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Summary findings

Globalization could significantly expand trade,
international investment, and technological advances, but
the gains from global integration have been unevenly
distributed across and within nations. Greater global
interdependence has also brought greater
macroeconomic volatility, resulting in several serious
financial crises in the second half of the 1990s.

The global matrix of Bretton Woods and United
Nations institutions that developed starting in the 1940s
formed under a different balance of power, in a world of
fixed exchange rates and limited capital mobility. Since
the 1960s regional financial institutions have emerged
because of the greater autonomy of different regions and
the greater financial needs of development.

Solimano reviews different proposals for reform of the
international financial institutions and changes in the
roles of the International Monetary Fund (IMF) and the
World Bank. He highlights the implications for
developing countries of:

* Policy conditionality.

» The countercyclical role of multilaterals’ lending.

* Greater lending to middle-income than to low-
income developing countries.

* Access to liquidity at times of crisis.

* Mechanisms for giving low-income countries a
greater voice in IMF and World Bank decisionmaking.

Solimano stresses the overlapping responsibilities of
the Bretton Woods and regional financial institutions and
the need to reassess the allocation of responsibilities and
to develop better coordination mechanisms between
these institutions. Those designing institutional reform
must consider the corporate capabilities of each type of
institution. The corporate cultures of global and regional
institutions differ. So does the kind of knowledge they
generate and disseminate, and so do patterns of
interactions with, and mechanisms for representation of,
client countries.

Finally, Solimano calls attention to the need to
harmonize national and global growth-oriented policies
in a way that reduces volatility and promotes social

equity.

This paper—a product of Macroeconomics and Growth, Development Research Group—is part of a larger effort in the
group to understand the impact of globalization on developing countries. Copies of the paper are available free from the
World Bank, 1818 H Street NW, Washington, DC 20433. Please contact Rina Bonfield, room MC3-354, telephone 202-
473-1248, fax 202-522-3518, email address abonfield@worldbank.org. Policy Research Working Papers are also posted
on the Web at www.worldbank.org/research/workingpapers. The author may be contacted at asolimano@worldbank.org.

January 2001. (30 pages)

countries they represent.

The Policy Research Working Paper Series disseminates the findings of work in progress to encourage the exchange of ideas about
development issues. An objective of the series is to get the findings out quickly, even if the presentations are less than fully polished. The
papers carry the names of the authors and should be cited accordingly. The findings, interpretations, and conclusions expressed in this
paper are entirely those of the authors. They do not necessarily represent the view of the World Bank, its Executive Directors, or the

Produced by the Policy Research Dissemination Center



Can Reforming Global Institutions Help
Developing Countries Share More in the Benefits

from Globalization?

by

Andrés Solimano!

The World Bank

! E-mail Address for comments: Asolimano@ worldbank.org






Introduction

Globalization has become both a household term and an important historical
phenomena. It has followed the end of the cold-war, the collapse of communism and a
reconfiguration in the balance of power towards western countries and capitalism.
Globalization, impulsed by dramatic technological improvements in telecommunications,
information technology and a sharp cut in transport costs can be a powerful engine for
wealth creation and prosperity. On the other side however, globalization also tends to
generate financial crisis and volatility and its social effects can be adverse. In view of
these elements, globalization poses an important challenge to the institutional matrix,
created in the mid 1940s, composed by the United Nations system, the Bretton Woods
institutions and the World Trade Organization (successor of GATT). In turn, at national
level globalization tends to reduce the degree of effective autonomy for national
governments to pursue their own development goals of growth, stability and social
equity. A main challenge of public policy in the era of globalization is the seizing of the
opportunities it opens while at the same time managing the tensions and problems it
poses, particularly, for developing countries.’ This requires, among other things,
addressing the adequacy of the institutional framework, (or governance structure),
accompanying globalization, a main subject of this paper.

The paper is organized around several sections. First, it provides an historical

background on early and late 20™ century globalization episodes and other main

>The paper draws, partially, on ideas stated in Solimano (1999) and new developments in the subject of
globalization. The views are of the author and should not necessarily ascribed to the institutions he
belongs.



developments of the last 100 hundred years, or so, to put the current wave of
globalization in historical perspective. Then the paper reviews, briefly, main analytical
views, both orthodox and heterodox, on globalization and development and examines the
opportunities, tensions and dilemmas posed by globalization. Then it turns to the
institutional challenge of making globalization more compatible with global stability and
national development and reviews current proposals for international financial reform.
The paper highlights both the need for re-examining the mix (and sometimes
overlapping functions) between global and regional financial institutions and the
consistency between reform of global and regional institutions and changes in national
policies and institutions. The relative roles and allocation of responsibilities of global
and regional institutions need to be analyzed and evaluated in terms of the following
criteria: value of regional versus global knowledge, patterns of interaction with
borrowing countries, capacity of response of international financial institutions (IFIs) to
crisis in medium-size and small countries, voice and representation for developing
countries and transition economies in the IFIs. In addition, the paper argues the need for
harmonization between global and national policies around an agreed set of policy
priorities; also the paper posits that national policies must be oriented towards reducing
volatility and equalizing opportunities among all members of society in order to enable

steady growth with equity.

Historical Background

The last decades of the nineteenth century (say from the 1870s) to the early

twentieth century (up to 1914) was a period of rapid growth of the global economy based



on the expansion of international trade and free capital mobility under the gold-standard.
This came to an end with the disarray brought about by World War I, which in turn was
followed by a period of high inflation and macroeconomic turbulence in the 1920s in
several major European economies and thereafter, by the Great Depression of the 1930s.

These events, in turn, radically reshap’ed prevailing ideas on how to stabilize global
and national economies and the role of inter;lational trade and capital movements as
engines of growth and prosperity. Global capitalism was seen an inherently unstable
system; prone both to periods of volatility and inflation, as in the 1920s, or to
recessionary trends without self correcting mechanisms that assure full employment, as it
was patently demonstrated in the 1930s.

A new set of global financial institutions emerged in the mid 1940s, known as the
Bretton Woods Institutions. The International Monetary Fund was given the mandate of
assuring a normal payments system under a system of fixed exchange rates, and
providing external financing to countries running balance of payments deficits. The role
of the World Bank was to provide long term financing for economic reconstruction and
development.

A period of considerable stability, rapid growth and prosperity lasted from the late
1940s to the early 1970s; this period, called the “golden age of capitalism”, was based on
a (globally and nationally) regulated market economy. This regulated market economy
could be defined by a myriad of global and regional institutions ih charge of providing
stability and development assistance, complemented by national institutions such as the
“welfare state”, in industrial countries and a “developmentalist state”, in developing

countries, oriented to assure social protection and shared growth. The state also was to



implement counter-cyclical macroeconomic policies oriented to maintain full
employment. The “golden age of capitalism” ran out of steam in the industrial
economies with the two oil price shocks and the ensuing stagflation during the 1970s.
Developing countries, in turn, borrowed heavily in the 1970s, a process that led to the
debt crisis of the 1980s.

Large macro imbalances were corrected in the 1990s in Latin America, inflation
declined and economic growth resumed, coinciding with the return of capital flows to the
region and the deepening of reforms. Nevertheless, annual GDP growth averaged only
3.3% in the decade, still a moderate pace of output expansion, (punctuated by
recessionary cycles in 1995 and 1999), to significantly reduce poverty and improve living
standards in the region.

In the 1990s there were recurrent episodes of financial instability such as the
Mexican crisis of 1994, the Asian crisis of 1997, the Russian crisis of 1998 and the
Brazilian crisis of early 1999. Globalization, boosted by the adoption of market-oriented
economic policies in developing countries and transition economies, is being
accompanied by substantial financial volatility characterized often coming with currency
crisis of high frequency and intensity.

Interestingly, the global economy of the late 20™ century resembles, in several
respects, the pre-1914 liberal economic order in the sense of a more open regime for
international trade and foreign direct investment and capital movements.

There are, however, several differences, between pre-1914 and late 20" century
globalization. First, the degree of capital mobility of late 20" century globalization in

both currency markets and in bonds, equity, short-term credit and other financial



instruments is of unprecedente nature in history. Second, in early 20" century
globalization, there were no global financial and political institutions aimed at stabilizing
the world economy, financing development, setting global rules for international trade in
goods and services (the World Trade Organization), and provide a political and
diplomatic forum to settle disputes among states and address a host of other global issues
such as the United Nations. Third, there was a change in the leadership (e.g.
“hegemony”) in the two waves of globalization. The first one was led by England as the
dominant “superpower” in the late 19® century. The international monetary system was
anchored around the British pound and the gold standard.’ In contrast, in the second
globalization wave of the late 20" century, the process is led by the United States and the
U.S. dollar under a flexible exchange rate regime. Fourth, pre-1914 globalization came
across with mass migrations particularly from Europe to the ‘new world’ that included
the U.S., Canada, Australia, Argentina. In turn, late 20™ century globalization is coming
along also with relatively significant migration flows (although of less magnitude in
relation to the total population of recipient countries) and movement of people across

countries and continents.

Thinking on Globalization: Orthodox and Heterodox Views.

Globalization involves increased trade in goods and services, and enhanced
financial integration. In addition, globalization implies particular patterns of insertion of
developing countries in the world economy, its institutional architecture and other forms

of global power relations.

3 For an interesting discussion of the effects of the international monetary system on the main political



Neoclassical theory supports free trade on grounds that economic integration
bolsters a more efficient structure of production and expanded consumption opportunities
that, in turn, must lead to higher national (and world) income and welfare.

The case for free capital mobility is more contentious, even in the framework of
neoclassical theory. On the one hand, it is recognized that removing barriers for capital
to go from areas with lower rates of return to countries with higher rates of return must
increase global real income, and contribute to the saving pool of recipient countries
which are often capital-scarce economies. However, speculative short term capital
mobility can be also destabilizing and promoting free capital mobility is not a guarantee
of stable, speedier, growth for recipient countries.

In fact, neoclassic trade theorists such as Jagdish Bhagwati (2000) makes a
distinction between free trade and free capital mobility, noting that both forms of
economic integration are not equivalent in terms of their economic rewards because of
the speculative nature of short term capital inflows. This believes is also shared by
Nobel-prize James Tobin, who has proposed a small tax on international financial
transactions to reduce excessive capital mobility across countries. In general, this
literature is favorable to globalization understood as trade integration but more eclectic
when dealing with capital flows, particularly of short term nature.

Unorthodox theories such as center-periphery, dependency theory and unequal
exchange were developed in the 1940s and 1950s by authors like Prebisch (1950),
Emmanuel (1972) and formalized by Bacha (1978) and Taylor (1983). Although these

theories were developed well before the current process of globalization, that started in

events of the 20" century, see Mundell (2000)



the 1980s and 1990s, they still can help to identify issues related to the current
globalization wave; particularly in terms of the distribution of gains of globalization for
developing countries and the limited degrees of freedom for to affecting global outcomes.
In general, these approaches emphasize that international trade takes place under
“unequal conditions” between the “north” (center, developed countries) and the “south”
(periphery, underdeveloped economies). In general the “north” is where technical change
mostly originates and where physical, human and institutional infrastructure is superior.
A main conclusion of this heterodox literature is an asymmetrical distribution of
the benefits of international trade between center and periphery. In addition, it is posed
that there are not enough degrees of freedom in the international system to allow the
south (periphery) to choose its own rate of economic growth or terms of trade, which are
determined by macroeconomic equilibrium complemented by a certain institutional base
in the north. In turn, the south (periphery) would carry a major share of worldwide
economic adjustment costs to global shocks like deterioration in terms of trade, fall in
world demand and slowdowns in capital flows (see Lance Taylor, 1983, ch. 10, for an
exposition of these theories). In addition, it is posed that main global economic decisions
are made by the governments of the north who hold the main decision-making power in

the institutions that “govern” the global economy.

Evaluation
The economic order of early 21* century certainly offers opportunities to
developing countries and other actors in the global economy. The drastic reductions in

barriers to international trade have opened the door for export-led growth. In fact, for



small and medium size economies with limited internal markets®, the possibilities for
rapid economic growth lie, to a large extent, in production oriented towards international
markets. The historical experience of the last three decades shows that countries that
have managed to grow at very rapid rates, say 7%, 8% or more per year, have all relied
on strong export growth, with exports expanding at a faster rate than GDP. This has been
the case of East Asia since the 1960s (up to their current crisis), China, since the mid
1970s, Chile since the mid 1980s and others.

Another argument in favor of globalization ié that it expands freedom (Micklethwit
and Noolridge, 2000). The idea is that globalization, by increasing opportunities it also
rises the possibilities to exercise freedom. Interestingly a similar argument is put forward
by Amartya Sen (1999), regarding development rather than globalization in his fecent

book, entitled precisely, Development as Freedom.

Globalization also increases the potential access to a wide variety of consumption
goods, new technologies, knowledge, ideas and international best practices in different
ﬁelds and realms. This can be a new product design, a new investment project, a new
production technology, a new managerial practice, it can even be a certain set of
institutions that has proved successful in other places, and, eventually, a model of society.

Of course the mere acquisition or imitation of foreign products, technologies or
foreign social models to local conditions with all their specificities and idiosyncratic
features is not a guarantee of success. It is just a potential benefit (or cost if used in
misleading fashion) derived from broadening the set of choices open to the participants of

the global economy.

4 This is also valid for large economies; in fact, China started to growth at a faster pace since 1977-78, after
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Every coin has two sides; thus it is also important to recognize that globalization
also poses some tensions and dilemmas to countries integrated to the world economy.® It
is clear that globalization has spread unevenly across the developing world. Private
capital inflows are largely concentrated in a group of large middle-income developing
countries. For example, Sub-Saharan Africa and other poor countries in other continents
receive less the benefit of trade, capital mobility and technological improvements
developed in the north. Another tension of globalization is associated with the fact that in
a more interdependent and inter-linked world economy any adverse global or regional
shock, for example the Asian and Russian crisis of 1997-98 rapidly propagates to other
economies. One propagation (contagion) mechanism at work can be a decline in the
import volumes and/or changes in the real price of commodities (oil, copper, timber, etc).
Economies that depend heavily on a few main commodities as their main source of
export earnings and fiscal revenues can be hit hard by these shocks. Another
transmission mechanism is asset markets. Highly integrated financial markets tend to
transmit global, regional or local shocks much more rapidly than in past decades when
financial markets were less integrated. Portfolio shifts affect exchange rates, interest
rates and economic activity. As the volumes of financial intermediation and currency
transactions are enormous nowadays, shocks can be greatly amplified in more or less
synchronized fashion with destabilizing effects on many economies. This source of

financial volatility was largely absent in the world of the 1950s, 1960s and early 1970s

it stimulated export-oriented growth and foreign direct investment.
3 See Rodrik (1997), Sachs (1999), Solimano et al. (2000).
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when multilateral lending, public financing, aid and foreign direct investment dominated
global capital movements.

There is ample empirical evidence showing that uncertainty and volatility penalize
capital formation (and productivity growth) with adverse effects on economic growth.®
Thus instability and volatility can be ultimately viewed as a tax on growth and prosperity.

In many instances, this instability originates from abroad. However, the quality of
the domestic policy response in the face of adverse external shocks matters. The nature
and timing of the domestic policy response can either soften or increase the impact of
these shocks.

Another tension of globalization lies in its social effects. As globalization is often
associated with increased instability of output and employment, this affects, among other
things, job security. As labor income is the main source of earnings for the majority of
population under capitalism, job insecurity is socially disruptive and brings tensions to
the fabric of society. In addition, flexibility in labor markets required to compete,
successfully, in international markets, tends to erode long term work and personal
relationships between firms and employees, workers and managers that traditionally give
a sense of security to people. Another open discussion is whether foreign trade and
globalization narrow or widen income disparities. Traditional trade theory suggesting
factor price equalization across countries seem of little relevance in a world of large per
capita income differentials (e. g. between say Sub-Saharan Africa and the OECD);
moreover, convergence in income levels (per person) is, at least, very weak across

regions and nations.

¢ See Pyndick and Solimano (1993).
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In addition, globalization gives a premium to people with sophisticated skills, high
levels of education, and entrepreneurial traits. These are people better equipped to
survive and succeed in the more competitive world brought about by globalization. The
mirror image of this is that unskilled labor, uneducated workers and marginalized
population are likely to benefit less in a more competitive world economy.

Thus income and wealth inequality can be amplified, underscoring the need for
public policy to correct these inegalitarian trends. Another critique of globalization is that
it tends to transmit the cultural patterns of large countries to the rest of the world through
imitation of consumption patterns, global mass media and other means of influence. This
trend would, eventually, lead to homogenization of values, thereby reducing cultural

diversity and national identities.

Institutional Challenges of Globalization

The institutional challenges of globalization can be geo-political, economic or
both. A main geopolitical challenge of the era of globalization has been the emergence of
an uni-polar world following the end of the Soviet Union as the other “superpower”
besides the U.S. The end of the cold war induced the end of armed conflicts in certain
areas (e.g. Asia, Central America) but brought new ones in Central Europe, for example
in the former Yugoslavia and in some former Soviets republics. The building of new
nation-states in what was the soviet block is still an unfolding process, after a near a
decade of the dissolution of the Soviet Union (see Hobsbawm, 1999).

These developments have strained the capacity of global political institutions, such

as the UN, to support nation-building in post-conflict countries and end existing armed
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conflicts of an internal nature in the post-cold war era. The challenges such as peace and
security are ever present. Dealing appropriately with these issues is non-trivial and
require considerable political will, financial support and consensus from the member
countries.

The main economic challenges of globalization include the maintenance of a stable
environment conducive to expanded trade, international investment and global economic
growth. Social challenges entail a reduction in global poverty, less inequality among and
within countries and less exclusion. In addition, the institutional financial architecture of
the early 21 century is facing several important challenges from globalization:

The maintenance of global and domestic financial stability is becoming a very
complex task. Capital moves very fast across national boundaries responding to changes
in relative asset returns flows, of information about investment opportunities and changes
in national economic policies. As the Mexican, Asian and Russian crisis of the late
1990s show, the magnitude of external imbalances to be financed (and the outstanding
financial liabilities to be served) in crisis situations are of such magnitude that strain (or
even exceed) the existing resources available by the IMF and other multinational lending
institutions, that have to prepare, in short time, emergency loans of an unprecedent size.
Rescue packages of 10, 20, 30 billions dollars (or more) towards countries, before or after
suffering speculative attacks on their currencies, were not uncommon in the second half
of the 1990s and could be present in the future again.

International financial institutions and markets alike have serious problems to
anticipate and then respond to macro and financial crisis, particularly in countries with

serious governance problems. Moreover, when the crisis take place and the IFI’s come
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with financial rescue packages, they create a moral hazard problem by giving, implicitly,
incentives to market participants for excessive risk-taking in the anticipation of future
bail-outs. Nevertheless, it is fair to note also that market participants and international
private risk-grading agencies often fail to anticipate crisis (the later even tend to
aggravate shocks in confidence when they downgrade countries in the midst of a crisis).

In addition, the exact dividing lines between balance of payments financing (the
realm of the IMF) and development lending (the scope of multilateral developments
banks) have become less clear. This was already the case in the 1980s when both Bretton
Woods institutions started to lend in tandem for balance of payments support as private
financing dried-up, as a consequence of the debt crisis. Again meeting the large external
financial needs associated with the crisis of the 1990s required a combination of balance
of payments support from the Bretton Woods Institutions and the Regional Development
Banks. Several observers point-out that crisis management is more the realm of the IMF
rather than of developments banks.

In order to strengthen the banking system at national level, and therefore strengthen
the foundations of global financial stability, it is necessary to enforce the Basle Capital
accord of 1998, signed by over 100 countries, that recommends core principles of bank
lending, reserves, transparency and others. This should be complemented with
appropriate mechanisms of bank’s surveillance, and reporting of relevant information for
both banks and corporations.

The 1990s saw, the irruption of an active global civil society/NGO movement with
national counterparts, composed by environmentalist groups, social activists, labor

unions, have started to challenge the policies and practices of the IFIs and prompting the
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quest for reform. The practice of conditionality attached to policy-based lending by the
[F1s is becoming more controversial in consideration to issues such as ownership of
programs, over-loading of conditions and internal political impact of externally-imposed
policies.

As mentioned before globalization poses several economic challenges for national
governments and its institutions of macroeconomic management. On the one hand,
globalization is seen as a disciplinary force for national governments that undertake
unsustainable economic policies (high fiscal deficits, unsound financial policies, etc) as
these policies are penalized by international investors and global capital markets.
However, the other side of this is that fiscal policy tends to lose its capacity to act as a
counter cyclical instrument oriented to maintain full employment and pursue
redistributiﬁe and social goals. The fact is that international financial markets are very
sensitive on the stance of fiscal policy of a country and uses it as an indicator of the
degree of “macroeconomic responsibility’ of governments. Governments are encouraged
to follow persistently austere fiscal policies in order to satisfy financial markets and gain

credentials of serious fiscal behavior.

Governance for Globalization: Different Proposals

The current wave of globalization is a classic example of rapid economic change in need
of an institutional infrastructure that could guarantee stability and growth at global,

regional and national levels. In a way, we face nowadays a similar situation to that
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described in Karl Polany (1994)” when analyzing the social disruption and conflicts of the
1920s and 1930s following the first wave of globalization and marketization highlighting
the need of “mediating institutions” to regulate change.

Several proposals of reform have been put forward in the last few years regarding
the governance structure of the global economy and the global polity. These proposals
have focused on the mission of the U.N system and the Bretton Wood institutions and
other operative aspects of these institutions.

Here it is important to remember that global and regional institutions, either the UN
or the Bretton Woods institutions are “owed” by national governments and therefore their
reform will reflect the priorities of their member countries, particularly of those who
make the largest financial contributions to these institutions. In general, it is fair to say
that developing countries have a relatively limited ability to effectively affect the
decision-making process that affect the world economy and its global institutions.

Let’s focus on reform proposals for the International Financial Institutions (IFIs).

The IMF and the World Bank

Regarding the IMF proposals range from abolition (Milton Friedman among the
academics, George Schultz among former policy makers) to reform, the latter including
the proposals of the Meltzer report, which included academics such as Jeffrey Sachs,
Allan Meltzer and others. Other proposals, particularly from financier George Soros is to

convert the IMF in a global Central Bank complemented by an international credit-

7 See K. Mc Robbie, K. Polany-Lewitt (2000) for a re-examination of Polany’s view in light of
contemporary globalization.
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insurance corporation that would guarantee international loans (up to a limit) charging a

fee.®

The main trust of most reform proposals, is to focus the IMF around two main
functions: i) maintenance of global financial stability, including crisis-prevention and
crisis-management. ii) lender of last resort. Regarding these functions, Fischer (1999)
makes a distinction between crisis management and lender of last resort, noting that they
do not always coincide. For example, historically, in the U.S., it was the Treasury,
clearing-houses and even the financier J.P. Morgan in early 20™ century that performed
the role of lenders of last resort, crisis managers or both. Regarding the IMF, Fischer
(1999) asserts that, in practice, the Fund, during the last two decades has played the role
of crisis manager; in addition, the function of lender of last resort can also be played by
the Fund noting that this would be facilitated if the Fund could ‘create money’. However,
the IMF is able, subject to the approval of its board of directors, to issue Special
Drawings Rights (SDRs). This amounts to creating liquidity that can supplement existing
reserve assets. Another important discussion relates to the implications of the ‘Bagehot
Principle’ (1873) that states that the lender of last resort should lend freely to clients, at a
penalty rate, on the basis of a marketable collateral in the ordinary course of business
when there is no panic. One issue is to what extent is feasible the possibility of unlimited
lending by the Fund in crisis situations. Another issue is the connection of this principle
with conditionality. Some observers have argued that charging penalty interest rates in

crisis situations should be a substitute for policy conditionality.

¥ See Micklethwait and Wooldridge (2000).
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Coming back to the Soros’ proposal, a global Central Bank would require a
mandate to print global money, a feature unlikely to be given to the IMF or any other
international institution. Nevertheless, as our previous discussion suggests the lender of
last resort does not necessarily need to have the ability to create money, so the need of
having a global Central Bank is less clear.

Other schemes, supplementing the crisis-prevention and crisis-management
functions, call for a sort global bankruptcy courts, that would seek a more balanced
distribution of the costs of financial crisis by engaging foreign lenders to share part of the
costs of the financial crisis.

Another area of financial governance is the regulation of banking systems and the
enforcement of capital standards and other practices of prudent banking behavior. A new,
ambitious proposal for creating a World Financial Authority (WFA) is developed by
Eatwell (2000) and Taylor (2000). The WFA, according to the authors, would be a global
financial regulator performing the tasks of authorization, provision of information,
surveillance, enforcement and development of policy.

A recent report on reform of the World Bank and the IMF is the Meltzer Report,
commissioned by the U.S. Congress. The recommendations of that report center around
some of the following issues:

e Focus the IMF in preserving global financial stability.

e Reducing World Bank financing to middle-income developing countries and increase
funding to poorer economies via grant-making.

e Representation of member countries in the decision-making and governance structure

of the Bretton Woods Institutions.
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e Nature of policy conditionality.

¢ Effectiveness of counter-cyclical lending by the IFIs during crisis situations.

The issue of crowding-in and crowding-out of private capital inflows associated with
lending by the BWT's is relevant. While private financing of infrastructure projects is
generally available, the availability of private external financing for projects in the social
sectors (education, health, social security) including support for institutional reform is
much more limited. This makes for complementarities between international public and
private lending to developing countries.

The role of the Bretton Woods Institutions is relevant in crisis situations, particularly
when private capital flows withdraw from countries experiencing crisis. It is important to
secure an effective counter-cyclical role for the Bretton Woods institutions in putting
together external financing packages to all countries that need it, is important. Also, the
concentration in the distribution of lending between middle income/large economies vis a
vis lower income/small economies is another issue of relevance. In this connection, the
Meltzer report argues in favor of the World Bank shifting its lending from to middle-
income developing countries with access to international capital inflows (e.g., Argentina,
Brazil, Mexico, others) towards assisting poor economies through grant-making. This
recommendation raises important distributional questions regarding the allocation of
international lending. However, it needs further critical analysis since middle-income
developing countries do not always have uninterrupted access to global capital markets
(e.g. during financial crisis); in addition, some middle-income developing countries (e.g.,

Brazil, India) have big contingents of poverty and marginalized people living within their
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frontiers and therefore fall in the mandate of the Bank as a poverty-reducing institution.
Moreover, the financial implications for donor countries of going from a Bank to a grant-
making agency are significant and its convenience and feasibility need to be clarified.

The topic of developing countries representation in the IFIs is very relevant as the
capital structure of these institutions, established long ago, may not represent current
economic realities of emerging and developing economies. In addition, developing
countries representation and influence in the governance structure or the BWIs depends
on their share on the capital structure of these institutions. In addition, there is not an
equivalent to the G-7 or G-10 at the level of developing countries and transition
economies. Mechanisms of information sharing and collective action for poor, middle
income countries and transition economies are lacking.

During the 1980s and 1990s, domestic policy reform in borrowing countries was
encouraged through conditionality by the Bretton Woods institutions in exchange for
loans. Recent empirical evidence tends to show that unless borrowing countries are
convinced of the need to adopt economic and institutional reforms, that in turn, have
legislative and social acceptance at home, conditionality can be ineffective on even
counter-productive.® A fresh look at the concepts and practice of conditionality, and the
scope for partnership and participation is required.

In addition there is a need for a renewed look at the content of program design that
fits suit to the era of globalization. This range from a careful consideration of the degree
of fiscal austerity in adjustment programs, avoiding the design and implementation of

unnecessary recessionary programs that can be socially destabilizing if they lead to

? See Collier, P. (2000).
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increasing unemployment and poverty for a protracted period of time. Also, the IFIs are
including now in program design issues of transparency and governance practices that are

of a complex nature, politically sensitive and not always easy to implement.

Global and Regional Financial Institutions: the Mix

Let’s turn now to the mix and balance between global financial institutions (IMF,
World Bank) and regional financial institutions (e.g., regional and sub-regional
development banks) in managing the challenges and financial needs of globalization. Is
the current allocation of responsibilities and balance of influence between global and
regional institutions adequate? What should be a workable division of labor between
global and regional institutions, that avoids overlapping of lending and inter-agency
competition? These are complex questions that require further reflection and analysis
recent years, we have seen the emergence as relevant actors, in terms of volume of
financing and policy advice, of regional development banks, (e.g. IADB, EBRD, ADB,
AFDB)' and other sub-regional financial institutions, including reserve funds to face
(limited) balance of payments needs. Some examples of these sub-regional institutions in
Latin America are: CAF (Andean Development Corporation) and FLAR (Latin American
Reserve Fund). An adequate balance between global and regional institutions requires an
understanding of the comparatives advantages and corporate capabilities of each type of
institution.

Regional financial institutions often have certain informational advantages about

economic, political and cultural realities of member countries over global institutions
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which, by design, accommodate a larger set of countries from different continents. As
we have seen, knowledge and local ownership of programs are essential to ensure a good
development impact of projects and the political feasibility of the policy advice given by
lending institutions. In addition, there is greater degree of country representation for
developing countries in the most important decision-making bodies (Board of Governors
and Board of Directors) of the regional institutions than in the executive boards of global
institutions that tend to be influenced by G-7 countries. In contrast, regional
development institutions are less exposed to global best practices and knowledge of a
broad range of country experiences across continents than the global institutions like the
IMF and the World Bank. In turn, conditionality is often more strict in global institutions
whereas regional development banks tend to develop a pattern of interaction with client-
countries closer, perhaps, to partnership.

It is important to reiterate, as mentioned before that, ultimately, regional and global
institutions are “agents” that implement the mandates of the “principal” (the national
governments). However, these mandates are filtered by: a) the bureaucratic structures of
the regional and global IFIs, and b) the respective voting power of individual countries;
in turn, a direct function of their economic importance in the world (or regional)
economy. These two “filters” are very important for shaping the actual operation of
global versus regional financial institutions and account for some differences in patterns

of operational behavior, organizational cultures and representation of member countries

between global and regional institutions.

' Inter American Development Banks (IADB), European Bank for Reconstruction and Development
(EBRD), Asian Development Bank (ADB), African Development Bank (AFDB).
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Regarding division of labor between global and regional financial institutions (more
relevant for development banks) it is clear that co-financing of operations and more

coordination in lending priorities and technical assistance is needed.

National Policies

A well functioning institutional system at world scale requires that reforms in
global and regional institutions are complemented by reforms in national institutions and
policies. In that sense, there must be a basic consistency between the global economic
regime promoted by the global institutions and the policy regimes at national level. For
example, if global institutions promote free trade, then the trade regime of member
nations must be consistent with an open trade system. In turn, global priorities and global
rules of the game, must ultimately be consistent with the national priorities of developed,
developing and transition economies. This exercise at harmonization of priorities and
policies at the different levels is not simple, again developing country voice and
representation matters here.

Turning to the content of national policies in the era of globalization, it is often
argued that globalization, besides its potential for enhancing global growth, tends to
reduce the influence of domestic economic and social policies on development outcomes.
Thus, an important question is to what extent it is possible to design national policy
packages that regain a greater degree of national autonomy in pursuing policy objectives
of full employment, stable growth and a more equitable income distribution. A focus on
vulnerability-mitigation policies and social equity is appropriate. At the level of

macroeconomic policy, the issue is how to define exchange rate, fiscal policies, capital
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account regimes (e.g., including a discussion of taxes on short-term capital flows) that
reduce the vulnerability of the national economy to external shocks and global business-
cycles. In the field of macroeconomic management, there is a need to explore the room
for counter-cyclical fiscal policy. Regarding the exchange rate regime, flexible exchange
rates, dollarization, currency boards and monetary unions are being considered now as
better alternatives than fixed exchange rates and exchange rates bands. However, it is
useful to remind that exchange rate regimes need to be discussed along with other policy
fundamentals.

Social policy in the era of globalization is a very important topic per se."" The
experience of the 1990s, shows that excessive volatility needs to be counteracted by
appropriate social institutions that offer social insurance and economic security to people.
Another lesson that can be extracted from the 1990s is that targeting in the delivery of
social services tends to leave out the middle class. A fresh look at issues of universality
versus targeting in the access to social services is needed. In addition, the device of
adequate institutions of conflict management is very important in societies afflicted by
significant inequality of income and wealth by regional fragmentation or ethnic diversity.

Concluding Remarks

Globalization, the main economic trend of the early 21* century offers a significant
potential for expanded trade, international investment and technological advance of
which developing countries can benefit. However, so far these benefits of globalization
and the gains of increased global integration are unevenly distributed across and within

nations. In addition, global interdependence has come along with significant

1" See Solimano (1998, 1999, 2000) for a discussion of these issues.
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macroeconomic volatility, and several serious financial crisis developed in the second
half of the 1990s. We are living in a world of more possibilities but also of increased
risks.

These features of globalization require an adequate institutional response that
ensures stability, steady prosperity and a more equitable distribution of the rewards of
globalization. The existing global institutional matrix was formed in the mid 1940s,
around the UN system and the Bretton Wood institutions under a different balance of
power across nations in a world of fixed exchange rates and very limited private capital
mobility. Later, since the 1960s regional financial institutions emerged on account of
greater autonomy of different regions and the expanded financial needs of the
development process. This paper reviewed different proposals of reform of the
international financial institutions, roles of the IMF and World Bank, highlighting
implications for developing countries regarding policy conditionality, counter-cyclical
role of lending by multilaterals, the concentration of financing to middle income versus
low income developing countries, access to liquidity at times of crisis and voice and
representation mechanisms of developing nations in the decision-making process of these
institutions.

The paper also stresses the need to reassess the allocation of responsibilities,
coordination mechanisms and overlapping between‘ Bretton Woods institutions and of
regional financial institutions. The design of reforms of the IFI’s must incorporate
important considerations of corporate capabilities of each type of institutions.
Institutional cultures are different between global and regional institutions as well as the

nature of knowledge (global vs. regional) generated and disseminated by each type of
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institutions. Furthermore, differences arise in the patterns of interaction with client-
countries and in the representation-mechanisms in both global and regional IFIs. Finally,
the paper also calls attention of the need for global and national policy harmonization,
structured around growth-oriented policies that reduce volatility and promote social

equity.
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