





the Anglo-Saxons. There were four economies who were members of the
Manila Framework group that were not invited to the December 1997
meeting that became the origin for the Chiang Mai group. The reasons for
this may be — like José Antonio Ocampo was saying — the degree of
ownership there is in a group that is willing to commit itself in a political
sense. | only raise this to say that clearly trade is not the appropriate
benchmark for defining a “regional” group in terms of financial
arrangements. You are not going to get to a world of instantaneous
exchange rate coordination and a currency bloc.

So, what is an appropriate group? I do not think we have yet an answer
to that. Nor is it necessarily that it is a single group. Let me illustrate by
giving you an example. In East Asia, since the East Asian crisis, there has
been a major revamping of the APEC finance ministers’ process to focus
on issues of what they had been calling regional financial architecture. If
you look at the agenda of any APEC finance ministers’ meeting, you will
see that it has been more focused on the financial aspects of coordination,
not just in a macro sense, but on prudential regulation, on corporate
governance, credit rating agencies, you name it.

Second, there are two groups that have been set up that are quite
unique, the Manila Framework group and the Chiang Mai Initiative.
These are the first groups that have been explicitly set up to deal with
financial crises. Most of the other groups, the Mercosur group, for
example, come from the trade angle. Even the Andean Reserve Fund, I
would argue, is not really a financial crisis-driven but a development
finance-driven concept. The innovation of these two Asian groups was that
they are really driven by having some kind of a regional element in terms
of responding to financial crisis. Then you have ACEP (Asia-Europe
parliamentary meeting), which was created to foster trade between Europe
and Asia, but has also been very focused on responses to crisis.

Again, the point that I am making is that when you are talking about
regional arrangements there is not one regional group but there are indeed
many different regional groups, and it is important to say that we are
talking about regional financial arrangements, not regional financing
arrangements. Because a lot of the elements of what I would consider part
of the regional architecture are actually spread out between these different
sets of groups.

Similarly, in Latin America, there is the Latin American Reserve Fund,
there is the Western Hemisphere Finance Ministers’ process, there is
ECLAC, Mercosur, the Andean Pact, there is a variety of groups again,
that are carrying out the discussions. Which takes me to a fundamental
point about architecture and the division of the work by all parties. In a
sense there is a continuum: you have things that are truly international,
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especially in the area of financial architecture, because capital markets are
inherently global. And my personal view is that a lot of the discussions,
especially about the rules of the game, have to take place at this inter-
national and global level. But, there are roles that can be very importantly
played by regional elements as a complement to the international and the
national arena.

So what is the agenda in terms of regional integration?

The first is the rules of the game. A point that José Antonio Ocampo
made and I share, is that regional groups bring voice to those who are
often given less voice in so-called universal groupings. It is therefore an
important way of not only extending, but including smaller participants in
the process. But it is also a way, as Yung Chul Park was implicitly
suggesting, of getting ‘political buy-in’ at the political level and therefore
reinforcing what can be done at the multilateral level.

There are three levels, or areas, that may be important in terms of the
rules of the game in a world of “model uncertainty”. The first is in terms
of macro rules of the game. I was struck by Daniel’s paper — that Mercosur
had actually come to establishing some Maastricht equivalent of
macroeconomic rules — I was not aware of it. I think that is quite an
interesting innovation, just as a signalling element if nothing else. To this,
I would add the whole discussion of standards, financial sector rules etc.
And in that context, I would say, this could also be about the importance of
safeguards and prudential arrangements, which are not beggar-thy-neigh-
bour. If you want to deal with the “model uncertainty”, the accelerator
problem or the multiplier problem, it may help to have some com-
monalities in terms of what Daniel called precautionary arrangements. So
again, this may be a useful mechanism where you could have regional
arrangements in terms of complementing discussions at the international
level.

The second element, as Leslie was suggesting, is what one would call
enhanced surveillance. There can be an inherent complementarity and
productive tension between multilateral surveillance, regional surveillance,
peer review, and, ultimately, surveillance by the market place. There is a
range of possible arrangements as we find them, for example, now in East
Asia. The surveillance is taking place in Asian finance ministers’ processes,
that is in ASEAN+3 and APEC. In my view, the most intensive
surveillance, with by far the best quality, takes place in the Manila
Framework group.

So there is surveillance in very different groups; there is peer review,
policy dialogue. We are still at the quite rudimentary stage vis-a-vis policy
coordination in the kind of precautionary measures that Daniel was talking
about. None of us has talked about the ‘peer support’ capacity building
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help that can come from regional arrangements. The big countries then
can help in a big way. Korea can share experience, and I know it is valued
very much by other countries in the region. So, in these regional
arrangements, it is not just a question of monitoring and peer review but
there is also a support mechanism.

The final part of the framework is mutual insurance. In any risk pooling
n+l is better than z, unless you have complete coincidence of shocks.
Having three members is better than just risk pooling by yourself. But
there is absolutely no doubt that within regions the covariance risk is high.
What that implies is that there is a big contrast between Latin America and
East Asia. As Daniel points out in his paper, one of the reasons why mutual
insurance has not played out well in Latin America is because Latin
America sometimes has been in perpetual crisis, with very little reserves to
run the show. Therefore, nobody is willing to put money into a common
kitty, when your back is against the wall and you are trying to protect
whatever limited pool that you may have. Now, the contrast between Latin
America and East Asia is that the pool in East Asia is much larger, giving
East Asia much greater options. But that raises all the questions of what
does that do in a Mc Dooley sense, in terms of giving you a bet to pay
them.

Then on the topic that was most intensely debated: why should there be
a monopoly in international coordination of liquidity support? While I
think there can be complementarity, let me add to the debate by saying
why I think there is a coordination problem. Essentially, when you are
dealing with systemic crises, as opposed to short-term fluctuations, the
basic problem is the one that Daniel mentioned in his paper; that is,
uncertainty about insolvency, combined with a liquidity problem. It is not
a question of insolvency or liquidity. It is uncertainty about whether a
borrower is insolvent and, at the same time, has a liquidity problem. That is
the reality of suspended crises. In that context there are two types of
coordination problems that arise. The first is the point that Leslie
mentioned, which is the balance between adjustment and financing. And
somebody has to be an arbiter about that balance. It can be dressed up as
conditionality, you can talk about it many days, but there is a real problem
about how much adjustment should there be and how much financing
should be provided, and there has to be an arbiter. The second
coordination problem is, if there is a perception about private sector
involvement, then in a global capital market you need a global coordinator
for engagement of the private sector. The lenders are not regional but
global players. Therefore, you will need a global coordinator to come in.
What kind of private sector involvement should there be? Should there be
private sector involvement at all? Who is going to set the rules of the
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game? For both of those reasons, I would argue that there is an argument
for the IMF to be at centre stage in playing a coordinating role.

That does not mean that there is not — as Leslie was pointing out — a
role for regional financing arrangements. Regional financing arrangements
can do two things. One is, they can intervene so that small problems do
not become big problems. But there is a very fine judgment that has to be
made about whether that is the case, and that takes you to set a 10 percent
rule a 20 or 25 percent rule, but some kind of rule has to be set and
regional arrangements could be a mechanism to deal with the short-term
volatility. But the moment you are in a systemic dimension, I think you
have these fundamental coordination problems and there has to be the
kind of complementarity. That is why there is a fundamental need for a
coordinator.

So regional arrangements versus a monopolistic coordinator may be a
false distinction, and may not be that useful in a practical sense. What you
could argue for is that you should set up arrangements that have two
aspects of dynamics in it. One of it is financial and the other is, what I
would call, improved governance. The financial one is that there is
complementarity in terms of what the IMF is able to provide by liquidity
support and what the so-called second line of defenses were not able to do.
And while regional financing arrangements can play a role, their role will
be greater the more endowed the region is with the kind of financing that
East Asia has in place. At the political or governance level regional
financial arrangements will create a certain healthy tension between global
multilateral institutions and the regional institutions. But it could enforce a
reconciliation of views. If I caricaturise the previous discussion, Leslie said
there is a need for conditionality; Park said regional conditionality would
be tighter and more stringent than Fund conditionality; and Ocampo said
there should be no conditionality at all. But the reality is, there has to be a
decision about at what point do you intervene with conditionality and at
what level would you be prepared to intervene without conditionality —
which is very much the decision the IMF had to face in terms of their
various interventions.
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Floor Discussion of “Regional Economic
Integration in East Asia and South
America”

Doubts About the IMF Monopoly

José Antonio Ocampo wondered whether the IMF should really have a
monopoly in the provision of international liquidity. “In development
banking the world long ago moved from monopolies,” he observed.
“There is the World Bank, there are the regional development banks, and
there are also subregional development banks. But somehow we maintain
the position that in the area of liquidity provision there should be a
monopoly. Why? Why should the world have just one actor in the area of
liquidity provision? Where is the strong argument for that? I think this is
really an untenable position.”

Ocampo stressed that the smaller countries would benefit from a move
towards a regional monetary arrangement. “It is the small actor in the
international scene that would benefit. For example, El Salvador or
Honduras or the Czech Republic. Not Japan or China or France or
Germany; those countries have a powerful position vis-a-vis the IMF.”

Ocampo believed that the move towards regional regimes would also be
good for competitive reasons. “When the IMF has it wrong, and there is
no reason to think that the IMF can never have it wrong, there is no other
institution saying that it is wrong. This is a strong argument in favour of
having other actors go against the analysis of the IMF and generate an
independent analysis by themselves.”

Ocampo shared Park’s view that strong conditionality is not really part
of the question for regional monetary arrangements. “You probably cannot
have an unlimited supply of funds without some sort of conditions. But
there are other factors that determine whether you pay or not. A good
example is the former Andean Reserve Fund, now called the Latin America
Reserve Fund, though it is still basically an Andean fund. Even during the
debt crisis of the 1980s it has never lost a single cent while it has never had
any conditionality. The basic reason for this is that the member countries
have a sense of ownership of the institution. I mean, if you really want to
be a beneficiary next time, you have to fulfil your obligations.”

Heiner Flassbeck supported Ocampo’s critical stance on the role of the
IMF as the sole global institution in addressing financial crises. “Clearly, a
global system would be the best,” he said. “But the strange thing is that,
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since we do not yet have a global system, countries are pushed to find
unilateral solutions. However, you cannot have national solutions for
international problems of money and finance. In my view, the unilateral
solutions are totally inconsistent and absurd. So, a regional arrangement
for the provision of liquidity in times of crisis can be more attractive than
the monopolistic arrangement we have now with the IMF.”

Flassbeck observed that, in practice, the regional funds always have
some conditionality. “Europe always had a certain kind of conditionality.
But there may be quite different forms of conditionality and there may be
quite different traditional social relations in a country, which give reason to
a different kind of conditionality. I agree with Yung Chul and José Antonio
that the same degree of pressure and the same force to adjust can be much
better applied at the regional than at the international level by a global
monopolist.”

Yung Chul Park addressed Lipschitz’ comment that a regional ar-
rangement would have to be supplementary or complementary to what the
IMF is doing. “When we spoke to the Managing Director of the IMF, he
said that the IMF is supporting the Chiang Mai Initiative but only on one
condition: ‘It has to be complementary or supplementary to the IMF
facilides.” He emphasised that sentence five times. The Chiang Mai
Initiative has, until now, been structured in that way. But the question is:
why? Why has it to be complementary and supplementary to the IMF? I
have not yet heard any credible explanation.”

The Exchange Rate Question

Flassbeck disagreed with Leslie Lipschitz’ plea for free floating. “I think
we should stop fighting strawman permanently. If you say, ‘We all know
that exchange rates in Asia had been fixed too much, they should have been
more flexible’, hardly anybody disagrees. That is not the point. The point
is whether we have to move from a soft peg to the corner of fully flexible
exchange rates. These have shown to be extremely difficult to manage for
small economies. That is the big question.

But what advice has been given to the Asian countries? They have all been
advised to liberalise capital flows. Nobody has advised them how to arrange
reasonable and rational exchange rate regimes and nobody has assisted them
in doing that because, as I said earlier, this would be a global task, or at least
a regional task; it cannot be done by a country alone. Because the exchange
rate of one country is at least the exchange rate of another. So it is ridiculous
to say that we have a national solution for an exchange rate regime. The
exchange rate is by definition a multilateral thing.”

Zdenék Drabek observed that those who blame East Asian countries for
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having applied the wrong exchange rate policies, are misinterpreting
history. “The East Asian countries are now being criticised, but for twenty
or thirty years they were praised for applying the right kind of exchange
rate policies. The exchange rate system worked and worked very well. The
only big problem was that at a certain point things were wrong and that
nobody noticed that they were wrong. As we were trying to design warning
signals for the capital movements, presumably we should have developed a
similar kind of warning signal system for countries. But to say that East
Asians had it wrong with the exchange rate for twenty or thirty years, is a
complete misreading of history.”

Oldfich Dédek stressed that, in times of trouble, an overshooting of the
exchange rate may be seriously detrimental to the economy. “The policy of
high interest rates aims at preventing excessive exchange rate overshooting
and restoring credibility in the currency. I do not think that using some
policy measures to prevent excessive overshooting has anything to do with
moral hazard. In my view, overshooting may have dramatic consequences
for the economy. So I have some sympathy for the idea of regional
monetary arrangements if they help prevent these dramatic consequences
of exchange rate overshooting. Then it would be a good idea. Not when
they aim at defending an exchange rate when the fundamentals are wrong.”

Park dwelled on the exchange rate question too. “The trend is that most
of the countries in East Asia are now moving towards some sort of inter-
mediate regime. They are going to control their capital movements to
some extent, with the blessing of the IMF. There is also clearly a need for
creating a common basket to peg their currencies to and the question is:
what kind of currency should be put in the basket? These are the kind of
questions that the thirteen countries of the Chiang Mai Initiative are
debating among themselves.

Fixing the exchange rate at national level is not an issue. One of the
reasons why we in East Asia are moving towards intermediate regimes is
simply because the system of floating rates with deregulated capital market
transactions and monetary inflation targeting does not seem to be working
very well.”

The Markets Can Have It Wrong

Bill White observed that bank money has been haemorrhaging out of Asia
ever since the Asian crisis. “The question is: is it connected to the situation
in those countries or to the broader global situation?”

According to White it relates to both. “In addition to these global
phenomena acting against the best interests of Asia, things like NASDAQ
which was doing so wonderfully, there are clearly the idiosyncratic things
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that Leslie points out. I mean, virtually every one of those countries has
got either a significant economic or political problem that investors are
conscious of.”

Oldrich Dédek agreed with White but stressed that the markets can
have it seriously wrong. “We now question the drastic overshooting on the
stock markets. But everybody knew that the stock market was wrong in the
United States and elsewhere for five to six years. Why didn’t we say that
before? That is the question. But we all know that the market got it wrong
for a long time...”

Park also raised doubts about putting too much faith in the markets.
“The notion that we hear constantly from the IMF is, if we push harder
and if we work harder to restructure our economies, especially improve
corporate financing and banking standards and things like that, we will not
have to hold as many reserves as we do now, and the market will realise it.
But again, it is not what we observe in the market. Most of the crisis-hit
East Asian countries have been successful in reforming their financial
institutions and corporations. They have made progress on average. But
even if you are making progress in reforming your economic system, the
markets do not seem to appreciate and recognise the progress you make.
"That is our constant frustration.”

Global and Regional Rules of the Game

Turning to Daniel Heymann’s paper, José Antonio Ocampo emphasised
that international financial institutions pretend that they treat countries
equally, while in fact they do not because there is a basic asymmetry
between the countries. “In Latin America, for example, you only have
three countries that could have a systemic influence in Latin America. The
other thirty-three countries do not have this influence. That basic
asymmetry is reflected in the fact that the countries are being treated
differently. The negotiating power that Brazil, Mexico and Argentina have
had in international negotiations is totally different from the negotiating
power of the smaller countries. The only way the smaller countries can
protect themselves is by seeking competition in the provision of services. It
is just like the smaller enterprise that would have to shut the door easily if
it cannot compete in the provision of services. Because of this basic
asymmetry of small players not having real power over the decisions of the
major international institution, we have to move to another system.

Why should the IMF not be structured as a network of regional reserve
funds? I mean, why don’t we adopt the US Federal Reserve System
structure or the European Central Bank structure? That would be much
better for the IMF’s future than the current structure.

180

From: A Regional Approach to Financial Crisis Prevention: Lessons from Europe and
Initiatives in Asia, Latin America and Africa, FONDAD, November 2002, www.fondad.org



One comment on Daniel’s paper, following up on what Amar has said.
The Asians responded to the recent crisis with a common proposal. In
Latin America the two major South American countries, Argentina and
Brazil, responded by trying to differentiate from each other whereas one
would think that they, as partners in Mercosur, would try to coordinate.
This paradox comes out very clearly in the paper. Charles Wyplosz points
out in his paper as lesson number one: you have to have political will. Why
was the political will available for creating Mercosur in the late 1980s and
why is it lacking ten years later?”

Yung Chul Park explained why the thirteen East-Asian countries of the
Chiang Mai Initiative got together and started talking about the
establishment of a regional monetary arrangement. “After the Asian crisis
the so-called East Asian Development Model has been under trial. The
jury is still out, but as of now, everything that one associates with the East
Asian Development Model seems to be wrong. That is the perception we
get from our discussions with the international financial institutions
including the IMF, the United States, and the G-7 countries. So, it is
natural that these East Asian countries are now trying to create some sort
of new critical mass at the initial stage. Once they establish this critical
mass I am sure the Chiang Mai arrangement will be open to just about
anybody because the larger the membership the better the system is going
to be as a first line of defense against any kind of impending financial
crisis.”

Amar Bhattacharya stressed that global institutions are still needed in
times of crisis. “Look at Ecuador, Turkey, and at the Korean debt
restructuring in late 1997, they were essentially negotiations requiring the
involvement of the private sector on the global scale. The creditors were
not regional creditors, they were global creditors. So, whoever is going to
be responsible for overseeing the debt arrangement, saying “These are the
rules of the game you have to follow,” it cannot be a regional institution; it
has to be a global institution. That is the point.”

Stephany Griffith-Jones supported Bhattacharya’s view. “Amar is right,”
she said. “There are two coordination problems. One is adjustment, and
the other is finance. If you look at finance, Amar is right, the credit
markets are global and the debtor countries are not. So one would hope
that global institutions would balance the differences in interests and
power between the creditors and the country. But the other issue is, that
there has to be a global actor who can provide a proper balance between
adjustment and finance. And here José Antonio is also right: the more
regional arrangements you have, the more power you have as a small
member country. That is what the Europeans do; they don’t go to the
IME.”
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The IMF as the Global Coordinator?

Yung Chul Park contested the view that one needs a global institution to
coordinate creditors and debtors in times of crisis. “It is not clear to me
why this would be necessary. Sure, in dealing with the debtors, the
creditors come from all over the world. But the regional institutions could
easily negotiate the terms of repayment, the conditions under which these
countries are going to borrow. Why not? I don’t understand why these
negotiations have to be conducted at the global level or at the level of the
IMF or any other financial institutions that has some leverage or influence.
Many East Asian policymakers are unhappy about the subjugation of the
Chiang Mai Initiative to the IMF system.

I was involved in managing the crisis in 1997. I can tell you that when a
country is in a crisis and every second counts, you don’t have time to argue
against someone who is going to provide money. There is no time for any
kind of intellectual or analytical discussions. You have to accept most of
the structural and other macro reforms they ask you to implement. You
have to, otherwise you don’t obtain the financing. Our problem at that
time was not the conditionality of the IMF, but that of some of the G-7
members. They said, ‘You have to liberalise this and you have to liberalise
that, and then the markets will regain confidence.” In the end it was the
G-7 intervention in the market that aborted the crisis. In other words, it
was the G-7 that was able to restore confidence in the Korean economy.
IMF finance packaging and conditionality did not do anything. These G-7
countries realised that they had to restructure the financing package and
increase the amount of liquidity available and in the process they added
more items to their conditionality. In this respect, the IMF is very limited
in serving as a global institution.”

Leslie Lipschitz argued that he had probably negotiated more IMF
finance packages than anyone on earth and could not imagine ever having
been in the situation where there is blank interception. “Every single IMF
standby loan that was negotiated was the result of serious discussions.
Every comeback, every position that the authorities had, every analysis of
every diagnosis was very seriously considered. Those here, sitting on the
other side of the table with me in various Czech negotiations in 1995,
know that we agonised over everything. At the end of the day we might
have found there were issues on which we struggled to find an agreement,
and negotiations were tough, but it was not an imposition. This notion of a
conspiracy of highly coordinated G-7 countries sitting in Washington on
the phone giving the Fund Mission’s Chief detailed directions is just
wrong. The G-7 just doesn’t have the organisational ability to do that.”

Park retorted: “Your facts differ from my facts and there isn’t anybody
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who could tell us who is right and who is wrong, but I have seen in Korea
during the crisis how negotiations go, and I can tell you that they went
quite odd...”

Bill White also had the impression that the Korean negotiations were
quite odd. “At one point, correct me if I am wrong, it wasn’t the G-7 but it
was a very senior US Treasury official who was actually on the same floor
as the Fund team at the hotel...”

Park: “That’s true. But Leslie is right as far as G-7 coordination is
concerned. The G-7 countries did not coordinate their policies. It was just
the US who took the lead. And Leslie is also right in that they were not
telling the IMF mission what to do. They were just telling the Koreans
what to do and that was the end of the story. As Bill just said, one senior
US Treasury official was in the conference hall just about every day from
December 10, 1997 to Christmas Eve, persuading the Japanese, the
Germans and the other G-7 countries to provide money and to do this and
do that. And only when the G-7 agreed and came up with a new financing
package, the markets finally took it seriously and stopped attacking the
Korean currency. That is on the record. I am not making up the story.”
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