist’sidea of afree-market economy. If Korea, a mid-size

country with an exemplary development record, is subject to such intrusive conditionality, one

can imagine what is in store for small countries with more checkered economic histories.

* See http://www.imf.org/External/np/exr/facts/asia HTM (Box 4) and
http://www.imf.org/external/np/oth/korea.htm. The text of the latest Letter of Intent is at
http://www.imf.org/external/np/l0i/1999/031099.htm.




Martin Feldstein (1998) has trenchantly criticized this departure. Feldstein argues that
the IMF's primary goal should have been to help Korea gain renewed access to capital markets,
and that most of the structural changes imposed by the IMF were not required to meet that
objective:

Although many of the structural reforms that the IMF included in its early-December
program for Korea would probably improve the long-term performance of the Korean
economy, they are not needed for Koreato gain access to capital markets. They are also
among the most politically sensitive issues: labor market rules, regulations of corporate
structure and governance, government-business relations, and international trade. The
specific policies that the IMF insists must be changed are not so different from those in
the major countries of Europe: labor market rules that cause 12 percent unemployment,
corporate ownership structures that give banks and governments controlling interestsin
industrial companies, state subsidies to inefficient and loss-making industries, and trade
barriers that restrict Japanese auto importsto atrickle and block foreign purchases of
industrial companies.

The IMF's response is that new crises require new approaches. According to Stanley Fischer

(1998)°, the Feldstein criticism neglects the roots of the crisis. In hiswords:
Financial sector and other structural reforms are vital to the reform programs of Thailand,
Indonesia, and South Korea because the problems of weak financial institutions,
inadequate bank regulation and supervision, and the complicated and non-transparent
relations among governments, banks, and corporations were central to the economic
crisis. IMF lending to these countries would serve no purpose if these problems were not
addressed. Nor would it be in the countries' interest to |eave the structural and governance
issues aside: markets are skeptical of halfhearted reform efforts.

Note the two-pronged response. First, the structural reforms are needed because it was structural

problems that instigated the crisis. Second, they are necessary to signal to markets that the

governments are doing the right things and therefore deserve their confidence. The second of

these, | believe, isthe more weighty argument, and | shall examineit below. Herel deal with the

relationship between economic structure and financia crisis.

5 See http://www.imf.org/external/np/vc/1998/073098.HTM.




The claim that East Asian-style institutions® made the countries of the region particularly
prone to financia crisesis hard to support on the basis of evidence.” The point of the Swedish
example that opens this paper is precisely to indicate that financial markets can misbehave even
in climates where cronyism does not breed. Every financial crisis entails reckless borrowing as
well as reckless lending, and to that extent the Korean, Thai, Indonesian, and other Asian
borrowers who ran up short-term liabilities are surely at fault. These countries had a number of
structural weaknesses in the areas of financial regulation and governance overall. But as Paul
Volcker (1998, p. 4) has emphasi zed:

the timing, nature, and force of the Asian financial crisis ... [cannot] be explained in

terms of those structural factors, important as they may be over time. None of themis

new. None of them has been unknown nor, to the best of my knowledge, suddenly gotten
worse.
Thereis simply no evidence to suggest that countries with a particular development model are
more prone to financial crises than others.?

The proximate cause of the Asian crisis was the excessive accumulation of short-term
debt in excess of liquid assets, which left these countries vulnerable to self-fulfilling crises
(Radelet and Sachs 1998, Furman and Stiglitz 1998, UNCTAD 1998, Chang and Velasco 1999).
The reasons behind rapid short-term debt accumulation do not seem related to simple
generdizationsin terms of development strategies. To the extent that there is a common

element, however, it isthis: countries that undertake financial liberalization are more likely to

end up with large short-term external liabilities and to end up in banking and/or external crises

® Thisis amisnomer, of course. Thereisagreat deal of institutional variety even within East Asia

" For an account of the rise and fall of the crony-capitalism hypothesis to explain the East Asian crisis, see MacLean
(1999).

& One of the (now-discredited) lessons of the debt crisis of the 1980s was that an outward-oriented trade strategy
guards against external crises. It is hard to imagine a more outward-oriented set of countries--in the senseimplied in
that earlier discussion--than the East Asian countries.



(Kaminsky and Reinhart 1998). The evidence suggests that high shares of M2 in GDP tilt the
maturity composition of external debt toward the short end, and that high ratios of short-term
debt to reserves increase the probability of financial crises (Rodrik and Velasco 1999). Hence,
one can plausibly argue that premature financial deregulation during the 1990s contributed, at the
very least, to the East Asian crisis.” Interestingly, in a country like Korea, financial liberalization
was undertaken in no small part in response to U.S. pressure and to satisfy the requirements of
OECD membership. Thisisindeed a poignant example of how ill-advised external pressure--
grounded in partial economic theory and inadequate evidence (but solid mercantilist reasons)--
can prove harmful to the recipient.

It isall the more ironic that this should have been the fate of a country like South Korea,
which grew rich by doing all sorts of things that it would have been prevented from doing by
today's rule book. Close links between the government and the chaebol, credit subsidies,
investment guarantees, protected domestic markets, restrictions on inward FDI, domestic-content
requirements, public enterprises, mild financia repression--these too were features of the Korean
model alongside outward orientation, conservative fiscal policies, and an emphasis on education.
The debate over the extent to which these policies contributed to (or perhaps hindered) growth is
alegitimate one. The point isthat there is a debate. Its existence reminds us that our
understanding of what makes for a successful economic strategy remains limited.

In the end, | believe Feldstein (1998) has it right when he writes:

Imposing detailed economic prescriptions on legitimate governments would remain

guestionable even if economists were unanimous about the best way to reform the

countries economic policies. In practice, however, there are substantial disagreements
about what should be done. Even when there has been near unanimity about the

® See Ito and Krueger (1996) for an early analysis of financia deregulation in East Asiaand of the risks involved,
and especially the chapter by McKinnon and Pill (1996).
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appropriate economic policies, the consensus has changed radically. After al, the IMF
was created to defend and manage a fixed exchange-rate system that is now regarded as
economically inappropriate and practically unworkable. Similarly, for along time the
advice to developing countries that came from the World Bank, the IMF's sister
institution, and from leading academic specialists emphasized national plans for
government-managed industrial development. The official and very influential U.N.
Economic Commission for Latin America preached the virtues of protectionist policies to
block industrial importsin order to encourage countries to develop their own
manufacturing industries. Now the consensus of professional economists and
international agencies calls for the opposite policies: flexible exchange rates, market-
determined economic development, and free trade... Evenif it were desirable for Korea
to shift toward labor, goods, and capital markets more like those of the United States, it
may be best to evolve in that direction more gradually and with fewer shocks to existing
businesses.

As Feldstein recognizes, the fact that fashions in economic policy change frequently should
make us more humble in prescribing detailed structural programs on devel oping countries—
especially on those that have devel oped by eschewing conventional wisdom and espousing
heterodox policies. Theredlity isthat our prescriptions often go considerably beyond what can
be supported by careful theoretical reasoning or empirical demonstration. We know alot less
about what makes for good economic policy than we recognize.® Economies that have done
well in the postwar period have all succeeded viatheir own particular brand of heterodox
policies. Macroeconomic stability and high investment rates have been common, but beyond
that many details differ (Rodrik 1999). Trying to fit all developing nations into a straitjacket of

policies that have only recently become conventional wisdom is undesirable.

In pursuit of market confidence

1% The need for humility in policy prescription is underscored also in Stiglitz (1998). Bird (1999) emphasizes the
absence of a professiona consensus even on some aspects of macroeconomic stabilization policy.
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The second argument for structural reformsis that they are needed to regain (or maintain,
as the case may be) "market confidence.” The point has been made forcefully by Camdessus
(1998), who asks:

So what are these programs in Thailand, Indonesia, and Korea all about? Many people

assume that they must be the same kind of belt tightening adjustment programs that the

public has long associated with the Fund. Quite the contrary. These programs represent a

marked departure from the kind of programs we have traditionally supported in the past.

| say this because the centerpiece of each program is not a set of austerity measures to

restore macroeconomic balance, but a set of forceful, far-reaching structural reformsto

strengthen financial systems, increase transparency, open markets and, in so doing,

restore market confidence" (emphasis added).™*
In aworld where capital isinternationally mobile and short term liabilities have exploded thanks
to financia liberalization, confidence becomes the sine qua non of macroeconomic stability, and
hence a prerequisite for economic development. Without confidence, money flees, interest rates
shoot up, and the currency plummets. And the culprits are not just wicked foreign speculators.
Domestic investors can crash the economy equally well, by converting their short-term assets
(bank deposits, government bills) into foreign currency and taking them out of the country.
Hence thereis little question that governments and the IMF have to target their policies on
market confidence.

But where does confidence come from? In the best of all possible worlds, it would be
common knowledge which policies work and which do not, and hence all that governments
would need to do is adopt the policies of the former type and rescind the policies of the latter
type. Confidence would be restored, capital would flow back in, and everyone would live

happily ever after. Isthisthe model under which IMF conditionality--and all advice emanating

from Washington--works? Yesand no. Thereis, as| have discussed, an augmented Washington

1 After along list of reforms, Camdessus concludes: "Taken together, these reforms will require avast changein
domestic business practices, corporate culture, and government behavior, which will take time. But the processis
already in motion, and already some dramatic steps have been taken.”
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consensus. "everyone" knows that industrial policy isterrible, that deregulated labor markets are
good, that open trade and capital accounts are even better, that improved prudential supervision
and corporate governance can prevent financial crises, and so on.

Note, however, that under this view of the world, the objective of regaining confidenceis
entirely superfluous. Confidence comes automatically to those who follow the right path. 1t
makes no sense to justify reforms on the basis of their expected impact on market confidence.
The appropriate retort to Feldstein's criticism is simply: "we (and the rest of the world) know
what works and you don't."*?

Presumably hardly anyone in Washington thinks that. So we have to entertain the idea
that sound economic policy is not common knowledge, or that information sets about what
constitutes sound economic policy differ.’® Alternatively, even though the policy fundamentals
are common knowledge, there might be multiple equilibria due to the interdependence among
investors actions. In these situations, uncertainty about others' beliefs, actions, or the true state
of the world matters agreat deal. We can end up in alousy equilibrium characterized by a
divorce between investor behavior and fundamentals.

A recent paper Mukand (1998) develops the analytics of such situations nicely. Consider

the following stylized set-up suggested by Mukand's (1998) framework. Let there be two actors,

agovernment (G) and aforeign investor (F), who have to decide on what actions to pursue when

12 There is amore subtle, signaling argument under which governments might need to frontload their reforms--or
overshoot--in order to show their determination to financial markets. See Rodrik (1989) for atheoretical exposition.
However, this argument works only to the extent that the frontloading is actually costly to the government in
guestion. A costlesssignal isaworthlesssignal. If thisisthe real argument for deep structural reforms, the IMF
would have to own up to the fact that governments are being forced to do things that are in fact harmful to the
economy for the sake of sending a positive signal to financial markets.

13 See Morris and Shin (1998) on how salf-fulfilling currency attacks can arise as the unique equilibrium of amodel
in which fundamental s are not common knowledge.
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the underlying state of the world is not observable. The state of the world can be either "neat" or
"messy." G receives aprivate signal about the state and then chooses a policy (which isthen
observed by F). The policy can be either "orthodox" or "heterodox." Assume the orthodox
(heterodox) policy produces larger surplus in aggregate when the state of the world is neat
(messy). Theforeign investor F wants to invest only when there is a match between policy and
the expected state (orthodox/neat or heterodox/messy). Further, F believes (perhaps incorrectly)
that the productivity of its investment will be higher under the orthodox/neat combination than
under the heterodox/messy combination, and will invest more when he expects the first scenario.
Mukand (1998) demonstrates under these conditions that the government may have two
reasons to follow the orthodox policy even when it receives asigna that the underlying state is
messy (and therefore the heterodox policy would have been more appropriate). He callsthe
resulting biases "conformity bias" and "good-news bias." These can be explained as follows.
1. Conformity bias: Let F have a strong and unmovable prior that the state is neat. Even
if G's posterior is sufficiently strong that state is messy, G may want to follow orthodox
anyway because it will not be able to sway F's beliefs (posterior), and G may be better off

having the investment and following the wrong policy than not having the investment and
following the right (i.e. aggregate surplus-maximizing) policy.

2. Good-news bias: When F's posterior can be affected by G's choice of policy, G may
want to follow orthodox policy to signal neat state and move F's state expectation to
"neat," because more investment will be forthcoming when F expects the neat state rather
than the messy state (assuming there is a match between expected state and policy in both
Cases).

Note that for the second scenario to materialize it is not necessary for the productivity of
investment to be actually higher under orthodox/neat than under heterodox/messy. All that is
needed is that the foreign investor believe so. In either case, the government finds itself

following policies that are inappropriate and fall short of the optimum.
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Krugman (1998) has also highlighted some of the possibilities, abeit more informally.
The IMF, Krugman argues, is often forced to play what he calls the "confidence game":

[Clonsider the situation from the point of view of those smart economists who are

making policy in Washington. They find themselves dealing with economies whose hold

on investor confidence is fragile; almost by definition a country that has come to the

United States and/or the IMF for help is one that has aready experienced a devastating

run on its currency and is at risk of another. The overriding objective of policy must

therefore be to mollify market sentiment. But, because crises can be self-fulfilling, sound
economic policy is not sufficient to gain market confidence; one must cater to the
perceptions, the prejudices, and the whims of the market. Or, rather, one must cater to
what one hopes will be the perceptions of the market.

In short, international economic policy ends up having very little to do with economics. It

becomes an exercise in amateur psychology, in which the IMF ... and the Treasury

Department try to convince countries to do things they hope will be perceived by the

market as favorable. No wonder the economics textbooks went right out the window as

soon as the crisis hit.
In other words, governments might be told that they need restrictive monetary and fiscal policies,
privatization, labor-market reforms, capital-account liberalization, and so on not because the IMF
thinks these are the things they ought to be doing (not at that point in timein any case), but
because the IMF thinks these are the things that the markets want to see.**

One then needs to ask: where do markets get their ideas about economic policy? One
possibility isthat investors, in aggregate, have a better idea about what makes economies
perform than the IMF, the World Bank, and academic economists do. In this case, following the
market's guidance would of course be a perfectly acceptable and desirable strategy. On the other
hand, we have no reason to believe that buying and selling an economy's currency endows a

trader with any special insight on guestions such as: Should capital-account transactions be

taxed, and if so how? Would overal welfare rise if a government reduced food subsidies to

14 K rugman makes this point in relation to tight monetary and fiscal policies specifically. But his point is equally
valid for the structural reformsthat | have been discussing. See also Eatwell (1997) on the distortions introduced by
the governments’ search for "credibility,” as defined by financial markets
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finance tax holidays for foreign investors? Do firing costs increase unemployment? There are
no invisible-hand theorems that apply here: local knowledge about the operation of particular
markets does not aggregate up to a well-founded market sentiment about how national
economies work and can be made to work better.

This does not mean that the market's ideas about what constitutes sound economic policy
are entirely arbitrary. For one thing, investors, just like anybody else, have a tendency to
associate the public interest with their private interest. So high interest rates (as long as they
don't bankrupt the borrowers), open capital accounts, free entry for foreign financial-services
firms are desirable because they are, well, good for foreign creditors and investors. Furthermore,
bankers and currency traders study economicsin, typically, Northern American or British
universities; they read The Economist and the Financial Times, look at reports by the IMF and
the World Bank, listen to academic economists hired as consultants, call up their friendsin
international organizations; and they generally imbue the economics zeitgeist of the time. In all
this, the pronouncements of the official Washington community (the IMF and the Treasury in
particular) play an important anchoring role. Since market participants have no capacity to
generate judgements on the long-term developmental effect of government policies, they have to
rely on what they are told.

Assume for amoment that my argument is valid, and that the IMF (as well as other
Washington institutions) shape the conventional wisdom on sound economic policy, and that this
conventional wisdom in turn is a determinant of whether markets bestow confidence on specific
economies. Then, when the IMF acts as if markets judgement of economic policy is
independent of its own, it ends up entrenching its own vision of economic policy in the name of

restoring market confidence. Just as governments often hide behind the IMF in explaining that
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they have no choice but to cut fiscal expenditures and raise interest rates (and do a myriad other
things on top), the IMF can hide behind markets and argue that "market confidence" requires it
al.

But of coursethisisall circular. Indeed, the interdependence between market confidence
and IMF policy preferences can lead in the limit to self-fulfilling equilibria of arather
undesirable kind. 1f market confidence comes only after sound policies are followed and sound
policies are defined as policies that trigger confidence, financial markets and the IMF can in
principle converge on any arbitrary set of policies. No developing country could then possibly
embark on alternative policies, even when the empirical basis for the policy recommendations
was weak or non-existent. Any country that tried to do so would be stamped "renegade” and
would face the risk of withdrawal of investments by foreigners and locals.

The point is that official views coming out of Washington do alot to shape markets
evaluations of what constitutes sound economic policy and are thereby important in turning
market confidence on and off. To be sure, there are limits to that role. In the short run, the IMF
can do very little to stop a stampede out of an emerging-market economy that is suffering a
confidence crisis. But it may not be appropriate for the IMF to use the confidence factor as an
excuse for experimental surgery on national economies. By articulating a clear view about the
immediate macroeconomic and financial needs of economies like South Korea or Brazil, and
drawing a sharp distinction between these immediate requirements and structural reforms that are
of peripheral concern and which may or may not be desirable in the medium- to long-run, the
IMF can guide markets' evaluations of whether these countries are doing the "right" things. The
fact that governments themselves tend to climb on the bandwagon of the day is no guarantee--as

Mukand's (1998) analysis indicates--that they would be acting the same way if the need for
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"confidence" were not paramount. And by acknowledging more openly the limits of our
knowledge about economic development policy as well as the possibility that national economic
strategies can legitimately differ, the IMF can warn financial markets against putting too much

faith on fads.

What kind of an international architecture?

The Asian financia crisis has demonstrated that a functioning world economy needs an
institutional infrastructure. Markets work well when they are underpinned by institutions that
provide three functions. regulating market behavior, stabilizing aggregate demand, and
redistributing the risk and rewards of market outcomes. World markets are no different. In
particular, atruly global financial market would require an equally global set of institutions that
provide regulatory, lender-of-last resort, and safety-net functions.

The G7 approach to the international financial architecture isinspired by much the same
thinking. The objective of the new architecture is to close the gap between the scope of
institutions--heretofore mostly national--and the scope of markets--increasingly international.

So far so good. However, the manner in which the G7 propose to achieve thisis curious
in one significant respect. Asamatter of logic, the most immediate way of closing the gap
between the reach of institutions and that of marketsis to enhance the international regulatory
apparatus while slowing down the international integration of financial markets. Instead, the G7
work program entails the establishment of a set of international codes and standards while
enhancing the international mobility of capital. Capital-account liberalization, abeit in an
"orderly and progressive" manner, remains a key element of the architecture. 1n other words,

rather than bringing the target closer, the G7 push it farther away.
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The G7 agenda aimsto build a set of institutions that will take the boom and bust cycles
out of capital flows and minimize the adverse effects on the poor, but otherwise maximize capital
mobility. Among all the proposed codes, standards, and enumerations of best practice, one looks
invain for an effort to help developing countries regulate, and restrict if need be, capital flows. A
crude but not atogether inaccurate statement of the objective isthat it consists of making the
world safe for free capital flows.

Assume for amoment that maximizing freedom of capital mobility is a worthwhile
objective. Can it be achieved safely with the ingtitutional tinkering that is on the G7 agenda?
Possibly, but it isimportant to realize that there are severerisks. For one thing, our ability to
anticipate the regulatory codes and standards needed to ward off the next crisis (as opposed to
the previous one) is necessarily limited. One indication of thisis that each crisis spawns a new
generation of economic models that purport to explain it. Regulators are likely to remain behind
the curve too. For example, the IMF's Special Data Dissemination Standard (SDDS) was a
response to one of the perceived lessons of the Mexican peso crisis: timely data on central bank
reserves can stabilize markets by enhancing transparency. But the SDDS proved quite
ineffective at the time of the Asian crisis. The standards had not adequately anticipated the need
to keep track of off-balance sheet liabilities of central banks (such as forward commitments) and
of short-term private debt stocks. These shortcomings are now being fixed, but it is not easy to
predict what the lessons of the next crisis will be.

Another example comes from the Basle capital adequacy standards. These standards
prescribe a higher risk-weight on long-term loans than on short-term loans where lending to non-
OECD countries is concerned--100% versus 20%. The effect isto make longer-term loans

significantly more expensive for banks, by requiring them to hold higher capital when they make
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loans of longer maturity. The original logic was that short-term loans are an accepted method of
managing liquidity (when placed with other banks) and carry lower transfer and/or credit risk. In
the aftermath of the Asian crisis, we have a better appreciation of the fact that what is safe for an
individual bank may not be safe for the system as awhole. High levels of short-term debt
increase the chance of self-fulfilling runs and financial crisis.*> Consequently, it is possible that
this particular feature of the capital adequacy standards has made things worse during the 1990s
by stimulating short-term lending to emerging-market economies.

Moreover, differencesin economic and institutional circumstances mean that regul atory
regimes that work in one setting may not work in others. The difficulties with implementation in
countries with weak bureaucratic and judicial systems and poor levels of human capital are
obvious, and need not be elaborated. Equally serious are structural differences that may hamper
the effective operation of regulatory systems imported wholesale from abroad. Rojas-Suarez and
Weisbrod (1996) provide an illustration from Latin America. They examine bank capital
standards and conclude that the region’s high levels of concentration of wealth and thin equity
markets make it very unlikely that such standards can be effectively enforced. The main
difficulty isthat these conditions enable bank ownersto dilute their real capital stake by making
loans to themselves, either directly or by borrowing from each other. Animplication is that
capital standards work lesswell in Latin America than, say, liquidity requirements expressed in
terms of foreign-currency assets. But of course what is true for Argentina may not be true of

India

15 See Rodrik and Velasco (1999) for evidence that short-term debt-to-reserves ratios are a robust predictor of
financial crises.
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The proposition that regulators are always one step behind financial marketsis not
particularly controversial. U.S. regulators periodically complain about weak loan standards,*®
even though the U.S. has probably the most sophisticated regulatory regime in the world.
Interestingly, it is the opponents of capital controls that highlight the issue of regulatory
inadequacy the most when they argue that capital controls could never be made to work because
investors would find ways of evading the controls. If that were true, one would be left with no
hope that adequate prudential supervision could be extended to international financial markets.

If financial intermediaries could easily evade transactions taxes, deposit requirements, or ceilings
on foreign liabilities, they could surely do the same with capital-adequacy standards and
reporting requirements. The truth is possibly somewhere in between: financia regulation,
prudential supervision, and capital-account controls can all be made to work, but only
imperfectly.

Regulatory failure is a bigger issue in the international setting than in the domestic one
for two reasons. First, domestic regulatory systemsin the advanced industrial countries are the
product of anatural and gradual evolution over time. Consequently, there is a greater
presumption that they are functional in an adaptive sense. More importantly, the costs of
domestic regulatory failure are much lower because domestic regulation is backed by a central
bank that performs a lender-of-last-resort function. When a mid-size bank fails, say, in Texas,
what prevents that from turning into a crisis for the U.S. economy is not bank regulation,
corporate governance, or bankruptcy procedures, but the fact that the Fed stands ready to provide

the liquidity to forestall bank runsin California, New England, and elsewhere.

16 See for example “Banks Warned on Letting Loan Standards Slide,” Financial Times, February 19, 1998, p. 5.



21

The chances of a similar lender-of last-resort being established internationally are
virtually nil in the short run. The G7 envisages an enhanced IMF facility to provide short-term
credits to countries in difficulty, but the only connection to a standard lender of last resort is that
the new facility will lend at a penalty rate. Neither of the other two requirements--lending freely
and against good collateral--is arealistic possibility. In particular, the IMF will require that
countries partaking of the new facility pursue what the G7 call "strong IMF-approved
policies'!’--i.e. the type of high-level conditionality that | have discussed previously. What
precludes a true international lender of last resort is the simple fact of national sovereignty. For
reasons that are well explained by Eichengreen (1999, 93-102), no country, least of all the United
States, iswilling and likely to endow an international agency with the ability to issue unlimited
credit.’® And in aworld where the daily volume of foreign currency trading is $1.5 trillion, an
international facility with limited fundsis a standing duck for George Soros and other hedge

funds.

Should capital-account liberalization be an objective?

One problem of treating capital flows as the maximand while using "institutional reform"
as the policy instrument isthat, as | have just discussed, the instrument is unlikely to be very
effective on itsown. Another isthat it is not clear why capital mobility should be an objective.

Policy discussions too often evolve into statements of the form "globalization requires x, y, and

" Declaration of G7 Finance Ministers and Central Bank Governors, October 30, 1998.

18 For auseful discussion of how far the LLR concept can be stretched internationally, see Fischer (1999). See also
Ahluwalia (1999) for arealistic appraisal.
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z," betraying a confusion between ends and means.*® Capital flows, just like trade flows, are a
vehicle for prosperity, not a policy objective in their own right. The link between capital flows
and national development efforts is arelationship that has to be scrutinized, not presumed.

The appeal of capital mobility is obvious. In the absence of market imperfections,
freedom to trade enhances efficiency, and that is as true of trade in paper assets asit is of trade in
widgets. But most people, including Alan Greenspan, Michel Camdessus, and George Soros,
would now agree that the "if" that qualifies the previous sentence isabig if in the case of
international financial markets. Financial markets suffer from various syndromes--informational
asymmetries, agency problems, self-fulfilling expectations, bubbles (rationa and otherwise), and
myopia--to an extent that makes their economic analysis inherently a second-best one. No
amount of institutional tinkering is likely to make a significant difference to that basic fact of
life.

The question of whether developing nations should be pushed to open their capital
accounts (in an "orderly and progressive" manner as the G7 recommend with considerable
vagueness) can ultimately be resolved only on the basis of empirical evidence. While thereis
plenty of evidence that financial crash often follows financial liberalization (see Williamson and
Mahar 1998 for a survey), we have very little evidence that suggests higher rates of economic
growth follow capital-account liberalization. Quinn (1997) reports a positive association
between capital account liberalization and long-run growth, while Grilli and Milesi-Ferretti
(1995), Rodrik (1998), and Kraay (1998)--the last author using Quinn's (1997) own indicator of

capital-account restrictions--find no relationship. Thisisafield of inquiry that remainsin its

¥ Here is an example from Camdessus (1999): " Globalization makesiit essential that every country ensure that its
policies are sound and forces every country to guard against the policy of changes, sometimes quite abrupt, in its
external environment.”
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infancy, and there is clearly much more to be learned. The least that can be said at present is that
convincing evidence on the benefits of capital-account liberalization has yet to be produced. In
the absence of evidence of this sort, canonizing capital mobility risks being percelved as a
mercantilist effort to drum up business for the financia elite in the U.S. and Europe (Bhagwati
1998, Wade 1999).

Among al the arguments in favor of international capital mobility perhaps the most
appealing one is that such mobility serves a useful disciplining function on government policy.
Governments that have to be responsive to investors cannot squander their society's resources as
easily. AsLarry Summers (1998) putsit, "market discipline is the best means the world has
found to ensure that capital iswell used.”

The ideais attractive, but once again one has to question its empirical relevance. When
foreign creditors suffer from the syndromes noted above, a government intent on irresponsible
spending finds it easier to finance its expenditures when it can borrow from abroad. Moreover,
for such a government even domestic borrowing becomes politically less costly because, in a
world of free capital mobility, there is no crowding out of private investors (since the latter can
borrow from abroad). In both instances, international financial markets allow reckless spending
that might not have taken place in their absence. Conversely, the discipline that markets exert in
the aftermath of crises can be excessive and arbitrary, as discussed previously. As Willett (1998)
points out, the appropriate characterization of market discipline is that it comes too late, and that
when it comes it is typically too much.

Governments do need discipline of course. However, in modern societies this discipline
is provided by democratic institutions—elections, opposition parties, independent courts,

parliamentary debate, afree press and other civil liberties. Governments that mess up their
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economies are punished at the polls. The broad cross-national evidence suggests that democratic
nations tend to be pretty good at maintaining responsible fiscal and monetary policies. Most
significant cases of fiscal profligacy occur under authoritarian regimes rather than democratic
ones. It was military dictatorships that got Latin Americainto its debt crisis, and democracies
that cleaned up the mess. In Asia, democratic countries such as Indiaand Sri Lanka have
exemplary macroeconomic records by Latin American or African standards. Africas only two
long-running democracies (Mauritius and Botswana) have done an excellent job of managing
booms and busts in the prices of their main exports (sugar and diamonds). Among the transition
economies, the most successful stabilizations have occurred in the most democratic countries.
One finds a strong negative association between the Freedom House index of democracy and the
average inflation rate in a sample of more than 100 countries, after controlling for per-capita
income.®

Hence it is not obvious what defect of democratic decision-making external market
discipline can solve, or why such discipline should be viewed as superior to internal checks and
balances. In fact, external market discipline can easily be perceived as subverting democracy,
and to that extent make national economic governance messier. What goes under the name
"market discipline" is not a neutral political force. It empowers financial markets—both
domestic and foreign—over other constituencies in society. Hence it can be seen as serving the
needs of particular social groups at the expense of others. The international -capital-mobility-as-
discipline position embodies aview of politicsthat is at best partial, and at worst harmful to

democracy.

% The period covered is 1975-1990, and the democracy index used is an average for the 1970s (to minimize reverse
causality). The (heteroskedasticity-corrected) t-statistic on the democracy index is -2.40.
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Finally, the pursuit of the capital-account liberalization agenda has the effect of crowding
out policy makers agenda and diverting their energies from national development efforts. A
finance minister that is spending all of hig’her time mollifying investor sentiment and marketing
the economy to foreign bankersis one that is spending no time on traditional developmental
concerns: reducing poverty, mobilizing resources, and setting investment priorities. In the end, it

is global markets that dictate policy, not domestic priorities.

Concluding remarks

A more appropriate agenda for the international financial architecture, one that is morein
line with developing country interests, would have the following features. First, it would strive
for a more prudent balance between strengthening the institutional infrastructure through codes
and standards, on the one hand, and discouraging short-term capital flows, on the other. At
present too much thinking and effort is invested in the former, and too little in the latter. Second,
it would recognize the limits of our knowledge about what constitutes sound economic policy as
well asthe need for allowing diversity in national development efforts. 1t would not overreach
by attempting to restructure emerging-market economies in pursuit of making the world safe for
capital flows. Last but not least, the G7 would make a genuine effort to discuss issues of
international economic governance with the developing countries. The current model isonein
which the G7 work out all the details, and then conduct outreach to educate developing
countries. The outcome of such a process will not only lack widespread legitimacy, it will aso
suffer from oversights arising from inadequate understanding of the developing countries

circumstances.

% Ocampo (1999) provides a useful analysis of developing-country interests in this area.
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Back to Sweden in 1992. How did the Swedes deal with their financia crisis? To begin
with, they enacted a general guarantee for the entire banking system to stem panic (providing
blanket protection to all but the shareholders). Thiswas followed by arecapitalization of the
banking sector. They also pursued an expansionary monetary policy and let interest rates slide.
The budget deficit was alowed to increase. Real GDP began to recover in 1994 after three years
of decline.

Imagine now that Sweden had been a run-of-the-mill developing country and that the
IMF had been called in. What would the Fund have recommended? Presumably bank closures,
higher interest rates, and fiscal tightening to restore market confidence. And no doubt many
structural reforms aswell. It wouldn't have escaped the Fund's attention that the Swedish public
sector plays a significant role in the economic life of the country: taxes are high, public
employment is large, and government spending is close to half of GDP. What better candidate
for structural reform than a dismantling of the Swedish welfare state?

Would the IMF have made its assistance conditional on significant reformsin labor
markets and in the socia insurance system? Probably yes. Would Sweden have been better off
today as aresult? We do not know. Would it have been a good idea for the IMF to extend its

conditionality in this manner? Almost certainly not.
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